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Inventory Cost Meaning: Types, Formula,
Calculation & Impact on Business

Every business that buys and sells goods must manage its stock. While doing this, they also deal with
inventory cost. This cost includes all the money a business spends to store, manage, and keep
inventory. Many people think inventory cost only means the price of goods. But it is more than that. It
also includes storage cost, insurance, damage, and even the money lost if goods go unsold.The
inventory cost plays a big role in deciding profit. If this cost goes high, it eats into the profit. If you
manage it well, you can earn more without raising prices. That’'s why smart businesses always track
their inventory cost closely.For example, if a company buys products for ¥1,00,000 and spends %10,000
on storage, ¥5,000 on handling, and ¥2,000 on insurance, the total inventory cost becomes %1,17,000.
If the products don’t sell quickly, this cost gets worse over time.Managing inventory cost helps keep
stock levels balanced. It saves money, reduces waste, and makes the business run smoothly.

What is Inventory Cost?

Inventory cost is the total cost a business spends to hold goods before selling them. It includes the
purchase price and other costs linked to storage, handling, and keeping stock safe. This cost plays a
major role in pricing and profit planning. If a business holds more inventory than needed, the inventory
cost goes up. This can reduce profit. On the other hand, if the business holds too little, it may miss out
on sales.

When you think about inventory cost, you must look at both direct and indirect costs. These include the
cost of buying products and the cost of managing them till they are sold.
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Types of Inventory Cost

There are different kinds of inventory costs. Each one affects the business in a different way. It is
important to understand all of them to control your total inventory cost.

L Stock-out Costs

1. Ordering Cost

Ordering cost is the money you spend each time you place an order. Even if the order is small, you
spend time and money on it. Ordering costs are the costs associated with placing and receiving orders
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for inventory. These are typically incurred each time an order is made, whether the order is for raw
materials, work-in-progress goods, or finished products. This includes:

o Cost of staff placing the order
o Delivery charges
e Paperwork and bills

e Follow-up and tracking

If you place many small orders, your ordering cost becomes high. To save money, many businesses try
to order in bulk.

2. Holding or Carrying Cost

Holding cost is what you spend to store inventory.Holding costs, also known as carrying costs, are the
costs associated with storing and maintaining inventory over time. These costs are incurred as long as
the inventory is held in storage, whether in a warehouse or on-site.

It includes:

e Rent for warehouse

o Electricity and other utilities
e Insurance

e Security and staff

e Spoilage and damage

e Obsolete items

If you keep too much stock, your holding cost increases. It blocks your money and takes up more
space.

3. Shortage Cost

When you run out of stock, you may lose sales. This loss is called shortage cost. Stockout costs arise
when a company does not have enough inventory to meet customer demand, resulting in lost sales and
customer dissatisfaction. It may also include:
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e Emergency purchase cost
e Lost customer trust

e Delay in delivery

Businesses try to balance stock levels to avoid such shortages.

4. Purchase Cost

This is the cost of buying the item. If you buy at a high price or in low quantity, the cost per item may be
high. Purchasing costs are the costs incurred by a business when acquiring inventory from suppliers or
manufacturers. These costs typically include the price paid for raw materials or finished goods, as well
as any additional costs directly associated with the purchase.Bulk buying can reduce this cost.

Understanding all these types helps in creating better purchase and storage plans. It also improves
cash flow and profit margins.

How to Calculate Inventory Cost?

Calculating inventory cost is not very hard. You just need to track the right numbers. You must include
all the direct and indirect costs related to inventory.

Formula:

There is no fixed formula like in school math. But you can follow this method:

Inventory Cost = Purchase Cost + Ordering Cost + Holding Cost + Shortage
Cost

Where,

e Purchase Cost: This is the price paid to buy goods.

e Ordering Cost: This is the cost for processing the order.

e Holding Cost: Cost to store and manage goods.

e Shortage Cost: The loss due to out-of-stock issues.

Example:
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A company buys goods worth ¥1,00,000.
e |t places 10 orders in a year. Each order costs %500 to process. So, Ordering Cost = 10 x 3500
=%5,000

e Holding cost for the year is ¥8,000

e Shortage cost due to lost sales is 32,000

So, Total Inventory Cost = %1,00,000 + 5,000 + 8,000 + ¥2,000 = %¥1,15,000

Examples of Inventory Cost

Following examples of computing inventory cost will make it easier to understand the application of
inventory cost formula.

Example 1. Bookstore

A bookstore buys books worth ¥50,000. It stores them in a rented space that costs 5,000 monthly. It
places 5 orders in a year, each costing ¥400. Sometimes, it runs out of popular books and loses %3,000
in sales.

e Purchase Cost = 50,000

Ordering Cost = 5 x 400 = %¥2,000

Holding Cost = 5,000 x 12 = ¥60,000

Shortage Cost = %3,000

Total Inventory Cost = ¥1,15,000

Example 2: Online Seller

An online seller buys gadgets worth ¥2,00,000 yearly. They store goods at home, so storage cost is
low. But they order frequently, and each order has a shipping fee.

e Purchase Cost = %2,00,000

e Ordering Cost = 20 x 300 = %6,000
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e Holding Cost =%10,000

o Shortage Cost = ¥4,000

Total Inventory Cost = ¥2,20,000

These examples show how different businesses face different inventory costs. Tracking these helps
reduce waste and improve sales.

Impact of Inventory Cost on Business

Inventory cost affects every part of a business. If it's too high, profit goes down. If it’s too low, sales may
suffer due to lack of stock. That’'s why businesses need to find the right balance.

1. Pricing Strategy: High inventory cost means the business needs to sell at a higher price to
earn profit.

2. Cash Flow: Inventory ties up cash. Higher holding cost means less money for other needs.

3. Storage Space: More stock means more space. Businesses must spend more on rent, staff,
and utilities.

4. Risk Management: High inventory leads to risks like theft, damage, or product expiry.

5. Customer Satisfaction: If goods are out of stock, customers go elsewhere. Shortage cost
affects brand value.

Relevance to ACCA Syllabus

Inventory cost is covered under Financial Accounting, Management Accounting, and Financial
Management in the ACCA syllabus. Students must understand how to value inventory under IAS 2 and
how to manage associated costs like ordering, holding, and shortage costs. It plays a major role in cost
analysis, working capital management, and performance measurement.

Inventory Cost ACCA Questions

Q1: Which of the following costs is part of inventory holding cost?
A) Advertising expense

B) Cost of goods sold

C) Warehouse rent

D) Sales commission

Ans: C) Warehouse rent

Q2: According to IAS 2, which cost should NOT be included in the cost of inventory?
A) Purchase price
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B) Import duties

C) Administrative overheads

D) Handling charges

Ans: C) Administrative overheads

Q3: A business that holds excess inventory will most likely experience:
A) Higher gross margins

B) Reduced carrying cost

C) Increased storage cost

D) Faster stock turnover

Ans: C) Increased storage cost

Q4: Inventory cost includes which of the following?

A) Only the purchase cost of items

B) All costs related to purchasing and storing inventory

C) Only salaries of warehouse staff

D) Only shipping costs

Ans: B) All costs related to purchasing and storing inventory

Q5: The purpose of calculating total inventory cost is to:
A) Increase net sales

B) Maximize advertising reach

C) Minimize overall expenses related to inventory

D) Report inventory at historical cost

Ans: C) Minimize overall expenses related to inventory

Relevance to US CMA Syllabus

The US CMA syllabus, especially in Part 1 - Financial Planning, Performance, and Analytics, includes
inventory cost under cost and performance management. Candidates must analyze ordering, carrying,
and stock-out costs to optimize inventory strategies, assess profitability, and support business
decisions.

Inventory Cost CMA Questions

Q1: Inventory cost includes all EXCEPT:
A) Holding costs

B) Ordering costs

C) Marketing costs

D) Shortage costs

Ans: C) Marketing costs

Q2: Which of the following is considered a carrying cost?
A) Freight-in cost

B) Salaries of security guards at the warehouse

C) Cost of lost sales due to stock-out

D) Cost to place an order

Ans: B) Salaries of security guards at the warehouse

Q3: A company can reduce inventory holding costs by:
A) Increasing safety stock

B) Reducing lead times

C) Renting more warehouse space
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D) Ordering larger quantities frequently
Ans: B) Reducing lead times

Q4: Which of these is an example of shortage cost?
A) Rent for storage

B) Cost of urgent deliveries due to out-of-stock

C) Staff salaries

D) Buying price of goods

Ans: B) Cost of urgent deliveries due to out-of-stock

Q5: Inventory costs are important for:

A) Tax reporting only

B) Audit trails only

C) Improving profit margins and inventory planning

D) Product quality control only

Ans: C) Improving profit margins and inventory planning

Relevance to US CPA Syllabus

The US_CPA syllabus includes inventory cost under Financial Accounting and Reporting (FAR).
Candidates must apply cost accounting principles to inventory valuation, including treatment of freight-
in, storage costs, and proper expense recognition under US GAAP.

Inventory Cost CPA Questions

Q1: Which of the following should be capitalized as part of inventory cost under US GAAP?
A) Interest on debt

B) Normal spoilage costs

C) Freight-in

D) Sales commission

Ans: C) Freight-in

Q2: Inventory cost impacts which financial statement the most?
A) Statement of Retained Earnings

B) Statement of Cash Flows

C) Income Statement and Balance Sheet

D) Statement of Shareholder Equity

Ans: C) Income Statement and Balance Sheet

Q3: Which type of cost is excluded from inventory under US GAAP?
A) Purchase discounts lost

B) Abnormal spoilage

C) Freight-in

D) Conversion costs

Ans: B) Abnormal spoilage

Q4: Holding costs do NOT include:
A) Insurance on inventory

B) Warehouse rent

C) Utility bills of retail outlets

D) Security services

Ans: C) Utility bills of retail outlets
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Q5: Which statement is true regarding inventory cost recognition?

A) All purchase costs must be expensed immediately

B) Only sales-related costs are included in inventory

C) Inventory cost includes all costs necessary to bring inventory to present location and condition

D) Only fixed overheads are included in inventory

Ans: C) Inventory cost includes all costs necessary to bring inventory to present location and
condition

Relevance to CFA Syllabus

The_CFA curriculum, especially in Level | — Financial Reporting and Analysis, focuses on inventory cost
for analyzing financial statements and evaluating company performance. Candidates must understand
how inventory valuation methods and cost components affect ratios and financial disclosures.

Inventory Cost CFA Questions

Q1: A company’s inventory cost includes:
A) Administrative expenses

B) Freight-in charges

C) Selling costs

D) Dividend payments

Ans: B) Freight-in charges

Q2: An analyst adjusting for FIFO vs. LIFO inventory cost differences is likely evaluating:
A) Depreciation strategy

B) Tax planning methods

C) Inventory valuation impact on financial ratios

D) Working capital changes due to inflation

Ans: C) Inventory valuation impact on financial ratios

Q3: Holding costs can cause a drag on:
A) Shareholder equity

B) Return on Assets

C) Dividend payout ratio

D) Capital gains tax

Ans: B) Return on Assets

Q4: Shortage cost results in:

A) Increased demand

B) Higher gross profit

C) Lost revenue and customer dissatisfaction

D) Improved debt ratios

Ans: C) Lost revenue and customer dissatisfaction

Q5: Which of the following costs does not belong to inventory cost in financial reporting?
A) Import duties

B) Cost of conversion

C) Delivery to customer

D) Trade discounts

Ans: C) Delivery to customer
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