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Ater studying this chapter, you should be able to:

identify maior classifications of inventory.

. Distinguish between parpstual and periodic inventory systems.
: ldentify the effects of inventory errors on the financial statements.
:  |dentify the items that should be includad as inventory cost.

> Dplain the difference between vanable costing and absorption costing
in assigning manufacturing costs to inventory.

 Distinguish between the physicai fiow of inventory and the cost flow
assigned to inventory,

" identify possible chjectives for inventory valuation decisions.

> Describe and compare the cost flow assumptions used in accounting
for Inventories.

- Evaluate LIFQ as a basis for understanding the differences between
the cost flow methods.

Explain the importance of judgement in selecting an inventory cost
flow method.




INVENTORY CLASSIFICATION AND CONTROL
Classification

Inventories are asset items held for sale in the ordinary course of business or
that will be used or consumed in the production of goods to be sold. Identificats
measurement and disclosure of inventories reguire careful attention because the in
ment in inventories is fregquently the largest current asset of merchandising {retail)
manufacturing businesses,

A merchandising concem, such as Hudson’s Bay Company, ordinarily
its merchandise in a form ready for sale. It reports the cost assigned to unseld units
on hand as merchandise inventory. Only one inventory account, Merchandise Inv,
tories, appears in the financial skakements.

Manufacturing concems, on the other hand, produce goods to be sold to
chandising firms. Many of the largest Canadien businesses—Bombardier, Ge
Motors of Canada, and Magna International Ine. for example—are manufactu
Although the products they produce may be quibe different, manufacturers

have three inventory accounis—Raw Materials, Work in Process, and Finished Goods.
The cost assigned to goods and materials on hand but not yet placed into production |
is reported as raw materials inventory. Raw materials include the wood to make a
baseball bat or the steel to make a car. These materials ultimately can be traced directly
to the end product. At any point in a continuous production process, some units are
nixt completely processed. The cost of the raw material on which production hag been
started but not completed, plus the direct labour cost applied specificatly to this mate-
rial and an applicable share of manufacturing overhead costs, constitute the work-in-
process inventory. The costs identified with the completed but unsold units en hand
at the end of the fiscal period are reported as finished goods inventory.







Parpatual System

As indicated in Chapter 3, inventory records may be maintained on a perpetual or peri-
odic basis. Under a perpetual inventory system, a continuous record of inventory
changes is maintained in the [nventory account. That is, all purchases and sales (issues)
of goods are recorded directly in the Inventory account as they occur. The accounting
features of a perpetual inventory system are:

1. Purchases of merchandise for resale or raw materials for production are debited
ta Inventory rather than to Purchases.

2. Freight-in, putchase reburns and allowances, and purchase discounts are recorded
in Inventory rather than in separate accounts.

3. Cost of goods sold is recognized for each sale by debiting the account, Cost of
Coads Sold, and crediting Inventory.

4. Inventory is a control account that is supported by a subsidiary ledger of indi-
vidual inventory records. The subsidiary records show the gquantity and cost of
each type of inventory on hand.

The perpetual inventory system provides a continuous record of the balances in both
the Inventory account and the Cost of Goods Sold account.

Pariodic System
Under & petiodic inventory system, the quantity of inventory on hand is determined,
i its name implies, only periodically. Al inventory acquisitions during the account-
.ng period are recorded by debits to a Purchases account. The total in the Purchases
wecount at the end of the accounting period is added to the cost of the inventory on
wnd at the beginning of the period to determine the total cost of the goods available
~or sale during the period. Ending inventery is subtracted from the cost of goods avail-
:hle for sale to calculate the cost of goods sofd. Note that under a periodic inventory
~vstem, the cost of goods sold is a residual amount that depends upon a physically
The physical inventory count required by a periodic system is taken once a year
:¢ the end of the year.? However, most companies need more current information about
~wir inventory levels ko protect against stockouts or overpurchasing and to help prepare
~wmthly or quarterly financial data. As a consequence, many companies use a modi-
“ted perpetual inventory system in which increases and decreases in quantities only—
-t dollar amounts—are kept in a detailed inventory record. It is merely 2 memorandum
wvice outside the double-entry system that helps determine the level of inventory at
v point in time,



ILLUSTRATION 8-1
PERPETUAL VS. PERIODIC INVENTORY SYSTEMS (L.0.2)

Fextures of a Perpetusl Sysism Fealures of a Pariodic System
1. Pymhases of mechandise for 1.  Purchases of merchandise for resale ans
resmls mre debited 1 Irverdory cdabited 10 Purchases,
rather than to Purchaees, 2. The Freightin, Punchase Rstums and
2.  Froightin, Puchess Returs and ANowances, and Purchase Discounts
Alowences, and Purchase SXOoUnta ane soparas accounts which am
Discounts are recordsd in usexd b0 record fofmation about Inventony
Imverory rether than in separats acquisitions during the aciounting period.
accounts. 3 Cos of Hoods eokt in racognized only at
3. Cost of goods sold e recogrized the and of the accounting period whan
for sech zale by debiting the {1) snding inveriory amourt (determined
accound, Cost of Goods Soid, snd by physical count, pricing, and extensiona)
crediting Irvecrtory. is recorded in the inventory account,
4. |evertody is & control account thet (2)the Purcheses, Freight-in, Puwchass
in supported by & subsidary ledger Retums and ANowances, and Purchase
of individuad invaniory reconds, The Discounts account balances are clossd 0
subskilary Matords show  the the Income Summary account, and (3} the
quantity and cost of sach type of beginreng irventory amount is ransfemed
Irvantdy m hand, At any point from the Inventory account bo the Insoma
dunng the accounting penod Surmmary account
(mmuming all postings mre up to 4,  There Is no subsidiary ladger for Inveriory.
cate), the baiance of the Invemnory Al during the accountng period, the
accountt reflacts the cost of the Irvantory adcount reflacts the cost of
feme that should be on hand at kmvertory thems on handg at the beginning of
that point in ime. the pedod (beginrning invertory). The

Invertory account i md updided for
acquisitions and withdrawels of inventory
auring the: padod; it i uodaled oty at the
and of the period o rfiact the cost of the
Werne o1 hand st the balanca shaat dabe,



ILLUSTRATION B-1 (Continued)

PERPETUAL SYSTEM

PERIODIC SYSTEM

4. Thera are £ unite in beginning inventory at a cost of $2,000 sach.

The Inventory account shaows the inventory
on hand at $16,000.

The Inventory account shows the Inventory
on hand at $18,000.

Z Purchass 12 kema on sccount at $2,000 sach.

Inveriory 24,000 Purchases 24,000
Accounts Payable 24,000 Acocounts Payable 24,000
3. Retumn one defective kem for $2,000 credit.
Accounts Payabia 2,000 Accounts Payable 2.000
Purchasae Retums
Imvantory 2 GOQ % 2,000
4. Ball 15 hams on account for 33,000 sach.
Accounts Receivable 45,000 Accounts Recelvable  4%000
Salea 45,000 Sales 45,000
Cost of Goods Sold 30,000
bventory 30,000
5. Endd of pariod antries for inventory-relsted accounts {4 units on hand at $2,000
asnch).
MNo entries ans necessary: Inventory (anding by
The Inventory account shows the ending physical count) 6,000
balance as $8,000 ($18,000 + $24,000 - Purchase Retumns & 2000
ﬂJIm - m.mﬂ} AlOwances N
Cost of Goods Sold 30,000
Purchases 24,000
v
{beginning) 16,000




Basic Valuation Issues

Because the goods sold or used during an accounting period seldom correspond exactis
to the goods bought or produced during that period, the physical inventory either
increases or decreases. In addition, the cost of the same number of itemns could be higher
or lower than at the beginning of the period. The cost of all the goods available for sake
or use should be allocated between the goods that were sold or used and those that
arc still on hand. The cost of goods available For sale or use is the sum of {1) the cost
of the goods on hand at the beginning of the period and (2} the cost of the goods
acquired or produced during the period. The cost of goods sold is the difference
between the cost of goods available for sale during the peried and the cost of goods
ot hand at the end of the perind, as shown in lllustration 8-4.

Beginning Inventory, Jan, 1 $100.000
Cost of goots acquired or produced during the year _B00.000
Total cost of poods avanlghble for sale 200,00
Ending invanlory, Dec 31 200,000
st of goods sold duning tha year $AOELOCT

|2etermining the cost of inventories can be a complex process that requires decisions
about;

1. The physical goods to be included in inventory (whose assets are they?—goods in
transit, consigned goods, special sales agreements),

2. The costs to be included in inventory (purchase discounts, product vs. period costs,
manufactiring costs, variable costing vs. absorption costing, standard costs).

3. The cost flow assumption to be adopted (specific identification, average cost, FIFO,
LIFO}.

~e will explore these basic issues in the next three sections of the chapter.



PHYSICAL GOODS INCLUDED IN INVENTORY

“whnically, purchases should be tecorded when legal title to the goods passes to the
-uver, as this is usually when the risks and rewards of ownership are transferred.
~neral practice, however, is o record acquisitions when the goods are received,
~vause it is difficult for the buyer to determine the exact time of legal passage of Ltle
'r every purchase. In addition, no material error is likely to result from such a prac-
-e if it is consistently applied. Olustration 8-5 indicates the general guidelines used in
~aluating whether the seller or the buyer reports an item as inventory.

General Rule
Frventoey i Dayer's when received, except:

FOR shipping paint — Buys's at time af delivery 1
COMMITRMY Carmier :

Consignment goods - Saller's, not buyer's
Salss with buybacks — Seller's, not buyer's
Jales with high rates — Buysr's, il you can estimate

ol returns  relums

Sakes gn ingtAIMENts — Buyws, il you £an Bstimate
colisclibility

Goods in Transit

etimes purchased merchandise is in transit—not yet received—at the end of a fiscal

d. The accounting for these goods depends on who owns them. That can be deter-

ed by applying the “transfer of risks and rewards” rule. If the goods are shipped

shipping point, the risks and rewards of ownership (i.e., legal title) pass to the

r when the seller delivers the goods to the common carrier (transporter) who acts

1 agent for the buyer. (The abbreviation f.o.b. stands for free on board.) If the goods

-hipped f.0.b. destination, risks and rewards do not pass until the goods reach the

tnation. “Shipping point” and “destination” are often designated by a particular
tion, for example, f.o.b. Sarnia.?

lerms other than f.o.b. shipping point or f.o.b. destination (e.g., CIF for cost, insurance,
1t} are often used to identify when legal title passes. The f.o.b. terms are used in this text to
t that an agreement as to when title passes must be reached between the buyer and seller in
irchase-sale contract. In a particular situation, the terms of the sale contract would be exam-
to determine when the risks and rewards of ownership pass from the seller to the buyer.



Goods in transit at the end of a fiscal period that were sent F.o.b. shipping point
should be recorded by the buyer as purchases of the period and should be included im
ending inventory. To disregard such putchases would result in understating invento-
ries and accounts payable in the balance sheet, and understating purchases and ending
inventories when calculating cost of goods sold for the income statement.

The accountant normatly prepares a purchase cut-off schedule for the end of
period to ensure that goods received from suppliers around the end of the year ane
recorded in the appropriate period. Cut-off procedures can be extensive and include
controls such as curtailing and controlling the receipt and shipment of goods arcund
the time of the count, marking freight and shipping documents as "before” and "after®
the inventory count, and ensuring that receiving reports covering goods received prior
o the count are linked to invoices that also are recorded in the same period. Because
goads bought f.o.b. shipping point may have been in transit at the period’s end, the;
cut-off schedule would not be completed until a few days after the period’s end (e,
providing sufficient time for goods shipped at year end to be received). In cases whene;
there is some question as to whether Btle has passed, the accountant exercises judge:
ment by taking into consideration industry practices, the sales agreement’s intent, I:It]
policies of the parties involved, and any other available information.




Consigned Goods

In Chapter 6, the nature of consignment shipments and accounting for consignment
sales was discussed. In terms of accounting for inventory, it is important to recognize
that goods out on consignment remain the consignor’s property and must be included
in the consignor s inventory at purchase price or production cost plus the cost of hane
dling and shipping involved in the transfer to the consignee. When the consignee sells
the conzigned goods, the revenue less a selling commission and expenses incurred w
accomplishing the sale is remitted to the consignor.

Crcceasionally, the inventory out on consignment is shown as a separate item or
reported in notes, but unless the amount is large there is little need for this. No entry
is made by the consignee to adjust the Inventory account for goods received because
they are the consignor’'s property. The consignee should be extremely careful not w
include any poods consigned as a part of inventory.

Special Sale Agreements

While the transfer of legal title is 2 general guideline used fo determine whether the:
risks and rewards of ownership have passed from & seller to a buyer, transfer of iegal;
tide and the undetlying economic substance of the situation (passage of rizks and|
rewards) may not match. For example, it is possible that legal title has passed to tw|
purchaser but the seller of the goods retaing the risks of ownership. Conversely, trans
fer of legal title may not occur, but the economic sizbstance of the transaction is thas
the seller no loniget retains the risks and rewards of ownership. Three special sale sit-
uations, discussed in Chapter 6 from a reveroe mecognition perspective, are considened
below in terms of inventory implications. These are:

1. sales with buyback agreement
2. sales with high rates of return
3. sales on instalment

Sales with Buyback Agreement
Sometimes an enterprise finances its inventory without reporting either the lability o
the inventery on its balance sheet. Such an approach—often referred to as a produss
financing arrangement—usually involves a “sale” with either an implicit or explic:
“buyback” agreement. {These are sometimes referred to as “parking transachions™
because the seller simply parks the inventory on another enterprise’s balance sheet forf
a short period of time.)










