CHAPTER 9
Inventory and Cost of Goods Sold
Inventory designates goods held for sale in the normal course of business and goods in production or to be placed in production.
· Raw materials: goods acquired for use in the production process.
· Direct materials: materials used directly in the production of goods.

· Indirect materials: materials necessary in the production process, but not directly incorporated in the products.

· Supplies used in delivery, sales, and general administrative functions are part of selling & administrative supplies.
· Inventory is label given to assets to be sold in the normal course of business.

· Work in process: consists of materials partly processed and requiring further work before they can be sold.

· Direct materials: cost of materials directly identified w/ goods in production.
· Direct labor: cost of labor directly identified w/ goods in production.

· Manufacturing overhead: all manufacturing costs other than DM & DL.
· Finished goods: manufactured products awaiting sale.

· Costs incurred inside the factory wall are allocated to inventory, while costs incurred outside the factory wall are expensed as incurred.
Periodic inventory system: a periodic physical count occurs to verify what inventory has been sold & what remains
· Purchases during the period

· DEBIT Purchases, CREDIT A/P
· Sales during the period

· DEBIT A/R, CREDIT Sales
Perpetual inventory system: the selling price and type of item sold are recorded for each sale.
· Purchases during the period

· DEBIT Inventory, CREDIT A/P
· Sales during the period

· DEBIT A/R, CREIDT Sales
· DEBIT COGS, CREDIT Inventory
· Shrinkage discovered during a period physical inventory

· DEBIT COGS, CREDIT Inventory
Beginning Inventory + Purchases = Cost of Goods Available for Sale
Cost of Goods Available for Sale – Ending Inventory = Preliminary COGS

Preliminary COGS + Cost of Missing Inventory = Reported COGS

FOB shipping point: title passes to buyer at the shipping point
FOB destination: title passes to buyer at destination

Goods purchased on special customer order may be recorded as a sale as soon as they are completed and segregated from the regular inventory.

Consigned goods are properly reported by the shipper at the sum of their costs and the handling & shipping costs incurred in their transfer to the dealer or customer. 

· May be disclosed in the notes.
· Owned by a business, but in the possession of others, should be shown as part of the ending inventory.
Conditional sales & installment sales contracts may provide for retention of title by the seller until the sales price is fully recovered. 
· Repurchase price = original selling price + finance & holding chares
· No sale is recorded, inventory not removed from seller’s balance sheet, and seller must record liability for the proceeds received in the “sale.”

· Example: Pawn Shop

Period costs: expenditures that are relatively small & difficult to allocate; excluded in the calculation of inventory cost and are recognized as expenses in the current period.

Product (inventoriable) costs: charges to be included in the cost of manufactured products. (DL & DM)
Activity-based cost (ABC) systems strive to allocated overhead based on clearly identified cost drivers (characteristics of the production process known to create overhead costs).
Trade discounts: the difference between a catalog price and the price actually charged to a buyer. (No record made)

Cash discounts: discounts granted for payment of invoices within a limited time period. (2/10, n/30)

· Net method: discounts lost
· Gross method: cash discounts are booked only when they are taken

Returns & Allowances

· Periodic

· DEBIT A/P, CREDIT Purchase Returns & Allowances
· Perpetual

· DEBIT A/P, CREDIT Inventory
Inventory Valuation Methods
· Specific identification: flow of recorded costs matches the physical flow of goods.

· Attractive when inventory is composed of many unique items, but slow if many items are similar.

· Opens door to possible profit manipulation when units are identical & interchangeable.
· Average cost: assigns the same average cost to each unit.

· COGS = # units sold x average cost per unit

· Realistic & paralleling the physical flow of goods, does not permit manipulation, values may lag.

· First-In, First-Out (FIFO): units sold are the oldest units on hand.

· Reported cost most closely matches end-of-period replacement cost.
· Last-In, First-Out (LIFO): newest units are sold first.

· Best at matching current inventory costs w/ current revenues.
Purpose of inventory valuation method is to allocate total inventory cost between cost of goods sold and inventory.

· Use of FIFO in a period of rising prices expands the gross profit margin.
Complications w/ perpetual system

· Average cost of units available for sale changes every time a purchase is made, as does identification of “last-in” units.

· Many businesses that use average cost or LIFO for financial reporting use a simple FIFO assumption in the maintenance of their day-to-day perpetual inventory records. (Perpetual FIFO -> Periodic LIFO)
LIFO layer: when # of units purchased exceeds the # of units sold.
LIFO reserve: difference between the LIFO ending inventory and the amount obtained using another inventory valuation method. (Note disclosure)
· Represents an inventory holding gain (an inc. in the value of inventory b/c of price inc.)
LIFO liquidation: selling old LIFO layers when purchases are low. (Reduces COGS) (Note disclosure)
· Interim LIFO liquidation: used to maintain the recorded historical cost of the LIFO layers, when they are expected to be replenished.

· DEBIT COGS, CREDIT Provision for Temporary Decline in LIFO Inventory
LIFO conformity rule: taxpayers who use LIFO for financial reporting purposes may use it for tax purposes.
· Non-LIFO disclosures may be provided, as long as they are not on the face of the income statement.

· Cumulative tax savings = LIFO reserve at the end x tax rate

· Use of LIFO for tax purposes results in tax deferral, not tax reduction.

Which inventory valuation method should a company pick?
· Income tax effects

· Firms with large inventory levels should use LIFO for the tax deferral benefit.
· Bookkeeping costs
· LIFO costs more to operate.
· Impact on financial statements

· LIFO reduces reported income and reduces reported inventory, which can scare investors.
· Industry comparison

· If other companies in the industry use FIFO, LIFO performance looks poor.

· International accounting
· IASB only supports FIFO and average cost.

· Inventory accounting changes

· If change is to FIFO or average cost, beginning and ending inventories can be computed on the new basis.

· If change is to LIFO, the base-year layer for the new LIFO inventory is the opening inventory for the year in which LIFO is adopted.

Lower of cost or market (LCM): assets are recorded at the lower of their cost or their market value.
· Replacement cost (entry cost): purchase price of the product + all other costs incurred in the acquisition / manufacture of goods.
· Declines in acquisition (entry) cost indicate a decline in selling prices (exit value).

· Ceiling: market value is not > NRV (estimated selling price – normal selling costs)
· Floor: market value is not < NRV – normal profit margin

1. Define pertinent values: historical cost, floor, replacement cost, ceiling.

2. Determine “market” (aka replacement cost).

3. Compare cost w/ market and select the lower amount.
· Write-down of the inventory on an individual item basis
· DEBIT Loss from Decline in Value of Inventory, CREDIT Inventory
· Total Cost – Total LCM
· Loss from decline in value of inventory can be separate or can be included in COGS

· Once an individual item is reduced to a lower market price, the new market price is considered to be the item’s cost for future inventory valuations.

· Write-down on an entire inventory basis
· DEBIT Loss from Decline in Value of Inventory, CREDIT Allowance for Decline in Value of Inventory
· Allowance account would be reported as an offset to the inventory account.

· Adjusting entry to subsequent year
· DEBIT Allowance for Decline in Value of Inventory, CREDIT COGS
The absence of a reliable measure of entry values (historical cost or replacement cost) means that an inventory value must be assigned based on exit values (NRV and normal selling profit).

· If you are a manager, you prefer the floor value. (lower COGS, show profit)

· Loss on write down + Gross profit on scrap sales = Total loss in defective units
· Gross profit on scrap sales = Scrap sales of defective units – COGS

Gross profit method: inventory estimation technique based on the observation that the relationship between sales and COGS is stable.
· Gross profit percentage: [(Sales – COGS) / Sales]

· Sales (actual) – COGS (estimate) = Gross profit (estimate)

· Beginning inventory (actual) + Purchases (actual) = Cost of goods available for sale (actual)

· Cost of goods available for sale (actual) – Ending inventory (estimate) = COGS (estimate)

· Can be used in financial statements, can be compared to perpetual inventory records, can be used as the basis of insurance reimbursement.
· Sales / COGS relationship using gross profit %
· Sales are made at a markup of % of the selling price.

· Sales are made at a (gross profit / cost) % of cost.

Retail inventory method: employed by retail firms to arrive at reliable estimates of inventory position.
· Cost percentage: goods available for sale at cost / goods available for sale at retail

· Can be applied to ending inventory at retail to find the average cost assumption.

· FIFO: (ending inventory) x (purchases at cost / purchases at retail)
· LIFO: (ending inventory) x (beginning inventory at cost / beginning inventory at retail)

· Original retail: initial sales price, including the initial markup.
· Markup: increases that raise sales price above original retail.

· Markdowns: decreases that reduce sales price below original retail.

· Subtracting markdowns before calculation of the cost % is a result of a ∆ in pricing strategy.
· Subtracting markdowns after is a result of a decline in the value of inventory.
Errors in recording inventory

· Error 1: overstatement of ending inventory: (error year) NI over, (next year) NI under

· Error 2: understatement of ending inventory: (error year) NI under, (next year) NI over

· Error 3: delay recording purchase: NI OK

· Beginning + Purchase – Ending = COGS

· Error discovered current year

· DEBIT COGS, CREDIT Inventory
· Error discovered subsequent year

· DEBIT Retained Earnings, CREDIT Inventory
Inventory turnover = COGS / Average Inventory
· Inventory turnover of 8 means that if inventory was used up and immediately replaced, this would occur 8 times during the year.

Number of days’ sales in inventory = (365 / Inventory turnover) OR [(average inventory / (COGS / 365)]

· Number of days’ sales in inventory of 50 means that there is enough inventory to continue operations with existing inventory for 50 days.
Required disclosures

· Basis of valuation (cost or LCM)
· Inventory valuation method (LIFO, FIFO, average, etc.)

· Changing valuation method : describe change, reason, and quantitative effect.

· Declines disclosed as a subsequent event.
· When inventories have been pledged as security on loans, amounts pledged should be disclosed.

Expanded Material

LIFO Pools
1. Total beginning inventory

2. # of units in the new LIFO layer

3. Average cost per unit purchased during the year

· The fewer the pools, the better.
· Emphasizes avoidance of LIFO liquidation, but ignores tax deferral.

Dollar-Value LIFO

1. Compute ending inventory at ending prices.

2. Compute beginning inventory at ending prices.

3. Compute the difference. (increase represents a new LIFO layer)
4. LIFO ending inventory is beginning inventory at base-year prices plus the new LIFO layer.

· Changing “ending prices” to “first purchase prices” or “average prices” value the new layer using the LIFO assumption.

Double extension method: record of base-year prices and end-of-year prices for each individual inventory item.

Price index: an overall measure of how much prices have increased during the year. (Ex. CPI)

Inventory @ End-of-Year Prices / Year-End Price Index = Inventory @ Base-Year Prices
Layers in Base-Year Prices x Incremental Layer Index = Dollar-Value LIFO Cost

Dollar-Value LIFO Retail Method

End-of-Year Retail Prices / Year-End Price Index = Base-Year Retail Prices

Layers x Incremental Layer Index x Incremental Cost Percentage = Dollar-Value LIFO Retail Cost
Purchase commitment: locks inventory purchase price in advance.
· No journal entry is required to record the commitment prior to the delivery of the goods.

· When the price declines take place subsequent to such a commitment and the commitment is outstanding at the end of the accounting period, the loss is recorded just as losses on goods on hand are recognized.

DEBIT Loss on Purchase Commitments, CREDIT Estimated Loss on Purchase Commitments

DEBIT Estimated Loss on Purchase Commitments & Purchases, CREDIT A/P

Foreign currency transactions: transactions denominated in currencies other than the US dollar for a US company.

· Spot rate: rate at which 2 currencies can be exchanged.

· Record the purchase

· DEBIT Inventory, CREDIT A/P(fc)
· Record payment (w/ loss)
· DEBIT A/P(fc) & Exchange Loss, CREDIT Cash
· Record payment (w/ gain)

· DEBIT A/P(fc), CREDIT Exchange Gain & Cash
· Record change in spot rate before payment on balance sheet due date
· DEBIT Exchange Loss, CREDIT A/P
· Hedging: contracting w/ foreign currency broker to deliver foreign currency at specified future date & exchange rate.
