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After studying this chapter,

you should be able to:
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\ In a perpetual inventory system, determine the cost of goods sold
using (a) specific identification, (b) average cost, (c) FIFO, and
(d) LIFO. Discuss the advantages and shortcomings of each method.

Explain the need for taking a physical inventory.

Explain shrinkage losses and other year-end adjustments to
inventory.
In a periodic inventory system, determine the ending inventory

and the cost of goods sold using (a) specific identification,
(b) average cost, (c) FIFO, and (d) LIFO.

Explain the effects on the income statement of errors in
inventory valuation.

Estimate the cost of goods sold and ending inventory by the
gross profit method and by the retail method.

LO8-7 Compute inventory turnover and explain its uses.




BELK, INC.

Having the right merchandise available at the right
time, in the right places, and in the needed quantities is
critically important for all companies that sell products
to their customers. These businesses include chain
stores, such as grocery stores, drug stores, and depart-
Ment stores,
f Consider the case of Belk, Inc. Belk is the largest
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in the right quantities, sizes, and other characteristics.
Managing and accounting for inventory is of great
importance, and merchandise inventory is often one of

the largest assets in the statement of financial position

of merchandising companies.

Over a recent five-year period, to support sales of

d 4.0 billion, Belk consistently held

between $3.3 an
$1 billion in mer-

between $775 million and slightly over

chandise inventory in its stores, warehouses, and other

the movement of inventory into

sites. Accounting for
Ik represents a significant

‘and out of a company like Be
inventory one of the largest
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EXHIBIT 8-1
The Flow of Costs through
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Chapter 8 Inventories and the Cost of Goods Sold

Buying, storing, displaying, selling, apd accounting for merchandise inventq

of the greatest challenges for companies that sell products. These companies s one
not only a record of inventory.items for sale b}lt also the prices at which the:St. ainty,
purchased and sold, both of which changc? over time. This adds a significant come lften.,s
accounting for inventory and the expense included in the income statement whep Plicatiop |
sold to customers. You learn how to account for inventory and its cost in thig cha;::;entory is

INVENTORY DEFINED |
In a merchandising company, inventory consists of all goods owned ang held for

customers. Inventory is expected to be converted into cash within the company’s ,, Sa]e. to
cycle.’ In the balance sheet, inventory is listed immediately after accounts recejvable I;eratmg
it is just one step further removed from conversion into cash than customer receivabiesecaUSe

( The Flow of Inventory Costs

Inventory is a nonfinancial asset and usually is shown in the balance sheet at its cost.2 A
items are sold from inventory, their costs are removed from the balance sheet and transferre;
to the cost of goods sold, which is offset against sales revenue in the income Statement, Thj

flow of costs is illustrated in Exhibit 8-1.

Balance Sheet

Income Stateinent
Purchase cost . Revenue
7 as as goods .
(or manufacturing ==, = = Asset: aresold > § Cost of goods soldf
costs) 8 Inventory | Gross profit

Expenses

Net income

In a perpetual inventory system, entries in the accounting records parallel this flow of
costs. When merchandise is purchased; its cost (net of allowable cash discounts) is added to
the asset account Inventory. As the merchandise is sold, its cost is removed from the Inventory
account and transferred to the Cost of Goods Sold account.

The valuation of inventory and cost of goods sold is of critical importance to managers
and to external users of financial statements. In many cases, inventory is a company’s larges
asset, and the cost of goods sold is its largest expense. These two accounts have a sigaificant
effect on the financial statement subtotals and ratios used in evaluating the liquidity and prof-
itability of the business.

Several different methods of pricing inventory and of measuring the cost of goods sold are
acceptable under generally accepted accounting principles. These different methods may P“:
duce significantly different results, both in a company’s financial statements and in 1ts !ncon:] t
tax returns. Therefore, managers and investors should understand the effects of the differe
inventory valuation methods,

1 - ired
o . ime requi
mﬁiﬁt’;‘t‘““"d i Chapter 6, the operating cycle of a merchandising business is the period of tlm:sf.qusets
expected t:%ih Into inventory, inventory into accounts receivable, and accounts reccwal])le mtro :re g
COnverte i SiL.e v 3 is longer,

35 Curtent ase dinto cash within one year or the operating cycle, whichever is long

i .
Some : ., s, Exam

ples i ]Glj:jr:pames deal in inventories that can be sold in a worldwide market at quoted market P n'zulm

oy preclil:)utual funds, stock brokerages, and companies that deal in comIﬂOditie,s ehas ?1%:0 at cost. OF

discussions t111]?‘metals. Often _these companies value their inventories at market pricé @er

s chapter are directeq 1o the more common situation in which inveptaries 2z




/ Financial Ac
Counting, 17th
Edition

The Flow of Inventory Costs
347

WHICH UNIT DID WE SELL?
hases of merchandise are recorded in the same m
. g anner unde :
ation methods. The differences in these methods lie in determinj r all (-)f the inventory valy.
o the [nventory account when merchandise is sold Ing which costs are removed
we illustrated the basic enfrics relating to purchases and sales of m :
In that introductory d1scuss;on, however, we made a simplifying assu‘:rflChfindlse in Chapter 6.
in inventory hafi been_acqmred. at the same unit cost. In practice, a co nl: tion: All of the units
;nventory identical units of a g.lven product that were acquired at’ diﬁfere:?ny ftEtthassim g
costs may vary beca.u.se the units were purchased at different dates, from d?osts' Acquisition
or in different quantitics. ’ ifferent suppliers,
dentical units of inventory have different unit
costs, a question arises a i
s to which of

When i h
these COSIS should be used in measuring the cost of goods sold.

DATA FOR AN ILLUSTRATION

the alternative methods of measuring the cost of goods sold, assume th

any sells electrical equipment and supplies. Included in th;, com :n ’at'Mead
Elco AC-40 generators. These generators are identical; however. t[v)vo )\(w:rl: o
5 at a per-unit cost of $1,000, and the other three were purc’:hased a mg:trl;
er Elco had announced a price increase, at a per-unit cost of $1,200. These
in Mead’s inventory subsidiary ledger in Exhibit 8-2. T

To illustrate
Electric Comp
tory arc five
chased on January

Jater, shortly aft
purchases are reflected

, EXHIBIT 8-2
Inventory Subsidiary Ledger

ftem Elco AC-40 Primary supplier Elco Manufacturing
Description Portable generator Secondary supplier Vegas Wholesale Co.
Location Daily St. warehouse Inventory level: Min: 2 Max: 5

Purchased Sold Balance

Cost of
Unit Unit Goods Unit
Cost Cost Sold Cost

$1,000 $1,000

1,000]

1,200
1.200)

» of unit cost infor-
t layer is

Noti ; ‘
ofice that, on February 5, the Balance columns contain two “layers

Elr:;l&lj. rc;,lprcsenting the units purchaSed Attt
. arW enever units are acquif
Tt e sold, the layer is elid
more than three or four
stI_u‘:i\(?)vna(s:sume that, on Maik
and e ompany for $1,800
anogmz?d as the cost of'g@
ton, i\:enng such question
nce ap €y may adopt a costilo¥
for ] saf:ppmac!l has been sg
$ of this particulari
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L08-1
LEARNING QBJECTIVE
Ina perpetua! inventory

em, determine the

cost of goods sold using
(a) specific identification,

) average cost, {c) FIFO,
and (d} LIFO. Discuss
the advantages and
shortcomings of each
method.

T

Chapter 8 Inventories and the Cost of Goods Sold

SPECIFIC IDENTIFICATION
Th_e specific identification method is acceptable
;::ts;fe rn;gf:z?ndlt/sre czia,n be determined frol:n the ::cl;)(’)uzziz :lelc actual costs of ;. .
maygappear onn:h ] e;alrc; ;:ve.ntor.y may l}ave an identification ::1?:1; For examp]:dlvid
department can detefmine w‘;l Tl;, 01(;;8- L1 Wenifienian number’ Meag ;;a';h 5
61 200, The aaria! ; hgLiet the generator sold to Boulder Co ‘er, N.Iead’s accoypy;
,200. cost of this particular unit then is used in recordil?gs ttr}‘:ctlon cost $1 883"
€ cost of goocis ol
d,

COST FLOW ASSUMPTIONS

I e o e sary for e seller 10 use he sposfic it
el seller’may o e thesiznry or the sejller to use the specific idenlificatjor Insignificany ¢,
e eomption oftenoref con;ement practice of using a cost flow as:umeﬁ‘bd. Rather
cost flow assr . referred to as simply a flow assumption, is mption. Using ,
pany has a large number of identical inventory item; th:?rv?cularly Commop

ere purchaSed &

different prices.
When a cos son i i
t flow assumption is in use, the seller makes an assumption
as to the seq
Uence

in which uni i i
s merCh;sn gre w;thdravyn from ‘mventory. For example, the seller migh
ise always is sold first or that the most recently purchas cgi 't e tha th
€d 1tems are the f
rst

to be sold.
Three cost flow assumptions are in widespread use:
1. Ave i :
invernatie; cost.t Tl:us assumption values all merchandise—units sold and uni
- : un I
units ’ 't: the average per-unit cost. (In effect, the average-cost m hus remaining in
, are withdrawn from the inventory in random order.) ethod assumes tha
. First-in, first- " '
cord oo {;1’:3‘2 Or;t; (F",Fotﬁ As the name implies, FIFO involves the assumptio
o b units at were purchased—that is, the oldest goods pLon. 18 ooty
. ng inventory is comprised of the most recent purchases on hand. Thus the
. Last-in, first- : i
recently i quilo':c; (TLI'{: 0). [‘Jn.der.LIFO, the units sold are assumed to be tho:
. remaining inventory, therefore, is assumed to consist of theS:ar,;m:
es

purchases.

The cost flow assumpti
) ption selected by a com
cal movement , . pany need not correspond to the i-
nearly i dentica?)f til:i;)ompany s merchapdlse. When the units of mercI:)handise ar:‘:;:::}s;ﬁ
sales tl'ansaction, e I‘;%vonoz"matter wtnch units are delivered to the customer in a particular
merchandise, aCéountanter:) lrlxls;g:?stl[l]nnf% the income of a business that sells units of identical

e flo : ;

flow of the merchandise. w of costs to be more important than the physic

The use of a co

st fl : _p
sold and looking up l't.(s‘) ‘Z;lslsﬂlmp bon ehmz.nates the need for separately identifying each unit
provide useful and reliabl al cost. Experience has shown that these cost flow assumptions
e measurements of the cost of goods sold, as long as they are applied

consi
onsistently to all sales of the particular type of merchandise

PYERAGE-COST METHOD
average- L
puted after eVeryg;u‘:z:;sm e’tl!l qd is in use, the average cost of all units in inventory is cOm”
available for sale by the e. This average cost is computed by dividing the total cost of goods
following each purchase ':E?lber of units in inventory. Because the average cost may chang®
pet;al ";Ventoj- Y system i usseglcthod also is called the moving average method when 8P
s of January 5, M .
purchase cost of $1’ ,OO(e)aqr l;ad only two Elco generators in its inventory, each acq
?211 ngruaw 5, Mead hac'l f' erefore, the average cost is $1,000 per unit, After the P "
is ; lmts at $1,000, plus 3 u;;’te Elco generators in inventory, acquired at 8 total cost of $5, ow
0;1121\(; ($%600 +5 units = Z filtl$216)200 = $5,600). Therefore, the average per-unit cost N0
arch | =L 1)
Bo » two entr .
ulder Constructiop COm;Sanare Tmade to record the sale of one of these generaw:d:c
y. The first recognizes the revenue from this sale: "

pired 8t
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recognizes the cost of the goods sold. These entries follow, w;
se::snfred by the average-cost method: e e g “hfoot .
m

-------

1 180
To record the sale of one Elco AC-40 generator. 0

. Cost of TGRSR = s 1320 £ 000214 o M 3 g 5 vy 1. i

e i D

To record the cost of one Elco AC-40 generator sold to Boulder
oconstf uction Co. Cost determined by the average-cost method.

: 1,120

The entry to recognize the $1,800 in sales revenue is the same,
l(nethod in use. Therefore, we will not repeat this entry in our ill
flow assumptions.) . . N

When the average-cost method is in use, the inventory subsidiary ledger is modified
slightly from the format in Exhibit 8-2. Following the sale on March 1, Mead’

regardless of the inventory
ustrations of the other cost

s subsidiary

ledger for Elco generators would be modified to show the average unit cost as in Exhibit 8-3.

EXHIBIT 8-3

; Inventory Subsidiary
Purchased Salance i Ledger—Average-Cost Basis

Cost of
Unit Goods Unit
Cost Sold Cost

$1,000 . $1,000"
1,200 $1,120
$1120

*$2,000 total cost + 2 units = $1,000.
*$5,600 total cost + 5 units = $1,120.

Notice that the Unit Cost column for purchases still shows actugl.umt' costs——$ll,1000 3::1
$1,200. The Unit Cost columns relating to sales and toz(t)l;e remaining inventory, however,
show the average unit cost ($5,600 total + 5 units = $1,120). . "

Under the aferage-cost ;ssumption, all items in inventqry are as51.gned thet sc;‘mz 5:: :;l(;
cost (the average cost). Hence, it does not matter which units are sold,. the cos oMir e
always is based on the current average unit cost. When one generator 1S sold on g c')ods
Cost of goods sold is $1,120; if three generators had been sold on this date, the cost of g
*old would have been $3,360 (3 units x $1,120 per unit).

FIRST-IN, FIRST-OUT METHOD

¢ first-in, first-out method, oftensei
Merchandise

Would assup,
Centry to

purchased is the firsgil
¢ that the generatof
record the cost of g

Yasii e,

......
-----
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Following this sale, Mead’s inventory ledger would appear as showp
n E"hibit 3-4

Purchased \
—_-m

Unit
Cost Unit
Cost

$1,000
$1,000
1,000

1,200

L —
1,000
1200]

—

1,200

Notice that FIFO uses actual purchase costs, rather than a .
dise has been purchased at several different costs, the inve:t::;r :\:gi‘lalci(r)asctl.uzhus’ i
ept cost layers. The cost of goods sold for a given sales transaction also ma s
different cost layers. To illustrate, assume that Mead had sold four genethnwmve o
Con§truction, instead of only one. Under the FIFO flow assumption, Mead Bl Py
that it first sold the two generators purchased on January 5 and then t;NO of thwou]d -
on February 5. Thus the total cost of goods sold ($4,400) would include items a(t)stfvg‘:irz;:ased

rent

unit costs, as shown here:

In the FIF '
hase codts ,21 ltgethofi, the C(')St. of .go'ods sold always is recorded at the oldest available pur-
) e units remaining in inventory are valued at the more recent acquisition costs

;.:\lST-IN, FIRST-OUT METHOD
e »
e :;: (i)l;,d?tl;srtl;;).u.t method, commonly known as LIFO, is among the most widely v
ning the cost of goods sold and valuing inventory. As the name suggess
f Mead wer®

the most :
recently purchased merchandise (the last in) is assumed to be sold first. I
arch 1 was one of thes®

using th -
acquiedeoiligbﬁ:trhog. it would assume that the generator sold on M
107y 10 the sor y 5, the most recent purchase date. Thus, the cost transferred fro™ invelr
The jor. ;lc:;t of goods sold would be $1,200. ’
sidiary ledger r::c% t(; recor.d the cost of goods sold is shown as follows. The inventory s
after this entry has been posted is shown in Exhibit 8-5.
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. EXHIBIT 8-5

Balanc 1
e ; Inventory Subsidiary
Ledger—LIFO Basis

Unit
Cost Unit
Cost | Total

pate
= $1,000
Jan.5 :
$1,000 | $2,000

1,200
1,000
1,200 5,600

1,000
1200)| 4400

Like FIFO, the LIFO method uses actual purchase costs, rather than an average cost Thus
he inventory may have several different cost layers. If a sale includes more units tt;an aré
included in the most recent cost layer, some of the goods sold are assumed to come from the

if Mead had sold four generators (instead of one) on

nt layer. For example,
d under the LIFO assumption would be $4,600:

next most rece
t of goods sold determine

March 1, the €08
$3,600

from Feb. 5 purchase @ §ig000 1 e 1T R
R e $1,000

3geherators ‘
5 purchase @ G000 i, ’
e R Bl Ty - $A000

1 generator from Jan.
. Total cost of g_oods,Sold (4units)

—_

e most recent purchase costs to the cost of goods sold, the goods

Because LIFO transfers th
lued at the oldest acquisition costs.

remaining in inventory are va

EVALUATION OF T
All three of the cost flow assumptions ju
ments and in income tax returns. As we have explaine

flow of merchandise correspond to the cost flow assump
be used for different types of inventory or for inventories in

' The only requirement for using a flow assumption is that the units to which the assumption
is applied should be honogeneous in nature—that is, virtually identical to one another. If each
unit is unique, such as the sale of portraits by an art studio, only the specific identification

method can properly match sales revenue with the cost of goods sold.
Each inventory valuation method has certain advantages and shortcomings. In the final

:lnnatlgsw, the selection of inventory valuation methods is a managerial decision. However, the
ethod (or methods) used in financial statements always should be disclosed in notes accom-

panying the statements.

ifn?r::ti::e:dﬁnmcat-'on The specific identific
ihe physicaloﬂ high-priced, low-volume items. This is
el paintic;lw of the mer.chandise. If each itemdiithe
logica] e gs, custom jewelry, and mostire
Cha::?; osftz(;lfic identification method ha
imvensy 0 thg spef:ific units of merchai
’"iSleadmryrare identical (or nearly identi@
iy exiit fl:sults by implying differences
€1 by g . .here is also the potential to

ecting which items (and

HE METHODS

st described are acceptable for use in financial state-
d, it is not necessary that the physical

tion. Different flow assumptions may
different geographical locations.

ation method is best
the only method that gxactly parallels

s 11

TIRLLY)
L Ut
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ssume that a coal dealer has purchased 100 tons of co,
$90 per ton. A short time later, the company purchases another 100 tons of t;l % a coy
of coal—but this time the cost is $120 per ton. The two purchases are in separ: e g

it would be possible for the company to use the specific identification methog i:,e Piles; thy,
accm]nﬁ

ng

for sales. _ _
Assume now that the company has an opp_ortumty to sell 10 tons of coal at a refa:

it really matter from which pile this coal is removed? The ;tanl Price of

{ Swer ig no:

$180 per ton. Does
neous product. Under current market conditions, the coal in
each pile i

the coal is @ homoge uct
To imply that it 15 more profitable to sell coal from one pile rathe th
I than th,

equally valuable. .
other is an argument of questionable logic.
Average Cost Identical items will have the same accounting values only
average-cost method. Assume, for example, that a hardware store sells a given si;lﬂdef the
65 cents per pound. The hardware store buys the nails in 100-pound quantities ate nail for
40 to 50 cents per pound. Several hundred pounds of ;‘l;g:mm
are

times at prices ranging from
rage-cost method properly recognizes that wj
€n

always on hand, stored in a large bin. The ave
a customer buys 2 pound of nails it is not necessary to know exactly which nails the cysto
mer

selected from the bin in order to measure the cost of goods sold. Therefore, the avera
method avoids the shortcomings of the specific identification method. It is not necesge«:ost
keep track of the specific items sold and of those still in inventory. Also, it is not POSSi::iy to
manipulate income merely by selecting the specific items to be delivered to customers eto
A shortcoming of the average-cost method is that changes in current replacement C'OSts
inventory aré concealed because these cOsts are averaged with older costs. As a result neithOf
the valuation of ending inventory nor the cost of goods sold will quickly reflect Chang:asin n:

current replacement cost of merchandise.
t The distinguishing characteristic of the FIFO method is that the oldest
of goods sold, while the most recent costs remain in

As an example, @

First-In, First-Ou

purchase costs are transferred to the cost

inventory.
Over the past 50 years, we have lived in an inflationary economy, which means that most
hase costs are rising, the FIFO method assigns lower (older)

prices rise over time. When purc
costs to the cost of goods sold and the higher (more recent) costs to the goods remaining in

inventory.
By assigning lower costs to the cost of goods sold, FIFO usually causes a business to repor
ventory valuation methods. Some

higher profits than would be reported under the other in
companies t:avor the FIFO method for financial reporting purposes, because their goal is to
report the highest net income possible. For income tax purposes, however, reporting more

income than necessary results in paying more income taxes than necessary.

Somf_: flccountants and decision makers believe that FIFO tends to overstate a company’s
proﬁtafblhty in periods of rising prices. Revenue is based on current market conditions. By
offsetting this revenue with a cost of goods sold based on older (and lower) prices, gross prof

its may be overstated consistently.
A conceptual advantage of the FIFO method is that in the balance sheet inventory is valued
amount mor

a: reclent purch'ase c':ost.s. Therefore, this asset appears in the balance sheet at an
closely approximating its current replacement cost.

:r:itrnI:t’l :nl:s!l:lgaul: "The LIFO method is one of the most interesting and ¢ :
urifs aFe sol.d first aﬂg agsumptlon in theT LIFO method is that the most recenQy Plllfc ar i
accord with the bh an lt at the older units remain in inventory. This assumption 15 no'c
arguments in SUP (})'szcaf flow of merchandise in many businesses. Yet there are 'SUODS log!
For the purpg Ec :) f° thf Ll;FO ‘method, in addition to income tax considerations: o
important than the ph m-eas,lurmg income, most accountants consider the flo of costs e
that the measurement );Sflc-a flow of merchandise. Supporters of the LIFO method ¢ i
current sales revenue sh income should be based on current market condiions: Ther® the
LIFO method, the Costss : UI-d be offset by the current cost of the merchandise sold. ey
reflect the most recent pms.z;li‘;:: to the cost of goods sold are relatively current ecause

ontroversial flow
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There is one significant shortcoming to the LIF
s based on the company’s oldest inventory acqt(l)is[irziit:?:z;tls‘h;; e e the ase nven:
b ainess for many years, m(?se oldest costs may greatly understa‘tc tltler erompuny has =
of the inventory. When an inventory is valued by the LIFQ methode e o et e
disclose the C‘fmnt rel?l?cerr.lem cost of the inventory in a note to th, tfl"lle el o hould
During penoc!s of rising inventory replacement costs, the LIFQ ot e
aluation of inventory an.d measurement of net income. There.i“r(;mh(;.(,1 reSl{ltS o he low.
of the inventory pricing methods. FIFO, on th:gth:f l(l)arllil rggalr]deld -
, is the least

tory

est Vi :
the most conservative

conservative method.”
Income tax considerations are the principal strategic reason fi
or the popularit
y of the LIFO

method. Remember that the LIFO method assigns the most recent invent

the cost of goods sold. In the common situation of rising prices thes;.l e ase OGSt
also the highest costs. By reporting a higher cost of goods sold tl;an rest?llt(s)sft o co§ts o
tory yaluation methods, the LIFO method usually results in lower taxable im:om Ot[hel‘ ot 1
inventory costs ar¢ rising, a Cf)mpany can reduce the amount of its income t:;n cfi)] . St'lon, "
using the LIFO method in its income tax return. i

It may seem reasonable that a company would use the LIFO method in its tax ret

reduce taxable income and use the FIFO method in its financial statements to incr:a;lmt}:o
amount of net income reported to investors and creditors. However, income tax regula:io .
allow a corporation to use LIFO in its income tax return only if the company also uses LIFIg
in its financial statements. This is referred to as the LIFO conformity requirement. Because
of this unique requirement, income tax considerations often provide the overriding strategic

reason for selecting the LIFO method.

DO INVENTORY METHODS REALLY AFFECT PERFORMANCE?
ffects on income taxes, the answer to this question is 70.

a company might report higher profits by using FIFO
1d not really be any more profitable. An inventory
costs between the Inventory account and the

Except for their e
During a period of rising prices,
instead of LIFO. But the company wou

valuation method affects only the allocation of
Cost of Goods Sold account. It has no effect on the total costs actually incurred in purchasing

or manufacturing inventory. Except for the amount of income taxes paid, differences in the

profitability reported under different inventory methods exist only on paper.
The inventory method in use does affect the amount of income taxes owed. To the extent

that an inventory method reduces these taxes, it does increase profitability. In Exhibit 8-6 we
summarize characteristics of the basic inventory valuation methods.

THE PRINCIPLE OF CONSISTENCY

The principle of consistency is one of the basic concepts underlying reliable financial state-
ments. ms principle means that, once a company has adopted a particular accounting
:E:‘::od, it must follow that method consistently, rather than switch methods from one yeat o
: ‘;xt.' Thufs, onf:c a company has adopted a particular inventory flow assumption (or the
pecific identification method), it should continue to apply that assumption to all sales of that
type of merchandise,
inngl::tﬁ(r::sc:l?fle of consi'stency does not prohibit a company fr
heetp s a change is made, however, the reasons for the ¢
of the change on the company’s financial statements must

om ever changing its account-
hange must be explained, and
be fully disclosed.

récen .
manufactu},?ars’ much attention has been paid tQ
als ang ¢ ng operations, The phrase “just-in-tin
few houry f;}POner'u parts arrive just in time for usg
is Completj the time they are scheduled for use.

ng the manufacturing process just in tif

ga . y
the mogy Copr()longcd period of declining in
Nservative method, and LIFO.¢

e
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y Valuation Methods

ummary of InventOl’ R
\ Costs Allocated to:

Cost of Goods Sold ety Cm
sold  Actual costof units remaining  + Parallels phys; |
; ca ﬂ0w

; Actual costs Of the units
specific identification o S g e * Logical methog yy,
» T e are unique N Unjgg
, « May bg Misleading
the units are identicg)

EXHIBIT 8-6 S

assumpﬁons
(ecceptable only for an
inventory of homogeneous ,
units): ' ’ ; Number of units on hand . Assi
Number of units sold times u signs all units
Average cost the average unit cost times the average unit cost average unit costthe Same
+ Current costs ar
€ av ;
with older costs Sregedin
Cost of most recently » Cost of good ;
FIFO Costs of earliest purchases goods sold is
Farstn, irst-out { ) on hand at the time of the purchased units on older costs ased
« Inventory valued at most

sale (first-in, first-out)
recent costs

« May overstate income during
periods of rising prices; may
increase income taxes due

Cost of most recently ~ Costs of earliest purchases - Costof goods sold shown atmog

purchased units (assumed still to be in recent prices

(last-in, first-out) - :nveqtow) : Inventory shown at old (and
perhaps out-of-date) costs

Most conservative method during

periods of rising prices; often

results in lower income taxes due

Last-in, first-out (LIFO)

-

ize of a company’s inventories, it does wt

of Dell Computer Corporation, for ex
method).

Although a just-in-time system reduces the s
eliminate them entirely. The 2013 balance sheet

ple, shows inventories of $1,382 million (Dell reports its inventories by the FIFO

Dell Computer Corporation generates millons

revenue each day by selling computers O |
Internet. The company has long been am '
just-in-time manufacturing. Dell doesn’tstot otr::'n
ing components of assembling computers U o
order has been booked. To havé comp colf)nell\s
nents available on a timely basis, ma" (l)n close
suppliers keep components wals tilosony
proximity to Dell’s factories. The JIT ?trlbutors-
| applies to suppliers, assemblers, and dis can
A customer order placed Monday o™
on a delivery truck by Tuesday evening:

© Jill Braaten/McGraw-HIll Education
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ncept of minimizing inventories applies m .
e C(;dca];]y' manufacturer.s have buyersp ﬁncd llgr:o:ot }?;?rnﬁlf::‘?;l:lli operations than to
produced. Many retailers, in contrast, want to offer their customese even before the
erchandise—which means a big inventory. Ts a large selection

The just-in-time conc_ept actually in.volves much more than minimizing the size of i

tories. It has been de.scn'bed as the plfulosophy of constantly working to i“Creaseee?ﬁ inven-
(hroughout the organization. One basic goal of an accounting system is to provide mClency
ment with useful information about the efficiency—or inefficiency—of operations, anage-

Taking a Physical Inventory j

retailers:

goods are
of in-stock m

In Chapter 6 we explained the need for businesses to make a complete physical count of the
merchandise on hand at least once a year. The primary reason for this procedure of taking 082
inventory is to adjust the perpetual inventory records for unrecorded shrinkage losses, such
o theft spoilage, or breakage. !E.:l:qmue OBJECTIVE
The physical inventory usually is taken at (or near) the end of the company’s fiscal year.* pnf}ﬁ'c';.t vagﬁf:ry"” e
Often a pusiness selects a fiscal year ending after a period of high activity. For example, many ‘
Jarge retailers use a fiscal year that starts February 1 and ends January 31.
RECORDING SHRINKAGE LOSSES
In most cases, the year-end physical count of the inventory reveals some shortages or dam- =~ ”
aged merchandise. The costs of missing or damaged units are removed from the inventory 108-3
records using the same flow assumption as is used in recording the costs of goods sold. LEARNING OBJECTIVE
To illustrate, assume that a company’s inventory subsidiary ledger shows the following Explain shrinkage losses and
158 units of a particular product in inventory at year-end: other year-end adjustments
to inventary.
8 units purchaSEd Nov. 2 @ 5100 ............................................ $ 800
150 units purchased Dec. 10 @ 3 i L T e L 17,250
- $18,050 i

.............................................................

y 148 of these units actually are on

A year-end physical count, however, discloses that onl
hould adjust its inventory records to

hand. On the basis of this physical count, the company s

reflect the loss of 10 units.

The inventory flow assumption in use affects the measurement of shrinkage losses in the
same way it affects the cost of goods sold. If the company uses FIFO, for example, the missing
units are valued at the oldest purchase costs shown in the inventory records. Eight of the miss-
ing units are assumed to have cost $100 per unit and the other 2, $115 per unit. Under FIFO,
the shrinkage loss amounts to $1,030 (8 units @ $100 + 2 units @ $115). But if this company
uses LIFO, the missing units all are assumed to have come from the most recent purchase (on
December 10). Therefore, the shrinkage loss amounts to $1,150 ( 10 units @ $115).

If shrinkage losses are small, the costs removed from inventory may be charged (debfi;ed)

the offset-

glrecﬂy o the Cost of Goods Sold account. If these losses are material in amount,
Inn fhd"jb“ should be entered in a special loss account, such as Inventory Shrinkage Losses.
e income statement, a loss account is deducted from revenue in t

€Xpense account,

LCM AND OTHER WRITE-DOWNS OF INVENTORY
use the merchan-
s be

he same manner as an

II] addir; .
dise‘:lc:::l l(;:ct,o shrinkage losses, the value of inventory
Obsoleto me obsc?lete or is unable to be sold for.o
Welfon. ] is otherwise unsalable, its carryingfam

OWn to zero (or to its “scrap value,” il

L —
€ Ieason for

€ annual mg a physical inventory near
© farther gy ancial statements. The stronger thy
Y this procedure may be moved from the balan
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EXHIBIT 8-7
Applying the LCM Rule by
Individual Item, by Category,

and by Total Inventory

N

nd the Cost of Goods Sold
1 the balance sheet and the net inc
e is handled in the same manner as a s hr(i)me of the
hanged or debited directly to ‘:kage los
€ Cogt of 1, e

’ [0 a 4

n of Inventory.

¢ inventory i

Rule An asset is an economic
h more than it would cost to repléesource. i
accountants traditionally have valued ice that ’“022
¢ or (2) market value. In this COnteXt“lvem Y in g
s valued at the lower of its l’us:“afkel y
vention is referred ( 25 the lover Py
Doy,

t (LCM)

of-Co S
ource 18 wort

Jacement € ;
.« accounting con

(LCM rule. o _
in conjunction with any cost flow assumption. Tt

. qventory items, major inventory Categon'és ::ayajm

op uses the FIFO cost flox; assﬂl:emﬁm

Mptiog

applied :
assume that Joel’s Ski Sh
ndise with costs and market values shown i
own in Exhibirg

inventory.
The store sells vari lines of mercha
LCM Applied on the Basis of

Individual Inventory  Tog

FIFO Market
value items Categol
ry |nvemw

o Cost
$16,000

Ski equipmenr s

~ Downhillskis ~ $16,000 $18,000
Cross-country skis 4000  _ 3,000 3,000

Total ski equipment  s20000  $21.000 $20,000

 Ski accessones T
- Ski bqo;s_rj‘ AR - $ 2,400 $ 1,500 1,500
Skijackets. . __§§_Q_Q 6,000 6,000
$ 9,000 $ 7,500 7,500

Total ski écqessories
Total inventory $20,000  $28,500
2 “\&wwwmwm»m\mm R
recorded at S0

~

FIFO cost, the inventory of Joel’s Ski Shop is currently

If m‘anagement applies the LCM rule on the basis of individual 1%

e written down to its market value of $26,500. This is accomplise®

Merchandise Inventory account for $2,500 ($29,000
d or to the Loss

I‘I‘)l(l,:v zfﬁc;::; ;d;bit is charged to ei'ther the Cost of Goods Sol
If managerncnty acgo?nt, depending on the materiality of the dollar amount.
applies the LCM rule on the basis of inventory category: it
if the LCM rule 18 0

the $2
e bats o ot m by $1,500 (§29,000 — $27,500). Likewiss,
T Al ﬁnanc?almvemory, a write-down of Only $500 is required (
of-costormarket, T statqment;, most companies staté that inventory is valu
usually cost s ALA0 inflationary economy, however, the lower ©

st, especially for companies using LIi’O 5 A

THE YEAR-

Making a proper ch':y?ofCUTOFF OF TRANSACTIONS

c.1al statements. A proper c;rg}i’aqtlol;s is an essential step in the preparation of 1

ring near year-e simply means that the pu 50
nd are recorded in the correct accouniilr)ll;r;t??j; wndsl

s

—————
$26,500 $27,500

Measured at its
in the general ledger.
the inventory would b
reducing or crediting the

-—

from W

5
A notable excepti
; eption is th
v . € petro i .
hz;ydgemd(;k;{]jmd in cither direcﬁolsuinla;ndus.h‘y’ in which the replacement cost of inventory o
on dollars in a single year ge oil companies occasionally report LCM adjy$ et
E g » - _“}:‘@,_-"_
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¢ aspect of a proper cutoff is determining that aj] i
endoé} the period are recorded in the inventory recordszl;rc;:lilzcs:flfdiini]r?rtchhmd

andise on hand at year-end. Of equal importance is determining th tehph
B dise sold through the end of the period has been re iy
© dincluded in the Cost of Goods Sold. This merchandis
end physicalac]ount' tions T th

some sales transactions have not been recorded as of year- iti
o :{f dise shown in‘the inventory records will exceed the quant}il:i: 22?6;1‘; c:lr? ;:2: e\slvif s
eqlts of the phyﬁlcal count :';ure compared with the inventory records, these unrecc;rdcdex‘l t]he
easily could be mistaken for inventory shortages. e
Making a proper cutoff may be difficult if sales transactions are occurring while th
chandise i being counted. For _this reason, many businesses count their physical inv:nl::)er.
guring nonbusiness hours, even if they must shut down their sales operations for 2 day. N

rch
o ¢ he cost of all mer-
oved from the 1nventory accounts

e should not be included in the year-

Matching Revenue and the Cost of Goods Sold  Accountants must determine that
both the sales revenue and the cost of goods sold relating to sales transactions occurring near
year-end are recorded in the same accounting period. Otherwise, the revenues and expenses
from these transactions will not be properly matched in the company’s income statements.

Goods in Transit A sale should be recorded when title to the merchandise passes to the
buyer. In making a year-end cutoff of transactions, questions may arise when goods are in
transit between the seller and the buyer as to which company owns the merchandise. The
answer to such questions lies in the terms of shipment. If these terms are F.Q.B. (free on
board) shipping point, title passes at the point of shipment and the goods are the property
of the buyer while in transit. If the terms of the shipment are F.O.B. destination, title does
not pass until the shipment reaches its destination and the goods belong to the seller while
in transit.

Many companies ignore these distinctions, because goods in transit usually arrive within
a day or two. In such cases, the amount of merchandise in transit usually is not material in
dollar amount, and the company may follow the most convenient accounting procedures. It
usually is most convenient to record all purchases when the inbound shipments arrive and all
sales when the merchandise is shipped to the customer.

In some industries, however, goods in transit may be very material. Oil companies, for
example, at any point in time may have millions of dollars of inventory in transit in pipelines
and supertankers. In these situations, the company must consider the terms of each shipment

in recording its purchases and sales.

Em YOUR TURN

As sales manager for Tempto Co., a producer of fine home furnishings, you have responsibility for
the northeast region of the country. Assume you have just returned from the company’s annual
::';Iimanagersv conference in New Orleans. At the conference, in casual conversation with some
 Uled fol;esg':?nm managers, you became aware that several managers report sales that are sched-
Lo Pment in early January as if they were shipped in late December. What should you do?

(Seeourcommenb on Connect,)

P
IHEEIODIQ INVENTORY SYSTE
) ntog;erc:dmg discussions, we have -!H’
i 1cords thgt are kept continuou;
ome srn:Ige bgsmess organizations usj
SYtem, o businesses, however, use g
€ost of merchandise purchase
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rather than to the Inventory account. When merchandise is sold to 5 o
izi 5 is st
made recognizing the sales revenl:e, but no entry is made to reduce the in\,: o
to recognize the cost of goods sold. Mory ac:::nzia
The inventory on hand and the cost of goods sold for the year are N o
year-end. At the end of the year, 2'111 goods on hand are counted and pric:l detem ed
assigned t0 this ending inventory 15 then used to compute the cost of goog at cogy Theumil
amounts aré assumed for the purpose of completing this illustration.) S sold. (1, «E
L ; . ) s SOREER T R R ! Y - , §
Inventory at the beginning oftheyear ... ... weebereans s 0 o o ’
Add: Purchases Auring tHEYEBE (i wn s+ ¥ g i s i ety v s s10,000 i
Cost of goods available for sale during the year. ........... TS e g o h e % }'
Less: Inventory based on year-end COUNL. v vmeevnransnsnns horsagd Bans ¢ o S $ 90009 i
Cost 0f goOdS SOId .+ vrvsrecerse" " e P sa;\nmt
W

The only item in this computation that is kept continuously up-to-date in the

records is the Purchases account. The amounts of inventory at the beginning andacco :

year are determined by annual physical observation. end of t
ear-end inventory involves two distinct steps: counting the ey

Determining the cost of the y
chandise and pricing the inventory—that is, determining the cost of the units on hand, T
these procedures determine the proper valuation of inventory and the cost of goods S'ngﬂh“'

umptions in a Periodic System In our discussion of perpery

have emphasized the costs that are transferred from inventory to the

ales occur. In a periodic system, the emphasis shifts to determiring

ned to inventory at the end of the period.

To illustrate, assume that The Kitchen Counter, a retail store, uses a periodic inventory sy
ry indicates that 12 units of a particular model food proces

tem. The year-end physical invento
sor are on hand. Purchases of these food processors during the year are listed in Exhibit$3.

Applying Flow Ass
inventory systems, W€
cost of goods sold as the s
the costs that should be assig

Number  Cost  Tou

EXHIBIT 8-8 .
Summary of Inventory i %
Srchaial of Units  perUnit  Cost :
" 'Beginning inventory. . ..... SRRt E U TIPR i 10 $80 $ 80
First pUrchase (Mar 1)......veeeenennmoneesnnnoeens 5 90 o
Second purchase (July 1) .....ovvvviniierisnenenees 5 100 50 ,
Third purchase (Oct. () PR R A T T T 5 120 o0 ﬂ
Fourth purchase (DeC. 1). . ... vvvvvvrinrreveens e 5 130 8
Available forsale,............ eeveaeesae sy 30 /w
Units in ending inventory ..........oooovnenns 12 :
UNIts SOId. . .0 yvereeenens ; 18 ik
- B~ \.MM«""J ;
» ) a |
yeaIrn IE;X:;ZISH-S, note that of the 30 food processors available for sale ! the CO:,!:; sl
' ill on hand. This means that 18 of these food processors apparenty ot

We wil . ¢
paiagy slorllc‘l)v:; ‘l'lse these dat.a to determine the cost of the year-end inventory 8“8 i 4R
sing the specific identification method and the average-¢oSt = ;

flow assumptions,

Specific Id
e :
the 12 food PI:tCT cation  If specific identification is used, the compary m
invoices. Assume St;ors on hand at year-end and determine their actual costs
6 at these 12 units have an actual total cost of $1.2 The
The Periodic in T it 2
Shrinka ventf)l’y method doe, s -
ge losses are included autom:t?c(;tlld;si::[:ﬁ:l:gslt)i)tf‘fveen F-
goodd$




