AC 201 Fundamental Accounting
Chapter 7 Reporting and Interpreting Cost of Goods Sold and Inventory
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MINI-EXERCISES

M7–1.
		Type of Business
	Type of Inventory	Merchandising	Manufacturing
	Work in process 					X	
	Finished goods					X	
	Merchandise		X				
	Raw materials					X	


M7–2.

To record the purchase of 90 new shirts in accordance with the cost principle (perpetual inventory system):

	Inventory (+A)		2,600
		Cash (A)			2,600

Cost:  $2,250 + $185 + $165 = $2,600.

The $135 interest expense is not a proper cost of the merchandise; it is recorded as prepaid interest expense and later as interest expense.


M7–3. 

	
	(1)  Part of inventory
	(2)  Expense as incurred

	a.    Wages of factory workers
	X
	

	b.    Costs of raw materials purchased 
	X
	

	c.    Sales salaries 
	
	X

	d.    Heat, light, and power for the factory building
	X
	

	e.    Heat, light, and power for the headquarters office building
	
	X




M7–4.

Computation:	Simply rearrange the basic inventory model (BI + P – EI = CGS):

		Cost of goods sold 		$11,571 million
	+	Ending inventory 	    	3,259 million
	–	Beginning inventory 		 (3,641) million				Purchases 		$11,189 million



M7–5.

	(a)
	Declining costs 
	

	 
	Highest net income
	LIFO

	
	Highest inventory
	LIFO

	(b)
	Rising costs 
	

	 
	Highest net income
	FIFO

	 
	Highest inventory
	FIFO




M7–6.

LIFO is often selected when costs are rising because it reduces the company’s tax liability which increases cash and benefits shareholders. However, it also reduces reported net income.


M7–7.

	
	Quantity
	Cost per
 Item
	Replacement Cost per Item
	Lower of Cost or Market
	Reported on Balance Sheet

	Item A
	70
	$ 85
	$100
	$85
	70 x $85 = $5,950

	Item B
	30
	60
	55
	55
	30 x $55 = $1,650

	Total
	
	
	
	
	$7,600




M7–8.

	+
	 (a)
	Parts inventory delivered daily by suppliers instead of weekly.

	NE
	 (b)
	Extend payments for inventory purchases from 15 days to 30 days.

	+
	 (c)
	Shorten production process from 10 days to 8 days.




M7–9.

Understatement of the 2014 ending inventory by $50,000 caused 2014 pretax income to be understated and 2015 pretax income to be overstated by the same amount.  Overstatement of the 2014 ending inventory would have the opposite effect; that is, 2014 pretax income would be overstated by $50,000 and 2015 pretax income understated by $50,000.  Total pretax income for the two years combined would be correct.


EXERCISES
E7–1

	Item
	Amount
	Explanation

	Ending inventory (physical count on December 31, 2014)
	$34,500
	Per physical inventory.

	a.
	Goods purchased and in transit
	+     700
	Goods purchased and in transit, F.O.B. shipping point, are owned by the purchaser.

	b.
	Samples out on trial to customer
	+   1,800
	Samples held by a customer on trial are still owned by the vendor; no sale or transfer of ownership has occurred.

	c.
	Goods in transit to customer
	
	Goods shipped to customers, F.O.B. shipping point, are owned by the customer because ownership passed when they were delivered to the transportation company.  The inventory correctly excluded these items.

	d.
	Goods sold and in transit
	+  1,500
	Goods sold and in transit, F.O.B. destination, are owned by the seller until they reach destination.

	Correct inventory, December 31, 2014
	$38,500
	




E7–2.
(Italics for missing amounts only.)

				Case A	Case B	Case C

Net sales revenue			  $15,000		$11,000		$12,000
Beginning inventory		$22,400		$  13,000		$  8,000
Purchases			  10,000		  17,100		  19,000
Goods available for sale		 32,400		30,100		27,000
Ending inventory		20,400		22,100		  18,000
Cost of goods sold			   12,000		 8,000		 9,000
Gross profit				   3,000		  3,000	  	    3,000
Expenses				     800		  3,800		     1,400
Pretax income			$  2,200		$  (800)			$  1,600  

E7–3.

 (Italics  for missing amounts only.)
	


Case
	

Sales Revenue
	
Beg. Inven-tory
	

Pur-chases
	
Total Avail-able
	

Ending Inventory
	
Cost of Goods Sold
	

Gross Profit
	

Ex-penses
	Pretax Income or (Loss)

	A
	$  650
	$100
	$700
	$800
	$500
	$300
	$350
	$200
	$150

	B
	1,100
	  200 
	  900
	1,100
	  300
	  800
	 300
	150
	   150

	C
	  600
	  150
	  350
	  500
	  300
	  200
	 400
	100
	  300

	D
	800
	  150
	  550
	  700
	  300
	  400
	 400
	200
	  200

	E
	1,000
	  200
	  900
	1,100
	  600
	  500
	 500
	550
	 (50)




E7–4.

Computations:

	Simply rearrange the cost of goods sold equation
BI + P – EI = CGS
P = CGS – BI + EI

		Cost of goods sold 		$1,178,584,000
	–	Beginning inventory 		(333,153,000)
	+	Ending inventory 		372,422,000	
		Purchases 		$1,217,853,000


E7-5
				Average
	Units	FIFO	LIFO	Cost
Cost of goods sold:
	Beginning inventory ($5)		2,000	10,000	10,000	10,000
	Purchases (March 21) ($7)		5,000	35,000	35,000	35,000
		       (August 1) ($8)		  3,000	  24,000	  24,000	  24,000
		Goods available for sale		10,000	69,000	69,000	69,000
	Ending inventory*		  4,000	   31,000	  24,000	  27,600
		Cost of goods sold		  6,000	   38,000	  45,000	  41,400

*Ending inventory computations:
	FIFO:	(3,000 units @ $8) + (1,000 units @ $7) = $31,000.
	LIFO:	(2,000 units @ $5) + (2,000 units @ $7) = $24,000.
	Average:	[(2,000 units @ $5) + (5,000 units @ $7) + (3,000 units @ $8)] =
			$69,000 ÷ 10,000 units = $6.90 per unit.
		4,000 units @ $6.90 = $27,600.


E7–6

			                                                                                       Average
	Units	FIFO	Cost
Cost of goods sold:
	Beginning inventory ($5)		2,000	$10,000	$10,000
	Purchases (March 21) ($4)		6,000	24,000	24,000
		       (August 1) ($2)		  4,000	  8,000	  8,000
		Goods available for sale		12,000	42,000	42,000
	Ending inventory*		  3,000	   6,000	  10,500
		Cost of goods sold		  9,000	   $36,000	  $31,500

*Ending inventory computations:
	FIFO:	(3,000 units @ $2) = $6,000.
	Average:	[(2,000 units @ $5) + (6,000 units @ $4) + (4,000 units @ $2)] =
			$42,000 ÷ 12,000 units = $3.50 per unit.
		3,000 units @ $3.50 = $10,500.


E7–7.

Req. 1
QUEZON CITY INDUSTRIES
Income Statement
For the Year Ended December 31, 2015

	Case A		Case B	
	FIFO		LIFO	

Sales revenue1			$1,100,000		$1,100,000	
Cost of goods sold:
	Beginning inventory		   $  72,000	    	$  72,000	  
	Purchases		  420,000		420,000	  
		Goods available for sale2		    492,000	 	 492,000	  
	Ending inventory3		    260,000	    	  192,000	   
		Cost of goods sold			   232,000	  	  300,000	
Gross profit			  868,000	  800,000	  
Expenses			  390,000	  390,000	 
Pretax income		$478,000	$410,000	

Computations:
(1)	Sales:  (22,000 units @ $50) = $1,100,000

E7–7. (continued)

(2)	Goods available for sale (for both cases):

				Units	Unit Cost	Total Cost
	Beginning inventory	  6,000	$12	$  72,000
	Purchase, April 11, 2015	  18,000	  10	    180,000
	Purchase, June 1, 2015	  16,000	15 	  240,000
		Goods available for sale	40,000		$492,000


(3)	Ending inventory (40,000 available – 22,000 units sold =  18,000 units):

	Case A	FIFO:	
			(16,000 units @ $15 = $240,000) +
			(2,000 units @ $10 = $20,000) = $260,000.

	Case B	LIFO:
			(6,000 units @ $12 = $72,000)+
			(12,000 units @ $10 = $120,000) = $192,000.

Req. 2

		 Comparison of Amounts
	Case A	Case B	
	FIFO	LIFO	

	Pretax Income	$478,000		$410,000	
	Difference		$68,000		

	Ending Inventory	260,000		192,000
	Difference		68,000		

The above tabulation demonstrates that the pretax income difference between the two cases is exactly the same as the inventory difference.  Differences in inventory have a dollar-for-dollar effect on pretax income.


Req. 3

LIFO may be preferred for income tax purposes because it reports less taxable income (when prices are rising) and hence (a) reduces income tax and (b) as a result reduces cash outflows for the period.

E7–8.  

Req. 1
LUANO COMPANY
Income Statement
For the Year Ended December 31, 2015

	Case A		Case B	
	FIFO		LIFO	

Sales revenue1			$704,000		$704,000	
Cost of goods sold:
	Beginning inventory	  	  $  35,000		 $  35,000	  
	Purchases		  281,000		  281,000	  
		Goods available for sale2		    316,000		  316,000	  
	Ending inventory3		    128,000		    80,000	   
		Cost of goods sold			  188,000		  236,000	
Gross profit			  516,000	  468,000	  
Expenses				  500,000		  500,000	 
Pretax income			$16,000		$(32,000)	

Computations:
(1)	Sales:  (8,000 units @ $28) + (16,000 units @ $30) = $704,000
(2)	Goods available for sale (for both cases):

				Units	Unit Cost	Total Cost

	Beginning inventory	  7,000	$5	$  35,000
	Purchase, March 5, 2015	 19,000	  9	   171,000
	Purchase, September 19, 2015	 10,000	11 	  110,000
		Goods available for sale	36,000		$316,000


(3)	Ending inventory (36,000 available – 24,000 units sold =  12,000 units):

	Case A	FIFO:	
			(10,000 units @ $11 = $110,000) +
			(2,000 units @ $9 = $18,000) = $128,000.

	Case B	LIFO:
			(7,000 units @ $5 = $35,000)+
			(5,000 units @ $9 = $45,000) = $80,000.


E7–8. (continued)

Req. 2

		 Comparison of Amounts
	Case A	Case B	
	FIFO	LIFO	

	Pretax Income	$16,000		$(32,000)	
	Difference		$48,000		

	Ending Inventory	128,000		80,000
	Difference		48,000		

The above tabulation demonstrates that the pretax income difference between the two cases is exactly the same as the inventory difference.  Differences in inventory have a dollar-for-dollar effect on pretax income.


Req. 3

LIFO may be preferred for income tax purposes because it reports less taxable income (when prices are rising) and hence (a) reduces income tax and (b) as a result reduces cash outflows for the period.

E7–9.

Req. 1
		Average
	Units	FIFO	Cost
Cost of goods sold:
	Beginning inventory		2,000	$  76,000	$  76,000
	Purchases		  8,000	  320,000	  320,000
		Goods available for sale		10,000	396,000	396,000
	Ending inventory*		  1,800	    72,000	    71,280
		Cost of goods sold		8,200	$324,000	$324,720

			                                                                                       Average
Income statement		FIFO	Cost
Sales revenue			$615,000	$615,000
Cost of goods sold			  324,000	  324,720
Gross profit				291,000	290,280
Expenses				  194,500	  194,500
Pretax income			96,500	95,780
	Income tax expense (30%)			    28,950	        28,734
Net income				$  67,550	$  67,046

*Ending inventory computations:
	FIFO:	1,800 units @ $40 = $72,000.
	Average:	[(2,000 units @ $38) + (8,000 units @ $40)] ÷ 10,000 units =
			$396,000 ÷ 10,000 units = $39.60 per unit.
		$39.60 x 1,800 units = $71,280.

Req. 2

FIFO produces a more favorable (higher) net income because when prices are rising it gives a lower cost of goods sold amount.  FIFO allocates the old (lower) unit costs to cost of goods sold.

Average cost produces a more favorable cash flow than FIFO because, when prices are rising, it produces a higher cost of goods sold amount and lower taxable income and, therefore, lower income tax expense for the period.  Cash outflow is less under average cost by the amount of income tax reduction.  Average cost causes these comparative effects because it allocates the higher average unit costs to cost of goods sold.

Req. 3

When prices are falling, the opposite effect occurs–Average cost produces higher net income and less favorable cash flow than does FIFO.

E7–10.

Req. 1
					Average
				FIFO	Cost
Cost of goods sold:
	Beginning inventory (800 units @ $28)		$22,400	$22,400
	Purchases (950 units @ $36)		  34,200	 34,200
	Goods available for sale		  56,600  	  56,600
	Ending inventory (1,090 units)*		  38,120	 35,250
	Cost of goods sold (660 units)		$  18,480	$ 21,350

*Computation of ending inventory:
	FIFO:	(950 units x $36) + (140 units x $28) = $38,120

	Weighted Average:	Units	Cost
		800	$22,400
		950	  34,200
		1,750	$56,600	= weighted-average unit cost of $32.34.

					1,090 units x $32.34 = $35,250


Req. 2
		Average
	FIFO	Cost

Sales revenue ($50 x  660)		$33,000	$33,000
Cost of goods sold		    18,480	    21,350
Gross profit			14,520	11,650
Expenses			    3,400	    3,400
Pretax income		$  11,120	$  8,250


Req. 3

Ranking in order of favorable cash flow:  The higher rank is given to the method that produce the lower income tax expense because the lower the income tax expense the higher the cash savings.

(1)	Weighted average–produces the lowest pretax income.

(2)	FIFO–produces the highest pretax income and as a result the highest income tax.  This result causes the lowest cash savings on income tax.

The above comparative effects occurred because prices were rising.  If prices were falling the two methods would have produced the opposite ranking.


E7–11.

	
Item
	
Quantity
	
Total Cost
	
Total Market
	LCM Valuation

	A
	50
	x
	$15
	=
	$   750
	x
	$12
	=
	$600
	$600

	B
	80
	x
	30
	=
	2,400
	x
	40
	=
	3,200
	2,400

	C
	10
	x
	48
	=
	480
	x
	52
	=
	520
	480

	D
	70
	x
	25
	=
	1,750
	x
	30
	=
	2,100
	1,750

	E
	350
	x
	10
	=
	3,500
	x
	5
	=
	1,750
	1,750

	
	Total
	
	
	
	$8,880
	
	
	
	$8,170
	$6,980



Inventory valuation that should be used (LCM)	$6,980


E7–12.

Req. 1

	
Item
	
Quantity
	
Total Cost
	
Total Market
	LCM Valuation

	A
	20
	x
	$10
	=
	$   200
	x
	$15
	=
	$300
	$200

	B
	55
	x
	40
	=
	2,200
	x
	44
	=
	2,420
	2,200

	C
	35
	x
	57
	=
	1,995
	x
	55
	=
	1,925
	1,925

	D
	10
	x
	27
	=
	270
	x
	32
	=
	320
	270

	
	Total
	
	
	
	$4,665
	
	
	
	$4,965
	$4,595



	Inventory valuation that should be used (LCM)	$4,595


Req. 2

The write-down to lower of cost or market will increase cost of goods sold expense by the amount of the write-down, $70:

Total Cost  LCM Valuation = Write-down
$4,665          $4,595        = $70 Write-down



E7–13.

Req. 1

	Inventory turnover
	=
	Cost of Goods Sold
	=
	$50,144
	=
	48.99

	
	
	Average Inventory
	
	($1,180+$867)/2
	
	



Average days to sell inventory = 365 / inventory turnover = 365 / 48.99 = 7.5 days

Req. 2

The inventory turnover ratio reflects how many times average inventory was produced and sold during the period.  Thus, Dell produced and sold its average inventory nearly 49 times during the year.

The average days to sell inventory indicates the average time it takes the company to produce and deliver inventory to customers.  Thus, Dell takes an average of about 7.5 days to produce and deliver its computer inventory to its customers.
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Sel-Test Questions 271
£, Computation of the cost of goods sold:

Inventory, 1 January
Add: Purchases @
Cost of goods available for sale

Less: Inventory, 7 January (per part d) ...
Cost of goods sold

& STAR-TRACK should use a perpetual inyentory system. The items in its inventory have a
high per-unit cost. Therefore, management will want o know the costs of the individual prod-
uets included in specific sales transactions and will want to keep track of the items in siock.
Although the company has a manual accounting system, its volume of sales transactions is
low enough that maintaining a perpetual inventory record will not be difficult

Gross profit = Sales revenue — Cost of goods sold

200,000 ~ $112,000

588,000

Gross profit margin = Gross profit + Sales revenue
= $88,000 + $200.000
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M7-1  Matching Inventory Items to Type of Business

101 Mutch the type of inventory with the type of business in the following matris:

ES

TYPE OF BU

Type of Inventory

Work in process.
Finished goods
Merchandise
Raw materials

M7-2  Recording the Cost of Purchases for a Merchandiser

L0 Olongapo Apparel purchased 90 new shirts and recorded a total cost of $2,735 determined as follows:

Tnvoice cost
Shipping charges

Import axes and duties

Interest (6.0%) on $2.250 borrowed to finance the purchase

Required:
Make the needed corrections in this calculation. Give the journal entry(ies) to record this purchase in the.
correct amount, assuming u perpetual inventory system. Show computations.
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Identifying the Cost of Inventories for a Manufacturer

Operating costs incurred by a manufacturing company become either (1) part of the cost of inventory to
e expensed as cost of goods sold at the time the finished goods are sold or (2) expenses at the time they
are incurred. Indicate whether each of the following costs helangs in eategory (1) or (2).

a. Wages of factory workers
Costs of raw materials purchased

Sales salaries

Heat, light, and power for the factory building

e. Heat, light, and power for the headquarters office building

i

Inferring Purchases Using the Cost of Goods Sold Equation

JCPenney Company, Inc...is a major retailer with department stores throughout the United States. The.
‘dominant portion of the company’s business consists of providing merchandise and services to consum-
ers through department stores that include catalog departments. In a recent annual report, JCPenney
reported cost of goods sold of $11,571 million, ending inventory for the current year of $3,259 million,
and ending inventory for the previous year of 3,641 million.

Required:

Ts it possibe to develap a reasonable estimate of the merchandise putchases for the year? If so, prepare.
the estimate; if not, explain why.

Matching Financial Statement Effects to Inventory Costing Methods.

Tndicate whether the FIFO or LIFO inventory costing method normally produces each of the following
effects under the listed circumstances.

a Declining costs
Highest net income
Highest inventory

b. Rising costs
Highes( net income
Highest inventory

Matching Inventory Costing Method Choices to Company Circumstances

Tndicate whether the FIFO or LIFO inventory costing method would normally be selected when inven-
tory costs ar rising. Explain why.

Reporting Inventory Under Lower of Cost or Market

Luzon Tndustries had the following inventory items on hand at the end of the year.

Cost Replacement Cost
Quantity per Item r ftem
Item A 0 585 100
Item B 30 50 55

Computing the lower of cost or market on an item-hy-item basis, determine what amount would be
reported on the balunce sheet for inventory.

Determining the Effects of Inventory Management Changes on Inventory Turnover Ratio

Tndicate the most likely effect of the following changes in inventory management on the inventory trn-
over ratio (use + for increase, — for decrease, and NE for no effect

. Have parts inventory delivered daily by suppliers instead of weekly.

b Extend payments for inventory purchases from 15 days to 30 days.
___ . Shorten production process from 10 days to 8 days.

ting Cost oF Gouds Sold and Iventory 401

M7-3
Lo1

M7-4
Lo1

JCPennigy

M7-5
102

M7-6
103

M7-7
L04

M7-8
Lo5
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M7-9
Lo7

E7-1
01

E7-2
Lo1

E7-3
101

erpreting Cost of Goods Sold and Tnventary

Determining the Financial Statement Effects of Inventory Errors

Assume the 2014 ending inventory was understated by $50,000. Explain how this error would affect the
2014 and 2015 prefax income amounts. What would be the cffects if the 2014 ending inventory were
overstated by 550,000 instead of understated?

Analyzing Items to Be Included in Inventory

Based on its physical count of inventory in its warchouse at year-end, December 31, 2014, Mindinao
Corporation planned o report inventory of $34,500. During the audit, the independent, licensed accoun-
tant developed the following additional information:

4. Goods from a supplict costing $700 are in transit with UPS on December 31, 2014, The terms are.
FOB shipping point (explained in the “Required” section). Because these goods had not yet arrived,
they were excluded from the physical inventory coun.

Mindinao delivered samples costing $1,800 t0 a customer on December 27, 2014, with the under-
standing that they would be returned to Mindinao on January 15, 2015. Because these goods were not
on hund, they were excluded from the inventory court.

On December 31, ods in transit to customers, with terms FOB shipping point, amounted to
$6,500 (expected delivery date January 10, 2015). Because the goods had been shipped, they we
excluded from the physical inventory count.

On December 31, 2014, goods in transit to customers, with terms FOB destination, amounted (o
$1.500 (expected delivery date Tanvary 10, 2015). Because the goods had been shipped, they were
excluded from the physical inventory count.

=

~

Required: -
Mindinao's  scouning poieyrequires inluding in imvrtory

the point
When guuds e o] PO it g s coanges basde o hipioe s e gen sl
pays for shipping. When they are shipped “FOB destination,” ttle changes hands on delivery, and the

seller normally pays for shipping. Begin with the 534,500 inventory amount and compute the correct
amount for the ending inventory. Explain the basis for your treatment of cach of the preceding items,
(Hint: Set up three columns; Ttem, Amount, and Explanation.)

0 gnm.h for which it has title. Note that

Inferring Missing Amounts Based on Income Statement Relationships

e for for each of the f e cases.
: In Case B, work from the bottom up.)

CaseA Case B
Net sales revenue $15,000 S

Beginning inventory $22400 $13.000

Purchases 10,000 ?

Goods available for sale 2 30100

Ending inventory 20,400 22,100 ?

Cost of goods sald ? 2 9.000
Gross profit 2 3,000 2
Expenses 800 e 1400
Preta income S 2200 $ (300) 5 1,600

Inferring Missing Amounts Based on Income Statement Relationships

Supply the missing dollar amounts for the income statement for each of the following independent
s
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T Pretax
Sales | Beginning towsl | Ending | Costof |Gross Income
Cases | Revenue | Inventory | Purchases | Availabie | Inventory | Goods Sold | Protfit | Expenses | (Loss)
A [560] si0 [ s0 [ s v | ssw e L
B |t | ow 90 2 7 B 7] 10 | 0
c 7| 10 B ) 00 [ 0| w0 b
D 800 7 | 550 7 300 il ssoala 200 200
e [ow |2 T oo | o g R T T )
Inferring Merchandise Purchases E7-4
Lo1

Abercrombie and Fitch is a leading retailer of casual apparel for men, women, and children. Assume that
you are employed as a stock analyst and your boss has just completed a review of the new Abercrombic
annual report, She provided you with her notes, but they are missing some information that you need.
Her notes show that the ending inventory for Abercrombie in the current year was 372,422,000 and in
the previous year was $333,153,000. Net sales for the current year were $3,540.276.000. Cost of goods
sold was $1,178,584.000. Netincome was $272.255,000. For your analysis. you determine that you need
o know the amount of purchases for the year

Abercrombie and Fitch

Reguired:
Can you develop the information from her notes? Explain and show calculations. (]
‘goods sold equation or the inventory T-account to solve for the needed value.)

camumng Endmg Inventory and Cost of Goods Sold Under FIFO, LIFO, and E7-5
Average 102

Cebu Company uses a periodic inventory system. At the end of the annual 1tcounung period, December31,

2015, the accounting records provided the following information for product

Units
Inveatory, December 31, 2014 2000
For the year 2
Purchos, Mareh 21 5000 7
Purchase, August | 3,000 8
Inventory, December 31,2015 4,000
Required:
c inventory und cost of goods sold under FIFO, LIFO, Inventory costing
‘methods. (Hint: Set up adjacent columns for cach case.)
Calculating Ending Inventory and Cost of Goods Sold Under FIFO and E7-6
Average Cost (IFRS) 102
1bo and Sons uses a periodic inventory system. At the end of the annual accounting period. December 31,
2015, t P the ion for product |
Units Unit Cost
Inventory, December 31,2014 2,000 $5
For the year 2015;
Purchase, March 21 6000 4
Purchase, August | 4,000 5
Inventory, December 31,2015 3,000
Required:

Computc ending inventory and cost of goods sold under FIFO and average cost inventory costing meth-
ods. (Hint: Set up adjacent columns for each case.





image9.jpeg
ing Cost of Goods Sold and Tnventory

404 CHAPTER 7

E7-7  Analyzing and Interpreting the Financial Statement Effects of LIFO and FIFO

1023 Quezon City Industries uses a periodic inventory system. At the end of the annual accounting period.
December 31, 2015, the accaunting records provided the following information for product 2

Units__ Unit Cost

Inventory, December 31, 2014 6000 s12
For the year 2015;
Purchuse, April 11 18,000
Purchase, June | 16,000 15
Sales ($50 each) 2000

Operating expenses (excluding income tax expense)  $390,000

Required:

1. Prepare a separate income statement through pretax income that details cost of goods sold for
(a) Case A: FIFO and (b) Case B LIFO, For cach case, show the computation of the ending inven-
tory. (Hint: Set up adjacent columns for cach cuse.)

2. Compare the pretsx income and the ending inventory amounts between the two cases. Explain the
similarities and differences

3. Which inventary costing method may be prefered for income tax purposes? Explain.

E7-8  Analyzing and Interpreting the Financial Statement Effects of LIFO and FIFO

102,3  |yano Company uses a periodic inventory system. At the end of the annual accounting period,

December 31, 2015, the aceounting records provided the following information for product
Units Unit Cost |
T T 7000 S5
For the year 20
B s 19,000 9 |
Pl el 10,000 1
v 8000
Sole (33 ach 16000
Operating eipenscs (excluding income tax expense) 500,000

Required:
Prepare a scparate income statement through prefax income that defails cost of zoods sold for
{a) Case A: FIFO and (b} Case B: LIFO. For each case. show the computation of the ending inven-
tory. (Hint: Set up adjacent columns for cach casc.
2. Compare the pretix income and the ending inventory amounts between the two cases. Explain the
d differen
3. Which inventory costing methad may be preferred for income tax purposes? Explin.
E7-9  Evaluating the Choice between Two Alternative Inventory Methods Based on Income
102,3  and Cash Flow Effects (IFRS)
Manila Incorporated uses a periodic inventory system. Data for 2015: beginning merchandise inven-
tory (December 31, 2014), 2,000 units at $38; purchases. 8,000 units at $40; expenses mrlumng
4 income taxes), $194.500; ending inventory per physical count at December 31, 2015, 1,800 units; sales,
8200 units: sales price per unit, $75: and average income tax rate, 30 percent.

Require
1 (‘()mpu\L cost of goods sold and prepare income statements under the FIFO and average cost inver
tory costing methods. Use a format similar 1o the following;

INVENTORY COSTING METHOD
Cost of Goods Sold Units FIFO Average Cost
Beginning inventory g . o
Purchases S
‘Goods available for sale S R st
Ending inventory A A,
Cost af gaods sold ; Sy (N
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Tncome Statement Average Cost

Sales revenue

Costof goods sold

Gross profit

Expenses

Preta income
Income tax expense

Netincome

HHW?
[T

2. Between FIFO und average cost, which method is preferable in terms of (a) net income and
(b income taxes paid (cash flo ain.

3. What would your answer to requirement (2) be, assuming that prices were falling? Explain.

Evaluating the Choice between Two Alternative Inventory Methods Based on Cash
Flow Effects (IFRS)

Following is partial information for the income statement of Subic Advanced Systems under three differ-
ent inventory costing methods, assuming the use of a periodic inventory system

FIFO Average Cost |

Cost of goods sold |
Beginning inventory (800 units) $11.200 $11.200
Purchases (950 units) 17,100 17,100

Goods available for sale
Ending inventory (1,090 units)
Costof goods sold

Sales, 660 units; uni sales price, $50
Expenses, §3.400

Required:
L Coniniecox of ook sold e e I Rt SRR SR ERp e
Prepare an income statement through pretax income for cach m

v o s Tt o e e s o) ant explain the basis for
your ranking.

Reporting Inventory at Lower of Cost or Market E7-11
ngeles Merchandisers is preparing the annual financial statements dated December 31, 2015, Ending L0
inventory information about the five major items stocked for regular sale fllows:

ENDING INVENTORY, 2012
Quantity U hen Replacement Cost

Ttem on Hand Acquired (FIFO) (Market) at Year-End

A 50 $15 si2

B 80 30 0

c 10 48 52

D 0 2 30

E 350 10 5

equired:
Compute the valuation that should be used for the 2015 ending inventory using the LCM rule applied

on an item-by-item basis. (Hint: Set up columns for Item, Quantity, Total Cost, Total Market, and LCM
Valuation.)
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E7-12
104

E7-13
105

Reporting Inventory at Lower of Cost or Market

Mabini Company was formed on January 1, 2015, and is preparing the annual financial statements dated
December 31, 2015. Ending inventory information about the four major items stocked for regular sale
follows:

ENDING INVENTORY, 2015
Quantity Unit Cost When Replacement Cost
Item on Hand Acquired (FIFO) (Marke) at Year-End
A 2 s10 sis
B 55 4 “
¢ 35 57 55
D 10 27 2

Required:
1. Compute the valuation that should be sed for the 2015 ending inventory using the LCM rule applied

on an item-by-item basis. (Hint: Set up columns for Item, Quantity, Total Cost, Total Market, and
LCM Valuation.)

2. What will be the effect of the write-down of inventory to lower of cost or market on cost of goods
sold for the year ended December 31, 20157
Analyzing and Interpreting the Inventory Turnover Ratio

Dell Inc. is the leading manufacturer of personal computers. In a recent year, it reported the following in
dollars in millions:

Net sales revenue $61,101
Costof sales 50,144
Beginning inventory 1180
Ending inventory 867

Required:

1. Determine the inventory turnover ratio and average days to sellinventory for the current year.
2. Explain the meaning of each number.
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Demonstration Problem )

STAR-TRACK sells satelite tracking systems for receiving television broadcasts from communi-
cations satelltes in space. At 31 December 2010, the company's inventory amounted to $440,000.
During the first week in January 2011, STAR-TRACK made only one purchase and one sale.
These transactions were as follows

3Jan.  Sold a nacking system to Mystery Mountain Resort for $200,000 cash. The system con-
sisted of seven different devices, which had a total cost to STAR-TRACK of $112,000.
7Jan.  Purchased two Model 400 and four Model 800 satellite dishes from Yamaha Com-
‘pany. The total cost of this purchase amounted to $100,000; terms 2/10, n/30.
STAR-TRACK records purchases of goods at net cost. The company has full-time accounting
personnel and uses a manual accounting system.

Instructions

a. Briefly describe the operating cycle of a merchandising company.

b, Prepare journal entries (o record these transactions, assuming that STAR-TRACK uses a
perpetual inventory system
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Eixplain what information in part b should he posted to subsidiary ledger accounts,
Compute the balance in the Tnventory control account at 7 January

Prepare journal enries 1o record the two fransactions, assuming thar STAR-TRACK uses a
periodic inentory syt

Compute the cost of goom sold for the first week of January, axsuming use of the periodic
system. As the amount of ending inventory, use your answer {0 part d

Which type of inventory system do you think STAR-TRACK should use? Explain your

Determiine the gross profit margin on the 3 January sales transaction.
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Solution to the Demonstration Problem

a.

b.

GENERAL JOURNAL

d.
e.

GENERAL JOURNAL

The operating cycle of a merchandising company consists of purchasing goods, selling that
goods to customers (often on account), and collecting the sales proceeds from these custom-
ers. In the process, the business converts cash into inventory, the inventory into accounts
receivable, and the accounts receivable into cash.

Journal entries assuming use of a perpetual inventory system:

Date Account Titles and Explanation Debit  Credit
2011
3 Jan. eash Quiyfiaseiaatin e 2 or e e L e iy 200,000
OAESGRIRE . . BT i e Lk 200,000
Sold tracking system to Mystery Mountain
Resort.
3 Costrof Goods'Sold sxpense account. Sallers record. sales at th 112,000
InVENterRyE ... . . FEeoel o A OV N Ry R 112,000
To record cost of goods sold.
i INVERNTORYS SScrBt st s, % s St M i aie U 98,000
Accounts Payable (Yamaha Company) . ............... 98,000

Purchased goods. Terms, 2/10,
n/30; net cost, $98,000 ($100,000, less 2%).

The debits and credits to the Inventory account should be posted to the appropriate accounts
in the inventory subsidiary ledger. The information posted would be the costs and quanti-
ties of the types of goods purchased or sold. The account payable to Yamaha also should be
posted to the Yamaha account in STAR-TRACK'’s accounts payable ledger. No postings are
required to the accounts receivable ledger, as this was a cash sale. If STAR-TRACK maintains
more than one bank account, however, the debit to cash should be posted to the proper account
in the cash subsidiary ledger.

$426,000 ($440,000 beginning balance, less $112,000, plus $98,000).
Journal entries assuming use of a periodic inventory system:

Date Account Titles and Explanation Debit Credit
2011
3 Jan. CAShIDAOOE - et e s R e 200,000
ST iy e e S SR O LR A 200,000
Sold tracking system to Mystery Mountain
Resort.
7 Purchases’: Sarieth e e R e g 7 98,000
Accounts Payable (Yamaha Company). ............... 98,000

Purchased goods. Terms, 2/10,
n/30; net cost, $98,000 ($100,000, less 2%,





