ENTERPRISES MERCHANDISING
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In the previous lesson, the accounting cycle is described for service enterprises. These businesses have one
thing in common- they charge a fee for the services they perform. In this part, another type of enterprises called
.merchandising or trading concerns will be covered
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Merchandising enterprises buy and sell goods instead of performing services to earn profit. Merchandising
companies that purchase and sell directly to customers are called retailers. In contrast, those that sell to retailers
.are known as wholesalers
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The accounting cycle and the step therein for a merchandising company are the same as for a service enterprise.
Accordingly, measuring net income for a merchandising company is conceptually the same as for a service
enterprise. In a merchandising company the primary source of revenue is the sale of merchandise, often referred
.to as sales revenue or simply sales
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Unlike a service enterprise, expenses for a merchandising enterprise are divided into two categories: 1) the cost
of goods sold, and 2) operating expenses. This lesson focuses primarily on accounting for sales transactions and
on calculating cost of goods sold because the operating expenses of a merchandising company include many of

.the expenses found in a service enterprise
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revenue Sales

According to the revenue recognition principle, sales revenue is recorded when earned. That is, when the goods
are transferred from the seller to the buyer. At this point, the sale transaction is completed and the sale price is
.established

To record a sale transaction, an asset account is debited and the revenue account, sales, is credited for the same
amount. If the sale is made for cash, the cash account is debited and in case of credit sales, the accounts
receivable is credited. For credit sales, the amount due may not be collected until the next period. Therefore, the
sales revenue earned during a particular period may be significantly different from the cash collected from sales
.during the same period
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allowances Sales returns and
In some cases that goods sold are damaged or defective, of inferior quality, or not in accord with the customer’s

specifications, the customer may return the goods to the seller for credit if the sale was made on credit, or for a
.cash refund, if the sell was originally made in cash. This transaction is known as sales returns
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As an alternative, the customer may be satisfied with keeping the merchandise if a deduction from the selling
price is granted by the seller. This transaction is known as sales allowances. Because the reason for granting a
discount to the buyer is the poor quality of goods sold sales returns and sales allowances are usually combined

.into one contra revenue account, called sales returns and allowances
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A credit memorandum is issued by the seller at the time such a transaction occurs to inform customer that a
credit has been made to his or her account receivable for a sales return or allowance. The original copy of the
credit memo is then sent to the customer, while the seller uses another copy to record transaction which involves
.a debit to sales return and allowances and a credit to accounts receivable (or cash if the sale was in cash)
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discount Sales

Not all sales’ transactions are made for cash. Most of merchandising businesses may follow the policy of credit
sales to earn more profit, which requires additional efforts to convert receivables into cash. The terms of a credit
sale may offer a cash discount to the customer for the earlier payment of the balance due. This incentive, called
sales discounts, conveys advantages to both parties. The purchaser saves money and the seller converts the
account receivable into cash earlier. The credit term of 2/10, n/30, which is read “two-ten, net thirty” means that
a 2% cash discount may be taken on the invoice price if the payment is made within 10 days from the invoice
.date
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sold Cost of goods



The second factor in determining net income in a merchandising company is the cost of goods sold, which may
be determined under a perpetual or a periodic inventory system. Regardless of the inventory system used, to
determine cost of goods sold several factors are needed: cost of goods purchased, purchases returns and
.allowances, purchases discounts, freight-in charges, and inventories
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and allowances Purchases returns

A sale return and allowance on the seller’s book is recorded as purchases returns and allowances on the books of
purchaser. The nature of this is exactly the same as with the seller. Purchases returns and allowances is a contra
.purchase account and its normal balance is credit
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discount Purchases

Credit terms may permit the buyer to claim a cash discount for the prompt payment of a balance due. The buyer
calls this discount purchases discounts. Like sales discounts, purchases discount is based on the invoice cost less
.returns and allowances, purchases discount is a contra account to purchases

by wleas

ails Bemo oxile dly g wislsy Shil 53 1) Sass ez ol alllas b 38 031 )3 @ aS cowl oSes 2,3 bl
Slpio ;951 Slpy Al 50 2,5 wlapess (g Wladzi dud .ol (o 3> wlaaxi |) wladss il Vllay,s .ol
23S w0 518 3 Ol Jilie 5y 4,5 wlaass o)l )8 wlawss g 2,5 5l woas

charge Transportation

Freight charges are part of cost of purchases. Therefore, the sales agreement should indicate which party is to
pay the cost of transporting goods to the buyer’s place of business. Freight terms are expressed as either FOB
shipping point, or FOB destination. The letters FOB mean free on board. Thus, FOB shipping point means that
goods are placed free on board of the carrier by the seller and the buyer pays the freight costs. Conversely, FOB
destination means that the goods are placed free on board at the buyer’s place of business, and the seller pay
.the freight
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hand Inventory on

To determine the cost of inventories on hand, it is necessary to take a physical inventory, which involves the
followings: computing the units on hand, and applying the unit costs to the total units on hand for each item in
the inventory. Determining units cost requires application one of the inventory costing methods (i.e., FIFO, LIFO,
Average, and SI)
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statement Income

An income statement for a merchandising enterprise is shown below. Remember that operating expenses are the
same as with a service company except for the freight-out expense. You should keep in mind that the balance
sheet for a merchandising enterprise is similar to the balance sheet for a service firm, except for the inventory

.item
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HP Electric Co

Income statement

For the year ended dec.31, 2004
:Sales revenue

480,000% Sales
12,0008 Less: sales return and
allowances
8,000 Sales discounts
20,000
460,000 Net sales

Cost of goods sold



36,000

Inventory, January 1

325,000% Purchases
10,4008 Less: purchases return and
allowances
17,200 6,800 Purchases discounts
307,800 Net purchases
12,200 Add: freight-in
320,000 Cost of goods purchased
356,000 Cost of goods available for sale
40,000 Inventory, December 31
316,000 Cost of goods sold
144,000 Gross profit
:Operating expenses
45,000 Store salaries
19,000 Rent
17,000 Utilities
16,000 Advertising
17,000 Freight-out
114,000 Total expenses
30,000% Net operating income
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45,000
19,000
17,000
16,000
17,000

114,000
2¥230,000

You should remember from the previous lesson that an income statement can be prepared using two formats.

The income statement of HP Electric Company is based on a multiple-step income statement format because it

.arrives at net income in several stages (i.e., multiple steps)
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