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Accounting for the recognition of lack of recoverability of inventories can be a complex area that often 

requires the exercise of judgment.  Although, US GAAP provides guidance under ASC 330, Inventory, it is 

the obligation of each entity to establish procedures to comply with the guidance.  In this post, we’ll take a 

deeper dive into accounting for recognition of lack of recoverability of inventories.

I.   US GAAP – Recognition of Lack of Recoverability

A. Lower of Cost or Net Realizable Value

ASC 330-10-35-1B Inventory measured using any method other than LIFO or the retail inventory 

method (for example, inventory measured using first-in, first-out (FIFO) or average cost) shall be 

measured at the lower of cost and net realizable value. When evidence exists that the net realizable 

value of inventory is lower than its cost, the difference shall be recognized as a loss in earnings in the 

period in which it occurs. That loss may be required, for example, due to damage, physical deterioration, 

obsolescence, changes in price levels, or other causes.

Although cost is the primary basis for inventory pricing, a departure from cost is required when the loss 

of usefulness of an item or other factors indicate that cost will not be recovered when the item is sold. 

Accordingly, in general, inventories measured using any method other than LIFO or the retail inventory 

method (i.e. FIFO, weighted average, etc.) should be valued at the lower of cost or net realizable value (NRV).

Obsolete, damaged, and excess inventories should be carried at NRV (which may be its scrap value), with 

consideration being given to obsolescence risks for excess stock. 

Excess inventories are quantities of items that exceed anticipated sales or usage for a reasonable 

period. What constitutes a reasonable period will vary depending on the entity's business and the 

nature of the inventories. 

Also, cost increases, such as increases in raw materials and labor costs may indicate that inventory cost 

exceeds NRV.  Such inventories should be analyzed to determine if a write down is necessary.

Write-downs to NRV should be charged to expense in the period in which the conditions giving rise to the 

write-downs are first recognized.

A reduction in the carrying amount of an inventory item from cost to NRV effectively creates a new "cost 

basis" for the item. As a result, the carrying value cannot be restored if the NRV were to recover in subsequent 
reporting periods.

ASC 330-10-35-14 in the case of goods which have been written down below cost at the close of a 

fiscal year, such reduced amount is to be considered the cost for subsequent accounting purposes.
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B. Determining Net Realizable Value

Net realizable value is defined as estimated selling price in the ordinary course of business, less 

reasonably predictable costs of completion and disposal. Those costs generally exclude all general and 

administrative expenses. Costs of disposal include shipping costs, discounts, commissions, and other 

variable selling expenses, and may include fixed selling expenses. Incremental carrying costs to the date of 

disposition desirably should be considered when determining net realizable value.

Ordinarily, NRV should be determined as of the balance sheet date. However, when the period-end selling 

prices are not realistic or do not reflect the economic conditions that exist at that date, those amounts 

should not be used. If, for example, the selling prices at the balance-sheet date had not been adjusted 

to reflect competitive conditions and, thus, quantities in inventory could not be sold at those prices, 

subsequently determined selling prices that reflect the competitive prices should be used in determining 

net realizable values.

Conversely, if the selling prices at the balance-sheet date had been discounted temporarily for 

promotional purposes, the normal selling prices should be used in determining net realizable values for 

quantities expected to be sold at normal prices. Similarly, if selling prices are temporarily depressed at 

the balance-sheet date, but recover sufficiently prior to the release of the financial statements to enable 

realization of the carrying amount, a write-down as of the balance-sheet date is not required. 

C. NRV at the Subsidiary Level

We believe that a subsidiary that sells substantially all of its products to a sister company should base NRV 

on its selling price and not on the selling price to the end user, charged by the group’s sales company or 

parent, when preparing stand-alone financial statements. This conforms to the definition of NRV, which is 

the selling price in the ordinary course of business, and the purpose of writing down inventory, which is to 

reflect the amount the entity will recover when the product is sold.  However, if inter-company selling prices 

are not realistic or significantly different from competitive prices, then competitive prices should be used. 

For consolidation purposes NRV should be based on the sales price to the consolidated entity’s customer.  

This may require a reversal of NRV write downs at the subsidiary level and an analysis of whether the 

inventory cost is recoverable at the consolidated level. 

D. Determining NRV for WIP and Raw Materials

When a write-down to NRV is necessary for finished goods, raw materials and work-in-process 

inventories also may have to be written down, unless they are readily marketable and may be sold for at 

least cost instead of being used in production. In addition, raw materials and work-in-process inventories 
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need not be written down to NRV if: (a) the finished goods in which the raw materials and work-in-process 

will be included (at cost) can be sold at a price sufficient to realize a normal profit margin; and (b) the 

inventory of raw materials and work-in-process is reasonable in terms of expected usage.

Determining NRV for WIP and raw materials is challenging since most entities do not sell these items in 

the regular course of business.  Furthermore, US GAAP does not provide guidance in this area. We believe 

that when these inventories are not sold in the regular course of business, that NRV should be estimated 

based on the NRV of the finished goods less the costs to convert these inventories to finished goods. 

Example 1

Raw material NRV:

Finished Goods NRV  –  Estimated Labor Costs + Other Direct Manufacturing Costs  –

Estimated Manufacturing Overhead = Raw Material NRV

E. Item-by-Item Application

The lower of cost or NRV concept should generally be applied on an item-by-item basis since this 

approach is in accordance with the concept of eliminating unrecoverable costs from inventory. However, 

the lower of cost or NRV concept can be applied on a combined basis for reasonable groupings of like 

items if this method most clearly reflects periodic income. Judgment must be applied when using the 

reasonable groupings approach so as not to allow losses on some items or groupings to be offset by profits 

on others. Examples of reasonable groupings include:

• Two or more raw materials that are combined to produce a single end-product and whose selling prices 

are not significantly influenced by variations in the replacement costs of the component raw materials.

• Finished goods that can be sold jointly or can be substituted for each other.

The overall aggregate approach for determining the lower of cost or NRV is not acceptable if its 

application gives a result that does not most clearly reflect periodic income.

The proper application of the item-by-item approach does not prohibit the grouping of varying sizes and 

shapes of inventory items. For example, steel rods having common specifications except for length and 

gauge do not have to be segregated for item-by-item inventory pricing, provided the differences in length 

and gauge do not materially affect the end result. Furthermore, the item-by-item approach does not require 

that a comparison of cost and NRV be made for every item in an inventory; rather, it can be applied only to 

items that, in the aggregate, constitute a significant portion of the inventory in terms of value.
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II.   Accounting For Recognition of Lack of Recoverability

Example 2     

 Part No. Cost NRV NRV - Cost

 A  $10  $8 ($2)

 B $15 $18 $3 

Example 1 above shows that the cost of Part A is not recoverable whereas the cost of Part B is 

recoverable.  Therefore, Part A is written down to its NRV of $8 and an impairment loss is recorded 

for $2.  The new cost for Part A is $8 and will remain so unless its NRV decreases further in the future.  

(Note that Part B’s “gain” cannot be used to offset the impairment loss in Part A).

A. General

Management should determine at the end of each annual reporting period, or more often if practical, 

which items in inventory will not recover their cost due to obsolescence, damage, excess inventory (slow 

moving inventory), cost increases, or other reasons.  These items should be physically identified and 

properly valued to reflect NRV. This will result in a reduction or write down of the inventory account on 

the balance sheet and a loss or debit to the profit and loss statement. The loss is presented in income or 

loss from operations.  Substantial and unusual losses should be disclosed in the financial statements. 

As previously noted, once the inventory item is written down, the write down cannot be recovered until 

the inventory item is sold or disposed.

When determining whether a part or product may need to be written down to NRV, management should 

consider relevant factors such as:

a) The length of time the part has been in inventory and historical sales trends

b)  Market and industry trends or events that may indicate that the part is obsolete

c) Technological changes that may have rendered a part obsolete

d) Physical damage

e) Reduced demand

f) Cost increases such as increase in labor or material costs
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Management should consider discussing these factors with engineering, NBCA (the sales company) 

management, and other parties that can provide expertise. Management’s conclusion and calculations 

should be properly documented and supported. 

B. Inventory Reserves

One method of recognizing a decrease in the carrying value of inventory due to obsolete or damaged items 

that are not immediately disposed of is to record reductions in carrying value to an inventory reserve 

account. An inventory reserve is a contra-asset balance sheet account, usually with a credit balance, which 

when netted with the inventory general ledger account reflects the carrying value of the inventory. The 

Company records a debit to the income statement and credit to the inventory reserve account for these 

items. When the items are disposed, the reserve account is debited and inventory credited. 

A reserve account can also be used to record estimated write downs of inventory.  However, the estimates 

should be reversed or adjusted when the actual write down is identified. This should be determined in the 

same reporting period.

 For example, an entity may record a reserve each month for budgetary purposes.  At the end of the 

reporting period when the actual write down is determined the reserve is reversed and the actual write 

down is recorded.

Please contact us at info@lhfcpa.com for more information.
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