Chapter 6

Inventory and Cost of Goods Sold

 (15-20 min.)  S 6-3
	
	a
	b

	
	Weighted- average Cost
	FIFO

	Cost of goods sold:
	
	

	
Weighted-average 

(24 × $156.67)
	
$3,760
	

	
FIFO $1,500 + (14 × $160)
	
	$3,740

	
	
	

	Ending inventory:
	
	

	
Weighted-average 

(6 × $156.67)
	
$   940
	

	
FIFO (6 × $160)
	
	960


Computations:


Units sold = 24 (10 + 20 ( 6)


Units in ending inventory = 6


Weighted-average cost per unit 
= $156.67 
    [($1,500 + $3,200) ÷ (10 + 20)]


Cost per unit:



First purchase 

= $150 ($1,500 ÷ 10 = $150)



Second purchase
= $160 ($3,200 ÷ 20 = $160)

(10-15 min.)  S 6-4
	University Copy Centre Ltd.

	Income Statement

	for the Year Ended December 31, 2011

	
	   Weighted-average
	     FIFO

	Sales revenue (600 × $20)
	$12,000
	$12,000

	Cost of goods sold
(600 × $9.90*)
	
5,940
	

	
(100 × $9) + (500 × $10)
	
	5,900

	
	             
	             

	Gross profit
	6,060
	6,100

	Operating expenses
	    3,000
	    3,000

	Net income
	$  3,060
	$  3,100


_____

*

	Weighted-average cost per unit:
	

	
Beginning inventory (100 @ $9.20)

	$   920

	
Purchases (700 @ $10)

	    7,000

	
Goods available for sale

	$7,920

	

Weighted-average cost per unit $7,920 / 800


units

	
$  9.90


(5 min.)  6 S-6
It will be important to establish accounting standards that can be used for this bookstore as well as future locations that will be established. There are three accounting principles that have relevancy to inventories.

The Comparability characteristic will result in inventories being accounted for by the same accounting methods and procedures from financial period to financial period. This will allow users to compare financial statements from one period to the next.

The Relevance characteristic will mean that inventory accounting methods will be disclosed in the financial statements.  This will be of particular importance to future investors.

The Lower of Cost and Net Realizable Value rule will ensure that inventory is reported at the value the bookstore would get if it sold the inventory. The value of books that become obsolete, damaged or whose selling price has declined could fall below their original cost. Processes must be in place to ensure that the value of the inventory is not overstated.

Student responses may vary.

(5-10 min.)  S 6-8
	
	
	Dollars in Millions
	
	

	Gross profit percentage
	=
	$964.4 ( $655.3
	=
	0.321

	
	
	$964.4
	
	

	
	
	
	
	

	Inventory turnover
	=
	$655.3
	=
	3.0 times

	
	
	($200.7+ $240) / 2
	
	


 (15-25 min.)  E 6-14
	Journal

	DATE
	ACCOUNT TITLES AND EXPLANATION
	DEBIT
	CREDIT

	
	
	
	
	

	Reg.
	1.a.
	Inventory ($1,760 + $850)

	2,610 
	

	
	
	
Accounts Payable

	
	2,610

	
	
	
	
	

	Reg.
	1.b.
	Accounts Receivable (11 @ $500)
	5,500 
	

	
	
	
Sales Revenue

	
	5,500

	
	
	
	
	

	
	
	Cost of Goods Sold

	1,710*
	

	
	
	
Inventory

	
	1,710

	
	
	
	
	

	Reg.
	2.
	Sales revenue

	$5,500  
	

	
	
	Cost of goods sold

	  1,710  
	

	
	
	Gross profit

	$3,790  
	

	
	
	
	
	

	
	
	Ending inventory
	
	

	
	
	
($750 + $1,760 + $850 ( $1,710)

	
	$1,650**


_____

 *(5 @ $150) + (6 @ $160) = $1,710

** (5 @ $170) + (5 @ $160) = $1,650

(10-15 min.)  E 6-15
1.

	Inventory

	Begin. Bal.
	(  5 units @ $150)    750
	
	

	Purchases
	
	
	

	    Oct. 
15
	(11 units @ $160) 1,760
	Cost of goods sold
	

	


26
	(  5 units @ $170)    850
	
(11 units @ $?)
	?

	Ending bal.
	(10 units @ $?)         ?
	
	


	
	Cost of Goods Sold
	
	
	Ending Inventory
	

	
	
	
	
	
	
	
	

	(a)
Specific
	
	
	
	
	
	
	

	unit cost
	(3 @ $150)

+ (8 @ $160)
	=
	$1,730
	
	   (2 @ $150)
+ (3 @ $160)
+ (5 @ $170)
	=
	$1,630

	
	
	
	
	
	
	
	

	(b)
Weighted-
	
	
	
	
	
	
	

	average cost
	11 × $160*
	=
	$1,760
	
	10 × $160*
	=
	$1,600

	
	
	
	
	
	
	
	


_____

	*Weighted-average cost per unit
	=
	($750 + $1,760 + $850)
	=
	$160

	
	
	(5 + 11 + 5)
	
	


	(c) FIFO
	   (5 @ $150)
+ (6 @ $160)
	=
	$1,710
	
	   (5 @ $170)
+ (5 @ $160)
	=
	$1,650


(continued)  E 6-15
2.
Weighted-average cost produces the highest cost of goods sold, $1,760.


FIFO produces the lowest cost of goods sold, $1,710.


The increase in inventory cost from $150 to $160 to $170 per unit causes the difference in cost of goods sold. With FIFO the lowest cost item is sold first, with specific cost more items at higher cost were sold, and with average cost the increase in cost of purchases raised the average cost of items sold.

(15-20 min.)  E 6-22
	(Amounts in millions or billions)

	a.
	$475
	$29 + $470 ( $24 = $475

	b.
	$  68
	$543 ( $475 = $68

	c.
	Must first solve for d

	d.
	$  55
	$74 ( $19 = $55

	c.
	$  56
	$7 + c ( $8 = $55; c = $56

	e.
	$  35
	$16 + $19 = $35

	f.
	$    2
	f + $16 ( $2 = $16; f = $2

	g.
	$    3
	$2 + $24 ( g = $23; g = $3

	h.
	$    8
	$31 ( $23 = $8


	Myers Confectionary Ltd.

	Income Statement

	for the Year Ended January 31, 2011

	
	(Millions)

	Net sales
	
	$ 543

	Cost of goods sold
	
	

	
Beginning inventory
	$   29
	

	
Net purchases
	   470
	

	
Goods available for sale 
	499
	

	
Ending inventory
	    (24)
	

	
Cost of goods sold
	
	    475

	Gross profit
	
	68

	Operating and other expenses
	
	    204

	Net income (Net loss)
	
	$(136)


(20-30 min.)  E 6-23
	Company
	Gross Profit Percentage
	Inventory Turnover

	
	
	
	
	
	
	

	Myers Confectionary 
	$68
	=
	0.125
	$475
	=
	17.9 times

	
	$543
	
	
	($29 + $24) / 2
	
	

	
	
	
	
	
	
	

	Canada Computers
	$19
	=
	0.257
	$55
	=
	7.3 times

	
	$74
	
	
	($7 + $8) / 2
	
	

	
	
	
	
	
	
	

	Best Taste Beverages
	$19
	=
	0.543
	$16
	=
	8.0 times

	
	$35
	
	
	($2 + $2) / 2
	
	

	
	
	
	
	
	
	

	Value for $
	$8
	=
	0.258
	$23
	=
	9.2 times

	
	$31
	
	
	($2 + $3) / 2
	
	


Best Taste Beverages has the highest gross profit percentage, 54.3%, while Myers Confectionary has the lowest at 0.125.

Myers Confectionary has the highest rate of inventory turnover, 17.9 times, while Canada Computers has the lowest at 7.3 times.

Based on these data, Best Taste Beverages looks the most profitable because Best Taste’s gross profit percentage is 2 to 4 times the other companies’ gross profit percentage. However, Best Taste’s inventory turnover is about half as high as Myers Confectionary’s turnover. (This is not necessarily a positive factor in the analysis.)

Ethical Issue

Req. 1

Changing accounting methods year after year hurts a company’s credibility, which makes it hard for the company to borrow or raise money from outside investors. The question that arises about such a company is: What is the business trying to hide?

Req. 2

The comparability principle is violated.

Req. 3

Creditors and outside investors could be harmed by accounting changes year after year. It becomes difficult to tell which changes in the business are real and which changes result from the shift in the accounting method. Outsiders find it difficult to track the company’s operating results and financial position over time. Ultimately the company suffers because lenders will not want to lend it money, and outsiders will be reluctant to invest money in the business. This may deprive the entity of needed funds and hurt its chances for success or survival.
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