Chapter 5
Blast from the past
BFTP5-1
What is the main difference between the perpetual and periodic inventory system?  If you wanted to regularly check on your gross profit margin so you can appropriately adjust your sales price of your products, which method would you prefer?
	

	

	

	

	

	

	


BFTP5-2
You are a wholesaler who buys from suppliers overseas, from China and Taiwan.  Which shipping terms would you prefer your suppliers to use and why?
	

	

	

	

	

	

	


BFTP5-3
Assume you are a wholesaler and you had the following transactions. 
Trans 1 - On April 18 you purchase 25 items from your supplier, on account, for $8 each,
		 credit terms 1/15, n/35, FOB Destination. 
Trans 2 - On April 19 the appropriate party pays the shipping costs of $50.  On April 30 
		you pay your supplier. 

Additional transactions are on the next page.

BFTP5-3, continued

Trans 3 - On May 15 you sell 12 of these items to a customer, on account, for $15 each,
		 2/10, n/30, FOB Destination. 
Trans 4 - On May 16 the appropriate party pays freight of $25.  
Trans 5 - On May 18 the customer returns 2 of the items as they feel they ordered too
		many.  The customer pays the return freight costs of $10.   
Trans 6 - On May 24 the customer pays the outstanding invoice. 

Record the impact of the above transactions on the expanded accounting equation.  The accounts have been provided for you.
	Assets
	Liabilities
	Equity

	
	
	Owner's Capital
		Retained Earnings

	
	
	
	Profit	
	Dividends

	
	
	
	Revenue	
	Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	 Freight Expense
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	



BFTP5-4
You are a wholesaler selling clothing for dogs to retail pet stores in Toronto.  You buy one product from a supplier in Taiwan.  Each shipment is a different depending on how much inventory you need.  Your supplier always offers you a discount but his prices seem to be slowly increasing.  The shipping costs from Taiwan are expensive and are strongly affected by the price of gas.  In addition, pet clothes from Taiwan are charged a 7% import duty and HST of 13%.  
Continued on the next page.

BFTP5-4, continued 
You must pay your licensed customs broker an additional 1% on the total cost of the shipment, based on the invoice cost, shipping, plus all duties and taxes.  Your Taiwan supplier will charge you in US dollars and you pay them in US dollars.  The exchange rate was $0.78 US = $1 Canadian but by the end of the year it is expected to be as low as $0.70 = $1 Canadian.  The total cost of your last 4 shipments, in Canadian dollars, are as follows: 
	Date of Shipment
	Number of Units
	Total Cost
	Per Unit Cost

	February 15
	750
	$10,200
	

	May 28
	500
	$7,550
	

	August 18
	350
	$5,915
	

	October 12
	1250
	$29,100
	


 You want to make a gross profit margin of 40% but, with prices changing, you are uncertain about how to make sure that you make that margin on your sales.  In addition, you want to ensure your inventory levels are enough for the holiday rush but not too high so you are stuck with inventory after the holidays are over.
Calculate the per-unit cost of inventory for each of these shipments and insert your results into the chart, above.  Are inventory prices increasing or decreasing?  What are some of the reasons why inventory prices might be changing?  List factors that might cause a price increase and then ones that might cause a price decrease.
	

	

	

	

	

	

	

	


What inventory system would you put in place so that you can control your inventory, allowing you to keep track of both inventory costs and quantities?  Why would an inventory control system be important to you as the owner of this business?	
	

	

	

	

	

	

	

	


You should be able to answer BFTP5-1 to BFTP5-3 with knowledge from Chapters 1 - 4.  
BFTP5-4 is a critical thinking question that asks you to think about why inventory control is important to any merchandising business.
How often does the cost of purchasing inventory change?
 (
Recall that the solutions for 
Do
 it yourself questions are taken up in class.  Solutions for these questions will not be posted.
)In Chapter 4 the inventory purchases for your wristband business were the same for years 2, 3, and 4.  The wristbands cost you $121 each; $120 to purchase the wristband and $1 per unit for shipping costs.  In reality, and as noted in BFTP5-4, the cost of inventory varies almost every time you purchase it.  Many factors affect the cost of inventory purchases. 
Do it yourself
DIY5-1
Review BFTP5-4 and list the factors that may affect the cost of inventory purchases.
	- Exchange rate (can work for or against)

	- HST and Duty

	- Shipping cost (FOB Destination/Shipping Point)

	- Licensed Customs Broker

	- Buy in bulk

	- Discounts (Paying with in the period (1/10 n/30))

	

	

	


How important is it for businesses to know the cost of their inventory?
Knowing the cost of inventory is extremely important for decision making.  Businesses MIGHT be able to increase their sales price when inventory costs increase but, depending on competition in the market place, they might not be able to do this without losing sales.  In that case understanding the cost of inventory allows business owners to consider such things as changing suppliers, using different shipping companies, or reducing other operating expenses to allow for similar profitability in the business overall.  Business owners might also try to negotiate better pricing from existing suppliers.  Without detailed information about inventory costs it would be difficult for merchandisers to run their businesses so that they can make the profit they want.
If inventory prices vary, how do businesses track their inventory costs?
In Chapter 4 inventory purchases were added to the Inventory account, a current asset account on the balance sheet.  Each purchase was added as a total amount for the whole purchase, which gave no information about the per unit cost.  In Chapter 4 we also, for simplicity, kept the cost of inventory constant, $121 per unit.   However, since inventory costs change with every purchase, the unit cost of inventory is needed so that businesses can record the cost of goods sold at the correct amount.  That information can also be used by you, the owner, to make decisions about your merchandising operations.
Businesses use inventory tracking systems, also called inventory costing methods.   These methods, which assign (give) costs to inventory, also determine the cost of goods sold (because inventory costs are transferred (moved over) to cost of goods sold when the inventory is sold to customers).   Different inventory costing methods are used by diverse businesses for different types of inventory.    
What are the three inventory costing methods? 
The three different inventory costing methods are as follows:
1. Specific identification
2. Average cost
3. First-in, first-out (FIFO)
We'll describe each method first and then discuss how businesses choose which method to use.
What is the specific identification method and what businesses use it?
Specific identification is exactly what it sounds like; the cost of every single item of inventory is calculated and the item is tagged with the cost.  That means that, at any time, the cost of every single item of inventory can be determined.  When an item is sold the cost of that specific item is moved from the Inventory account (an asset decreases) to Cost of Goods Sold (an expense because it was used to generate revenue).  This method is expensive and time consuming because the accountant is required to keep detailed records. This method can only be used by businesses that carry products which are unique or have a method to identify each item of inventory, like a serial number.  For example car dealerships can use this method as each car has a unique vehicle identification number (VIN). 

What about an example of specific identification?

Assume you run a car dealership and you have three cars in inventory, purchased in this order:  a red car which cost $10,000, a blue car which cost $11,000, and a green car which cost $12,000. If you sold the green car for $20,000 what would be your gross profit?  What would be the value of your inventory on your balance sheet?
Check out the partial income statement to see the gross profit.



	Partial Income Statement
Specific Identification

	Sales 
	$20,000

	Cost of goods sold
	12,000

	Gross Profit
	$8,000



You earned revenue of $20,000 because you delivered a car to your customer so Sales Revenue increases.  If your customer paid cash your Cash account would increase because you own the cash and it has future benefit for your business.  You also have to reduce your Inventory for the value of the car that has now been sold, inventory decreases by $12,000.  That car has now been used to generate revenue, so you increase Cost of Goods Sold by $12,000.

What about the balance sheet?

	Partial Balance Sheet
Current Assets
Specific Identification

	Inventory 
	$21,000



The inventory remaining on the balance sheet would be $21,000 (the red car at $10,000 and the blue car at $11,000). This represent a future benefit as you can still sell the red and blue cars in the future. 
When would a business use specific identification?
Specific identification is used for businesses that sell a small number of expensive products which can be easily identified, either because they are unique (original art), have serial numbers (cars) or special markings (diamonds).  Note that even if a business has unique inventory items, if the cost of each item is small the business would not use specific identification as the cost of tracking each item would be too expensive.  


Check your understanding (CYU5-1)
You purchase the following four inventory items on the following dates and for the following amounts.  Your business uses the specific identification method.
	Date
	Amount

	April 3
	$15,500

	April 14
	$14,250

	April 18
	$16,200

	April 20
	$13,800


You sell the items from April 14th and 20th for $22,000 each.  Prepare a partial income statement to show the gross profit and determine the value left over in your inventory account on the balance sheet.
	

	

	

	

	

	

	

	


So what methods are used for items which are not unique?
Items which are not unique are called homogeneous, which means "all the same".  An example would be a 12 pack of Coca Cola®; not only is each bottle the same but each box of 12 is exactly the same too.  Most of the products that you see in retail stores are homogeneous.  The clothes you are likely wearing right now are, as are the pens you use to write, the textbooks you buy, the shoes you wear....the list goes on.  For homogeneous inventory items businesses can use either the average cost method or the first-in, first-out (FIFO) cost method.
 What is the average cost method and what businesses use it?
The average cost method is best described through an example.  Let's go back to the car example.  Remember that you bought the cars in the following order:  a red car which cost $10,000, a blue car which cost $11,000, and a green car which cost $12,000.  Even though you know that cars would use specific identification (high dollar value, low volume, uniquely identifiable by the VIN number) we'll use this example so you can compare what happens under the three different methods.
Using the average cost method the average cost of each car is recalculated every time you buy a new car.  Check out the chart, below, to see what happens after you buy the red and blue car.
	Purchases
	Average cost

	Red car
	$10,000

	Blue car
	$11,000

	Total cost of 2 cars
	$21,000

	Average cost per car*
	$10,500


*Calculations:  21,000 / 2 cars = $10,500 each
As you can see, the average cost is calculated like any average:  add the items together and divide by the number of items in the group.
What happens when you purchase the green car and you have not sold either of the other 2 cars?
	Purchases
	Average cost

	Red car
	$10,000

	Blue car
	$11,000

	Green car
	$12,000

	Total cost of 3 cars
	$33,000

	Average cost per car**
	$11,000


**Calculations:  33,000 / 3 cars = $11,000 each
Notice that the 3 cars are all valued at $11,000, regardless of what you paid for them!  What would happen if you now sell the green car as you did for the specific identification example?
	Partial Income Statement
Average Cost

	Sales 
	$20,000

	Cost of goods sold
	11,000

	Gross Profit
	$9,000


Even though you sold the exact same car as in your specific identification example your Cost of Goods Sold is lower by $1,000 and your gross profit is higher by the same amount when you use the average cost method.  Why?  Because, by using the average cost method, you smooth out the prices - every car appears to cost the same.  When using the specific identification method the prices varied based on how much you paid.  Under specific identification, by choosing your cars carefully based on their price, you can create a higher or lower gross profit!
What's left in inventory on your balance sheet?  Two cars at $11,000 each.
	Partial Balance Sheet
Current Assets
Specific Identification

	Inventory
	$22,000


What about another example of average cost? 
To better understand the impact on the cost of goods sold and gross profit if your car dealership used average cost, let's sell the blue car before you even purchase the green car.  This time you buy the red and blue car for inventory, sell the blue car, and THEN buy the green car.
	Purchases
	Average cost

	Red car
	$10,000

	Blue car
	$11,000

	Total cost of 2 cars
	$21,000

	Average cost per car
	$10,500


Notice that your average cost is lower now because your 2 cars did not cost you as much, on average, as they did when you had 3 cars.
You now sell the blue car for $20,000.
	Partial Income Statement
Average Cost

	Sales 
	$20,000

	Cost of goods sold
	10,500

	Gross Profit
	$9,500


Notice that your gross profit is even higher than it was in the first example of the average cost method!  That's because the average cost of your cars, when you only had 2 of them, is lower ($10,500 compared to $11,000 in the first example).  


What's left in your inventory account? Only the red car at the average cost per car that you calculated.
	Partial Balance Sheet
Current Assets
Average Cost

	Inventory 
	$10,500


Now you purchase the green car.  Remember that after every purchase you have to calculate the new average cost!
	Purchases
	Average cost

	Red car
	$10,500

	Green car
	$12,000

	Total cost of 2 cars
	$22,500

	Average cost per car
	$11,250


Why did the average cost of the cars go up?  Because the green car costs the most of all three cars, so it increased your average cost.  
After the purchase of the green car your inventory account on the balance sheet has two cars, each worth an average cost of $11,250.
	Partial Balance Sheet
Current Assets
Average Cost

	Inventory 
	$22,500



So does that mean that the total cost of the three cars is different under each method?
Absolutely NOT!!  What did the three cars cost us?  They cost us $10,000 + $11,000 + $12,000 = $33,000.  No matter which method you use the total COST of your three cars is exactly the same.  How can you tell this? Because if you add the inventory account on the balance sheet to the cost of goods sold account on the income statement you get $33,000.  Let's see this for a minute for all your previous examples using the chart provided below.



	Costing 
Method Used
	Inventory 
on the Balance Sheet
	Cost of Goods Sold on the Income Statement
	
Total Cost

	Specific identification
	
$21,000
	
$12,000
	
$33,000

	Average cost method - Example 1
	
$22,000
	
$11,000
	
$33,000

	Average cost method - Example 2
	
$10,500
	
$22,500
	
$33,000



I kind of get it but can you clarify what this means?
It means that each method MOVES COSTS over to Cost of Goods Sold using a different allocation method.  With specific identification you move EXACTLY the cost of that inventory item over to cost of goods sold and what is left on the balance sheet is the EXACT value of the inventory items left over (what you actually paid for those inventory items).  With average cost you move the AVERAGE COST of each item of inventory over to cost of goods sold and what is left on the balance sheet is the AVERAGE COST of the items left over.  But the total cost of all the inventory you bought, the red, blue, and green cars, is the same under both methods:  $33,000.  What is changing is the AMOUNT you move from inventory to cost of goods sold each time you sell something.
Check your understanding (CYU5-2)
You purchase the following four inventory items on the following dates and for the following amounts.  Your business uses the average cost method.
	Date
	Amount

	April 3
	$15,500

	April 14
	$14,250

	April 18
	$16,200

	April 20
	$13,800


You sell one item on April 15 and another item on April 19th for $22,000 each.  Prepare a partial income statement to show the gross profit and determine the value left over in your inventory account.  
Continued on the next page.


CYU5-2, continued
HINT:  remember that every time you buy new inventory you have to calculate a new average cost.  If you then sell an item you have to sell it for the average cost that you calculated right after the last purchase!
	

	

	

	

	

	

	

	

	

	


So does the first-in, first-out method move a different cost from inventory to cost of goods sold too?
It's a different costing method so it allocates (moves over) costs using a different assumption.  The first-in, first-out (called FIFO) method assumes that the oldest inventory is always sold first and the newest inventory is still in inventory (on the shelf).  It takes the cost of the items first purchased (first-in) and assigns the cost of these items to the first goods sold (first-out). The value of the inventory remaining is calculated based on the items purchased last, the newest items. 
Think about it this way: when inventory is delivered it is delivered to the back door of the store.  The first items in the back door are the first items out of the front door.  First-in at the back are first-out at the front. This is how the costs are assigned (also called allocated or moved over) to the cost of goods sold account when inventory is sold.  
[image: ]
Under the FIFO method the individual costs are the same as when you bought the item (not like average) but the costs are allocated to cost of goods sold based on the assumption that the oldest inventory is sold first, even if that is not true!
What about an example of FIFO?
Let's use the car example again, so you can compare what happens.  Say you have the red and the blue car in inventory (you have not bought the green car yet).  Here is your inventory:
	Purchases
	Average cost

	Red car
	$10,000

	Blue car
	$11,000

	Total cost of 2 cars
	$21,000


You now sell the blue car for $20,000.  What would you record as the cost of goods sold under the FIFO record?
	Partial Income Statement
Average Cost

	Sales 
	$20,000

	Cost of goods sold
	10,000

	Gross Profit
	$10,000


But WAIT A MINUTE!!  How come the cost of the blue car, the one that you sold, is not $11,000, what you bought it for?  Because you are using the FIFO method, which says FIRST-IN (the cost of the red car for $10,000) is FIRST-OUT (when you sell the blue car)!  The FIFO method ASSUMES that the oldest goods, the ones purchased first, are the ones that are sold first, even if they are not.  Under FIFO the COST of the oldest items are recognized first as cost of goods sold.
OK, sorry, but that's just stupid!  Why would anyone ever use FIFO then?
Because the businesses that use FIFO often DO sell the oldest items first!  Don't forget, you are using the example of the cars so you could see the difference between the methods....not because FIFO is the right method to choose for cars (we know it's not....specific identification is!!)  
This ties into how businesses choose between the three methods!


So how do businesses choose between the three costing methods?
First, if businesses have unique items with high dollar values they always use specific identification.  Makes sense because they are then able to calculate the exact gross profit for everything they sell.  This is because their cost of goods sold really is the cost of the item they just sold so Sales Revenue less Cost of Goods Sold really IS the exact gross profit made on the sale of that product.
If businesses have any other type of inventory they choose between FIFO and average cost, whichever method best matches the physical flow of goods.  What does that mean?  It means that if the oldest items ARE sold first then the business would use FIFO.  Why?  Because the physical flow of goods (oldest are sold first) is the same as the method.  By using FIFO the business would appropriately value their inventory at the end of the period (their newest purchases are still sitting on the shelf) and their cost of goods sold (because their oldest items are out the front door, gone with the customer!)
Let's just demonstrate the physical flow of goods with an example of a floral business (flower store).  Because flowers spoil easily the owner keeps the newest flowers, the ones that were just delivered, in the back refrigerator, where customers can't see them.  The oldest flowers, the ones that are going to spoil sooner, are put out in the display refrigerator where customers will see them as soon as they walk in the door.  Customers buy from the display refrigerator, so the oldest flowers are always sold first.  The physical flow of goods, which is controlled by the owner, is oldest out the door first (cost of goods sold), newest still available for future sales (inventory on the shelf...or in the fridge in this case!)
Generally, if the business can control what the customers can take (because they can control what goes out on the shelves), the FIFO method is chosen because the method would match the physical flow of goods.  
So what businesses use the average costing method?  If a business puts out their inventory and customers can choose what they want then the business would use the average cost method (because they can't control what is gone and what is still on the shelf). To make this clearer think of the flower shop again for a minute.  In the flower shop displaying the old inventory (flowers) would cause customers to buy them because the old flowers are still flowers, likely the same type of flowers as the new flowers that just arrived.  Now think of a hardware store.  If a hardware store had too many 1 inch nails (overstock so they want to sell them) could they force customers to take them by hiding the 2 inch nails in the back, where customers can't see them?  Absolutely not!!  Customers choose what they want and, because nothing will spoil, businesses that sell these types of products display all their inventory, old and new, because they want to appeal to the customer's wants and desires.  The business does not control the physical flow of inventory between the back and the front door like the flower shop can.  Instead, the customer is in control of the physical flow of goods based on what they choose to buy.  Because of that the average cost method is a better measure of both inventory values on the balance sheet and the cost of goods sold on the income statement.
Can you name some businesses that use each method?
Here is a list.  Consider WHY the business would use the method and HOW they are able to control their inventory so that the method they use ties into the physical flow of goods.
	Name
	Method

	Lululemon Athletica
	Average cost method

	Home Depot
	Average cost method

	Apple Computers Inc.
	FIFO

	Fashion design industry
	FIFO

	Art gallery
	Specific identification


Check your understanding (CYU5-3)
What inventory costing method to you think a grocery store like Loblaw's® would use and why? 
	

	

	

	

	


Do it yourself (DIY5-2)
Retail stores that sell clothing always use the average cost method.  Considering how businesses choose between the methods why does this make sense?
	- Business has no control over what the customers will buy

	- Average method more appropriately recognizes the flow of goods (random)

	

	

	


Which method do I need to know and why?
You need to understand the three methods (be able to describe them, discuss difference and similarities).  You also need to be able to assign a method to a business depending on what type of inventory they sell (the CYU5-3 is a good example of the type of question you will see on the midterm).  However, for any calculation problems you only need to know the FIFO costing method. 
Why?  Because of the definition of assets.  Remember that assets must be equal to their future benefit to the business.  When businesses use the FIFO costing method the value of their inventory is equal to their most recent purchases and that value is equal to the future benefit of the inventory.  The value is also closest to replacement cost.  Replacement cost represents an estimate of how much it would cost if you had to repurchase the inventory (say, if a fire destroyed your inventory and you had to buy it all again).  As such it is the best estimate of the future benefit of the inventory.
How about an example? 
Bernard Ltd., a tool business, uses the FIFO method. The business had the following inventory transactions for the past month. 
	Nov. 1
	Opening inventory, 15 hammers at $40 each.

	Nov. 5
	Purchased 160 hammers at $45 each. 

	Nov. 7
	Sold 140 hammers to TownTools Ltd. for $90 each. 

	Nov. 12 
	Purchased 110 hammers at $46 each.  

	Nov. 17
	Sold 100 hammers for $92 each to BestTools Inc.  


Calculate the cost of goods sold and the ending inventory, using a perpetual inventory system. 
To solve this question you set up a chart with three columns for the purchases, three columns for the cost of goods sold and three columns for the inventory on hand. 
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	
	
	
	
	
	
	
	
	
	


An important step is to input the beginning inventory. Beginning inventory is the inventory that the business had left over from the last period.  It is called beginning inventory because it is there at the beginning of the period.  NOTE:  the beginning inventory is NOT placed under the Purchases section because it was NOT purchased.  Instead, it is placed under the Inventory On Hand section because that is just what it is....inventory on hand.
Multiply the quantity (number of units) by the unit cost to get the total cost (15 units x $40 per unit = $600).  
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600


Then record the purchases and sales in chronological order, carrying your totals over to the Inventory On Hand section so that you always know the value of the inventory you have on your shelf at any time.  Remember that, as a business owner, you will use this information to ensure you can make decisions about your inventory (such as how many units you need to order given the sales you expect in the future). 
Let's input the purchase for November 5 (160 units x $45 per unit = $7,200).
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	


Notice that you list BOTH the opening inventory and the purchase in the row for November 5.  That is because you are using the FIFO method and you need know that, on November 5, you have 15 units that cost you 40 and 160 units that cost you $45.  When you sell inventory you will sell the units that cost $40 FIRST.  After you run out of those units you will then start to sell the units that cost $45.
How can the inventory records help you run your business?  What do the inventory records tell you?  The records tell you not only how many units you have (175) but also how much they cost ($40 originally but now $45).  By reviewing the inventory cost system you know right away that your inventory costs are increasing.  What can you, the business owner, do with that information?  Well, you would want to find out why the price is increasing.  It might be because shipping is getting more expensive.  You would want to research different shipping companies to see if you can get it shipped cheaper.  Prices might be increasing because the supplier no longer offers a discount or has increased their prices.  In this case you might want to look at new suppliers.  Prices might also be increasing because the exchange rate is getting worse.  Your supplier might be charging the same amount in, say, US dollars but, once you convert it to Canadian dollars, the costs are higher.    Having the inventory control system in place lets you to know right away that prices are increasing and it allows you to investigate why so you can make decisions, going forward, about your inventory purchases.
Let's continue with our example.
On November 7 you sold 140 hammers to TownTools Ltd. for $90 each.  This goes under the Cost of Goods Sold column since inventory, when it is sold, moves from being an asset on the balance sheet to an expense on the income statement. Since you are using the FIFO method you use up your opening inventory first (first in so it is the first out).  Your 15 units from opening inventory, times their per unit cost of $45, are input into the Cost of Goods Sold column (15 units x $40 = 600). You sold 140 units and you have already used 15 from the beginning inventory so you need 125 units more (140 units - 15 units = 125 units).  You take the 125 units from the November 5 purchase.  On November 5 you paid $45 per unit, so you multiply 125 units x $45 per unit = $5,625. To calculate the cost of goods sold you add the $600 from beginning inventory plus the $5,625 from the November 5 purchase to get a total $6,225. 
How many units are left?  160 units purchased on November 5 less the 125 units assigned to the cost of goods sold account = 35 units at $45 each = $1,575 of inventory is left.
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	

	Nov. 7
	
	
	
	15
	40
	
6,225
	
35
	
45
	
1,575

	
	
	
	
	125
	45
	
	
	
	


Again, analyze your inventory records so you know how you should move forward in your business.  You only have 35 units left.  Based on your predictions about future sales you can now decide on what you should buy.  You should also look at your inventory prices.  If prices are going up you might want to buy more inventory at the lower price, before prices go even higher.  Careful though!  You don't want to end up with inventory that you can't sell.  Having the inventory costing system can help you make these kinds of decisions about your inventory as you move forward with your business.
In this case your inventory is running low so you decide to purchase more.  
On November 12 you purchased 110 hammers at $46 each (110 units x $46 per unit = $5,060). You see right away that your inventory is still increasing in price.  Not great for your gross profit - hopefully you investigated the reasons for the continued price increases.  
Let's record the new purchase in your inventory control system.  Remember that, when you record this new purchase, you will REPEAT whatever inventory you still have on hand.  Why?  Because this allows you to always know exactly what inventory you have on hand and how much the different groups of inventory items cost.



	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	

	Nov. 7
	
	
	
	15
	40
	
6,225
	
35
	
45
	
1,575

	
	
	
	
	125
	45
	
	
	
	

	Nov. 12
	110
	46
	5,060
	
	
	
	35
	45
	
6,635

	
	
	
	
	
	
	
	110
	46
	


You now have 145 units on hand at a total cost of $6,635.  Your inventory continues to go up in price but at a slower rate than before.  Hopefully your inventory levels are high enough to cover upcoming orders but not so high that you hold your inventory for too long.  Using your records you can analyze the past to help you decide on what to do in the future. 
On November 17 you sold 100 hammers for $92 each to BestTools Inc.  Again you need to take the oldest inventory first. Since the 35 units are older you select these units first (35 units x $45 per unit = $1,575). You then go to your next purchase, which was from November 12. You need 65 more units to get to the 100 units you sold (100 units sold – 35 units already recorded = 65 units needed). On November 12 you paid $46 per unit, so you multiply 65 units x $46 per unit = $2,990. Then you need to add the two amounts that you calculated to get the cost of goods sold amount for November 17 $1,575 plus $2,990 which equals $4,565. 
Next you have to figure out how many units you have left. You take the total number of units that you purchased on November 12, which was 110 units, and deduct the number of units you sold from that inventory (which was 65 units).  This tells you the total number of units still on the shelf (110 units purchased – 65 units sold = 45 units left on the shelf). Therefore your ending inventory is 45 units x $46 each = $2,070.   
In addition to recording the final sale in November you have also come to the end of the month.  This is the perfect time to total your inventory records for this product so you can check what you bought, what you sold, and what you have left.  This gives you information about the past (past purchases, past sales) and the present (inventory on hand) so you an make decisions about the future (purchases you might need to make).



	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	

	Nov. 7
	
	
	
	15
	40
	
6,225
	
35
	
45
	
1,575

	
	
	
	
	125
	45
	
	
	
	

	Nov. 12
	110
	46
	5,060
	
	
	
	35
	45
	
6,635

	
	
	
	
	
	
	
	110
	46
	

	Nov. 17
	
	
	
	35
	45
	
4,565
	
45
	
46
	
2,070

	
	
	
	
	65
	46
	
	
	
	

	Totals:
	270
	
	$12,260
	240
	
	$10,790
	
	
	


 (
Total units and total cost of all purchases during the period.
) (
Total units sold AND total Cost of Goods Sold (expense on your income statement!)!
) (
Total units and value of the inventory you have on your shelf (and value on your balance sheet!)
)




Can you check your calculations somehow?
Yes you can!  First, you need to add the beginning inventory to the purchases.  That amount, beginning inventory plus purchases, equals the cost of goods available for sale.  That is the total amount of inventory that the business had available, and could have sold, during the period. 
Now, to check if you have made any mistakes, you add the cost of goods sold ($10,790) to the ending inventory ($2,070) and it MUST equal the cost of goods available for sale ($12,260 purchases + $600 opening = $12,860). 
And it does!  $10,790 + $2,070 = $12,860.  This is because anything that was available for sale during the period must either have been sold (cost of goods sold) or not sold and still on the shelf (ending inventory) by the end of that period.  
Your calculations are perfect.
Which stakeholders need to know about inventory levels? Why is this important? 
Managers/business owners need to know how much inventory a business has throughout the year. This is important as you don’t want to run out of popular inventory items, as you could lose potential sales.  Customers may go elsewhere to get what they want.  Some of those customers may never come back, so you might lose future sales too. An example of this is Target Canada.  When they opened their stores many of their shelves were empty due to supply issues.  Customers came, saw the empty shelves, left, and never came back.
Too little inventory can be bad but too much inventory may be just as bad.  First, it is expensive to store the inventory because you need additional space to do so.  That space is not revenue generating (meaning it is not making the business any money in sales).  Second, you spent money on the inventory and, while it is sitting on your shelf, it too is not generating revenue.  Because you haven't sold it you don't have the cash from those sales to help you run your business. Finally, the longer you have the inventory on your shelf the higher the risk it becomes damaged or obsolete.  If that happens you will never sell it or you will sell it for less than it cost you to buy, which is again going to cost the business. This is why businesses often follow the just-in-time inventory system. This system aims to have just enough inventory on hand so customers have it when they want it but not so much that it sits on the shelf and gathers dust!  This allows the business can keep their costs down and avoids the problem of inventory becoming damaged or obsolete. 
Check your understanding (CYU5-4)
D&B Inc., a parts supplier for bike shops in the GTA, uses the FIFO method. The business had the following inventory transactions for the past month. 
	Mar. 1
	Opening inventory, 25 parts at $8 each

	Mar. 8
	Purchased 120 parts at $9 each. 

	Mar. 12
	Sold 90 parts for $17 each. 

	Mar. 17
	Purchased 75 parts at $9.50 each.  

	Mar. 22
	Sold 115 parts for $17 each.  


Calculate the cost of goods sold and the ending inventory, using a perpetual inventory system.
The chart is provided for you on the next page.

	 Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Mar. 1 (beg)
	
	
	
	
	
	
	
	
	

	Mar. 8
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Mar. 12
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Mar. 17
	
	
	
	
	
	
	
	
	


	
	
	
	
	
	
	
	
	
	

	Mar. 22
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Totals:
	
	
	
	
	
	
	
	
	


Do it yourself (DIY5-3)
PNG Inc., which supplies helmets to bike shops in the GTA, uses the FIFO method. The business had the following inventory transactions for the past month. 
	May 1
	Opening inventory, 30 units, $95 each.

	May 5
	Purchased 25 helmets at $100 each.

	May 12
	Sold 42 helmets for $160 each.

	May 19
	Purchased 40 helmets for $105 each.

	May 22
	Sold 50 helmets for $170 each.

	May 25
	Purchase 30 helmets for $110 each.


Calculate the cost of goods sold and the ending inventory, using a perpetual inventory system. The chart has been provided for you on the next page.
Analyze your inventory purchases and sales once you have completed the chart.  First, the cost of your inventory has continued to increase over the month.  What, if anything, might you do in response?  Second, do you feel that you have retained good control over inventory levels?  What about the inventory records would indicate that?
	Pt 1: - Suppliers are spending more to produce the goods

	- Oil prices may increase .: increasing shipping costs

	- Company is a monopoly .: they can dictate the prices of their products without losing elasticity

	- Shitty dollar in purchasing country

	Pt 2: - Good because they were able to sell most of their inventory, however could have bought 

	more in the beginning to take advantage of low prices.

	

	




DIY5-3, continued
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	May. 1 (beg)
	
	
	
	
	
	
	30
	95
	2,850

	May 5
	25
	100
	2,500
	
	
	
	30
	95
	5,350

	
	
	
	
	
	
	
	25
	100
	

	May 12
	
	
	
	30
	95
	4,050
	13
	100
	1,300

	
	
	
	
	12
	100
	
	
	
	

	May 19
	40
	105
	4,200
	
	
	
	13
	100
	5,500

	
	
	
	
	
	
	
	40
	105
	

	May 22
	
	
	
	13
	100
	5,185
	3
	105
	315

	
	
	
	
	37
	105
	
	
	
	

	May 25
	30
	110
	3,300
	
	
	
	3
	105
	3,615

	
	
	
	
	
	
	
	30
	110
	

	Totals:
	95
	
	10,000
	92
	
	9,235
	
	
	3,615


How many inventory records would a merchandising business have?
The number of inventory records would be equal to the number of products a business carries.  For instance, Canadian Tire has 147 different brands and styles of hammers (who knew??!!)  Each of those hammers has an inventory record connected to it, as do the hundreds of other products Canadian Tire carries as inventory.  How would a business like Canadian Tire manage all those inventory records?  They use a computerized inventory tracking system instead of the manual one demonstrated in this chapter.  The computerized system is able to produce the same detailed inventory information a manual system can.  
Regardless of whether the inventory tracking system is computerized or manual, businesses need a detailed inventory record for every single product they carry.  This allows them to track and manage their inventory levels and costs.
So, we're finished with inventory, right?
No, not yet.  You use the FIFO costing method throughout the period to track your inventory and you can use the information to make decisions but, unfortunately, what you show on your records might not be how much inventory you actually have on the shelf.  Even if the records are kept up to date, what your records say and what is actually there may be different.  Why?  


There are a few reasons:
· Shrinkage.  Unfortunately, both employees and customers steal inventory (or to be kind, accidentally leave the store and forget to pay).  That's called shrinkage.
· Human error.  When employees accept new shipments from suppliers, when they put out the inventory, or when they scan the inventory through the cash register during a sale, they can make mistakes.  
· Damages.  Sometimes inventory is damaged and, even though it should be reported and recorded, employees might not do so.
· Obsolescence.  Inventory might be obsolete and therefore have no further future benefit because no one will buy it.
For all of these reasons, businesses must count all inventory once a year so that they can check how accurate their FIFO costing system is.  This helps them determine the amount of inventory lost due to shrinkage and errors.  This information is important because, if theft is high, you might have to make a decision about how to try and stop theft from happening.  You can't do that unless you know what is being stolen.  Comparing your records to the physical inventory count will give you the information you need to make those kinds of decisions.
What has to be done when a business does a physical inventory count?
First, the business's employees will be asked to help count every single item of inventory that is on hand.  It's a huge job and often businesses close down for the day and get every employee to help.  Each employee will be given a count sheet, which lists the name of the inventory and the possible location.  The count sheet DOES NOT include the number of units that the perpetual inventory system says is suppose to be there.  Why not?  Because the employee counting the inventory might be tempted to just confirm that number instead of actually count what's there!  Instead the count sheet provides a blank space for the physical count to be entered by the employee who counts it.  That count will be compared to the inventory records AFTER the count is finished.  If there are any large differences, an investigation will try and determine what caused the difference.  If the difference is due to theft then the business may consider what to do in the future to stop the thefts from happening.  If the difference is due to obsolescence, then the business may consider changing the amount of inventory being ordered or consider other methods, such as just-in-time inventory, to ensure this does not happen in the future.  If the difference is due to human error (inputting the wrong amount when it is received at the back or when the salesperson records the sale) then the business might need change the procedures employees follow when they receive or sell inventory.
Second, the count has to be adjusted for inventory in transit.  After all, the inventory that is between the supplier and the buyer (in transit) is owned by someone.  If you don't take it into account then your inventory value on your financial statements would be too low (understated) and that would provide incomplete information to the external stakeholders.  Remember that external stakeholders depend on financial statements to make decisions so the statements have to be faithful. (Check back in Chapter 1 to recall what that qualitative characteristic faithful means!)
How is ownership of in transit inventory determined?  You already know this from Chapter 4:  shipping terms determines ownership.  When the terms are FOB shipping point the title of the goods transfers from the seller to the buyer as soon as the goods are shipped. This means that the buyer owns the goods while the goods are in transit. When the terms are FOB destination point the title of the goods transfers from the seller to the buyer when the goods reach the buyer. This means that the seller owns the goods while the goods are in transit. 
If the supplier owns it then you, the buyer, can ignore it for purposes of your inventory count.  However, if you, the buyer, own it, then you have to include it in your inventory records at year end (so you can include it on your balance sheet) even though you don't, physically, have the inventory yet! Also, if you are selling inventory to a customer then you have to look at your sales records since you might still own the inventory even though you no longer have it!  Again, how is this determined?  You have to look the shipping terms for any goods that are in transit at the end of the year, both the ones you bought and the ones you sold. 
How about an example?
i. On December 28, 2014 Molson Brewing Co. ships 100 cases of beer to the Beer Store. The terms are FOB shipping point and the Beer Store receives the cases on January 3, 2015.  
ii. On December 29, 2014 Geloso’s Fine Winery Co. ships 100 bottles of wine to the Wine store. The terms are FOB destination point and the Wine store receives the bottles of wine on January 4, 2015. 
For each of the scenarios above, who would include the inventory on their balance sheet on December 31st, 2014 and why? 
i. The Beer Store would include the cases of beer in their inventory on December 31 because they are the buyer and since the terms are FOB shipping point, this means that the buyer owns the goods while they are in transit. 
ii. Geloso’s Fine Winery Co. would include the wine in their inventory on December 31 because they are the seller and since the terms are FOB destination point, this means the seller owns the goods while they are in transit. 
Remember, you must check every order that is in transit and every sale that is in transit because, if the shipping terms indicate that you own the inventory in transit, then you have to include it in your count.  This is important because it helps you determine how much inventory you have on hand at the end of every period.  In addition, you must include the value of the inventory you own in transit as part of your inventory value on your balance sheet, under current assets.
Check your understanding (CYU5-5)
i. On December 27, 2014 Davidson Publishing Ltd. ships 100 books to the Book Store. The terms are FOB destination point and the Book Store receives the books on January 4, 2015.  
ii. On December 28, 2014 Mohammad Publishing Ltd. ships 50 magazines to the Book store. The terms are FOB shipping point and the Book store receives the magazines on January 3rd, 2015. 
iii. On December 27, 2014 Lingner Publishing Ltd. ships 75 fiction books to the Book Store. The terms are FOB destination point and the Book Store receives the books on December 31, 2014.  
For each of the scenarios above, who would include the inventory on their balance sheet on December 31st, 2014? Explain why. 
	i.

	

	

	ii.

	

	

	iii.

	

	


Once you have a count, and you have determined ownership, what do you do?
You check the count against your inventory records.  Remember, if there is a difference, you must investigate.  If the difference is small, you should just make an adjustment to your inventory to write off the difference.
Can you give me an example?
Let's go back to Bernard Ltd. to see how this works.  Below is the inventory chart from their perpetual inventory system.  You can see that, at the end of the year, their records show they had 45 units on hand and 240 units were sold.  Let's assume that the inventory count comes back and it turns out you only have 42 units on hand.  Where are the other 3 units?  It could have been human error (when they were received or sold they were entered wrong) or they were stolen or damaged but they are definitely not on the shelf.  That means that you can't publish the financial statements with 45 units * $46 = $2,070.  Why not?  Because inventory is a current asset and assets have to be equal to their future benefit, the value they are expected to bring into the business in the future.  This inventory does not have a future value of $2,070 anymore.  What is the value?  Well, since you only have 42 the value is 42 * $46 = $1,932.  You have to recognize the reduction in value due to the difference between the count and the inventory records, which still show 45 units.  The reduction in value is equal to $138 (2,070 - 1,932) and you have to make an adjustment to your inventory records to show that.  In addition, you have to make an entry to your accounting system so that your inventory account is updated.
First, you would show it on your chart.
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	

	Nov. 7
	
	
	
	15
	40
	
6,225
	
35
	
45
	
1,575

	
	
	
	
	125
	45
	
	
	
	

	Nov. 12
	110
	46
	5,060
	
	
	
	35
	45
	
6,635

	
	
	
	
	
	
	
	110
	46
	

	Nov. 17
	
	
	
	35
	45
	
4,565
	
45
	
46
	
2,070

	
	
	
	
	65
	46
	
	
	
	

	Adjust
	
	
	
	3
	46
	138
	42
	46
	1,932

	Totals:
	270
	
	$12,260
	243
	
	$10,928
	
	
	



 (
UPDATED total units sold/gone AND UPDATED total Cost of Goods Sold (expense on your income statement!)
) (
UPDATED total units and value of the inventory you have on your shelf (and on your balance sheet!)
)





Then, you would have to make an entry to your accounting records.  Let's use the critical and enhancing questions to figure out what entry needs to be made for the reduction in inventory.
What did the business give up?  Some inventory (even though you did not want to!) so Inventory account goes down by $138.  
What did the business get?  Nothing, or it’s at least unclear, so let's move on to the enhancing questions.  
What did the business earn?  Nothing, because you did not do anything for a customer.  
What does the business OWE?  You don't owe anyone anything so this does not apply.  
What did the business use, consume, or incur?  They incurred a cost of doing business, of selling to customers who might steal or hiring employees who might make mistakes.  That's an expense and it increases that Cost of Goods Sold account, $138.  
Let's record that entry.
	
	Assets
	=  Liab.
	+	Equity

	
	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue   -
	Expenses
	

	
	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	Opening
	
	2,070
	
	
	
	10,790
	

	Adjust
	
	-138
	
	
	
	+138
	

	Total
	
	1,932
	
	
	
	10,928
	


Check your understanding (CYU5-6)
Rowe Ltd. sells fishing rods and fishing lures. At the end of the year their perpetual inventory accounting records showed that they had 97 fishing rods and 552 fishing lures.  Rowe Ltd. stopped business and had their employees physically count the inventory. The count showed that there were 96 fishing rods and 530 fishing lures on hand.  The fishing rods cost $55 and have a selling price of $110 each. The fishing lures cost $4.50 each and the selling price is $9.95 each. 
Continued on the next page.

CYU5-6, continued
Explain why you think there is a difference between the number of units recorded in the perpetual inventory system and the physical inventory count.
	

	

	

	

	

	

	


Would an entry be required for the difference?  Explain why and provide the entry, if one is required. 
	

	

	

	


If required make an entry to the expanded accounting equation.
	
	Assets
	=  Liab.
	+	Equity

	
	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue   -
	Expenses
	

	
	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	Opening
	
	
	
	
	
	
	

	Adjust
	
	
	
	
	
	
	

	Total
	
	
	
	
	
	
	


What happens if the inventory can't be sold for more than it cost you?
So, you valued your inventory using your perpetual system, using FIFO.  You then counted your inventory and adjusted it for ownership and for the differences between your inventory count and your perpetual inventory records.  Great!!  So you're done....right?
Not quite.  The fact is sometimes businesses have inventory which they just can't sell.  It's not because it's obsolete, but because it's no longer popular OR a competitor has started to sell the same or similar product for less OR consumers just don't like the product!  What do businesses do then?  Does the inventory still have a future benefit equal or greater than it's cost?  The answer is often no, it does not.  Remember the historical cost assumption from Chapter 1?  That assumption said that you have to record all your purchases at the acquisition cost, what it cost you to buy the inventory.  You have been following that assumption because you have been recording your inventory at cost, what it cost you to bring it in and put it on the shelf.  But sometimes the current selling price is actually LESS THAN the cost.  Sounds crazy but it's true.  For example, Blackberry's Playbook® was estimated to cost the company $271 to manufacture.  Although it was originally priced to sell at $599, the price soon dropped to $499, then $299, and finally $199.  The final selling price of $199 was $72 lower than the historical cost (what it cost to create the Playbook®).  
What do businesses do when this happens?  Similar to what you did when you recognized the loss of 3 units of inventory, businesses have to adjust the value of the inventory to reflect what is happening in the market.  This is the final check every business does for every single item of inventory that they carry.  They do this right before the financial statements are produced so that the value of inventory is equal to its future benefit to the business.  How large might that adjustment be?  For Blackberry the adjustment to their inventory value was a decrease of $485,000,000 in 2011.  That's $485 million dollars of inventory value gone because the selling price of the Playbook® was less than the cost.
How do businesses record the reduction in the value of inventory?
You look at your inventory and then you look at market.  Is there a market for this product?  If so, how much can you sell that product for today?  Can you sell it for more than it cost you?  If the answer is YES, then no adjustment is needed because your inventory is appropriately valued at cost (the market price is higher).  You can use the current value of your inventory.  In this case, that would be $1,932, which would be reported on your balance sheet.
What if you can't sell it for more than the cost, like Blackberry's Playbook®?  What happens then?  Let's see an example so you clearly understand what happens.  We'll use Bernard Ltd. again.  
Say that, at the end of the period, Bernard's management reviews their inventory records.  They have 42 units of this product, hammers, with a per-unit cost of $46.  Unfortunately, during the year, there was a major advancement in the metal used to make hammers.  The new hammers that are popular today are made of a lightweight metal that is super strong and, worse yet, the selling price of these new hammers is much lower, only $30 each.  There is no way that your hammers, with their heavy weight, will sell for the $92 you sold them for in the past.  After a careful review of the market you estimate that you can sell your hammers for $25 each, undercutting the competition so that customers will still buy the hammers, even though they are not the new lighter weight models available from your competition.
What do you have to do?  You have to write down the value of your inventory to the new LOWER market value.  Why?  Because your inventory does not have a future benefit equal to the current value of $1,932 that your inventory records show.  Remember, assets HAVE to be equal to their future benefit and your future benefit from these 42 hammers is only $25, which is what you can sell them for now.  So the value of your inventory is now 42 * $25 = $1,050.  The reduction in value is equal to $882 (1,932 - 1,050) and you have to make an adjustment to your inventory records to show that. 
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Nov. 1 (beg)
	
	
	
	
	
	
	15
	40
	600

	Nov. 5
	160
	45
	7,200
	
	
	
	15
	40
	
7,800

	
	
	
	
	
	
	
	160 
	45
	

	Nov. 7
	
	
	
	15
	40
	
6,225
	
35
	
45
	
1,575

	
	
	
	
	125
	45
	
	
	
	

	Nov. 12
	110
	46
	5,060
	
	
	
	35
	45
	
6,635

	
	
	
	
	
	
	
	110
	46
	

	Nov. 17
	
	
	
	35
	45
	
4,565
	
45
	
46
	
2,070

	
	
	
	
	65
	46
	
	
	
	

	Adjust
	
	
	
	3
	46
	138
	42
	46
	1,932

	Adjust
	
	
	
	-
	-
	882
	42
	25
	1,050

	Totals:
	270
	
	$12,260
	243
	
	$11,810
	
	
	


 (
UPDATED total units and value of the inventory you have on your shelf (and on your balance sheet!)
) (
UPDATED total units sold/gone AND UPDATED total Cost of Goods Sold (expense on your income statement!)
)




In addition, you have to make an entry to your accounting system so that your inventory account is updated.  Let's analyze what happened using the critical and enhancing questions from Chapter 3.
What did the business give up?  The value of their inventory due to competition (even though you did not want to!) so Inventory account goes down by $882.  
What did the business get?  Nothing, or it’s at least unclear, so let's move on to the enhancing questions.  
What did the business earn?  Nothing, because you did not do anything for a customer.  
What does the business OWE?  You don't owe anyone anything so this does not apply.  
What did the business use, consume, or incur?  They incurred a cost of doing business, of competition.  That's an expense and it increases that Cost of Goods Sold account, $882.  
Let's record that entry.
	
	Assets
	=  Liab.
	+	Equity

	
	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue   -
	Expenses
	

	
	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	Opening
	
	1,932
	
	
	
	10,928
	

	Adjust
	
	-882
	
	
	
	882
	

	Total
	
	$1,050
	
	
	
	$11,810
	


 Why is checking the value of inventory against the market price important to the stakeholders?
This is important to creditors because creditors like the bank uses the information from the financial statements to make decisions about how much money to lend a business. When they lend money to a business they want to be repaid the amount of the loan, called the principal, plus any interest. As part of the loan agreement they may use some of the business’s assets as collateral, also called security.  What does that mean?  It means that, if the business cannot pay off the loan, the bank will come and take their inventory.  The bank will sell it themselves to try and make back (recoup) what they lost when the business did not pay their loan.  It is therefore important that businesses value their assets, especially their inventory, at the future benefit they will get from selling their inventory.  Doing anything else would be misleading to stakeholders like the bank who use the financial statements to make decisions about their relationship with the business. 
Managers would also want to know about the true value of inventory as it will help them decide which products to carry in the future.  It might help them decide on whether they should implement a just-in-time inventory system, or some other way to better control their inventory purchases, so they don't lose value in the future due to inventory becoming less popular.
Can you give an example of a business that wrote down their inventory?
Danier Leather, on their June 29, 2013 financial statements, stated that they were recording a $1.6 million dollar write-down of their inventory because the selling price of their inventory was less than the cost they paid to purchase the inventory.  Danier Leather had a $1.7 million dollar write-down of inventory in 2012 also.  Write-downs of inventory due to a selling price which is LESS THAN the cost that the business paid for the inventory are common in retail.  Customers are fickle and tastes change.  If you have a large amount of inventory that falls out of favour with the public, you will likely be stuck writing down the inventory at the end of the year.
Check your understanding (CYU5-7)
Present Shop purchased 120 Blueberry S5 phones for $70 each. When they first came out the business could sell the Blueberry S5 phones for $150 each. The business has 25 Blueberry phones left and the selling price of the phones is now $50 each. The reason for the change in the market value is because a new model has come out, the Blueberry S6, and their competitor also has a new model called the Ephone S7. What amount should the business value their phones at? Explain why and, if an entry is necessary, provide the entry that you would make to the accounting records.
	Calculation:





	Explanation:

	

	

	

	

	

	

	


  Continued on the next page.


CYU5-7, continued
 Entry, if required.
	
	Assets
	=  Liab.
	+	Equity

	
	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue   -
	Expenses
	

	
	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	Opening
	
	
	
	
	
	
	

	Adjust
	
	
	
	
	
	
	

	Total
	
	
	
	
	
	
	


Putting it all together!
This chapter has shown you that, even when a business records all their transactions, sometimes additional information, beyond the single number that would be published on the financial statements, is needed.  This is certainly true for the inventory account.  In Chapter 4 you recorded all inventory transactions into the accounting system but the total dollar amount of inventory that is available from the accounting system is not enough for purposes of inventory control.  By recording inventory into an inventory control system, as you did in this chapter, you can, as a business owner or manager, make better decisions about how to manage inventory levels and costs for the future.  In addition, you can analyze inventory to see how well the business has done in the past.
Going forward!
You know that, in order to be successful, businesses have to look not only at the financial statements as a whole but also focus on each account within the statements.  In this chapter you focused on the inventory account, implementing an inventory control system.  By doing so, you, the business owner, gained a better understanding of inventory controls and pricing. 
What other accounts besides inventory do business owners need more information about, beyond the one total number available on the financial statements?   Accounts receivable.  Recall that an account receivable represents a legal right to collect cash from a customer in the future.  Business owners must review and analyze their accounts receivable balances on a regular basis in order to better understand collections and determine the effect of providing discounts for early payment.  In addition, any accounts receivable outstanding at year end need to be analyzed to ensure that the value published on the financial statements is equal to the future benefit of the receivables.  
Remember that each balance sheet account must be analyzed individually to gain a better understanding of its effect on your business as well as how to manage, control, and analyze the accounts for business decision-making.  Analyzing the details of each account will allow you, the business owner, to gain a deeper understanding of how the balances can be used to better understand, manage, and control your business activities.
You will continue analyzing the details of the accounts with accounts receivable in Chapter 6!


What do I need to know for a midterm or final exam?
A. List the three inventory costing methods.
B. Explain the basic characteristics of each of the inventory costing methods.
C. Calculate ending inventory and cost of goods sold using the FIFO costing method.
D. Determine which inventory costing method would be used with different types of inventory.
E. Explain why it is important to count inventory at the end of every year.
F. Determine ownership of in-transit inventory so as to be able to adjust the year-end inventory count for goods in transit.
G. Explain who would care about inventory levels and why.
H. Determine any count differences and how to adjust for them.
I. Calculate the required adjustment for inventory that has declined in value.
J. Explain who is affected, and why, when inventory values decline.
Watch out for....
Students’ most common error on midterms and final exams is forgetting to take into account the opening inventory when completing the chart for the FIFO costing method.  In addition, students don't study the effect of inventory count errors and the loss of value due to a reduction in market prices below the cost of inventory.  

Be sure you practice these concepts by completing all of the Practice Questions.



In Class Demo Questions
Recall that the solutions In Class Demo Questions are taken up in class.  Solutions for these questions will not be posted.
ICDQ5-1
Aside from cars, which was the example given in the chapter, name products that would use specific identification as the costing method.  What must be true about those products?
	- Art, jewelry, houses, collector’s items

	

	

	

	

	

	

	


ICDQ5-2
D&B Inc., which supplies parts to bike shops in the GTA, uses the FIFO method. The business had the following inventory transactions for the past month. 
	June 1
	Opening inventory, 30 parts at $12 each.

	June 6
	Purchased 20 parts at $11.50 each.

	June 9
	Purchased 100 parts at $11 each from a new supplier.

	June 14
	Sold 110 parts for $20 each.

	June 18
	Purchased 150 parts at $10 each.

	June 22
	Sold 90 parts at $19 each.

	June 28
	Sold 45 parts at $19 each.


Calculate the cost of goods sold and the ending inventory, using a perpetual inventory system. 
The chart has been provided for you on the next page.


ICDQ5-2, continued
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	June 1 (beg)
	
	
	
	
	
	
	30
	12
	360

	June 6
	20
	11.50
	230
	
	
	
	30
	12
	590

	
	
	
	
	
	
	
	20
	11.50
	

	June 9
	100
	11
	1,100
	
	
	
	30
	12
	1,690

	
	
	
	
	
	
	
	20
	11.50
	

	
	
	
	
	
	
	
	100
	11
	

	June 14
	
	
	
	30
	12
	360
	40
	11
	440

	
	
	
	
	20
	11.50
	230
	
	
	

	
	
	
	
	60
	11
	660
	
	
	

	June 18
	150
	10
	1,500
	
	
	
	40
	11
	1,940

	
	
	
	
	
	
	
	150
	10
	

	June 22
	
	
	
	40
	11
	440
	100
	10
	1,000

	
	
	
	
	50
	10
	500
	
	
	

	June 28
	
	
	
	45
	10
	450
	55
	10
	550

	Totals:
	270
	
	2,830
	245
	
	2,640
	55
	
	550


Analyze the cost of inventory over the month.  What might cause the change in costs that you see?
	- Exchange Rates

	- Manufacturing Costs

	- New Supplier

	- Lower Taxes

	- Loyalty Discount

	- Bulk Discount

	

	


At the end of the period the selling price dropped from $20 to $19.  What might be some reasons why a business might do this?
	- Obtain a competitive advantage

	- Cost of doing business (COGS) is lower .: pass it on to customers

	

	

	

	

	

	


Continued on the next page.
ICDQ5-2, continued
Assume that June 30 is the year end for this business and a physical count is performed and there are only 47 units on hand.  Why might the physical count be different than the perpetual inventory records show?  What is the value of the inventory that is missing? What, if anything, should the business do and why?  If an entry is required provide it in the following chart.
	

	

	

	

	

	

	

	

	

	


Entry, if required.
	
	Assets
	=  Liab.
	+	Equity

	
	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue   -
	Expenses
	

	
	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	Opening
	
	550
	
	
	
	2640
	

	Adjust
	
	(80)
	
	
	
	80
	

	Total
	
	470
	
	
	
	2720
	


ICDQ5-3
HBD Limited counted their inventory on September 30, the business's year end.  They determined that the value of their ending inventory was $77,000.  After looking over their inventory orders and sales for the end of September they discovered that there were 2 inventory orders from their supplier in transit at September 30.  The first shipment cost $9,500 and it was shipped on September 29, terms FOB destination.  The second shipment cost $3,250 and it was shipped on September 28, terms FOB shipping point.  
ICDQ5-3, continued
HBD Limited also looked at their sales.  There were also 2 sales at the end of September that were in transit to their customers.  The first was shipped out on September 29.  It included inventory costing $10,350, terms FOB shipping point.  The second was shipped out on September 29 also.  It was for inventory costing $3,200, terms FOB destination.  
None of these shipments were included in the inventory count as they had either not been received as yet or already shipped out when the count was completed.
Determine the corrected inventory amount at September 30.  In addition, assume that you plan to ask the bank for a loan.  Why would having an accurate inventory value on the financial statements be important to an external stakeholder such as the bank?
	Calculation:

HBD is Buyer: $ 3,250 (FOB Shipping Point)
HBD is Seller: $ 3,200 (FOB Destination)

$3,250 + $3,200 = $6,450 
.: HBD Pays $6,450 for shipping costs

$6,450 + $77,000 = $83,450
[bookmark: _GoBack].: True value of HBD’s inventory = $83,450


	Explanation:

	

	

	

	

	

	

	

	

	

	

	




Blast from the past - Solutions
BFTP5-1
Main difference:  perpetual tracks all inventory purchases and sales so, at any time, you know the inventory on hand as well as the cost of goods sold.  Knowing the cost of goods sold allows you to determine your gross profit at any time.  The perpetual system does not tell you anything about your current inventory balances, does not provide information about cost of goods sold and you therefore can't determine your gross profit until the end of the year when you could your inventory.
If you want to regularly check your gross profit margin you need to use the perpetual inventory system.
BFTP5-2
FOB destination as that would mean that the supplier pays for the shipping costs.  In addition, it would mean that the supplier (seller) owns the inventory while in transit and is responsible for anything that happens to it (damages while in transit or inventory that gets lost).
BFTP5-3
[image: ]
Check your understanding - Solutions
CYU5-1

	Partial Income Statement
Specific Identification

	Sales 
	$44,000

	Cost of goods sold
	28,050

	Gross Profit
	$15,950




	Partial Balance Sheet
Current Assets
Specific Identification

	Inventory 
	$31,700


CYU5-2
Calculate the average cost as you buy new inventory, then sell it at the average cost you just calculated.
	Date
	Amount Purchased (Sold)
	Total Cost
	Number of units
	Average Cost / item

	April 3
	$15,500
	$15,500
	1
	$15,500

	April 14
	$14,250
	$29,750
	2
	$14,875

	April 15
	($14,875)
	$14,875
	1
	$14,875

	April 18
	$16,200
	$31,075
	2
	$15,537.50

	April 19
	($15,537.50)
	$15,537.50
	1
	$15,537.50

	April 20
	$13,800
	$29,337.50
	2
	$14,668.75


The value left over in your inventory account is $14,668.75 * 2 units = $29,337.50.  The cost of goods sold is the total of the 2 negative amounts in the 2nd column:  $14,875 + 15,537.50 = $30,412.50.  Remember that you sold each of the items for $22,000 for total revenue of $44,000.  See the next page for the partial income statement.
	Partial Income Statement
Average Cost

	Sales 
	$44,000.00

	Cost of goods sold
	30,412.50

	Gross Profit
	$13,587.50


You made less profit than under specific identification.  Why?  Because, when you used specific identification, you chose to sell the items that cost the least.  Under average cost you don't have a choice, you have to record the sale on the day the item was sold and the average cost is not under your control.  It is simply based on when you bought the items.
CYU5-3
Loblaw's® would use the FIFO method because of the physical flow of goods, which they control.  Grocery stores put out their oldest inventory first because much of their inventory has best-before dates.  They therefore HAVE to sell their old inventory first.  That's why, when they stock their shelves at night, the workers take all the old inventory off the shelf, put the new inventory at the back of the shelf and put all the old inventory in front.  That forces customers (who may not know this is happening) to take the oldest inventory first.
CYU5-4
	Date
	Purchases
	Cost of goods sold
	Inventory on hand

	
	Quantity

	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost
	Quantity
	Unit cost
	Total Cost

	Mar. 1 (beg)
	
	
	
	
	
	
	25
	8.00
	200

	Mar. 8
	120
	9
	1080
	
	
	
	25
	8.00
	
1,280

	
	
	
	
	
	
	
	120
	9.00
	

	Mar. 12
	
	
	
	65
	9
	785
	55
	9.00
	495

	Mar. 17
	75
	9.50
	712.50
	
	
	
	55
	9.00
	
1,207.50

	
	
	
	
	
	
	
	75
	9.50
	

	Mar. 22
	
	
	
	55
	9
	
1065
	
15
	
9.50
	
142.50

	
	
	
	
	60
	9.50
	
	
	
	

	Totals:
	195
	
	1792.50
	205
	
	1850
	
	
	


Check: 
Beginning inventory + purchases = cost of goods available for sale, so 200 + 1,792.50 = 1,992.50
COGS + Ending inventory = cost of goods available for sale, so 1,850 + 142.50 = 1,992.50


CYU5-5
i. Davidson Publishing Ltd. would include the books in their inventory on December 31 because they are the seller and since the terms are FOB destination point, this means the seller owns the goods while they are in transit. 
ii. The Book Store would include the magazines in their inventory on December 31 because they are the buyer and since the terms are FOB shipping point, this means that the buyer owns the goods while they are in transit. 
iii. The Book Store would include the magazines in their inventory on December 31. Even though they are the buyer and the terms are FOB destination point, which means that the seller owns the goods while they are in transit, they reached the buyer on December 31st so the buyer owns the inventory on this date.   
CYU5-6
i. Likely the fishing rod was damaged as it is pretty big (so difficult to steal).  It may also be due to human error in counting the products coming in or being sold. The fishing lures are small and were likely stolen although human error could also have caused the difference.  

ii.  
	Assets
	=  Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	Dividends

	
	
	
	Revenue   -
	Expenses
	

	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	
	-154
	
	
	
	+154
	

	
	
	
	
	
	
	



(552-530) x 4.50 per unit = $99
(97-96) x 55 per unit = $55 
99+55=$154


CYU5-7
Calculation: (25 phones x (70-50)) = $500
Explanation: 
Originally Present Business valued their inventory at $70 per Blueberry phone, as they were following the cost principle. However, since the market value is lower than the cost they have to record the inventory at the market value. They should value the inventory at the market value of $50 per Blueberry phone. 
Inventory on the balance sheet would be $1,250 ($50 x 25 phones). This follows the conservatism principle, as the business is not misleading the users of the financial statement by overstating the future benefit/value of their asset. 
An entry would be required.
	Assets
	=  Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	Dividends

	
	
	
	Revenue   -
	Expenses
	

	
Cash
	
Inventory
	
	
	
	
Cost of Goods Sold
	

	
	-500
	
	
	
	+500
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First out the front door! First-in back door.....





