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information to coordinate their inventories of raw materials with their product;
Most large merchandising companies—and many small ones—also use pc’rp:ttlon Schegy,
In the days when all accounting records were maintained by hand, businual SYstemg
many types of low-cost products had no choice but to use periodic invemoesse’ thay solg
Walmart store, for example, may sell several thousand items per hour, Imagine Systems_ A
of keeping a perpetual inventory system up-to-date if the records were maiﬂtaime difficy
But with today’s computerized terminals and bar-coded merchandise, many 'llue:hby hang

retailers now use perpetual inventory systems. In fact, Walmart has beep al Vol
retailers in developing perpetual inventory systems. » Cader amon,

INTERNATIONAL ¢

Walmart, referred to as the company Sam Walton built, is the world’s largest retailer. By diyers

from its original discount stores to include Sam’s Club and its super stores, Walmart has fueleq jts retajl
engine. International expansion includes 394 stores in Canada, 2,290 in Mexico, 592 in the Uniteq King-
dom, 690 stores in Central America, 557 stores in Brazil, 411 Chinese stores, 105 stores in Argenting,
431 Japanese stores, and 404 stores in Chile. According to a recent annual report, 28 percent of oty
sales came from international locations. Walmart employs approximately 1,400,000 associates in the

United States and approximately 800,000 internationally.

Source: Wal-Mart Stores, Inc., 10-K, January 31, 2015.

Perpetual inventory systems are not limited to businesses with computerized inventory
systems. Many small businesses with manual systems also use perpetual inventory systems.
However, these businesses may update their inventory records on a weekly or a monthly basis,
rather than at the time of each sales transaction.

Whether accounting records are maintained manually or by computer, most businesses use
perpetual inventory systems in accounting for products with a high per-unit cost. Examples
include automobiles, heavy machinery, electronic equipment, home appliances, and jewelry.
Management has a greater interest in keeping track of inventory when the merchandise is
expensive. Also, sales volume usually is low enough that a perpetual system can be used, even

if accounting records are maintained by hand.

Who Uses Periodic Systems? Periodic systems are used when the need for current
information about inventories and sales does not justify the cost of maintaining a perpetul
system. In a small retail store, for example, the owner may be so familiar with the inven-
tory that formal perpetual inventory records are unnecessary. Most businesses—large and
small—use periodic systems for inventories that are immaterial in dollar amount, or when
management has little interest in the quantities on hand. As stated previously, businesses that
sell many low-cost items and have manual accounting systems sometimes have no choice but

to use the periodic method.

SELECTING AN INVENTORY SYSTEM :
ropriate for

Accountants—and business managers—often must select an inventory system app liste
a particular situation. Some of the factors usually considered in these decisions are !l

Exhibit 6-7.

are quickly Cxte"din.g
inventory.

The Trend in Today's Business World  Advances in technology
the use of perpetual inventory systems to more businesses and more types of
trend is certain to continue. Throughout this textbook, you may assume that a perpé
tory system is in use unless specifically stated otherwise.
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“ You a‘{s a:Buyer for a Retail Business

s

Sean lig

Assume you are in charge of purchasing mer-
chandise for Ace Hardware Stores. You are
currently making a decision about the pur-
chase of barbecue grills for sale during the
upcoming summer season. You must decide
how many of each brand and type of grill to
order. Describe the types of accounting infor-
mation that would be useful in making this

decision and where this information might be
found.

(See our comments in Connect.)

{Eansactions Relating to Purchases ]

In addition to the basic transactions illustrated and explained in this chapter, merchandising
‘ompanies must account for a variety of additional transactions relating to purchases of mer-
chandise, Examples include discounts offered for prompt payment, merchandise returns, and

ransportation costs. In our discussion of these transactions, we continue to assume the use of
aperpetual inventory system. |

ﬁgEDlT TERMS AND CASH DISCOUNTS

rs and wholesalers normally sell their products to merchandisers on account. The credit
Sare stated in the sellers bill, or invoice. One common example of credit terms is “net 30 fia)"ls,o
W30 meaning full payment is due in 30 days. Another common form of credit terms is :1
] meaning payment is due 10 days after the end of the month in which the purchasF occhun: t,o
Manufacturers and wholesalers usually allow their customers 30 or 60 daysnu;.w fm 0
P& for credit purchases. Frequently, however, sellers offer their customers a sma isco
enc0umge ¢carlier payment.
ethaps the mopst)::ommon credit terms offered by manufacturers and wht')lesale{s zrg il;y(:.
W30, Thi expression is read 2, 10, net 30,” and means that fu.ll payment [llsun uleoxr:i ) Th;,
but thyy the buyer may take a 2 percent discount if paymcr?t is made WZi B e s,
Period during which the discount is available is termed the discount per wt. vigee i
€Ut provides an incentive for the customer to make an early cash payment,
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LEARNING OBJECTIVE
Account for additional
merchandising transactions .
related to purchases and
sales.
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discount. Buyers, however, often refer to these discounts as purchase discounts, While sellery
frequently call them sales discounts.

Most well-managed companies have a policy of taking advantage of all cash discouns
available on purchases of merchandise.* These companies initially record purchases of me;.
chandise at the ner cost—that is, the invoice price minus any available discount. After alj, thig
is the amount that the company expects to pay.

To illustrate, assume that Computer City purchases 100 spreadsheet programs from pe

Products on November 3. The cost of these programs is $100 each, for a total of 31_0-000.
However, PC Products offers credit terms of 2/10, n/30. If Computer City pays for this pur-
chase within the discount period, it will have to pay only $9.800, or 98 percent of the fy)

invoice price. Therefore, Computer City will record this purchase as follows.

e o Pt b vl re b
EEW recordedat mtma To record purchase of 100 spreadsheet programs at net cost

($100 x 98% x 100 units).

If the invoice is paid within the discount period, Computer City simply records Payment of
a $9,800 account payable.
Through oversight or carelessness, Computer City might fail to make payment within the
discount period. In this event, Computer City must pay PC Products the entire invoice Price
of $10,000, rather than the recorded liability of $9,800. The journal entry to record paymen;

after the discount period—on, say, December 3—is as follows.

Accounts Payable(PC‘Products).f....‘ ..... e e BRI s e ... 9,800
Recording the loss of a cash
discount Purchase Discounts Lost....‘ ....... e VT YR BAAIERS T8 RSt o s o esevmaier o 6 200
. Cash s somsmmwmec 5555 s nommmeaive e b 1 5o wawem §5 5 5 052 £ 2 0 mveie o o o 10,000

To record payment of invoice -a{ftér-expl»ratlyonpf the di_scbunl_period.

Notice that the $200 paid above the $9,800 recorded amount is debited to an account entitledr
Purchase Discounts Lost. Purchase Discounts Lost is an expense account. The only benefit to
Computer City from this $200 expenditure was a 20-day delay in paying an account payable
Thus the lost purchase discount is basically a finance charge, similar to interest expense. In aI;
income statement, finance charges usually are classified as nonoperating expenses.

The fact that purchase discounts not taken are recorded in a Separate expense account is
the primary reason why a company should record purchases of merchandise at net cost. The
use of a Purchase Discounts Lost account immediately brings to management’s attention any
failure to take advantage of the cash discounts offered by suppliers.

Recording Purchases at Gross Invoice Price  As an alternative to recording purchases
at net cosF some coppanies record merchandise purchases at the gross (total) invoice price. If
payment is made within the discount period, these companies must record the amount of the
purchase discount taken.

. T.o 1llus_trate, assume that Computer City followed a policy of recording purchases at gross
nvoice price. The entry on November 3 to record the purchase from PC Products would have
been as follows.

Inventory, ... ... . VI PN
. Torecord purchase of 100 spreadsheet programs at gioss - :

- Invoice price ($100 x 100 units).

4

isgl:::: tesl;n.? v)] ; 0, n/30 offer the buyer a 2 percent discount for paying 20 days prior to when the full amout!
pen:el;t (2‘;118 percent over only 20 days is equivalent to earning an annual rate of return of more than 36
Most cmﬂpa;fikc a=d 36.5%). Thus, taking cash discounts represents an excellent investment opz)rt“m‘y'
banktonmkcpgymemmnthc 5 " t.heymustbormw
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pase Discounts Taken is treated as g reduction in the
Both the net cost and gross price methods

RETURNS OF UNSATISFACTORY M
On occasion, a buyer may find the purchased merch
o the seller for a refund. Most sellers permit such

To illustrate, assume that on November 9 Com

ERCHANDISE

andise unsatisfactory and want to return it
returns,

SS i price of the returned mer-
chandise was $500 ($100 per program). Assume that Computer City records purchases at net
cost. Therefore, these spreadsheet programs are carried in Computer City’s inventory subsid-
iary ledger at a per-unit cost of $98, or $490 for the five pro

grams being returned, The entry
torecord this purchase return is as follows.
= ERENE e L T St T sl g L T s :
Accounts Payable (PC Products). .. . . Sunzsmens v 5 wiasomg Festewnes » el v SRS SEYES SR S 3 490 E:mbhﬁtm recorded
Inventory . ........ R R PP PP b U SN § ST 2 DR SR quisition
Returned five mislabeled spreadsheet programs to supplier. Net

cost of the returned items, $490 ($100 X 98% X 5 units)

The reduction in inventory must also be recorded in the subsidiary ledger accounts.

TRANSPORTATION COSTS ON PURCHASES

The purchaser sometimes may pay the costs of having the purchased merchandn:htzlg\;::dat;
its premises, Transportation costs relating to the acquisition of inventory, or :‘23;‘ s aceef b;ing
fotexpenses of the current period; rather, these charges are part °f_g‘1e cosiﬁc e, s
aquired. If the purchaser is able to associate transportation costs wttl1 SP:tCOf e r e,
€0Sts should be debited directly to the Inventory account as part of ;z:ses i
Ofen, puany diffezént products arvive in single shipment - ortati:)n cost applicable
tical for the purchaser to determine the amount of the total uanspvenient policy of debi-
o each product, For this reason, many companies follow the ;9-1:3 to an account entitled
ting a1 transportation costs on inbound shipments o .mereh:ill‘ 112 too small to show sepa-
"ansportation-in. The dollar amount of transportation-in ust dged to the amount reported in
fately in the financial statements. Therefore, it is often simply a
¢ income statement as cost of goods sold.

———

gms mvoice pn(:e I his dlffemnce ho" Jever, I "s"auy lmmatcnal
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. : with the matching prip.-

This treatment of transportation costs is not entirely ;ic;:s;;'tlelnitn inventory rather than tg

ciple. Some of the transportation costs apply to mc;:chﬂ:d however, that transportation costs

£oods sold during the current period. We have mc_ntlon ‘n‘ci ple of materiality, therefore, ugy.
are relatively small in dollar amount. The accounting pr

: I.
. avenient manne
ally justifies accounting for these costs in the most O

tl'ransactions Relating to Sales j

Credit te ount of sales revenue earned by the

i i also affect the am ; i

t terms and merchandise returns ¢ s

seller. To the extent that credit customers take advantsage ) caSlsl d CO'ulltS 0- return lnerchan
. § is reduced. Thus revenue hown in the income state

dise for a refund, the seller’s revenue 1 ment

i es.
of a merchandising concern is often called netes;allﬁnus
The term net sales means total sales revenue iy
sales discounts. The partial income statement in

sales returns and allowances and minyg
6-8 illustrates this relationship,

COMPUTER CITY
PARTIAL INCOME STATEMENT

FOR THE YEAR ENDED DECEMBER 1, 2018

‘. Sales..... .:':5,-(\
Lesg Sales retums and aflowances
 Salesdiscounts ..

?-f,fNét sales f-. R e

The details of this computation seldom are shown in an actual income statement. The nor-
mal practice is to begin the income statement with the amount of net sales.

SALES RETURNS AND ALLOWANCES

Most merchandising companies allow customers to obtain a refund by returning any merchan-
dise considered to be unsatisfactory. If the merchandise has only minor defects, customers
sometimes agree to keep the merchandise if an allowance (reduction) is made in the sales price,
Under the perpetual inventory system, two entries are needed to record the sale of mer.
chandise: one to recognize the revenue earned and the other to transfer the cost of the mer.
chandise from the Inventory account to Cost of Goods Sold. If some of the merchandise is
returned, both of these entries are partially reversed.
First, let us consider the effects on revenue of granting either a refund or an allowance,
Both refunds and allowances have the effect of nullifying previously recorded sales and

reducing the amount of revenue earned by the business. The following journal entry reduces
sales revenue as the result of a sales return (or allowance).

- Customer returned merchandise purchased on accdunt for
$1.000. Allowed customer full credit for retumed merchandise,

Sales Returns and Allowances js g contra-revenue account—that is, it is deducted from

&ross sales revenue as 3 step in determining net sales.

Sa1Why use a separate Sales Returns and Allowances account rather than merely debiting the
€s account? The answer is thag using a separate contra-revenye account enables management

to see both the tota] amount of sales and the amount of sales returns. The relationship between
these amounts gives manag

ement an indication of customer satisfaction with the merchandise.

If merchandise is returned b N

i Y the customer, i ¢ the cost 0
this merchandise from the T, a second entry is made to remov

. Cost of G : : records.
This entry is a5 follows, 00ds Sold account and restore it to the inventory
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cost of Goods T TV e P, 600 . o :
oreinthe Inventory account the cost of merchandise T e 600 the wn:om costof
T ,:f:r ed by a customer. : s

gALES DISCOUNTS

e have explained that sellers frequently offer cashy
aoe customers t0 make early payments for purchases

Sellers and buyers account for cash discounts quil
qted with cash discounts is not the discounts logs when payments
giscounts taken by customers who do pay within the

discounts, sych as 2/
On account,

10, 130, 16 encouyr.

.................. g e evnrssoien. 1000

.........................................
.................

Sold merchandise on account. invoice price, $1 \000; terms, 2/10, n/30,

1,000 §

If the Highlander Pub makes payment after the discount period has expired, Cémputer City
records the receipt of $1,000 cash in full payment of this account receivable. If it pays within
the discount period, however, the pub will pay only $980 to settle its account. In this case,

Computer City will record the receipt of the pub’s payment, as follows.

Accounts Receivable (Hightander Pub)..........covvvieieeinnninnns 1,000

Collected a $1,000 account recelvable from a customer who took a
2% discount for early payment.

Sales Discounts is another contra-revenue account. In the computing of net sales, sales
discounts are deducted from gross sales along with any sales returns and allowances. (If the
Customer has returned part of the merchandise, a discount may be taken only on the gross
amount owed after the return.

Contra-revenue accounts h)ave much in common with expense acgounts; both 'i;l: ded:;tl::
from gross revenue in determining net income, and both have d.eblt balanccs.do::d cto -
fevenue accounts (Sales Returns and Allowances and Sales Discounts) are

come Summary account in the same manner as expense accounts.

DELIVERY EXPENSES s custome,these osts are dbied

Ifthe seller incurs any costs in delivering merchandise to tatement, delivery expense is
0 an expense account entitled Delivery Expense. In an Ecozztsof goods sold.
Classified a5 5 regular operating expense, not as part of the

ACCOUNTING FOR SALES TAXES (o iaxes acully ar

ke o e S - I(fliﬁesv:? :rltemscller must collect the tax, ﬁ‘lie tax
! ller. However, : ¢ collected.
l:tgrosn:itog e consy;nc::iri);(;;:’nailg ::mit to govemmental agencies the taxe:

mes specifi /

nor-
o sales taxes are
— ¢ final consumer, thus o

ise is sold to th .
as‘h taxes are applicable only when merchandise 18 sol handise 10 retailers.

di
mally levied when manufactarers or wholesalers sell mef®
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at the time of the sales transacum
harged tO the customer L3 accoun.t,

nit for sales taxes 1s

ernmental U
i urnal entry.

For cash sales, sales tax is collected from the customer
the following j©

For credit sales, the sales tax is included in the amount ¢
In a computerized accounting system, the liability to the govVe
de, as shown 111

recorded automatically at the time the sale is ma
........ 1,070
....... o

1,000

Ej&-mm«um
of sale

. Cash (or Accounts Receivable). ... -.v« """ G el BT BT
5T Bl 83342 9 TSI
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'LEARNING OBJECTIVE

Define special journals and
explain their usefulness.

PP PP L L
To record sales of $1,000, subject to 7% sales tax-

unting System

many transactions
textbook illustrations,

using the format of a
as it allows us to

ﬁdodifying an Acco

this textbook we illustrate the effects of

urnal. This format is ideal for "
f an of business transaction-

1 en{xggeam useful for our purposes, they are not the most effi-

rd routine transactions. A supermarket, for example, may sell

¢ Clearly, it would not be practical to make a general journal

Therefore, most businesses use special jour-

transactions that occur frequently.

Throughout
two-column general jO
concisely show the effects 0

But while general journa
cient way for a business to reco

10,000 to 15,000 items per hou ;
entry to record each of these sales transactions.

nals, rather than a general journal, to record routine

SPECIAL JOURNALS PROVIDE SPEED AND EFFICIENCY

A special journal is an accounting record or device designed to record a specific type of rou-
tine transaction quickly and efficiently.

Some special journals are maintained by hand. An example is the check register in your
personal checkbook. If properly maintained, this special journal provides an efficient record
of all cash disbursements made by check.

But many special journals are highly automated. Consider the point-of-sale (POS) termi-
nals that you see in supermarkets and large retail stores. These devices record sales transac-
tions and the related cost of goods sold as quickly as the bar-coded merchandise can be passed

over the scanner.
Relative to the general journal, special journals offer the following advantages.

. Transactions are recorded faster and more efficiently.
Many special journals may be in operation at one time, further increasing the company’s

ability to handle a large volume of transactions.

Automation may reduce the risk of errors.
Employees maintaining special journals generally do not need expertise in accounting.

The recording of transactions may be an automatic side effect of other basic business activ-

ities, such as collecting cash from customers.

N lﬁos; bu(sii.ncsses use seParate special journals to record repetitive transactions such as sales

o ’1;;] ;I; ise, cash receipts, cashlpayments, purchases of merchandise on account, and pay-

o su}t 0 arg no rl}le:s' for the design or content of special journals. Rather, they are tailored
e usesrtlree s, ha:UVmes, and resources of the particular business organization.

Lsed for tran:ziz éonts tz:eC z;:g:(l]n.mng princ;ilples used in special journals are the same as those

‘ : : in a general journal. The diffe ie i i i
mq;es, notbm the information that is recorded rencesle inth recording
emember al ial "
Moty S'Ifil ltlfsla;‘:apec:)al journals are highly specialized in terms of the transactions
40 161 it Totp o1 of ry business still needs a general journal to record transactions that
: y of its special journals, including, f usti i i

entries, and unusual events such as a loss ; tai ed%l” i Tl g ot S
Management uses i i ustained from a fire

) information ab :

include setting prices, deciding whic(l)lut C::‘»é)amnents and products for many purposes. These

ge rformance of departmental manager: rB ol ooy o v, 0 WA

aﬁpartments with the highest margins - By concentrating sales efforts on the products 214
£ross profit rate. » management usually can increase the company's 0ver
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s ameasure of performance, the trend in net sales has some
mitations, espedélly whf.:n the company is adding new stores.
For these compifmes’ an increase in overall net sales in com-
parson 0 the prior year mfay.have resulted solely from sales at
ihe new stores. Sales at existing stores may even be declining,
Business managers and investors often focus on measures that
adjust for changes in the number of stores from period to period,

and on measures of space utilization. These measures include:

|. Comparable store sales. Net sales at established stores,

excluding new stores opened during the period. Indicates
whether customer demand is rising or falling at established
locations. (Also called same-store sales.)

2. Sales per square foot of selling space. A measure of how
effectively the company is using its physical facilities (such
as floor space or, in supermarkets, shelf space).

GROSS PROFIT MARGINS

Increasing net sales is not enough to ensure increasing prof-
itability. Some products are more profitable than others. In
evaluating the profitability of sales transactions, managers and
investors keep a close eye on the company’s gross profit mar-
gin (also called gross profit rate).

Gross profit margin is the dollar amount of gross profit,
expressed as a percentage of net sales revenue. Gross profit mar-
gins can be computed for the business as a whole, for specific
sales departments, and for individual products.
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* Lowe’s: 3479 percent ($19,558/$56,223)

* Tiffany & (o 59.69
-+ 9703 percent ($2,537/
* Walmart: 2429 per s

cent ($1 17,143/$482,229)

rate. Walmart's pricing enables it to sell products to many
customers. It makes money on volume—a lar
sales at a mode

ge amount of

St gross margin. Tiffany & Co sells luxury
products at a high price to a wealthy customer and, as a
rf:sglt, has the highest profit margin. But Tiffany’s pricing
limits the size of its market. Tt makes money on margin—a
modest amount of sales at a high margin. Lowe’s falls in
between Walmart and Tiffany in terms of both the amount
of sales and the gross profit rate.

In addition to computing the gross profit rate at a
moment in time, investors usually compute companies’
overall gross profit rates from one period to the next.
High—or increasing—margins generally indicate popular
products and successful marketing strategies. A substan-
dard or declining profit margin, on the other hand, oft'en
indicates weak customer demand or intense price

competition.”

‘Lt;we's Tiffany & Co.  Walmart

A $ 56,223 $ 4,250 $ 482,229

f N 36,665 _],_7_13 365,086

~ Cost of sales , =0 EE;_-,_ i
[Ty s v i T

?

wedixm‘hﬁinmrpmaﬁonofgmsspmﬁtmgcamrdcpthm@ap




q Financial Amnung

270
Chapter 6 Merchandising Activities

ETHICS, FRAUD, &
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As di ; .
alloil:nc:essse:rep':ov;zl;ﬂy in this chapter, sales discounts and
allowances reduce SICVENDE: ACCOMILE, Sa]est discounts and
bisctmectif dismumims; :lales. As such, net income will be
The Securities and and allowances zfre.not properly recorded.
axif B (A EX_Change Commission (SEC) brought an

orcement action against Pepsi-Cola Puerto Rico (Pepsi PR)
alleging that Pepsi PR understated its sales discounts and allow-
ances. Pepsi PR produces, distributes, and markets PepsiCo
beverages throughout Puerto Rico. Pepsi PR is a separate com-
pany and its stock was listed on the New York Stock Exchange
at the time of the SEC enforcement action.

The Coca-Cola bottler in Puerto Rico attempted t0 gain market
share by cutting prices. Pepsi PR responded by offering more gen-

erous sales discounts and allowances. However, offering these addi-
tional discounts and allowances would have reduced Pepsi PR’s net
instructed the company’s

income. The Pepsi PR general manager
finance staff not to record some of the sales discounts and allow-
ances given to customers. Pepsi PR’s failure to record discounts
and allowances resulted in net income for the first quarter being
overstated by $3.3 million and net income for the second quarter
being overstated by $5.7 million. Pepsi PR consented to an SEC
cease-and-desist order without either admitting or denying guilt.
Although Pepsi PR’ general manager initiated the scheme
that led to the misstatement of Pepsi PR’s financial statements,
the failure to record sales discounts and allowances was car-
ried out by the company’s director of finance and other finance
department staffers. The individuals who carried out this
scheme knew that Pepsi PR’s financial results would be mis-
stated if sales discounts and allowances were not recorded cor-
rectly. However, these individuals were unwilling to defy their
superior, even when their superior was asking them to engage in
unethical and illegal behavior. In cases of fraudulent financial
reporting, subordinates being pressured by superiors to imple-
ent the fraud scheme is relatively common.

GOVERNANCE

' bear on subordinates to imple-
The pressure prought t© |
ment fgudulent schemes developed by top management
be intense Top management can t.hregten employ-

can often bé1 . e e

TR i articip
i o if they fail O P :
geswill teriinet o ho acquiesce to such pressure ¢

Unfortunately. ém a1 risks. Unlike their superiors, the
level employees who actually imple- |
cheme are all over the incriminating

fingerprints of lower-
a midleve ;|

ment the fraudulent S
documents. For example,

convicted of participating ina
financial statements was sentenc :
prison (although this sentence was substantially reduced é

on appeal). This individual's bo§ses, who Were equally {
complicit in the scheme, pled guilty and testified against '/
their former employee- They received less than five years %
in prison. ¢

The Sarbanes-
lower-level employ
an accounting frau
must establish proc
that can be used by

1 tax manager who was -
scheme to misstate Dynegy’s :
ed to 24 years in federal

s

Oxley Act provides some protection fori%
a
&

ces who are pressured to participate in -
d. Public company audit committees .
edures (typically company “hotlines”) (
employees reporting concerns related &
to questionable accounting or auditing matters. In addition,
Sarbanes-Oxley includes certain “whistleblower” protec- i
tions. No public company may discharge, demote, suspend
threaten, harass, or in any other manner discriminat;
agains:t an employee if the employee provides information i
or assistance in an investigation involving securities fraud
In addition, under the Dodd-Frank Act of 2010, Congrcs; '
authorized the SEC to pay monetary awards to whistleblow- -
ers who provide original information that leads to an SEC
action where penalties of $1 million or more are assessed |
The whistleblower is entitled to a reward of between 10 anci '
30 percent of the SEC penalty. Dodd-Frank also strength-
ened the whistleblower protections in SOX.

[Concluding Remarks

J

The Overni i s )
measur:;:zfth ta:; t:esgrrt?: , l'llustranon p're_semed in Chapter 2 through Chapter 5 addressed
chapter, we have had anoppgo;;:fs pertaining to a service-type business. Throughout this
the results for their operation ;{y to see how }nerchandising companies measure and report
remainder of this textbook s. Many of the illustrations and assignments throughout the
In Chapter 7, we ex a:u‘ nzm based upon perchandising enterprises.

disers. In Chapter 8, we fo aCCOunt.s receivable and other liquid assets common to merchan-

' cus upon issues related to merchandise inventories. Measuremert

:cmd reporting issues that pertain
in a subsequent course,

primarily to manufacturing companies are generally cove



pescribe the operating cycle of a merchandising

6-1 he operating cycle is the repeating sequence of

compam s by which a company generates revenue and cash
S‘acn?m  customers. In a merchandising company, the

receipts cycle consists of the following transactions: (1)

operating of merchandise, (2) sale of the merchandise—often on

ngzﬁesand (3) collection of accounts receivable from customers,

accout

L06‘2 Understand the components of a merchandising
ompany’s income statement.In a merchandising company’s
5 come statement, sales (Or net sales) represent the tota]
]rrelvenue generated by se_lling merchandise to its customers,
As items are sold from mvenu_)ry. their costs are transferred
from the balance sheet to the income statement, where they
gppear as the cost of goods sold. '1_‘he cost of goods sold
is subtracted from sales to determine the company’s gross
profit. Other expenses (such as wages, advertising, utilities,
and depreciation) are subtracted from gross profit in the
determination of net income. Only if a company’s gross profit
exceeds the sum of its other expenses will it be profitable.

LO6-3  Account for purchases and sales of merchandise

ina perpetual inventory system. In a perpetual inventory

system, purchases of merchandise are recorded by debiting the
Inventory account. Two entries are required to record each sale:
one to recognize sales revenue and the second to record the cost

of goods sold. This second entry consists of a debit to Cost of
Goods Sold and a credit to Inventory.

LO6-4  Explain how a periodic inventory system
operates. In a periodic system, up-to-date records are not
Maintained for inventory or the cost of goods sold. Thus less
recordkeeping is required than in a perpetual system.

The beginning and ending inventories are determined by
taking a complete physical count at each year-end. Purchases
&e recorded in a Purchases account, and no entries are made to
ecord the cost of individual sales transactions. Instead, the cost
of g00ds sold is determined at year-end by a computation such
S the following (dollar amounts are provided only for purposes
of example),

Beginning inventory

$ 30,000
Add: Purchases

180,000
Cost of goods available for sale

$210,000
Less: En ding inventory 40,000
Cost of goods sold $170,000

The amounts of inventory and the cost of goods sold are
mco‘:;‘ad in the accounting records during the year-end closing
ures,

!“06'5 Discuss the factors to be considered in selecting gn
"ventory system. In general terms, a perpetual system shétl
Used when (1) management and employees need timely

be
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ltxtl\?:f:;uon agout nventory levels and product sales, and 2)
X reasonl:liallly as the resources to develop this information at
—r € cost. A periodic system should be used when the
useluiness of current information about inventories does not
Justify the cost of Maintaining a perpetual system.

Perpetpal systems are most widely used in companies with
c9mputenzed accounting systems and in businesses that sell
high-cost merchandise. Periodic systems are most often used in
small businesses that have

manual accounting systems and that
sell many types of low-cost merchandise.

LO6-6  Accountfor additional merchandising transactions
related to purchases and sales.

Buyers should record purchases
at the net cost and record any cash discounts lost in an expense
account. Sellers record sales at the gross sales price and
record in a contra-revenue account all cash discounts taken by
customers.

Assuming a perpetual inventory system, the buyer records a
purchase return by crediting the Inventory account for the net
cost of the returned merchandise. In recording a sales return,
the seller makes two entries: one to record Sales Returns and
Allowances (a contra-revenue account) for the amount of

the refund and the other to transfer the cost of the returned
merchandise from the Cost of Goods Sold account back into the
Inventory account.

Buyers record transportation charges on purchased
merchandise either as part of the cost of the merchandise or
directly as part of the cost of goods sold. Sellers view the
cost of delivering merchandise to customers as an operating
expense.

Sales taxes are collected by retailers from their customers
and paid to state and city governments. Thus collecting sales
taxes increases the retailer’s assets and liabilities. Paying the

sales tax to the government is payment of the liability, not an
expense.

¥
2

LO6-7  Define special journals and explain their .
usefulness. Special journals are accounting rgcorfls or Flevnces
designed to record a specific type of transaction in a highly
efficient manner. Because a special joum.al is used only to
record a specific type of transaction, the journal may be \ocﬂ:;;d
at the transaction site and ma.'mta:mcfl by employees othc.r
accounting personnel. Thus specl_al 50urpals reduce u\e time,
effort, and cost of recording routine business transactions.

- re the performance of a merchandising
‘l;g!?e?s. ’Ih?r:a:r:‘: numepr(e)us measures used 10 _eva:\uat‘e the
performance of merchandising businesses. In this ¢ \:\p e;;m
we introduced three of these measures: () comp:m ed o
sales, which helps determine whe\h'er customcx\’ eman ‘ll
rising or falling at establishc'd locations, (2) sales ;;;r s&d
foot of selling space, which is gme_asune gf .how effec u-,y
a merchandising business is using its facﬂme§ to ﬁe{\era f
revenue, and (3) gross profit percentages. which e‘ p USers O
financial statements gain ins1‘ght about a company’s pricing
policies and the demand for its products.
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Chapter 6 Merchandising Activities

Key Terms Introduced or
Empbhasized in Chapter 6

cx;:'nnble store s'ales (p- 269) A comparison of sales figures at
established stores with existing “track records.” (Also called same-
store sales),

contra-revenue account (p. 266) A debit balance account that is
offset against revenue in the income statement. Examples include
Sales Discounts and Sales Returns and Allowances.

c'ontroI account (p. 254) A general ledger account that summa-
rizes the content of a specific subsidiary ledger.

cost of goods sold (p. 253) Thecosttoa merchandising company
of the goods it has sold to its customers during the period.

gross profit (p. 254) Net sales revenue minus the cost of goods

sold.
gross profit margin (p. 269) Gross profit expressed as percent-

, :ve to the perpet-
(p. 258) An ahernative "o
° It eliminaes the need ©f ““""‘d"m
. However, the amounts .
not known until 8 complete physical

) A system of accounting
perpetual inventory ’!m_: ns in which the Inventory and Cost of

for merchandising transacty :
Goods Sold accounts are kept papetuluy u;to—daxe'c i
int-of-sale POS) terminals (P- 268) ectroni o mpmpos
used for computer-based processing <;f sales mamfrom o bﬁ TEEs
inal i tif'cScachiwnofmen:
:;:n" lz::;]oflealt‘icallly sale and upd.ﬂm the computer-based
inventory records. .
inventory systems 'l
Jow-cost merchandise.
sales per square foot of selling space (

cient use of available space- o
: 268) An accounting recora or gned
al journal (p 268) s type of on

. large numbers of a particul ‘ :
for recording !arg A business may use many different kinds of

. 255

p. 269) A measure of effi-

s

age of net sales. Also called gross profit rate.
inventory (p. 252) Merchandise intended for resale to customers. quickly and efficiently.
ise through special journals.
inventory shrinkage (p. 257) The loss of merchandise N .
such causes as shoplifting, preakage, and spoilage. subsidiary Iedger (p- 254.) A l::ego:'a] o:nmcfz;nf ::!;::S aooou‘n:
net sales (p. 266) Gross sales revenue less sales returns andallow-  for each of the items maklt:]g ‘;‘[:h e D bal - a‘:coungmmmi
ances and s;ﬂcs discounts. The most widely used measurc of dollar lth:; generale(llzi]gz :lteb :;m cc; e eemeral ]edancesgcr S m—z
i i t. edger are accoun
sales volume; usually the first figure shown in an income statemen itot -
overating cycle (p- 252) The repeating sequence of transactions  taking @ ph;t'swal inventory (p. 25’_7). Tpe procedure of counting
b; which a business generates its revenue and cash receipts from all merchandise on haqd and determining n; cost.
customers. g . . e L e ‘
Demonstration Problem

sells saceite traclvcingy systems for réceiving television broadéasis from communi-
cations satellites in space. At December 31, 2018, the company’s inventory amounted to $44,000.
During the first week in January 2019, STAR-TRACK made only one purchase and one sale. These

transactions were as follows.
untain Resort for $20,000 cash. The system

Jan.3 Sold atracking system to Mystery Mo
consisted of seven different devices, which had a total cost to STAR-TRACK of $11,200.

Jan.7 Purchased two Model 400 and four Model 800 satellite dishes from Yamaha Corp. The
total cost of this purchase amounted to $10,000; terms 2/10, n/30.

STAR-TRACK records purchases of merchandise at net cost. The company has full-time account-
ing personnel and uses a manual accounting system.

Instructions

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

b. Prepare journal entries to record these transactions, assuming that STAR-TRACK uses 2
perpetual inventory system. ,

¢. Explain what information in part b should be posted to subsidiary ledger accounts.

d. Compute the balance in the Inventory control account at January 1.

e. Prepare journal entries to record the two transactions, assuming that STAR-TRACK uses 2
periodic inventory system.

f. Compute the cost of goods sold for the first week of January, assuming use of the pﬂ'iOdic
system. As the amount of ending inventory, use your answer to part d.

g Which type of invent i
Feisonng ory system do you think STAR-TRACK should u

h. Determi :

ine the gross profit margin on the January 3 sales transaction.

se? Explain your
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Solution to the Demonstration Problem

a. The operating cycle of a merchandising company consists of purchasing merchandise, sell-
ing that merchandise to customers (often on account), and collecting the sales proceeds from

those customers. In the process, the business converts cash into inventory, the inventory into
accounts receivable, and the accounts receivable into cash.

b. Journal entries assuming use of a perpetual inventory system.

GENERAL JOURNAL
Date

Account Titles and Explanation Debit  Credit
2019
Jan. 3 Cash. 20,000
Sales ... 20,000
Sold tracking system to Mystery Mountain
Resort.
3 Costof Goods Sold. . .........o.ooo 11,200
Inventory. ... 11,200
To record cost of merchandise sold.
; 7 Inventory

Accounts Payable (Yamaha Corp)..................... 9,800
Purchased merchandise. Terms, 2/10,
n/30; net cost, $9,800 ($10,000, 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 quantities
of the types of merchandise 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.

d. $42,600 ($44,000 beginning balance, less $11,200, plus $9,800).
e. Journal entries assuming use of a periodic inventory system.

GENERAL JOURNAL

:f Date Account Titles and Explanation Debit  Credit
H
2019
Jan. 3 (-1, T T P 20,000
SAIES . comesenn w45 5 3 A § 5§ 5§ 5 GHEA T ¥ v e 0 4 e o o 20,000
Sold tracking system to Mystery Mountain
Resort.
7 PUICRESES - oo evtivrernaansransssassanemnnnsanataanns 9,800
Accounts Payable (Yamaha Corp) .......ccvveniinienns 9,800

Purchased merchandise. Terms, 2/10,
n/30: net cost, $9,800 ($10,000, less 2%).

f. | Cdmputatioﬁ of the cost of goods sold.

5, - s owr s = y P

M Wb B @ B DRI v Pl B e ad N e 0 G e, AN e B e G AT N
SRl L Bk e = T PR MY v Pl B s sl el

o TR . S48

............... $44,000

JAventory, JANUANY 1 ... ...nvreurnn et Lo
AGE: PUICRESES -+« « v vt eeversaeae e rs st s s s st sttt ]

......... 800

Cost of goods available for Sale ... ....ooueeieeerreriene e si:: 0
Less: Inventory, January 7 (perpartd). .....oovveviiieinnarinrte e y

................. 11,200
Costofgoodssold.................................ﬁ.: ..... $




