THE GROSS PROFIT METHOD OF ESTIMATING INVENTORY

Recall that the basic purpose of taking a physical inventory is to verify the accuracy of the
perpetual inventory records’ accuracy or, if no perpetual records exist, to arrive at an inven-
tory amount. Sometimes, taking a physical inventory is impractical or impossible. Then,
estimation methods are used to approximate inventory on hand. One such method is called
the gross profit (or gross margin) method. This method is used in situations where only
an estimate of inventory is needed (e.g., preparing interim reports or testing the reason-
ableness of the cost derived by some other method) or where inventory has been destroyed
ov fire or other catastrophe. It may also be used to provide a rough check on the accuracy
of a physical inventory count (e.g., compare the estimated amount with physical count
amount to see if they are reasonably close; if not, a reason should be found).

The gross profit method is based on three assumptions: (1) the beginning inven-
tory plus purchases equal total goods to be accounted for; (2) goods not sold must be
n hand; and (3) when the net sales, reduced to cost, are deducted from the total goods
t0 be accounted for, the result is the ending inventory.

To illustrate, assume that a company has a beginning inventory of $60,000 and pur-
-hases of $200,000, both at cost. Sales at selling price amount to $280,000. The gross
orofit on selling price is 30%. The gross margin method is applied as follows:

Beginning inventory (at cost) $ 60,000
Purchases (at cost) 200,000
Goods available (at cost) 260,000
Sales (at selling price) $280,000
Less: Gross profit (30% of $280,000) 84,000
Estimated cost of goods sold 196,000
Estimated inventory (at cost) $ 64,000

“.ote that the estimated cost of goods sold could also have been calculated directly as
“07 of sales. The cost of goods sold percentage is always the complement of the gross
~rofit percentage.

All the information needed to calculate the inventory at cost, except for the gross
~rofit percentage, is available in the current period’s records. The gross profit percent-

7 A discussion of hedging and the use of derivatives such as futures is provided in the
opendix to Chapter 15.

8 FASB Concepts Statement No. 6, “Elements of Financial Statements,” (Stamford, Conn.: FASB,
43) states in paragraphs 251 to 253 that “a purchase commitment involves both an item that
1zht be recorded as an asset and an item that might be recorded as a liability. That is, it involves

oth a right to receive assets and an obligation to pay. . . . If both the right to receive assets and

< obligation to pay were recorded at the time of the purchase commitment, the nature of the
== and the valuation account that records it when the price falls would be clearly seen.”
JIthough the discussion in Concepts Statement No. 6 does not exclude the possibility of record-
2 assets and liabilities for purchase commitments, it contains no conclusions or implications
sout whether they should be recorded.



age is determined by reviewing company policies and prior period records. In some
cases, this percentage must be adjusted if prior periods are not considered representa-
tive of the current period.?

Calculation of Gross Profit Percentage

In most situations, the gross profit percentage is used and it is the gross profit as a
percentage of selling price. The previous illustration, for example, used a 30% gross
profit on sales. Gross profit on selling price is the common method for quoting the
profit for several reasons: (1) Most goods are stated on a retail basis, not a cost basis.
(2) A profit quoted on selling price is lower than one based on cost, and this lower rate
gives a favourable impression to the consumer. (3) The gross profit based on selling
price can never exceed 100%.10

In the previous example, the gross profit was a given. But how was that figure
derived? To see how a gross profit percentage is calculated, assume that an article cost
$15.00 and sells for $20.00, a gross profit of $5.00. This markup of $5.00 is ¥ or 25% of
retail (i.e., the selling price) but is only 4 or 33%% of cost (see Illustration 9-17).

Gross profit ~ $ 5.00
Selling price  $20.00

Gross profit  $ 5.00
Cost  $15.00

= 25% of selling price = 335% of cost

Although it is normal to calculate the gross profit on the basis of selling price, vou
should understand the basic relationship between this ratio and the percent of markup
on cost.

For example, assume that you were told that the markup on cost for a given item
is 25%. What, then, is the gross profit on selling price? To find the answer, assume
that the item’s selling price is $1.00. In this case, the following formula applies:

Cost + Gross profit = Selling price

C+.25C = %1.00
1.25C = %1.00
C = $0.80

The gross profit equals $0.20 (51.00 — 50.80), and the rate of gross profit on selling price
is therefore 20% ($0.20/%1.00).

Conversely, assume that you were told that the gross profit on selling price is 20
What is the markup on cost? To find the answer, again assume that the selling price s
$1.00. Again, the same formula holds:
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? An alternative method of estimating inventory using the gross profit percentage, consad-
ered by some to be less complicated than the traditional method illustrated above, uses the stam-
dard income statement format as follows (assume the same data as in the illustration aboveg

Sales $280,000 F280.000
Cost of sales

Beginning inventory $ 60,000 % 60,000

Furchases 200,000 200,000

Goods avaitable for sale 260,000 260,000

Ending inventory (37 {3} 64,000 Est.

Cost of goods sold (27 {21196,000 Est
Gross profit on sales (30%) (17 (1) 84,000 Est

Calculate the unknowns as follows: first the gross profit amount, then cost of goods sold, ar‘
then the ending inventory.

(1) 5280,000 = 30% = $84,000 (gross profit on sales)
{23 5280000 — $84,000 = 57196,000 (cost of gm‘lds sold)
(3) 5260,000 = $196,000 = $64,000 (ending inventory)

LI

19 The terms “gross profit percentage,” “gross margin percentage,” “rate of gross profit,”
“rate of gross margin” are synonymous, reflecting the relationship of gross profit to selling pn
The terms “percentage markup” or “rate of markup” are used to describe the relationship of mar
{equals gross margin) to cost, although some continue to refer to this as a gross profit percenta
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Exercises
1)
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