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ITEMS INCLUDED IN INVENTORY


All inventory on hand when the physical inventory is taken

+
Merchandise in transit that was purchased FOB Shipping Point

+
Merchandise in transit that was sold FOB Destination

+
Merchandise on consignment in other locations that is still owned by the company taking the inventory count

–
Merchandise included in the inventory on hand that belongs to another company but is being held on consignment


Inventory shown on the financial statements
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EFFECT OF ERRORS IN
REPORTING INVENTORY

If ending inventory is reported inaccurately, the following financial statement data are incorrect.


On the income statement:



1.
Cost of merchandise sold



2.
Gross profit



3.
Net income


On the balance sheet:



1.
Ending inventory



2.
Total current assets



3.
Total assets



4.
Owner's capital (due to the incor-


rect net income being added to the


capital account)
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INVENTORY VALUATION

Strictly Classical

At the beginning of the current year, John Bach opened a music store that sells compact disks of classical music. The store is called Strictly Classical. During the year, Strictly Classical purchased 10,000 compact disks for $7 each. At the end of the year, a physical inventory count revealed that 1,000 of those disks were on hand. What value should be shown for ending inventory on the year-end balance sheet?
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INVENTORY VALUATION

Strictly Classical

Assume that Strictly Classical purchased 10,000 compact disks as follows:



No. of Disks


Date


Purchased

Cost/Unit
Total Cost

Jan.
1
800
$7.00
$  5,600

Mar.
8
2,200
$7.50
16,500

June
23
4,000
$7.25
29,000

Sept.
15

3,000
$7.40

22,200


Total

10,000

$73,300
If the year-end inventory reveals 1,000 disks on hand, what is the inventory value on the balance sheet?

What is the store's cost of merchandise sold?
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PERPETUAL INVENTORY SYSTEM
FIFO METHOD

JOURNAL

	DATE
	DESCRIPTION
	DEBIT
	CREDIT

	2000
	
	
	

	April
1
	Merchandise Inventory
	
.40
	

	
	
Accounts Payable
	
	
.40

	
	
	
	

	
3
	Cash
	
2.00
	

	
	
Sales
	
	
2.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.20
	

	
	
Merchandise Inventory
	
	
.20

	
	
	
	

	
6
	Merchandise Inventory
	
.48
	

	
	
Accounts Payable
	
	
.48

	
	
	
	

	
12
	Cash
	
3.00
	

	
	
Sales
	
	
3.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.32
	

	
	
Merchandise Inventory
	
	
.32

	
	
	
	

	
20
	Merchandise Inventory
	
.60
	

	
	
Accounts Payable
	
	
.60

	
	
	
	

	
27
	Cash
	
5.00
	

	
	
Sales
	
	
5.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.66
	

	
	
Merchandise Inventory
	
	
.66
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PERPETUAL INVENTORY SYSTEM
LIFO METHOD

JOURNAL

	DATE
	DESCRIPTION
	DEBIT
	CREDIT

	2000
	
	
	

	April
1
	Merchandise Inventory
	
.40
	

	
	
Accounts Payable
	
	
.40

	
	
	
	

	
3
	Cash
	
2.00
	

	
	
Sales
	
	
2.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.20
	

	
	
Merchandise Inventory
	
	
.20

	
	
	
	

	
6
	Merchandise Inventory
	
.48
	

	
	
Accounts Payable
	
	
.48

	
	
	
	

	
12
	Cash
	
3.00
	

	
	
Sales
	
	
3.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.36
	

	
	
Merchandise Inventory
	
	
.36

	
	
	
	

	
20
	Merchandise Inventory
	
.60
	

	
	
Accounts Payable
	
	
.60

	
	
	
	

	
27
	Cash
	
5.00
	

	
	
Sales
	
	
5.00

	
	
	
	

	
	Cost of Merchandise Sold
	
.72
	

	
	
Merchandise Inventory
	
	
.72
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PERPETUAL INVENTORY SYSTEM
AVERAGE COST METHOD


JOURNAL

	DATE
	DESCRIPTION
	DEBIT
	CREDIT
	

	2000
	
	
	
	

	April
1
	Merchandise Inventory
	
.40
	
	Average Cost = .10

	
	
Accounts Payable
	
	
.40
	

	
	
	
	
	

	
3
	Cash
	
2.00
	
	

	
	
Sales
	
	
2.00
	

	
	
	
	
	

	
	Cost of Merchandise Sold
	
.20
	
	Average Cost = .10

	
	
Merchandise Inventory
	
	
.20
	

	
	
	
	
	

	
6
	Merchandise Inventory
	
.48
	
	
2 @ .10 =
.20

	
	
Accounts Payable
	
	
.48
	
4 @ .12 =
.48

	
	
	
	
	
6
=
.68

	
	
	
	
	Average Cost = .113

	
	
	
	
	

	
12
	Cash
	
3.00
	
	

	
	
Sales
	
	
3.00
	

	
	
	
	
	

	
	Cost of Merchandise Sold
	
.34
	
	Average Cost = .113

	
	
Merchandise Inventory
	
	
.34
	

	
	
	
	
	

	
20
	Merchandise Inventory
	
.60
	
	
3 @ .113 =
.34

	
	
Accounts Payable
	
	
.60
	
4 @ .15
=
.60

	
	
	
	
	
7
=
.94

	
	
	
	
	Average Cost = .134

	
	
	
	
	

	
27
	Cash
	
5.00
	
	

	
	
Sales
	
	
5.00
	

	
	
	
	
	

	
	Cost of Merchandise Sold
	
.67
	
	

	
	
Merchandise Inventory
	
	
.67
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PERIODIC INVENTORY SYSTEM

1.
When merchandise inventory is purchased, this purchase is recorded in the accounting records.

2.
When merchandise inventory is sold, the sales revenue is recorded in the accounting records. However, the cost of merchandise sold is not recorded and the inventory item sold is not removed from the accounting records.

3.
Therefore, the accounting records show how much merchandise inventory has been purchased, but they do not show how much inventory is left on hand.

4.
A physical inventory is taken to determine the inventory on hand at the end of the accounting period. At that time, the cost of inventory sold is determined.
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Cost of Merchandise Sold







   
   Purchases







-  Purchase Returns & Allowances

   Beginning Inventory


-  Purchase Discounts
+ Cost of Merchandise Purchased

   Net Purchases

   Merchandise Available for Sale

+ Transportation In
-  Ending Inventory



   Cost of Merchandise Purchased

   Cost of Merchandise Sold
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COMPARISON OF
INVENTORY METHODS

Method

Advantages


Disadvantages


FIFO
Ending inventory amount
Creates “illusory profits”


on balance sheet
during times of high


approximates current
inflation


replacement costs


LIFO
Matches current costs
Ending inventory amount


against current
on income statement


revenues on income
may be substantially


statement
different from current 



replacement cost


During inflationary


periods, reduces income


taxes

Average
Easy to understand
Ending inventory amount

Cost

on income statement


Yields same answer
may not represent current


whether prices start at $1
replacement cost


and increase to $2 or start


at $2 and decrease to $1
Lose tax advantage



available from LIFO when



prices are rising
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ESTIMATING INVENTORY—GROSS PROFIT METHOD

Use the following data to estimate Gooding Company’s ending inventory.


Beginning inventory

$10,000


Merchandise purchased

60,000


Sales

95,000


Gross profit on sales

40%

245

