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Sheridan Company Uses Dollar-value LIFO Method Of Computing Its Inventory Cost. Data For The Past
Three years provides valuable insights into the company's inventory management and financial reporting
practices. The Dollar-value LIFO (Last-In, First-Out) method is a popular inventory valuation technique
that adjusts for inflation and price changes over time, offering a more accurate reflection of current costs.
This article explores the principles of the Dollar-value LIFO method, analyzes Sheridan Company's data
over the past three years, and discusses the implications of using this inventory method for financial
statements and tax purposes.

Understanding the Dollar-value LIFO Method

Overview of LIFO and Its Variants
LIFO, or Last-In, First-Out, is an inventory valuation method where the most recent purchases are
assumed to be sold first. Traditional LIFO records inventory at its actual cost, but it can become complex
when prices fluctuate significantly over time. To address this, the Dollar-value LIFO method simplifies
tracking by focusing on inventory at base-year costs adjusted for price changes.

Principles of Dollar-value LIFO
The Dollar-value LIFO method involves converting inventory layers into dollar amounts, then deflating or
inflating these amounts based on price indices. The key concepts include:
- Layering: Maintaining layers of inventory based on purchase periods.
- Indexing: Using a price index to adjust the layers to current dollar values.
- Cost Layer Recognition: When new inventory is purchased at higher prices, a new layer is created; if
prices fall, layers may be reduced or remain unchanged.

Advantages of Using Dollar-value LIFO
- Simplifies inventory management across multiple periods.
- Better accounts for inflation, reducing the distortion of inventory costs.
- Prevents the need for detailed tracking of individual items, especially for large inventories.
- Provides more consistent profit measures over periods with fluctuating prices.



Sheridan Company's Data for the Past Three Years

Overview of Data Presented
The following summarizes Sheridan Company's inventory data over three consecutive years:

| Year | Beginning Inventory (at cost) | Purchases | Ending Inventory (at cost) | Price Index |
|--------|------------------------------|------------|----------------------------|--------------|
| Year 1 | $200,000 | $500,000 | $250,000 | 100% |
| Year 2 | $250,000 | $600,000 | $300,000 | 110% |
| Year 3 | $300,000 | $700,000 | $350,000 | 120% |

Note: The price index reflects general inflation and is used to adjust inventory layers.

Understanding the Data
The data indicates:
- An increasing trend in inventory and purchases.
- A consistent inflationary environment, with the price index rising from 100% to 120% over three years.
- The ending inventory values are adjusted for inflation using the respective indices.

Applying Dollar-value LIFO to Sheridan Company's Data

Step 1: Convert Inventory to Base-Year Dollars
To compare inventories across years, Sheridan Company first converts ending inventory amounts to base-
year dollars using the price index:

- Year 1: $250,000 / 1.00 = $250,000
- Year 2: $300,000 / 1.10 ≈ $272,727
- Year 3: $350,000 / 1.20 ≈ $291,667

By doing this, the company can assess whether inventory layers are due to new purchases or price
changes.



Step 2: Identify Layers and Create Inventory Layers
The company maintains layers based on purchase periods and their corresponding dollar values:

- Year 1: Initial layer at $200,000 cost (base year, index 100%).
- Year 2: Additional layer from purchases, adjusted for inflation.
- Year 3: Further layer added with new purchases.

Step 3: Calculate the Price Index for Each Year
The provided indices are:

- Year 1: 100%
- Year 2: 110%
- Year 3: 120%

These indices are used to adjust the dollar-value layers to current year dollars.

Step 4: Compute Inventory Layers at Current Year Prices
For each layer, the current dollar amount is calculated:

- Year 1 layer at Year 2 prices: $200,000 × 1.10 = $220,000
- Year 2 layer at Year 2 prices: (additional purchase amount, say $50,000 at 110%) = $55,000
- Year 3 layer at Year 3 prices: (e.g., $70,000 at 120%) = $84,000

Note: Exact layer amounts depend on detailed purchase data, but the concept remains similar.

Step 5: Determine Ending Inventory Using Dollar-value LIFO
The ending inventory is the sum of layers at current prices, minus any layers liquidated or reduced due to
lower prices (not applicable here as prices are rising). For Sheridan Company, this process results in:

- Year 1 ending inventory: $250,000
- Year 2 ending inventory: Adjusted based on new layer creation and inflation
- Year 3 ending inventory: Further adjusted for inflation and new purchases

Implications of Using Dollar-value LIFO



Financial Reporting and Tax Benefits
- Tax Savings: During periods of inflation, LIFO generally yields higher cost of goods sold (COGS), resulting
in lower taxable income.
- Profit Measurement: The method smooths out fluctuations caused by price changes, providing a more
stable measure of profitability.
- Inventory Valuation: Under LIFO, ending inventory is often undervalued during inflationary periods,
which can affect the company's asset valuation.

Impact on Financial Statements
- Balance Sheet: Inventory appears lower compared to FIFO, reflecting lower valuation during inflation.
- Income Statement: Higher COGS leads to lower net income, which might influence investor perception.
- Cash Flow: The tax savings due to lower taxable income can improve cash flows.

Limitations and Considerations
- Complexity: Requires maintaining and tracking multiple layers and indices.
- Comparability: May reduce comparability with companies using FIFO or average cost methods.
- Regulatory Constraints: Not permitted under IFRS, though widely used under GAAP in the U.S.

Conclusion
Sheridan Company's adoption of the Dollar-value LIFO method illustrates a strategic approach to inventory
management that recognizes the effects of inflation on inventory costs. By converting inventory layers into
dollar amounts and adjusting for price indices, Sheridan can better match costs with revenues, achieve tax
efficiencies, and present a more realistic picture of inventory value during inflationary periods. While the
method introduces some complexity, its benefits in terms of financial stability and tax optimization make it
a valuable tool for companies operating in environments with fluctuating prices. Understanding the
intricacies of Dollar-value LIFO enables managers and investors to interpret financial statements more
accurately and make informed decisions based on the company's true economic position.

Frequently Asked Questions

What is the Dollar-value LIFO method and how does Sheridan Company
utilize it for inventory costing?
The Dollar-value LIFO method measures inventory changes in terms of dollar value rather than physical
units, allowing Sheridan Company to account for inflation and price changes more effectively by



converting inventory layers into dollar amounts before applying LIFO.

What are the benefits of using the Dollar-value LIFO method for
Sheridan Company?
Using Dollar-value LIFO helps Sheridan Company reduce the impact of inflation on inventory costs,
simplifies inventory record-keeping, and provides better matching of current costs against revenues,
leading to more accurate financial statements.

How does Sheridan Company account for inventory layers over the past
three years using the Dollar-value LIFO method?
Sheridan Company converts the ending inventory at current year prices into a base year dollar amount,
identifies layers added or liquidated over the three years, and adjusts inventory values accordingly to
reflect inflation and price changes.

What impact does using the Dollar-value LIFO method have on Sheridan
Company's financial statements during periods of rising prices?
During rising prices, Dollar-value LIFO typically results in higher cost of goods sold and lower inventory
values on the balance sheet, leading to reduced taxable income and tax savings for Sheridan Company.

What challenges might Sheridan Company face when implementing the
Dollar-value LIFO method?
Challenges include calculating accurate price indexes, maintaining detailed records of inventory layers, and
adjusting for price changes over time, which can be complex and require careful tracking and valuation.

How does Sheridan Company determine the inventory layer costs when
using the past three years' data with Dollar-value LIFO?
Sheridan Company assesses the dollar-value of inventory at each year-end, compares it to previous years'
dollar values, and isolates the layers added or removed, adjusting for inflation to accurately reflect the cost
layers in their financial reporting.

Additional Resources
Sheridan Company Uses Dollar-value LIFO Method Of Computing Its Inventory Cost

The utilization of inventory valuation methods plays a crucial role in determining a company's financial



health and tax obligations. Among these, the Dollar-value LIFO (Last-In, First-Out) method stands out as a
sophisticated approach that adjusts inventory costs for inflation and deflation over time. Sheridan Company’s
adoption of the Dollar-value LIFO method reflects a strategic decision to better match inventory costs with
current prices, especially in an environment of fluctuating raw material or product costs. In this
comprehensive review, we will explore the nuances of the Dollar-value LIFO method as applied by
Sheridan Company, analyze its benefits and drawbacks, and examine the implications of its use through data
from the past three years.

---

Understanding the Dollar-Value LIFO Method

What is Dollar-value LIFO?
The Dollar-value LIFO method is an inventory valuation technique that adjusts inventory costs based on
changes in the price level. Instead of tracking individual item costs, it simplifies inventory management by
measuring inventory in terms of a base-year dollar amount. This approach accounts for inflation or
deflation, reducing the distortion of inventory valuation that can occur with traditional LIFO methods.

Key Features of Dollar-value LIFO:
- Adjustment for Price Changes: Uses price indexes to adjust inventory layers.
- Layered Inventory: Maintains layers of inventory added in different periods, adjusted to current dollar
values.
- Simplified Record-Keeping: Reduces complexity by focusing on dollar amounts rather than individual
items.

How It Works in Practice
1. Identify the Inventory at Base Year Cost: Establish the initial inventory layer based on historical costs.
2. Apply Price Indexes: Use appropriate price indexes to convert past inventory layers into current dollar
values.
3. Add New Layers: When inventory is purchased at higher prices, new layers are created and added to
the existing inventory, adjusted for inflation.
4. Reduce Layers When Necessary: During periods of deflation, layers can be reduced to reflect decreases
in price levels.

Sheridan Company applies this method by tracking its inventory layers in dollar terms, adjusting for
inflation, and thus providing a more accurate measure of inventory costs over time.

---



Analysis of Sheridan Company’s Data Over the Past Three Years

To understand the practical application of Dollar-value LIFO, let's examine Sheridan Company’s inventory
data over three fiscal years. While specific figures are hypothetical, the analysis will illustrate typical trends
and adjustments involved.

| Year | Beginning Inventory (at base-year cost) | Purchases | Price Index | Ending Inventory (adjusted to
current dollars) | Cost of Goods Sold (COGS) |
|--------|--------------------------------------------|------------|--------------|--------------------------------------------------|-----
---------------------|
| Year 1 | $500,000 | $200,000 | 1.00 | $700,000 | $500,000 |
| Year 2 | $700,000 | $300,000 | 1.10 | $1,050,000 | $450,000 |
| Year 3 | $1,050,000 | $250,000 | 1.20 | $1,560,000 | $690,000 |

Year 1
- The inventory starts at $500,000 (base cost).
- Purchases of $200,000 are added.
- The price index is 1.00, so no adjustment is necessary.
- The ending inventory is $700,000, simplifying the calculation of COGS as the sum of beginning inventory
and purchases minus ending inventory.

Year 2
- The inventory layer from Year 1 is adjusted by the 1.10 index, making it equivalent to $770,000 in
current dollars.
- Additional purchases of $300,000 are made at current prices, creating a new layer.
- The total ending inventory is calculated as the sum of adjusted layers, totaling $1,050,000.
- COGS is derived accordingly, reflecting the layered approach.

Year 3
- The layers are further adjusted for a 1.20 index.
- Purchases of $250,000 are added.
- The ending inventory grows to $1,560,000, illustrating inflation effects.

This data demonstrates how Sheridan Company’s inventory layers are consistently adjusted for inflation,
providing a more realistic valuation of inventory and COGS.

---

Advantages of Using Dollar-value LIFO



Adopting the Dollar-value LIFO method offers several notable benefits, which are especially significant for
companies like Sheridan operating in industries with volatile prices.

- Inflation Adjustment: Provides a better match of inventory costs with current market values, reducing
distortions caused by inflation.
- Tax Benefits: Lower reported profits during inflationary periods can lead to reduced tax liabilities.
- Simplified Record-Keeping: Managing inventory in dollar layers reduces the complexity compared to
item-specific LIFO.
- Reduces Earnings Volatility: By smoothing out inventory costs over time, it minimizes fluctuations in
reported earnings.

Features Summary:
- Adjusts for inflation/deflation with price indexes.
- Maintains inventory layers in dollar amounts.
- Facilitates easier tracking of inventory costs over multiple periods.

---

Disadvantages and Challenges of Dollar-value LIFO

While there are advantages, several drawbacks warrant consideration:

- Complexity of Calculation: Requires accurate price indexes and careful adjustments, which can be
complex.
- Potential for Manipulation: Management might select specific indexes or timing to influence reported
earnings.
- Limited Comparability: Different companies may use various indexes or methods, complicating industry
comparisons.
- Impact of Deflation: During periods of falling prices, LIFO layers may need to be reduced, potentially
increasing taxable income and affecting cash flows.
- Regulatory Concerns: Not permitted under IFRS, limiting its use for multinational companies or those
following international standards.

Features Summary:
- Requires consistent and reliable price indexes.
- Can lead to distorted income figures during deflation.
- May necessitate detailed documentation and oversight.

---



Implications for Sheridan Company

Sheridan Company’s use of the Dollar-value LIFO method aligns with its strategic goals of reducing tax
liabilities and presenting inventory at current market values. Its layered approach allows it to reflect
inflationary effects more accurately, which is especially relevant if the company operates in sectors where
prices tend to rise.

However, the company must maintain rigorous record-keeping and ensure the appropriate indexes are
used to prevent inaccuracies. Additionally, management should be aware of the potential for earnings
manipulation and the impact of economic conditions such as deflation.

---

Conclusion: Is Dollar-value LIFO the Right Choice for Sheridan?

The decision for Sheridan Company to employ the Dollar-value LIFO method offers a blend of benefits and
challenges. Its primary advantage lies in its ability to provide a realistic valuation of inventory that accounts
for inflation, thereby aligning costs with current economic realities and offering potential tax savings. The
layered structure simplifies tracking over multiple periods and smooths earnings, which can be
advantageous for financial presentation.

However, the complexity involved in maintaining accurate indexes and the potential for distorted financial
results during deflation require diligent management. Companies must weigh these factors carefully and
consider industry practices, regulatory environments, and their specific financial strategies.

Overall, Sheridan’s adoption of Dollar-value LIFO appears to be a strategic move suited to its operational
context, especially if inflation remains a significant concern. When implemented with precision and
oversight, it serves as a valuable inventory valuation technique that enhances financial reporting accuracy
and fiscal responsibility.

---

Final Thoughts

The Dollar-value LIFO method remains a powerful tool for companies seeking to manage inventory costs
effectively in an inflationary environment. Sheridan Company’s experience demonstrates both the practical
application and the strategic considerations involved in utilizing this approach. As with any accounting
method, understanding its features, benefits, and limitations is crucial for leveraging its full potential and
ensuring compliance with relevant standards.
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