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Intended Use

This module introduces the inventory system, costing methods, and accounting for retailers (merchandisers). SAP is used to show examples of inventory purchases and reports.

Module Learning Objectives
After completing this module, students should be able to:
1. Describe merchandising activities.

2. Describe perpetual and periodic inventory systems.

3. Analyze and record merchandise purchases transactions using a perpetual system.

4. Analyze and record merchandise sales transactions using a perpetual system.

5. Examine adjusting entries for a merchandising company.

6. Describe the two income statement types for a merchandising company.

7. Prepare closing entries for a merchandising company.

8. Identify the costs included in merchandise inventory.

9. Compute the cost of goods sold and merchandise inventory using specific identification; moving weighted average; first-in, first-out (FIFO); and last-in, first-out (LIFO) for a perpetual system. 

10. Analyze the effects of the costing methods on financial reporting.

11. Compute the lower of cost or market value of inventory.

12. Analyze the effects of inventory errors on current and future financial statements.

13. Apply both the gross profit and retail inventory methods to estimate inventory.

14. Compute the cost of goods sold and merchandise inventory using specific identification, moving weighted average, FIFO, and LIFO for a periodic system.

15. Outline merchandise turnover and days’ sales in inventory ratios.

16. Run an SAP demonstration.

17. Practise entering purchases and payments in SAP.

Instructor Outline
Merchandising Activities

Reporting Financial Performance

Revenue (net sales) from selling merchandise minus the cost of merchandise (goods) sold to customers is called gross profit. This amount minus operating expenses determines the net income or loss for the period.

Reporting Financial Position

Reporting is the same as for a service business, with the addition of one current asset called merchandise inventory.

Merchandise inventory, or simply inventory, refers to products a company owns for the purpose of selling to customers. The cost of this asset includes the cost incurred to buy the goods and ship them to the store, and other costs necessary to make them ready for sale.

The operating cycle begins with the purchase of merchandise and ends with the collection of cash from the sale of merchandise.

Inventory Systems

Two approaches are commonly used to capture the cost of goods sold and the cost of the inventory (goods on hand).

1.
Perpetual Inventory 


This system provides a continual record of the amount of inventory on hand. It accumulates the net cost of merchandise purchases in the Merchandise Inventory account. When an item is sold, its cost is subtracted from the inventory account and recorded in a Cost of Goods Sold account.

2.
Periodic Inventory 


This system does not require continual updating of the inventory account. The cost of new merchandise is recorded in a temporary Purchases account. The inventory account is updated and the cost of goods sold is updated only at the end of an accounting period.

Accounting for Merchandise Purchases (Perpetual System)

All costs of merchandise for resale are debited to Merchandise Inventory. These costs could include the invoice cost of merchandise and any freight charges to be paid by the purchaser.

Purchase Allowance

A purchase allowance is a reduction in the cost of defective merchandise received by a purchaser from a supplier. A debit memorandum is a form issued by the purchaser to inform the supplier of a debit made to the supplier’s account, including the reason for the return or allowance. The memorandum gets its name from the issuer.

The purchaser makes the following account entries:

· Debit Accounts Payable or Cash (if refund given).

· Credit Inventory.

Trade Discounts

Trade discounts are reductions from the list price (catalog price) to arrive at the invoice price (actual selling price). Trade discounts are not entered into accounts.

Transactions are recorded using list price minus trade discount. The following entries record purchases:

· Debit Inventory.

· Credit Accounts Payable.

Purchases Discounts

Cash discounts may be awarded to purchasers for payment within a specified time period called the discount period. For example, the credit terms “2/10 n/30” offer a 2% discount if the invoice is paid within 10 days of the invoice date.

The following entries are made for payment within the discount period.

· Debit Accounts Payable (full invoice amount).

· Credit Cash (amount paid = invoice – discount).

· Credit Purchases Discount (amount of discount).

A system should be set up to ensure that all invoices are paid within the discount period. Failure to take advantage of cash discounts can be very costly.

Returns and Discounts

Purchase returns are items received by a purchaser but returned to the supplier. Discounts can only be taken on the balance due on the invoice after a return.

Transportation Costs

Responsibility is established by the terms used.

FOB (free on board) shipping point means the buyer pays the shipping costs, which increases the cost of merchandise.

· Debit Inventory.

· Credit Cash or Accounts Payable (if to be paid for with merchandise later).
FOB destination means the seller pays shipping costs, which are an operating expense for the seller.

· Debit Delivery Expense (or Transportation-Out or Freight-Out).

· Credit Cash.

Transfer of ownership is also defined by the terms used.

· FOB shipping point – the title transfers at the shipping point.

· FOB destination – the title transfers at the destination.

Notice that responsibility for transportation costs follows ownership.

Recording Purchases Information

The net cost of purchased merchandise according to the cost principle is recorded in the inventory account.

The inventory is debited or increased for invoice and transportation costs, and credited or reduced for returns, allowances, and discounts.

Accounting for Merchandise Sales (Perpetual System)

Sales Transactions

Recording has two parts:

1.
Recognize revenue.

Debit Accounts Receivable (or Cash) for the invoice amount.

Credit Sales for the invoice amount.

2.
Recognize cost.

Debit Cost of Goods Sold for the cost of the inventory sold.

Credit Inventory for the cost of the inventory sold.

Sales Discounts

Cash discounts awarded to customers for payment within the discount period are recorded upon collection for sale.

Collection after discount period:

· Debit Cash.

· Credit Accounts Receivable for the full invoice amount.

Collection within discount period:

· Debit Cash for the invoice amount less the discount.

· Debit Sales Discount for the discount amount.

· Credit Accounts Payable for the full invoice amount.

Sales Returns and Allowances

Sales returns are merchandise customers return to the seller after a sale.

Sales allowances are reductions in the selling price of merchandise sold to customers, usually for damaged merchandise that a customer is willing to keep at a reduced price.

· Debit Sales Returns and Allowances.

· Credit Accounts Receivable.

The following additional entry is made if the returned merchandise is salable:

· Debit Inventory.

· Credit Cost of Goods Sold.

Sales Returns and Allowances is a contra-revenue account, a subtraction from Sales.

Net Sales = Sales –  (Sales Discount + Sales Returns and Allowances).

Additional Merchandising Issues

Adjusting Entries

This process is generally the same as for a service business, though additional adjustments may be needed to cover any inventory losses. Referred to as shrinkage, these losses are determined by comparing a physical count of the inventory with recorded quantities.

· Debit Cost of Goods Sold.

· Credit Inventory.

Income Statement Types

Two common formats are used, multiple-step and single-step.

Multiple-step formats are more detailed than single-step formats that subtract expenses from revenues. They show gross product as a step towards determining net income. There are two types:

· Multiple-step (classified) shows details of net sales and classifies expenses as selling or general and administrative. 

· Multiple-step does not show details of net sales computation, and expenses are not classified as selling or general and administrative.

Single-step formats include the cost of goods sold as an operating expense and show only one subtotal for total expenses and one subtraction to arrive at net income. The following formulas are used:

· Net Sales = Gross Sales – (Sales Returns/Allowances + Sales Discount).

· Gross Profit = Net Sales – Cost of Goods Sold.

· Cost of Goods Sold = Beginning Inventory + Goods Purchased – Ending Inventory.

· Goods Purchased = Purchases – (Purchase Returns/Allowances + Purchases Discount) + Transportation-In.

· Operating Income = Gross Profit – Operating Expenses.

Operating expenses can be further broken down into Selling and General and Administrative Expenses.

Closing Entries

· Close credit balances in temporary accounts to Income Summary.

· Close debit balances in temporary accounts to Income Summary.

· Close Income Summary to Owner’s Capital.

· Close Withdrawals to Owner’s Capital.

Inventory Items and Costs

A merchandise inventory includes all goods owned by a company and held for sale.

A physical count of inventory is generally taken at the end of a firm’s fiscal year or when inventory amounts are low (at least once per year).

The inventory is used to adjust the inventory account balance to the actual inventory on hand and thus account for theft, loss, damage, and errors.

The process of matching relevant costs against revenues involves decisions that affect inventory, cost of goods sold, gross profit, and net income.

Four methods are used to assign costs to inventory and goods sold in a perpetual inventory system:

1.
 Specific Identification


As sales occur, the cost of goods sold is charged with the actual invoice or cost, leaving actual costs of inventory on hand in the inventory account.

2.
First-in, First-out (FIFO)


This method assumes that the oldest items are sold first and that any remaining inventory is from the newest stock.

3.
Last-in, First-out (LIFO)


This method assumes that the newest items are sold first and that any remaining inventory is from the oldest stock. 

4.
Moving Weighted Average


The average cost of merchandise inventory is computed at the time of each purchase. The average is calculated by dividing the cost of goods available by the units on hand.

Advance computing technology has made perpetual inventory systems more affordable and more widely used. These systems provide real-time inventory information and therefore a competitive advantage.

Merchandising Cost Flows

Net Purchases flow into Inventory, from there to Cost of Goods Sold on the Income Statement. The remaining Inventory Balance is reported on the Balance Sheet and becomes the beginning Inventory for the next period.

Financial Reporting and Inventory

The full disclosure principle requires the inventory costing method to be identified in financial statements or notes.

When purchase prices are rising or falling, each of the acceptable cost assignment methods assigns different cost amounts and offers certain advantages. Using rising prices as an example:

· Specific identification costs depend on the number of units actually sold.

Advantage: Costs and revenues are matched exactly.

· FIFO assigns the lower (earlier) costs to cost of goods sold, resulting in the highest gross profit and the highest net income.

Advantage: Inventory on the balance sheet most closely approximates the current replacement cost.

· LIFO assigns the higher (later) costs to cost of goods sold, resulting in the lowest gross profit and the lowest net income.

Advantage: Current costs are more closely matched with revenues on the income statement.

· Moving weighted-average method costs fall between those of FIFO and LIFO.

Advantage: Price changes are smoothed out.

Financial Reporting

The consistency principle requires the use of the same accounting methods period after period so the financial statements are comparable across periods. The consistency principle does not require a company to use one method exclusively; however, different methods can be used to value different categories of inventory.

Changing a method is acceptable if it improves financial reporting. The full disclosure principle requires that the type of change, its justification, and its effect on net income be reported in the statement notes.

Lower of Cost or Market (LCM)

Accounting principles require that inventory be reported on the Balance Sheet at market value when this value is lower than cost (the price paid for the goods).

The market value of the ending inventory is determined by using either the net realizable value (the selling price less any costs of making the sale) or the current replacement value.

If the comparison of cost to market value indicates that the market value is lower, the inventory is written down to the market value. Loss of inventory value is recorded as an increase to the period’s cost of goods sold.

The lower of cost or market pricing is applied

· to the inventory as a whole,

· to major categories or products, or

· separately to each product in the inventory.

LCM is often justified with reference to the conservatism principle.

Errors in Reporting Inventory

Inventory errors cause misstatements in cost of goods sold, gross profit, net income, current assets, and owner’s equity.

The erroneous ending inventory of one period becomes the erroneous beginning inventory of the next period and results in errors in that period’s statements.

· If the ending inventory is overstated, net income will be overstated. (Ending inventory and net income will behave in the same way.) 

· If the beginning inventory is overstated, net income will be understated. (Beginning inventory and net income will behave in opposite ways.)

Misstatements in subsequent periods will offset (be opposite of) the previous period’s errors in cost of goods sold, gross profit, and net income.

Estimating Inventory

· The gross profit method estimates the cost of inventory by applying the gross profit ratio to net sales (at retail). The gross profit ratio determines what percentage of each dollar of sales is gross profit.

· The retain inventory method estimates the cost of ending inventory for interim statements in a periodic inventory when a physical count is taken only annually. The following procedure is applied:

· Subtract sales (general ledger amount) from goods available measured at retail price (retail data in supplementary records) to get ending inventory at retail.

· Find cost ratio by dividing cost of goods available by goods available at retail.

· Apply cost ratio to ending inventory at retail to convert to ending inventory at cost. 

The cost ratio is also used to convert a physical inventory taken using retail price to cost. 

Inventory shrinkage can be measured by comparing the converted physical inventory to the estimated inventory.

Assigning Costs to Inventory in the Periodic System

The major difference in comparison to the perpetual system is that cost assignments are made at the end of the period instead of as sales are made. Also, cost assignments are made to units in ending inventory, not specifically to items sold.

Comparison of results by method:

· Specific identification: results are the same in periodic and perpetual systems.

· FIFO: results are the same in periodic and perpetual systems.

· LIFO: results differ because in the periodic system the timing of the cost assignment changes what is identified as the last cost.

· Moving weighted-average: results differ because in the periodic system the average cost is calculated only at the end of a period.

Inventory / Merchandise Ratios

The merchandise turnover is the number of times a company’s average inventory is sold during an accounting period (how many times inventory is “turned over”).

Calculated as: 
Cost of goods sold


Average merchandise inventory

The days’ sales in inventory is a ratio that estimates how many days it will take to convert inventory into accounts receivable or cash.

Calculated as: 
Ending inventory
x 365



Cost of goods sold

Example Problem 1
The following data were taken from ledger account balances and supplementary data for the Sample Company.

Merchandise inventory, beginning

$    30,000

Merchandise inventory, ending

33,000

Purchases

225,000

Purchases discount

7,000

Purchases returns and allowances

4,000

Sales

410,000

Sales discounts

4,200

Sales returns and allowances

2,800

Transportation-in

11,000

Using the periodic system, show the computation, in proper format, of net sales, cost of goods sold, and gross profit for the year ended December 31, 2005.

Solution to Example Problem 1
Sample Company
Income Statement
For the Year Ended December 31, 2005

Revenue from sales

Gross sales


$410,000

Less: Sales returns and allowances

$2,800


Sales discounts

   4,200
     7,000
Net sales



$403,000

Cost of goods sold

Merchandise inventory, 1/1/05



$30,000

Purchases


$225,000


Less purchases returns and 


        allowances

4,000


Purchases discounts

7,000
11,000
Net purchases


$214,000

Add transportation-in


   11,000

Cost of goods purchased



225,000

Goods available for sale



$255,000

Merchandise inventory, 12/31/04



    33,000
Cost of goods sold




$222,000
Gross profit from sales




$181,000
Example Problem 2

The Sample Company had the following inventory record for the month of June:

Date
Description
No. of
Unit
Item


items
price

6/1
Beginning inventory
7
$30
B1 to B7

6/5
Sale
4

B2, B3, B4, B5

6/11
Purchase
11
$22
B8 to B18

6/28
Sale
9

B1, B6, B7, B8, B9, B10, 




B11, B12, B14
Assuming a perpetual inventory system is used, determine the cost of goods sold and the ending inventory using each of the following methods:

1.
FIFO

2.
LIFO

3.
Weighted average

4.
Specific identification

Solution to Example Problem 2

1.
FIFO Perpetual

	Date
	Purchases
	Sales at Cost
	Inventory Balance

	6/1
Beginning Inventory
	
	
	
7 @ $30 = $210

	6/5
	
	
4 @ $30 = $120
	
3 @ $30 =  $  90

	6/11
	
11 @ $22 = $242
	
	
3 @ $30 =  $  90

11 @ $22 =    242

                    $332

	6/28
	
	
3 @ $30 = $  90

6 @ $22 =   132
                     $222
	
5 @ $22 = $110


Ending Inventory

	Total CGS
	
	
$120 + 222 = $342
	


2.
LIFO Perpetual

	Date
	Purchases
	Sales at Cost
	Inventory Balance

	6/1
Beginning Inventory
	
	
	
7 @ $30 = $210

	6/5
	
	
4 @ $30 = $120
	
3 @ $30 =  $  90

	6/11
	
11 @ $22 = $242
	
	
3 @ $30 =  $  90

11 @ $22 =242

                $332

	6/28
	
	
9 @ $22 = $198
	
3 @ $30 =  $  90

2 @ $22 =      44
                 $134

Ending Inventory

	Total CGS
	
	
$120 + 198 = $318
	


3.
Weighted-Average Perpetual

	Date
	Purchases
	Sales at Cost
	Inventory Balance

	6/1
Beginning Inventory
	
	
	
7 @ $30 = $210

	6/5
	
	
4 @ $30 = $120
	
3 @ $30 =  $  90

	6/11
	
11 @ $22 = $242
	
	
3 @ $30 =  $  90

11 @ $22 =    242

$332

$332/14 = $23.71 CPU

	6/28
	
	
9 @ $23.71 = 
$213.39
	
5 @ $23.71 = 
$118.55

Ending Inventory

	Total CGS
	
	
$120 + 213.39 = 

$333.39
	


4.
Specific Identification Perpetual

	Date
	Purchases
	Sales at Cost
	Inventory Balance

	6/1
Beginning Inventory
	
	
	
7 @ $30 = $210

      (B1–B7)

	6/5
	
	
4 @ $30 = $120

      (B2, B3, B4, B5)
	
3 @ $30 =  $  90

     (B1, B6, B7)

	6/11
	
11 @ $22 = $242

    (B8–B18)
	
	
3 @ $30 =  $  90

     (B1, B6, B7)

11 @ $22 =    242

   (B8–B18)

$332

	6/28
	
	
3 @ $30 =  $  90

     (B1, B6, B7)

6 @ $22 =    132
   (B8–B12, B14)

$222
	
5 @ $22 =     $110
  (B13, B15–B18)

$110

Ending Inventory

	Total CGS
	
	
$120 + 222 = $342
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