fncome Statement for a Merchandising Compamny

The income statement for retailers and wholesalers contains three features not
found in the income statement of a service enterprise. These features are: (1) a
sales revenue section, (2) a cost of goods sold section, and (3) gross profit. Using
assumed data for specific operating expenses, the income statement for High-
point Electronic, Tnc. is shown in IHustration 5-11.

Up to this point, we have been primarily concerned with measuring net income
in a merchandising company. We have also illustrated the basic entries in re-
cording transactions relating to sales and purchases. Now it is time to consider
the remaining steps in the accounting cycle that were identified in Chapter 4.

Each of the required steps in the cycle applies to a merchandising company.
Again, a work sheet is an optional step. To illustrate the steps in the cycle, we
will assume that Highpoint Electronic uses a work sheet.
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Using a Work Sheet

As indicated in Chapter 4, a work sheet enables financial statements 10 be pre-
pared before the adjusting entries are journalized and posted. The steps in pre-
paring a work sheet for a merchandising company are the same as they are for
a service enterprise (see pages 131-134). The work sheet for Highpoint Elec-
tronic, shown in [llustration 5-12, contains all the income statement data ex-
plained above plus other data. The unique accounts for a merchandising com-
pany are shown in capital letters in red.

Trial Balance Columns

Data for the trial balance are obtained from the ledger balances of Highpoint
- Electronic at December 31. The amount shown for Merchandise Inventory,
$36,000, is the beginning inventory.

Adjustments Columns

A merchandising company generally has the same types of adjustments as a
service company. As you see in the work sheet, adjustments (a), (b), and (c) are
for insurance, depreciation, and salaries. These adjustments were also required
for Piorieer Advertising Agency, Inc. as illustrated in Chapters 3 and 4.

JLLUSTRATION 5-11

Intcome statement for a mer-
chandising company

He[pful hints  The far right
cotumn identifies the major sub-
divisions of the income state-
ment. Moving from right to left,
the next column identifies the
primary items comprising cost of
goods sold of $316,000 and op-
erating expenses of $1F4,000; in
addition, contra revenue items
of $20,000 are reported. The
third column explains cost of
goods purchased of $320,000.
The fourth column reports con-
tra purchase items of $17,200.
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ILLUSTRATION 5-12

Work sheet for merchandis-
ing company

After all adjustment data are entered on the work sheet, the equality of the
adjustment column totals is established. The balances in all accounts are then
extended to the adjusted trial balance columns.?
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Adjusted Trial Balance

The adjusted trial balance shows the balance of all accounts after adjustment at
the end of the accounting period. Note that beginning inventory was not ad-
justed. Therefore it is extended to the adjusted trial balance in the amount of
$36,000.

2Conceptually, it can be argued that the change between the beginning and ending inventory balances
should be showr: on the work sheet as an adjustment. We have elected to consider the change in inventory
to be part of the closing progess. Both approaches are acceptable and accomplish the same objective. The
adjusting entry approach is explained and Hlustrated in Appendix C at the end of the chapter.
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Income Statement Coluimns

The accounts and balances that affect the income statement are transferred from
the adjusted trial balance columns to the income statement columns. For High-
point Electronic, regarding the merchandise accounts in the income statement
columns, Sales of $480,000 is shown in the credit column whereas the contra
revenue accounts, Sales Returns and Allowances of $12,000 and Sales Discounts
of 8,000, are shown in the debit column. Thus, the difference of $460,000 is the
net sales shown on the income statement. Similarly, Purchases of $325,000 and
Freight-in of $12,200 are extended to the debit column. The contra purchase ac-
counts, Purchase Returns and Allowances of $10,400 and Purchase Discounts of
$6,800, are extended to the credit columns.

The work sheet procedures for the account Merchandise Inventory merit
specific comment. The procedures are:

1. The beginning balance, $36,000, is extended from the adjusted trial bal-
ance column to the income statement debif column. From there it can
be added in reporting cost of goods available for sale in the income
statement.

2. The ending inventory, $40,000, is added to the work sheet by an income
statement credit and a balance sheet debit. The credit makes it possible
to deduct ending inventory from the cost of goods available for sale in
the income statement to determine cost of goods sold. The debit means
the ending inventory can be reported as an asset on the balance sheet.

These two procedures are specifically illustrated below:

TLLUSTRATION 5-13

Work sheet procedures for
invenfories

The computation for cost of goods sold, taken from the income statement col-
umns in [ustration 5-12, is as follows:

ILLUSTRATION 5-14

Computation of cost of goods
sold from work sheet col-
UIns '

Ffeight-iﬁ
Total debits .
Less: Total credits, -~ <" 57,200
Cost of goods sold -~ $316,000

Finally} all the credits in the income statement column should be totaled and  Helpful hint In a periodic sys-
tompared to the total of all the debits in the income statement column. If the tem, cost of goods sold is a
credits exceed the debits, then the company has net income. In Highpoint Blec-  “omputadion—t i o oope:
tronic’s case there was net ineome of $30,000. Conversely if the debits exceed the ' 2ceount with a balance.
FrEdits, the company would report a net loss.

Balance Sheet Columns

The major difference between the balance sheets of a service company and a
Merchandising company is inventory. For Highpoint Electronic, the ending in-
Ventory amount of $40,000 is shown in the balance sheet debit column. Note also
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that the information to prepare the retained earnings statement is also found in
these columns. That is, the retained earnings account balance is $33,000. The
dividends are $15,000. Net income results when the total of the debit column
exceeds the total of the credit column in the balance sheet columns of the work
sheet. Conversely, a net loss results when the total of the credits exceeds the total
of the debit balances. These three amounts comprise the contents of the retained
earnings statement.

Preparing Financial Statements

As is true in a service enterprise, financial statements for a merchandising com-
pany are prepared from the financial statement columns of the work sheet. The
income statement for Highpoint Electronic has already been illustratéd.

The retained earnings statement is as follows: -

ILLUSTRATION 5-15

Retained earnings statement

The classified balance sheet, then, is as follows:

iLLUSTRATION 3-16
Classified balance sheet
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In the balance sheet, merchandise inventory is reported as a current asset
immediately below accounts receivable, Recall that items are listed under current
assets in the order of liquidity. Merchandise inventory is less liquid than accounts
receivable because the goods must first be sold and then collection must be made
from the customer.

The normal operating cycle for a merchandising company ordinarily is
longer than it is for a service company. Graphically, the cycle can be depicted as
shown in IHustration 5-17.

REUSTRATION 5-17

Operating cycle for a mer-
chandising company

Journalizing and Posting Adjusting Entries

Adjusting entries are journalized from the adjustment columns of the work sheet.
Because the journalizing and posting of the entries are the same as they are for
a service enterprise, they are not illustrated here.

Journalizing and Pesting Closing Entries

For a merchandising company, like a service enterprise, all accounts that affect
the determination of net income are closed to Income Summary. Data for the
preparation of closing entries may be obtained from the income statement col-
umns of the work sheet. In journalizing, all debit column amounts are credited,
and all credit column amounts are debited. To close the merchandise inventory:

. 1. The beginning inventory balance is debited to Income Summary and
credited to Merchandise Inventory.
2. The ending inventory balance is debited to Merchandise Inventory and
credited to Income Sumumary.

The two entries for Highpoint Electronic are:

1
Dec. 31 Income Summary W 36,000

Merchandise Inventory 36,060
{To <lose beginning inventory)

2
31 | Merchandise Inventory @ 40,600 Y

Income Summary 40,000
{To record ending inventory)
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ILLUSTRATICN 5-18

Posting closing entries for
merchandise inventory

Helpful hint  Except for mer-
chandise inventory, the easiest
way to prepare the first two
closing entries is to identify the
temporary accounts by their bal-
ances and then prepare one en-
try for the credits and one for
the debits.

Helpful hint Close inventory
with other accounts in hame-
work problems unless stated
otherwise.

- After posting, the Merchandise Inventory and Income Summary accounts
will show the following:

Often, the closing of merchandise inventory is included with other closing
eritries, as shown below for Highpoint Electronic. |

Dec. 31 | Merchandise Inventory (Dec. 31) 40,000
Sales 480,000
Purchase Returns and Allowances 10,400
Purchase Discounts ~ 6,800
Income Summary : 537,200
(To record ending inventory and close accounts with
credit balances)
31 | Income Summary 507,200
Merchandise Inventory (Jan. 1) 36,000
Sales Returns and Allowances 12,000
Sales Discounts 8,000
Purchases 325,000
Freight-in 12,200
Store Salaries Expernse 45,000
Rent Expense 19,606
Freight-out 7,000
Advertising Expense 16,000
Utilities Expense 17,000
Depreciation Expense 8,000
Insurance Expense 2,000
{To close beginning inventory and other income
statement accounts with debit balances)
31 | Income Summary 30,000
Retained Earnings 30,000
(Yo close net income to retained earnings)
31 | Retained Earnings 15,000
Pividends ' 15,000
{To close dividends to retained earnings)

After the closing entries are posted, all temporary accounts have zero bal-
ances. In addition, Retained Earnings has a credit balance of $48,000: beginning
balance + net income — dividends ($33,000 + $30,000 -~ $15,000).

Preparing the Post-Closing Trial Balance

After the closing entries are posted, the post-closing trial balance is prepared.
The only new account in the post-closing trial balance is merchandise inventory.
The post-closing trial balance for Highpoint Electronic at December 31, 1995, is
shown in Iustration 5-19.
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HLLUSTRATION 5.9

Post-closing trial balance



