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FINANCIAL STATEMENTS

• Statement of Financial 
Position 

• Statement of 
Comprehensive 
Income

•Statement of Changes 
in Equity

• Statement of Cash 
Flows

ASSETS

•Cash

• Investments in debt 
and equity securities

•Accounts receivable

•Notes receivable

• Inventory

•Prepaid expenses

•Property, plant, and 
equipment

• Intangible assets

•Natural resources

LIABILITIES

•Accounts payable

•Accrued liabilities

•Unearned revenues

•Notes payable

•Bonds payable

EQUITY

• Share capital

• Preferred share

•Ordinary share

•Retained earnings

•Appropriated R/E

•Unappropriated R/E

• Treasury share

Financial Statement Items

FINANCIAL STATEMENT ANALYSIS

Accounting Cycle

Introduction to 
Financial Statements






















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AND	INVENTORY
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Understanding	the	Business

Provide
sufficient quantities 

of high‐quality inventory.

Minimize the costs 
of carrying inventory.

Primary Goals of
Inventory Management
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Nature	of	Inventory	and
Cost	of	Good	Sold
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Items	Included	in	Inventory
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Merchandise Inventory
Raw Materials Inventory
Work in Process Inventory
Finished Goods Inventory

Inventory

Tangible Held for Sale
Used to Produce 

Goods or 
Services
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Costs	Included	in	Inventory	Purchases

The cost principle requires that 
inventory be recorded at 

the price paid or the consideration given.

Invoice 
Price

Freight

Inspection 
Costs

Preparation 
Costs
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Flow	of	Inventory	Costs
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Nature	of	Cost	of	Goods	Sold

Beginning
Inventory

Purchases
for the Period

Ending Inventory
(Balance Sheet)

Goods Available
for Sale

Cost of Goods Sold
(Income Statement)

Beginning inventory + Purchases = Goods Available for Sale
Goods Available for Sale – Ending inventory = Cost of goods sold
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Inventory	Costing	Method

AC201 Fundamental Accounting

Inventory	Costing	Methods
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Ending Inventory
(Balance Sheet)

Goods Available
for Sale

Cost of Goods Sold
(Income Statement)

Inventory Costing Methods
1. Specific Identification
2. First‐in, First‐out
3. Last‐in, First‐out
4.Weighted Average

To determine how much
is to be recorded 

as “cost” of goods sold.
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Specific	Identification

When units are sold, 
the specific cost of the unit sold 
is added to cost of goods sold.
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Cost	Flow	Assumptions

September	22,	2013 12

The choice of an inventory 
costing method is NOT based 
on the physical flow of goods 

on and off the shelves.

FIFO LIFO
Weighted 
Average
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Example	– Inventory	Costing
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We will use this data throughout our inventory examples.
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FIFO:	First‐In,	First‐Out	Method

Cost of Goods SoldOldest Unit Costs

Ending InventoryRecent Unit Costs

September	22,	2013 14

FIFO assumes that 
the first goods purchased are the first goods sold.
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FIFO:	First‐In,	First‐Out	Method

The costs of the most recent purchases are in ending inventory. 
Start with 200 units from Nov 29 and add units purchased

until you reach 1,200 units in ending inventory.
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Now we have allocated the cost to all 1,200 units in ending inventory.
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FIFO:	First‐In,	First‐Out	Method
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Now we have allocated the cost to all 1,050 units sold.

The costs of the oldest purchases are allocated to cost of goods sold.  
Start with 1,000 units from beginning inventory 

and add units purchased until you reach 1,050 units sold.
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FIFO:	First‐In,	First‐Out	Method
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Here is the cost of ending inventory and cost of goods sold using FIFO.
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LIFO:	Last‐In,	First‐Out	Method

Ending InventoryOldest Unit Costs

Cost of Goods SoldRecent Unit Costs

September	22,	2013 18

LIFO assumes that 
the most recently purchased units are sold first.



AC201 Fundamental Accounting

LIFO:	Last‐In,	First‐Out	Method

The costs of the oldest purchases are in ending inventory. 
Start with 1,000 units in beginning inventory and add units purchased

until you reach 1,200 units in ending inventory.
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Now we have allocated the cost to all 1,200 units in ending inventory.
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LIFO:	Last‐In,	First‐Out	Method
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Now we have allocated the cost to all 1,050 units sold.

The costs of the most recent purchases are allocated to cost of goods 
sold.  Start with 200 units from Nov 29 

and add units purchased until you reach 1,050 units sold.
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LIFO:	Last‐In,	First‐Out	Method
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Here is the cost of ending inventory and cost of goods sold using LIFO.
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Average	Cost	Method

The average cost is used 
for both cost of goods sold
and ending inventory.

September	22,	2013 22

Average
Cost

Cost of Goods Available for Sale
Number of Units Available for Sale

=
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Average	Cost	Method
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Comparison	of	Methods

September	22,	2013 24



AC201 Fundamental Accounting

Financial	Statement	Effects	of	Costing	Method
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Advantages of Methods

Better matches 
current costs 

in cost of goods sold 
with revenues.

Ending inventory 
approximates 

current 
replacement cost.

First‐In, First‐
Out

Last‐In, First‐
Out

Smoothes out 
price changes.

Weighted 
Average

AC201 Fundamental Accounting

These differences can create comparability problems when one 
attempts to compare companies across international borders.

While U.S. GAAP allows companies to choose between 
FIFO, LIFO, and weighted average inventory methods, 
International Financial Reporting Standards (IFRS) 

currently prohibit the use of LIFO.

IFRS requires that the same 
method be used for all 

inventory items that have a 
similar nature and use. 

GAAP allows different 
inventory accounting methods 
to be used for different types 

of inventory items. 

September	22,	2013 26

International	Perspective
LIFO	and	International	Comparisons
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Valuation	at	Lower	of	Cost	
or	Net	Realizable	Value

AC201 Fundamental Accounting

Ending inventory is reported at 
the lower of cost or net realizable value.  

Net realizable value (NRV) is the estimated selling price 
in the ordinary course of business 

less the estimated costs of completion 
and the estimated costs necessary to make the sale.

The company will recognize a “holding” loss
in the current period 

rather than the period in which the item is sold.
This practice is Conservative.
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Valuation	at	
Lower	of	Cost	or	Net	Realizable	Value
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(1,000 Intel chips × $50) = $50,000
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Valuation	at	
Lower	of	Cost	or	Net	Realizable	Value

AC201 Fundamental Accounting

This ratio reflects how many times 
average inventory

was produced and sold during the period.
A higher ratio indicates that
inventory moves more quickly

thus reducing
storage and obsolescence costs. 

Average Inventory is
(Beginning Inventory + Ending Inventory) ÷ 2

Inventory	Turnover	Ratio

September	22,	2013 30

Inventory
Turnover

Cost of Goods Sold
Average Inventory

=
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Inventory	and	Cash	Flows

Add

Subtract

Cash Flows 
from 

Operations
Net Income

Decrease in Inventory
Increase in Accounts 

Payable

Increase in Inventory 
Decrease in Accounts 

Payable

September	22,	2013 31
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Control	of	Inventory
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Internal	Control	of	Inventory

Separation of 
inventory accounting &

physical handling of inventory.

Storage in a manner that 
protects from 

theft and damage.

Limiting access 
to authorized employees.

Maintaining
perpetual inventory records.

Comparing perpetual records to 
periodic physical counts.
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Perpetual	and	Periodic	Inventory	Systems

Provides up‐to‐date
inventory records.

Provides up‐to‐date 
cost of sales records. 

Perpetual
Inventory System

In a Periodic Inventory System, 
ending inventory and cost of goods sold are determined 

at the end of the accounting period based on a physical count.
September	22,	2013 34
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Perpetual	and	Periodic	Inventory	Systems
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Purchase returns and allowances are 
a reduction in 

the cost of purchases 
associated with unsatisfactory goods.

A purchase discount 
is a cash discount received 

for prompt payment of an account.

September	22,	2013 36

Supplement	B:		
Additional	Issues	in	Measuring	Purchases
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Terms

Time

Due

Discount Period 10 days

Full amount
less discount due

Credit Period 30 days

Full amount due

Purchase or Sale

2/10,n/30
Discount 
Percent

Number of 
Days Discount 
is Available

Credit
Period
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Supplement	B:		
Additional	Issues	in	Measuring	Purchases
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Perpetual Inventory System

September	22,	2013 38

Supplement	C:		Comparison	of	
Perpetual	and	Periodic	Inventory	Systems
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Periodic Inventory System
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Supplement	C:		Comparison	of	
Perpetual	and	Periodic	Inventory	Systems

Transfer to CoGS

To establish 
ending inventory bal.
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End	of	Chapter	7
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