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How does creating fictitious inventory result in higher net income?

By creating false inventory a company may increase a company’s net income as the cost of goods sold suddenly will drop.  This is commonly a last ditch effort by failing companies, as their bottom line now looks a lot better.  

What are some ways companies create fictitious inventory?

Companies can inflate their inventory by counting obsolete goods or by accounting for inventory that does not actually exist.  

Land’s End, Inc. – Inventory

A) Companies must use cost flow assumptions to cost their inventories because inventory is not actually tracked as it physically is brought in or brought out.  Land’s End makes the assumption that the last item in is the first item out, a.k.a. a LIFO cost flow assumption.  

B) According to the notes of the Land’s End financial statements, Land’s End uses the LIFO method to lower the market value of their goods.  If Land’s End was to used the FIFO method of accounting their inventory would have been reported as $18.9 million and $19.1 million for January 1995 and January 1994, respectively.  Had Land’s End used the FIFO method their inventories would be higher on both the balance sheet which would increase net income on the income statement.   
