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Understanding how businesses determine their ending inventory is crucial for
accurate financial reporting and effective inventory management. Ivanhoe, a
retail company, employs the conventional retail method to ascertain its
ending inventory at cost. This method is widely used in the retail industry
due to its simplicity and efficiency, especially when dealing with large
volumes of inventory. In this article, we will explore the details of the
conventional retail method, its application in Ivanhoe’s inventory process,
and the steps involved in calculating ending inventory at cost.

Overview of the Conventional Retail Method

The conventional retail method is a technique used by retailers to estimate
the ending inventory's cost based on the relationship between cost and retail
prices. This method simplifies the process of inventory valuation by avoiding
physical counts at every period, instead relying on the relationship between
retail prices and cost to estimate ending inventory.

Key Concepts

Before diving into how Ivanhoe applies this method, it is important to
understand its fundamental principles:

e Cost-to-Retail Ratio: The ratio of goods at cost to goods at retail,
used to convert ending inventory at retail to its cost equivalent.

e Net Markup: The difference between the retail price and the cost, which
includes markup, markdowns, and sales discounts.

* Goods Available for Sale: The total inventory at cost and retail before
deducting ending inventory.



Application of the Conventional Retail Method
in Ivanhoe

In Ivanhoe’s case, the company begins its inventory process with the
assumption that inventory values are determined using the conventional retail
method. This involves several key steps:

Step 1: Calculating Goods Available for Sale

Ivanhoe starts by calculating the total goods available for sale at both cost
and retail:

1. Beginning Inventory: The inventory on hand at the start of the period,
valued at cost and retail.

2. Purchases: All inventory acquired during the period, recorded at cost
and retail prices.

The sum of beginning inventory and purchases gives the total goods available
for sale.

Step 2: Determining the Cost-to-Retail Ratio

Next, Ivanhoe calculates the cost-to-retail ratio:

1. Total Cost of Goods Available for Sale: Sum of beginning inventory cost
plus purchase costs.

2. Total Retail Value of Goods Available for Sale: Sum of beginning
inventory retail plus retail value of purchases.

The ratio is then computed as:

\ [

\text{Cost-to-Retail Ratio} = \frac{\text{Total Cost of Goods Available for
Sale}}{\text{Total Retail of Goods Available for Sale}}

\1

This ratio reflects the proportion of cost to retail value, which remains
relatively stable under the conventional method.



Step 3: Estimating Ending Inventory at Retail

Ivanhoe then determines the ending inventory at retail:

1. Goods Available for Sale at Retail: As calculated in Step 1.

2. Less: Ending Inventory at Retail: The retail value of inventory
remaining at the period’s end, often derived from physical counts or
estimates.

Subtracting the ending inventory at retail from the goods available for sale
at retail yields the ending inventory at retail.

Step 4: Calculating Ending Inventory at Cost

Finally, the ending inventory at cost is calculated by applying the cost-to-
retail ratio:

\ [
\text{Ending Inventory at Cost} = \text{Ending Inventory at Retail} \times
\text{Cost-to-Retail Ratio}

\1]

This provides an estimate of the inventory’s value at cost, which is used in
financial statements.

Advantages of Using the Conventional Retail
Method

The conventional retail method offers several benefits to Ivanhoe and similar
retail companies:

e Efficiency: Reduces the need for physical inventory counts, saving time
and labor.

e Timely Reporting: Facilitates quick inventory valuation, aiding in
faster financial reporting.

e Cost Control: Enables management to monitor inventory levels and gross
profit margins effectively.



Limitations and Considerations

While the conventional retail method is advantageous, there are some
limitations to be aware of:

e Assumption of Consistent Markups: The method assumes a stable cost-to-
retail ratio, which may not hold during periods of significant price
fluctuations.

e Inaccuracy with High Markup Variance: When markups vary widely across
products, the method may produce less precise inventory valuations.

e Impact of Markdown and Discounts: Heavy markdowns or discounts can
distort retail values, affecting the accuracy of estimates.

Example: Calculating Ivanhoe’s Ending Inventory

To better understand the process, consider an example with hypothetical data:

Beginning inventory at cost: $50,000

Beginning inventory at retail: $80,000

Purchases at cost: $200,000

Purchases at retail: $300,000

Ending inventory at retail: $70,000

Step 1:
Goods available for sale:

- Cost = $50,000 + $200,000 = $250,000
- Retail = $80,000 + $300,000 = $380,000
Step 2:

Calculate the cost-to-retail ratio:

\ [
\frac{\$250,000}{\$380,000} \approx 0.6579 \quad (65.79\%)
\1]

Step 3:
Ending inventory at retail is given as $70,000.



Step 4:
Estimate ending inventory at cost:

\ [
\$70,000 \times 0.6579 \approx \$46,053

\]

This estimate indicates Ivanhoe’s ending inventory at cost is approximately
$46,053.

Conclusion

Ivanhoe'’s use of the conventional retail method provides a practical and
efficient approach to inventory valuation. By relying on the relationship
between cost and retail prices, the company can quickly estimate ending
inventory without extensive physical counts. While there are limitations,
especially in volatile pricing environments, this method remains a valuable
tool for retail businesses seeking timely financial information. Proper
application involves careful calculation of the cost-to-retail ratio,
accurate tracking of goods available for sale, and consideration of potential
distortions caused by markdowns and price fluctuations.

Implementing the conventional retail method requires diligent record-keeping
and consistent application of assumptions. When used appropriately, it
enhances inventory management, supports accurate financial reporting, and
aids strategic decision-making in the dynamic retail landscape.

Frequently Asked Questions

What is the conventional retail method used by
Ivanhoe to determine ending inventory at cost?

The conventional retail method involves applying a cost-to-retail ratio to
the ending inventory at retail to estimate the ending inventory at cost,
based on the assumption that the relationship between cost and retail value
remains consistent.

Why does Ivanhoe choose the conventional retail
method for inventory valuation?

Ivanhoe uses the conventional retail method because it provides a quick and
cost-effective way to estimate ending inventory and cost of goods sold
without detailed item-by-item tracking, especially useful during periods of
fluctuating inventory levels.



How does Ivanhoe calculate the cost-to-retail ratio
in the conventional retail method?

Ivanhoe calculates the cost-to-retail ratio by dividing the total cost of
goods available for sale by the total retail value of goods available for
sale, excluding markdowns and discounts.

What is assumed about inventory layers when Ivanhoe
uses the conventional retail method?

The method assumes that the relationship between cost and retail price is
uniform across all inventory layers, meaning that the cost ratio applies
equally to all parts of the inventory.

How does Ivanhoe adjust for beginning inventory when
using the conventional retail method?

Ivanhoe includes the beginning inventory's cost and retail amounts in the
total calculations of goods available for sale, ensuring the ratio and ending
inventory estimates incorporate the starting inventory values.

What are the advantages of Ivanhoe using the
conventional retail method?

Advantages include simplicity, speed, minimal record-keeping, and the ability
to estimate inventory costs quickly, which is especially helpful in a retail
environment with high turnover.

Are there any limitations or risks associated with
Ivanhoe's use of the conventional retail method?

Yes, it assumes a consistent cost-to-retail ratio, which may not be accurate
if there are significant price changes, markdowns, or inventory mix shifts,
potentially leading to inaccurate inventory valuation.

How does Ivanhoe handle markdowns and discounts in
the conventional retail method?

Markowns and discounts are deducted from retail sales to determine net retail
value, which is then used in calculating the cost-to-retail ratio, ensuring
that inventory estimates reflect actual retail prices after discounts.

Can Ivanhoe switch to a different inventory
valuation method, and why might it do so?

Yes, Ivanhoe can switch to methods like FIFO or LIFO if they provide more



accurate or relevant valuation, especially if retail prices fluctuate
significantly, but changes should be disclosed in financial statements for
transparency.

Additional Resources

Ivanhoe Uses The Conventional Retail Method To Determine Its Ending Inventory
At Cost. Assume The Beginning

Introduction

In the dynamic world of retail accounting, inventory valuation remains a
cornerstone for accurate financial reporting and strategic decision-making.
Among the myriad methods available, the Conventional Retail Method stands out
due to its practicality and efficiency, especially when dealing with large
volumes of inventory. This article delves into how Ivanhoe, a hypothetical
retail enterprise, employs the Conventional Retail Method to determine its
ending inventory at cost, starting from an assumed beginning inventory
figure. By exploring the nuances, assumptions, and calculations involved, we
aim to provide a comprehensive understanding suitable for professionals,
students, and industry observers alike.

Background: The Significance of Inventory Valuation

Before diving into Ivanhoe's specific application, it’'s essential to
understand why inventory valuation matters:

- Financial Accuracy: Ensures that the balance sheet reflects the true value
of inventory.

- Cost of Goods Sold (COGS): Accurate inventory figures directly impact
profit calculations.

- Taxation: Determines taxable income and hence, tax liabilities.

- Operational Decisions: Guides purchasing, pricing, and inventory management
strategies.

In retail, where inventory turnover is high and prices fluctuate, selecting

an appropriate valuation method is crucial. The Conventional Retail Method is
widely favored in such contexts for its simplicity and relative accuracy.

The Conventional Retail Method: An Overview
Definition and Core Concept

The Conventional Retail Method estimates ending inventory at cost by applying



a cost-to-retail ratio to the ending inventory at retail. Unlike the Cost
Method, which values inventory solely at cost, or the LIFO/FIFO methods,
which require detailed item-by-item tracking, the Conventional Retail Method
uses aggregate percentages, simplifying calculations.

Key Assumptions

- Net Markups and Markdowns are netted: The method assumes that the net
effect of markup and markdown adjustments between cost and retail is
incorporated into the calculation.

- Consistent Gross Profit Percentage: The gross profit rate on sales remains
relatively stable over the period.

- Uniform Markup: The markup on inventory remains consistent throughout the
period.

Process at a Glance

Determine Beginning Inventory at Cost and Retail

Add Purchases at Cost and Retail

Calculate the Goods Available for Sale at Cost and Retail
Compute the Cost-to-Retail Percentage

Estimate Ending Inventory at Retail

Apply the Percentage to Derive Ending Inventory at Cost

OuUlh, WN =

Assumed Data for Ivanhoe
To illustrate the process, we assume the following data:
| Description | Amount |

| Beginning inventory at cost | $50,000 |

| Beginning inventory at retail | $80,000 |

| Purchases during the period at cost | $150,000 |

| Purchases during the period at retail | $240,000 |
| Goods available for sale at cost | $200,000 |

| Goods available for sale at retail | $320,000 |

| Net sales during the period | $250,000 |
| Gross profit rate on sales | 25% |

Note: These figures are hypothetical but reflective of typical retail
scenarios.

Step-by-Step Application of the Conventional Retail Method
1. Calculate Goods Available for Sale at Cost and Retail

Beginning Inventory:



- Cost: $50,000
- Retail: $80,000

Purchases:

- Cost: $150,000
- Retail: $240,000

Total Goods Available for Sale:

- Cost: $50,000 + $150,000

= $200,000
- Retail: $80,000 + $240,000 =

$320,000

2. Determine the Cost-to-Retail Percentage

This ratio indicates the proportion of the retail value that represents the
cost:

\ [

\text{Cost-to-Retail Percentage} = \frac{\text{Goods Available at
Cost}}{\text{Goods Available at Retail}} = \frac{200,000}{320,000} = 0.625
\text{ or } 62.5\%

\1

This percentage suggests that, on average, 62.5% of the retail value equates
to cost.

3. Calculate Estimated Ending Inventory at Retail

Since net sales are $250,000 and the gross profit rate is 25%, we can
determine the cost of goods sold (COGS):

\ [

\text{Gross Profit} = 25\% \times \text{Net Sales} = 0.25 \times 250,000 =
62,500

\1

\ [
\text{COGS} = \text{Net Sales} - \text{Gross Profit} = 250,000 - 62,500 =
187,500

\]

Now, the ending inventory at retail is:

\ [
\text{Goods Available at Retail} - \text{Sales at Retail} = 320,000 -
\left(\frac{\text{Net Sales}}{\text{Gross Profit Rate + 1}}\right)



\]

However, since gross profit rate is 25%, sales at retail are:

\ [

\text{Sales at retail} = \frac{\text{Net Sales}}{1 - \text{Gross Profit
Rate}} = \frac{250,000}{0.75} = 333,333.33

\1

But this exceeds the total retail goods available ($320,000), indicating that
the entire inventory is sold and some sales might be over the total retail.
To keep the calculation straightforward, the typical approach is:

Alternative method:
- Calculate ending inventory at retail as:

\ [

\text{Ending Inventory at Retail} = \text{Goods Available at Retail} -
\text{Sales at Retail}

\1

Given the data, actual sales at retail are:

\ [

\text{Sales at retail} = \text{Net Sales} \times \frac{\text{Retail
Price}}{\text{Cost Price}} \quad \text{(but since we don't have this ratio,
we rely on gross profit)}

\1

Alternatively, using the gross profit percentage:

\ [
\text{Gross Profit} = 25\%

\1]

which means:

\ [

\text{Ending Inventory at Retail} = \text{Goods Available at Retail} -
\text{Retail Sales} = 320,000 - \left(\frac{\text{Net Sales}}{1 -
0.25}\right) = 320,000 - 333,333.33

\1

This yields a negative ending inventory, indicating that the entire inventory
has been sold and that the gross profit percentage is based on sales, not on
retail inventory remaining.

Practical approach:

Since the gross profit rate is on sales, the ending inventory at retail can



be estimated as:

\ [
\text{Ending Inventory at Retail} = \text{Goods Available at Retail} -
\text{Sales at Retail}

\]

with sales at retail:

\ [

\text{Sales at retail} = \text{Net Sales} + \text{Gross Profit} = 250,000 +
62,500 = 312,500

\1

But again, this exceeds total retail available, indicating that the entire
inventory has been sold.

Conclusion:

Assuming all goods are sold, the ending inventory at retail is zero. However,
for the purpose of illustration, suppose we estimate that 80% of the goods
are sold, leaving 20% unsold:

\ [
\text{Estimated Ending Inventory at Retail} = 20\% \times 320,000 = 64,000

\1]

4. Apply the Cost-to-Retail Percentage to Ending Inventory at Retail
Using the estimated ending inventory at retail:

\ [

\text{Ending Inventory at Cost} = \text{Ending Inventory at Retail} \times
\text{Cost-to-Retail Percentage}

\1

\ [
= 64,000 \times 0.625 = 40,000
\]

Thus, Ivanhoe’s ending inventory at cost is approximately $40,000 based on
this estimation.

Critical Analysis of Assumptions and Limitations

Assumptions Overview



- Stable Gross Profit Rate: The method assumes a consistent gross profit
margin of 25%, which may not hold true in volatile markets.

- Uniform Markups: The approach presumes uniform markup across all products,
which simplifies calculations but can distort actual inventory values.

- Net Effect of Markups and Markdown: The method assumes that markups and
markdowns are netted, potentially overlooking individual item-level
variations.

- Inventory Turnover: High turnover rates can affect the accuracy of
estimates, especially if the inventory mix changes significantly.

Limitations

- Lack of Item-Level Detail: The method does not track specific items,
risking inaccuracies if the inventory mix varies.

- Potential for Distorted Results: Changes in pricing strategies, discounts,
or sales mix can impact the validity of the gross profit percentage.

- Impact of Shrinkage or Obsolescence: The method does not account for losses
due to theft, damage, or obsolescence, which can lead to overestimations.

Practical Implications for Ivanhoe
Benefits

- Efficiency: The method simplifies inventory calculations, saving time and
resources.

- Ease of Use: Suitable for large-scale operations with high inventory
turnover.

- Consistency: Provides a standardized approach that facilitates comparisons
over periods.

Challenges

- Accuracy Concerns: Potential discrepancies if assumptions do not align with
actual operations
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