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Chapter 9

Why Does a Company Need a Cost Flow Assumption in Reporting
Inventory?

Video Clip
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In this video, Professor Joe Hoyle introduces the essential points covered inChapter 9 "Why Does a Company
Need a Cost Flow Assumption in Reporting Inventory?".
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9.1 The Necessity of Adopting a Cost Flow Assumption
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Accounting for Inventory When Costs Vary Over Time

Question: In the coverage of financial accounting to this point, general standardization has
been evident. Most transactions are reported in an identical fashion by all companies. This
defined structure (created by U.S. GAAP or IFRS) helps ensure understandable
communication. It also enhances the ability of decision makers to compare results from one
year to the next and from one company to another. For example, inventoryÑexcept in
unusual circumstancesÑappears on a balance sheet at historical cost unless its value is
lower. Consequently, experienced decision makers should be well aware of the normal
meaning of a reported inventory figure.

However, an examination of the notes to financial statements for several well-known
businesses shows an interesting inconsistency in the reporting of inventory (emphasis
added).

Mitsui & Co. (U.S.A.)Ñas of March 31, 2011: ÒCommodities and materials for resale are stated
at the lower of cost or market. Cost is determined using thespecific identification methodor
average cost.Ó

Johnson & JohnsonÑas of January 2, 2011: ÒInventories are stated at the lower of cost or
market determined by thefirst-in, first-out method.Ó
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Safeway Inc.Ñas of January 1, 2011: ÒMerchandise inventory of $1,685 million at year-end
2010 and $1,629 million at year-end 2009 is valued at the lower of cost on alast-in, first-out
(ÒLIFOÓ) basisor market value.Ó

Bristol-Myers SquibbÑas of December 31, 2010: ÒInventories are stated at the lower of
average costor market.Ó

ÒSpecific-identification method,Ó Òfirst-in, first-out method,Ó Òlast-in, first-out basis,Ó
Òaverage costÓÑthese are cost flow assumptions. What information do these terms provide
about reported inventory balances? Why are such methods necessary? Why are all four of
these businesses using different cost flow assumptions?In the financial reporting of
inventory, what is the significance of disclosing that a company applies Òfirst-in, first-out,Ó
Òlast-in, first-out,Ó or the like?
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Applying Cost Flow Assumptions

Question: To illustrate, assume a menÕs retail clothing store holds $120 in cash. Numbers will
be kept artificially low in this example so that the impact of the various cost flow
assumptions is easier to visualize. On December 2, Year One, one blue dress shirt is bought
for $50 in cash and added to inventory. Later, near the end of the year, this style of shirt
suddenly becomes especially popular and prices skyrocket. On December 29, Year One, the
store manager buys a second shirt exactly like the first but this time at a cost of $70. Cash on
hand has been depleted ($120 less $50 and $70), but the company holds two shirts in its
inventory.

On December 31, Year One, a customer buys one of these two shirts by paying cash of $110.
Regardless of the cost flow assumption, the company retains one blue dress shirt in
inventory at the end of the year and cash of $110. It also reports sales revenue of $110. Those
facts are not in dispute.

From an accounting perspective, only two questions must be resolved: (1) what is the cost of
goods sold reported for the one shirt that was sold, and (2) what is the cost remaining in
inventory for the one item still on hand?

Should the $50 or $70 cost be reclassified to cost of goods sold? Should the $50 or $70 cost
remain in ending inventory? In financial accounting, the importance of the answers to those
questions cannot be overemphasized. If the shirts are truly identical, answers cannot be
determined by any type of inspection; thus, a cost flow assumption is necessary.What are
the various cost flow assumptions, and how are they applied to inventory?
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Figure 9.1Journal EntryÑReclassification of the Cost of One Piece of Inventory Using FIFO
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9.2 The Selection of a Cost Flow Assumption for Reporting Purposes
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Presenting Inventory Balances Fairly

Question: FIFO, LIFO, and averaging can present radically different portraits of identical
events. Is the gross profit for this menÕs clothing store really $60 (FIFO), $40 (LIFO), or $50
(averaging) following the sale of one blue dress shirt? Analyzing inventory numbers
presented by most companies can be difficult if not impossible without understanding the
implications of the cost flow assumption that was applied.Which cost flow assumption is
viewed as most appropriate in producing fairly presented financial statements?
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Figure 9.4Results of Possible Cost Flows Assumptions Used by Clothing Store

Most Popular Cost Flow Assumptions

Question:Since company officials are allowed to select a cost flow assumption, which of these
methods is most typically found in the financial reporting of companies operating in the
United States?
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The LIFO Conformity Rule

Question: In periods of inflation, FIFO reports a higher gross profit (and, hence, net income)
and a higher inventory balance than does LIFO. Averaging presents figures that normally fall
between these two extremes. Such results are widely expected by the readers of financial
statements who understand the impact of the various cost flow assumptions.

In the United States, all of these methods are permitted for financial reporting. Why is FIFO
not the obvious choice for every organization that anticipates inflation in its inventory costs?
Officials must prefer to report figures that make the company look stronger and more
profitable. With every rise in prices, FIFO shows a higher income because the earlier
(cheaper) costs are transferred to cost of goods sold. Likewise, FIFO reports a higher total for
ending inventory because the later (higher) cost figures are retained in the inventory T-
account. The company is no different physically as a result of this decision but FIFO makes it
look better.Why does any company voluntarily choose LIFO, an approach that reduces
reported income and total assets when prices rise?
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Figure 9.5Advantages and Disadvantages of FIFO and LIFO
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*Assumes a rise in prices over time.
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Two Sets of Books

Question: The LIFO conformity rule requires companies that apply LIFO for income tax
purposes to also use that same cost flow assumption in conveying financial information to
investors and creditors.Are the balances submitted to the government for income tax
purposes not always the same as that presented to decision makers in a set of financial
statements?Reporting different numbers to different parties seems unethical.
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9.3 Problems with Applying LIFO

LEARNING OBJECTIVES
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Reporting Ending Inventory Using LIFO

Question: As a result of the LIFO conformity rule in the tax laws, this cost flow assumption is
widely used in the United States. LIFO, though, is not allowed in many other areas of the
world. It is not simply unpopular in those locations; its application is strictly forbidden by
IFRS. Thus, international companies are often forced to resort to alternatives in reporting
their foreign subsidiaries. For example, a note to the 2010 financial statements ofAmerican
Biltrite Inc.explains that Òcost is determined by the last-in, first-out (LIFO) method for
approximately 47% of the CompanyÕs domestic inventories. The use of LIFO results in a better
matching of costs and revenues. Cost is determined by the first-in, first-out (FIFO) method
for the CompanyÕs foreign inventories.Ó

Why is LIFO not accepted in most countries outside the United States?
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LIFO Liquidation

Question: In discussions of financial reporting, LIFO is also criticized because of the
possibility of an event known as aLIFO liquidation � . What is a LIFO liquidation and why
does it create a theoretical problem for accountants?
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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9.4 Merging Periodic and Perpetual Inventory Systems with a Cost Flow
Assumption

LEARNING OBJECTIVES
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Cost Flow Assumptions and Inventory Systems

Question: In the previous chapter, periodic and perpetual inventory systems were
introduced. FIFO, LIFO, and averaging have now been presented. How does all of this
material come together for reporting purposes?How does the application of a cost flow
assumption impact the operation of a periodic or a perpetual inventory system?
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Periodic and Perpetual FIFO

Question: To illustrate, assume that the Mayberry Home Improvement Store starts the new
year with four bathtubs (Model WET-5) in its inventory, costing $110 each ($440 in total)
when bought on December 9 of the previous period. The following events then take place
during the current year.

Q On February 2, three of these bathtubs are sold for $200 each. (revenue $600)
Q On February 6, three new bathtubs of this model are bought for $120 each.

(cost $360)
Q On June 8, three of these bathtubs are sold for $250 each. (revenue $750)
Q On June 13, three new bathtubs of this model are bought for $130 each. (cost

$390)
Q On September 9, two of these bathtubs are sold for $300 each. (revenue $600)
Q On September 22, two new bathtub of this model are bought for $149. (cost

$298)

At the end of the year, on December 31, a physical inventory is taken that finds that four
bathtubs, Model WET-5, are in stock (4 Ð 3 + 3 Ð 3 + 3 Ð 2 + 2). None were stolen, lost, or
damaged during the period.How does a periodic FIFO system differ from a perpetual FIFO
system in maintaining accounting records and reporting inventory totals?
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The FactsÑPurchase and Sale of WET-5 Bathtubs
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Figure 9.6Periodic FIFOÑBathtub Model WET-5
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Perpetual FIFO
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Figure 9.7Perpetual FIFOÑBathtub Model WET-5
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KEY TAKEAWAY
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9.5 Applying LIFO and Averaging to Determine Reported Inventory
Balances

LEARNING OBJECTIVES

�J�J>;�;D:�E<�J>?I�I;9J?ED��IJK:;DJI�I>EKB:�8;�78B;�JE�C;;J�J>;�<EBBEM?D=
E8@;9J?L;I�


 �;J;HC?D;�;D:?D=�?DL;DJEHO�7D:�9EIJ�E<�=EE:I�IEB:�KI?D=�7�F;H?E:?9�&# )
IOIJ;C


�
 'ED?JEH�?DL;DJEHO�ED�7D�ED=E?D=�87I?I�J>HEK=>�7�F;HF;JK7B�&# )�IOIJ;C

�
 /D:;HIJ7D:�J>;�H;7IED�J>7J�F;H?E:?9�&# )�7D:�F;HF;JK7B�&# )�KIK7BBO

7HH?L;�7J�:?<<;H;DJ�<?=KH;I

�
 /I;�7�M;?=>J;:�7L;H7=;�IOIJ;C�JE�:;J;HC?D;�J>;�9EIJ�E<�;D:?D=

?DL;DJEHO�7D:�9EIJ�E<�=EE:I�IEB:

�
 �7B9KB7J;�H;FEHJ;:�?DL;DJEHO�87B7D9;I�8O�7FFBO?D=�7�CEL?D=�7L;H7=;

?DL;DJEHO�IOIJ;C


Applying LIFO

Question: LIFO reverses the FIFO cost flow assumption so that the last costs incurred are the
first reclassified to cost of goods sold.How is LIFO applied to the inventory of an actual
business?If the Mayberry Home Improvement Store adopted LIFO, how would the reported
figures for its inventory have been affected by this decision?
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Figure 9.8Periodic LIFOÑBathtub Model WET-5

*If the number of units bought during a period equals the number of units sold (as is seen in this example), the
quantity of inventory remains unchanged. In a periodic LIFO system, beginning inventory ($440) is then the same as
ending inventory ($440) so that cost of goods sold ($1,048) equals the amount spent during the period to purchase
inventory ($1,048). For that reason, company officials can easily keep track of gross profit during the year by
subtracting purchases from revenues.
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Figure 9.9Perpetual LIFOÑBathtub Model WET-5
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Applying Averaging as a Cost Flow Assumption

Question: Not surprisingly, averaging follows a path similar to that of the previous examples.
Costs are either moved to cost of goods sold at the end of the year (periodic or weighted
average) or at the time of each new sale (perpetual or moving average). The only added
variable to this process is the calculation of average cost.In the operation of an averaging
system, when and how is the average cost of inventory determined?
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Figure 9.10Periodic (Weighted) AverageÑBathtub Model WET-5
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Perpetual (moving) average
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Figure 9.11Perpetual (Moving) AverageÑBathtub Model WET-5
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Figure 9.12Reported Balances for Six Inventory Systems
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KEY TAKEAWAY
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9.6 Analyzing Reported Inventory Figures

LEARNING OBJECTIVES
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Making Comparisons When LIFO Is Applied

Question: The point has been made several times in this chapter that LIFO provides a lower
reported net income than does FIFO when prices are rising. In addition, the inventory figure
shown on the balance sheet will be below current cost if LIFO is applied during inflation.
Comparison between companies that are similar can become difficult, if not impossible, when
one uses LIFO and the other FIFO.

For example,Rite Aid, the drug store giant, applies LIFO while its rivalCVS Caremarkapplies
FIFO to the inventory held in its pharmacies. How can an investor or creditor possibly
evaluate these two companies to assess which has the brightest financial future? In this
situation, the utility of the available information seems limited.How do experienced decision
makers manage to compare companies that apply LIFO to other companies that do not?
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Figure 9.13Adjusted Rite AidÕs Inventory Balances from LIFO to FIFO
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Analyzing Vital Signs for Inventory

Question: When examining receivables in a previous chapter, the assertion was made that
companies have vital signs that can be studied as an indication of financial well-being. These
are ratios or other computed amounts considered to be of particular significance. In that
coverage, the age of receivables and the receivable turnover were both calculated and
explained. For inventory, do similar vital signs exist that decision makers should consider?
What vital signs should be determined in connection with inventory when analyzing the
financial health and future prospects of a company?
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KEY TAKEAWAY
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Talking with a Real Investing Pro (Continued)

 EBBEM?D=�?I�7�9EDJ?DK7J?ED�E<�EKH�?DJ;HL?;M�M?J>�%;L?D�!
��KHDI


Question���ECF7D?;I�J>7J�I;BB�?DL;DJEHO�?DIJ;7:�E<�I;HL?9;I�CKIJ�I;B;9J�7�9EIJ
<BEM�7IIKCFJ?ED�<EH�H;FEHJ?D=�FKHFEI;I
�'7DO�9ECF7D?;I�KI;� # )�8KJ�7
DKC8;H�E<�EJ>;H�9ECF7D?;I�KI;�&# )
�1>7J�7H;�OEKH�J>EK=>JI�M>;D�OEK�7H;
7D7BOP?D=�JME�I?C?B7H�9ECF7D?;I�7D:�:?I9EL;H�J>7J�ED;�>7I�7FFB?;:� # )�M>?B;
J>;�EJ>;H�&# )�

Kevin Burns��.HKJ><KBBO��?J�?I�;7IO�JE�=;J�:?IJH79J;:�8O�?IIK;I�IK9>�7I� # )�7D:
&# )�J>7J�FHE878BO�C7A;�DE�:?<<;H;D9;�?D�J>;�BED=�HKD
�#�H7H;BO�B?A;�JE�JH7:;
IJE9AI�GK?9ABO
� EH�;N7CFB;��7IIKC;�7�9ECF7DO�I;BBI�7�9ECCE:?JO�E<�IEC;�JOF;
�@;M;BHO��<EH�;N7CFB;�
�.>;�9ECCE:?JO�<BK9JK7J;I�:H7C7J?97BBO�?D�FH?9;�IE�J>7J
M>;D�J>;�FH?9;�?I�<7BB?D=�OEK�>7L;�F7?:�CEH;�<EH�J>;�?J;C�J>7D�J>;�C7HA;J�M?BB
DEM�F7O�OEK�<EH�J>;�<?D?I>;:�=EE:
�1>;D�FH?9;I�7H;�H?I?D=��OEK�H;7F�J>;�8;D;<?J
8O�I;BB?D=�7J�7D�;L;D�=H;7J;H�FH?9;�J>7D�OEK�;NF;9J;:
�-E�?<�OEK�>7L;�JME
9ECF7D?;I�:;7B?D=�M?J>�J>;�I7C;�?IIK;I�7D:�ED;�KI;I�&# )�7D:�J>;�EJ>;H� # )�
J>;�H;FEHJ;:�H;IKBJI�9EKB:�8;�:H7C7J?97BBO�:?<<;H;DJ
�"EM;L;H��J>;�KD:;HBO?D=
<79JI�:E�DEJ�9>7D=;
�)L;H�7D�;NJ;D:;:�F;H?E:�E<�J?C;��J>;�JME�9ECF7D?;I
FHE878BO�;D:�KF�?D�J>;�I7C;�FEI?J?ED�H;=7H:B;II�E<�M>;J>;H�J>;O�7FFBO�&# )�EH
 # )
�#�7C�CK9>�CEH;�?DJ;H;IJ;:�?D�>EM�J>;O�7H;�?DL;IJ?D=�J>;?H�97I>�?D<BEMI
7D:�J>;�GK7B?JO�E<�J>;�C7D7=;C;DJ
�)D�J>;�EJ>;H�>7D:��7�F;HIED�M>E�JH7:;I
IJE9AI�GK?9ABO�9EKB:�M;BB�8;�?DJ;H;IJ;:�?D�H;FEHJ;:�H;IKBJI�J>7J�C?=>J�?CF79J
IJE9A�FH?9;I�<EH�7�I>EHJ�F;H?E:�E<�J?C;
� EH�;N7CFB;��J>;�JH7:;H�C7O�M;BB�M?I>�JE
I;;�7�9ECF7DO�KI;� # )�7I�H;FEHJ;:�FHE<?JI�M?BB�8;�>?=>;H�<EH�J>;�I>EHJ�J;HC�?<
J>;H;�?I�?D<B7J?ED�7D:�C7O�8;B?;L;�J>7J�>;�97D�97F?J7B?P;�ED�J>7J�I>EHJ	J;HC
F>;DEC;DED


Video Clip

�9B?9A�JE�I;;�L?:;E�

Professor Joe Hoyle talks about the five most important points inChapter 9 "Why Does a Company Need a
Cost Flow Assumption in Reporting Inventory?".
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Figure 9.16
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COMPREHENSIVE PROBLEM
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