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CHAPTER 5
The Operating Cycle and Merchandising Operations 

 seq NL1 \r 0 \h Reviewing the Chapter

Objective 1: Identify the management issues related to merchandising businesses.
1

 seq NL_a \r 0 \h .
A merchandising business earns income by buying and selling goods, also known as merchandise inventory. This type of firm, whether wholesale or retail, uses the same basic accounting methods as a service company. However, accounting for a merchandising concern is more complicated because, unlike a service firm, a merchandiser must account for the inventory of goods it holds for resale.

2

 seq NL_a \r 0 \h .
 seq NL_1_ \r 0 \h A merchandiser engages in a series of transactions known as the operating cycle. The transactions involved in the operating cycle are (a) the purchase of merchandise inventory for cash or on credit, (b) payment for purchases made on credit, (c) sale of the merchandise inventory for cash or on credit, and (d) collection of cash from credit sales.

3

 seq NL_a \r 0 \h .
Cash flow can be improved by reducing the financing period (also called the cash gap), which is the length of time a business will be without cash from merchandise inventory transactions. Technically, it is the amount of time from the purchase of inventory to the collection of cash from its sale minus the time the business takes to pay for the inventory.

4

 seq NL_a \r 0 \h .
A merchandising company must choose a system or a combination of systems to account for its inventory. The two basic systems are the perpetual inventory system and the periodic inventory system. SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
Under the perpetual inventory system, continuous records are kept of the quantity and, usually, the cost of individual items as they are bought and sold. The detailed data available from the perpetual inventory system (which is often computerized) enable managers to quickly determine product availability, avoid running out of stock, and control the costs of carrying inventory. A physical count of the inventory should still be taken periodically to make sure that the actual number of goods on hand matches the accounting records. 

b

 seq NL_1_ \r 0 \h .
Merchandisers use the periodic inventory system when it is unnecessary or impractical to keep track of the quantity of inventory or the cost of each item (e.g., when a retailer sells a high volume of low-value items). With this system, no detailed records of inventory are kept during the accounting period; the merchandiser waits until the end of the period to take a physical count of the inventory.  seq NL_1_ \r 0 \h The periodic inventory system is simpler and less costly to maintain than the perpetual inventory system. However, its lack of detailed records may lead to inefficiencies, lost sales, and higher operating costs.

5

 seq NL_a \r 0 \h .
Most merchandising and manufacturing firms conduct some of their business overseas. Transactions with foreign businesses are often denominated in the foreign currency, which must be translated to the domestic currency (the U.S. dollar for an American company) by means of an exchange rate, or the value of one currency in terms of another. 

6

 seq NL_a \r 0 \h .
No accounting problem arises when the domestic company bills and receives payment from the foreign company in the domestic currency. However, when a transaction involves foreign currency, the domestic company will probably realize and record an exchange gain or loss. This exchange gain or loss, which is reported in the income statement, reflects the change in the exchange rate between the transaction date and the date of payment.

7

 seq NL_a \r 0 \h .
A merchandising business typically handles a great deal of cash and inventory—assets that are very susceptible to theft and embezzlement. Thus, a good system of internal control must be established to protect the company’s assets. SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
A physical inventory—an actual count of the merchandise on hand—is a means of maintaining control over merchandise inventory. Such a count is conducted under both the perpetual and periodic inventory systems. It usually takes place on the last day of the fiscal year. To simplify the process, many retailers end their fiscal year during a slow season, when inventories are relatively low. 

b

 seq NL_1_ \r 0 \h .
Merchandise inventory appears as an asset on the balance sheet and includes all salable goods owned by the company, no matter where the goods are located. Goods in transit to which a company has acquired title are included in ending inventory; goods that the company has formally sold are not included even if they are still in transit. 

c

 seq NL_1_ \r 0 \h .
Inventory losses from theft and spoilage are included in the cost of goods sold. It is easier to track such losses under the perpetual inventory system than under the periodic inventory system. 

8

 seq NL_a \r 0 \h .
The Sarbanes-Oxley Act holds a public company’s chief executive officer, its chief financial officer, and its auditors fully responsible for the company’s system of internal control. Such a system must (a) safeguard the company’s assets, (b) ensure the reliability of its accounting records, (c) see that its employees comply with all legal requirements, and (d) promote efficiency and effectiveness of operations. 

Objective 2: Describe the terms of sale related to merchandising transactions.       
9

 seq NL_a \r 0 \h .
As a matter of convenience, manufacturers and wholesalers frequently quote prices of merchandise based on a discount from the list or catalogue price (called a trade discount). Neither the list price nor the trade discount is entered into the accounting records.

10

 seq NL_a \r 0 \h .
When goods are sold on credit, terms vary as to when payment must be made. For instance, n/30 means that full payment is due within 30 days of the invoice date, and n/10 eom means that full payment is due 10 days after the end of the month. Terms of 2/10, n/30, for example, mean that a 2 percent discount will be given if payment is made within 10 days of the invoice date. Otherwise, the full amount is due within 30 days. 

11

 seq NL_a \r 0 \h .
Sales discounts for early payment are customary in some industries. When a merchandising firm gives a customer a discount for early payment, it records a sales discount. Cash and Sales Discounts are debited, and Accounts Receivable is credited. Sales Discounts is a contra account to sales in the income statement. 

12

 seq NL_a \r 0 \h .
Purchases discounts are discounts taken for early payment of merchandise purchased for resale. They are to the buyer what sales discounts are to the seller. A purchase is initially recorded at the gross purchase price. If the company makes payment within the discount period, it debits Accounts Payable, credits Purchases Discounts, and credits Cash. Purchases Discounts will reduce cost of goods sold or purchases, depending on the inventory method used. 

13

 seq NL_a \r 0 \h .
The terms of sale designate whether the buyer or seller of the goods bears the freight charges. A buyer in Chicago, for instance, must pay the freight in from Boston if the terms specify FOB (free on board) Boston or FOB shipping point. However, the seller in Boston pays if the terms are FOB Chicago or FOB destination. FOB terms also pertain to when the title of the merchandise passes from the seller to the buyer.

14

 seq NL_a \r 0 \h .
Transportation costs for goods received are recorded as freight-in (also called transportation in), and—depending on the relative dollar amount—either added to the cost of merchandise purchased or included in the cost of goods sold. Delivery costs for goods sold are recorded as delivery expense (also called freight-out), and treated as a selling expense in the income statement. 

15

 seq NL_a \r 0 \h .
Companies that allow customers to make purchases with credit cards (such as MasterCard or Visa) or debit cards (whereby a person’s bank account is reduced directly) must follow special accounting procedures. In reimbursing a merchant for a sale, credit card companies take a 2 to 6 discount as payment for having established the customer’s credit and for collecting money from the customer. When the merchant communicates its credit card sales to its bank (resulting in a cash deposit to its account), it debits Cash and Credit Card Discount Expense (a selling expense) and credits Sales.

Objective 3: Prepare an income statement and record merchandising transactions under the perpetual inventory system.
16

 seq NL_a \r 0 \h .
The net income of a merchandising firm is computed as follows:

	
	Net sales

	−
	Cost of goods sold

	=
	Gross margin

	−
	Operating expenses

	=
	Income before income taxes

	−
	Income taxes

	=
	Net income


17

 seq NL_a \r 0 \h .
Under the perpetual inventory system, the Cost of Goods Sold and Merchandise Inventory accounts are updated whenever a purchase, sale, or other inventory transaction takes place. Transactions are recorded under the perpetual inventory system as follows: SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
For the purchase of merchandise on credit, Merchandise Inventory is debited, and Accounts Payable is credited.

b

 seq NL_1_ \r 0 \h .
 seq NL_1_ \r 0 \h A return of goods to the supplier for credit is recorded with a debit to Accounts Payable and a credit to Merchandise Inventory.

c

 seq NL_1_ \r 0 \h .
Payment on account is recorded with a debit to Accounts Payable and a credit to Cash.

d

 seq NL_1_ \r 0 \h .
When goods are sold on credit, Accounts Receivable is debited, and Sales is credited. However, an additional entry must be made, debiting Cost of Goods Sold and crediting Merchandise Inventory. A cash sale is recorded with a debit to Cash and a credit to Sales (along with the additional entry shown above).  

e

 seq NL_1_ \r 0 \h .
When a credit customer returns goods for a refund, Sales Returns and Allowances is debited and Accounts Receivable is credited. (The purpose in accumulating returns and allowances in a Sales Returns and Allowances account rather than in the Sales account is to make data on customer dissatisfaction readily available to managers.) A second entry is needed to reinstate Merchandise Inventory (a debit) and to reduce Cost of Goods Sold (a credit).

f

 seq NL_1_ \r 0 \h .
The receipt of payment on account is recorded with a debit to Cash and a credit to Accounts Receivable.

Objective 4: Prepare an income statement and record merchandising transactions under the periodic inventory system.
18

 seq NL_a \r 0 \h .
Under the periodic inventory system, the Merchandise Inventory and Cost of Goods Sold accounts are not updated as purchases, sales, and other inventory transactions occur. Cost of goods sold is therefore computed on the income statement as follows:

	
	Beginning inventory

	+
	Net cost of purchases (see paragraph 19)

	=
	Goods available for sale

	−
	Ending inventory

	=
	Cost of goods sold


19

 seq NL_a \r 0 \h .
Net cost of purchases is calculated as follows:

	
	Purchases

	−
	Purchases returns and allowances

	−
	Purchases discounts

	=
	Net purchases

	+
	Freight in

	=
	Net cost of purchases


20

 seq NL_a \r 0 \h .
Transactions are recorded under the periodic inventory system as follows: SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
All purchases of merchandise are debited to the Purchases account and credited to Accounts Payable or Cash. The purpose of the Purchases account is to accumulate the cost of merchandise purchased for resale during the period. 

b

 seq NL_1_ \r 0 \h .
The return of goods to the supplier for credit is recorded with a debit to Accounts Payable and a credit to Purchases Returns and Allowances. The latter appears as a contra account to purchases on the income statement.

c

 seq NL_1_ \r 0 \h .
Payment on account is recorded with a debit to Accounts Payable and credit to Cash.

d

 seq NL_1_ \r 0 \h .
When a cash sale is made, Cash is debited and Sales is credited for the amount of the sale. When a credit sale is made, Accounts Receivable is debited and Sales is credited. 

e

 seq NL_1_ \r 0 \h .
Delivery costs for goods sold are recorded with a debit to Delivery Expense and a credit to Accounts Payable or Cash.

f

 seq NL_1_ \r 0 \h .
When a credit customer returns goods for a refund, Sales Returns and Allowances is debited and Accounts Receivable is credited. The former functions as a contra account to sales on the income statement.

g

 seq NL_1_ \r 0 \h .
The receipt of payment on account is recorded with a simple debit to Cash and credit to Accounts Receivable.

Objective 5: Describe the components of internal control, control activities, and limitation on internal control.
21

 seq NL_a \r 0 \h .
Internal control encompasses all the policies and procedures management uses to ensure the reliability of financial reporting, compliance with laws and regulations, and the effectiveness and efficiency of operations. To achieve these objectives, management must establish five components of internal control: the control environment, risk assessment, information and communication, control activities, and monitoring. SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
The control environment reflects management’s integrity and ethics, philosophy and operating style, method of assigning authority and responsibility, as well as the company’s organizational structure and personnel policies and practices.

b

 seq NL_1_ \r 0 \h .
Risk assessment entails identifying areas in which risk of asset loss or inaccuracy of accounting records is especially high.

c

 seq NL_1_ \r 0 \h .
Information and communication relates to the accounting system that management sets up and to the communication of individual responsibilities within that system.

d

 seq NL_1_ \r 0 \h .
Control activities are the procedures and policies that management establishes to ensure that the objectives of internal control are met. (See paragraph 17.)

e

 seq NL_1_ \r 0 \h .
Monitoring consists of management’s regular assessment of the quality of internal control.

22

 seq NL_a \r 0 \h .
Examples of control activities are (a) requiring authorization for all transactions, (b) recording all transactions, (c) using well-designed documents, (d) instituting physical controls, as over the accounting records, (e) making periodic independent checks of records and assets, (f) separating duties, and (g) employing sound personnel procedures. Bonding an employee (a good example of a sound personnel procedure) means insuring the company against theft by that person.

23

 seq NL_a \r 0 \h .
A system of internal control relies on the people who carry out the control procedures. In addition to human error, collusion and changing conditions can limit the effectiveness of a system of internal control.

Objective 6: Apply internal control activities to common merchandising transactions.
24

 seq NL_a \r 0 \h .
Proper controls over merchandising transactions not only help prevent losses from theft or fraud; they also help ensure accuracy in the accounting records. In addition, they can foster balanced inventory levels, help a company keep enough cash on hand to make timely payments for purchases discounts, and enable a company to avoid credit losses.

25

 seq NL_a \r 0 \h .
Some common procedures for maintaining control over cash are (a) separating the authorization, recordkeeping, and custodianship of cash; (b) limiting access to cash; (c) specifying the persons responsible for handling cash; (d) maximizing the use of banking facilities and minimizing cash on hand; (e) bonding employees who have access to cash; (f) physically protecting cash on hand by using cash registers, safes, and similar equipment; (g) performing unannounced audits of the cash on hand; (h) recording cash receipts promptly; (i) depositing cash receipts promptly; (j) paying by check; and (k) having someone who does not deal with cash reconcile the Cash account.

26

 seq NL_a \r 0 \h .
Cash received by mail should be handled by two or more employees. Cash received from sales over the counter should be controlled through the use of cash registers and prenumbered sales tickets. At the end of each day, total cash receipts should be reconciled and recorded in the cash receipts journal. All these tasks should be performed in accordance with the separation of duties. 

27

 seq NL_a \r 0 \h .
All cash payments for purchases should be made by check and only with authorization. The system of authorization and the documents used differ among companies. The most common documents are described below. SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h .
When a department needs to acquire materials, it fills out a purchase requisition form requesting that the company purchase them.

b

 seq NL_1_ \r 0 \h .
The department responsible for the company’s purchasing activities completes a purchase order and sends it to the vendor.

c

 seq NL_1_ \r 0 \h .
After shipping the goods, the vendor sends an invoice, or bill, to the company.

d

 seq NL_1_ \r 0 \h .
When the goods arrive, the receiving department completes a receiving report and forwards it to the accounting department; it contains information about the quantity and condition of the goods received.

e

 seq NL_1_ \r 0 \h .
A check authorization, issued by the accounting department, is a document attached to the purchase order, invoice, and receiving report; it indicates that the information on those three documents is in agreement and that payment is approved.

f

 seq NL_1_ \r 0 \h .
When payment is approved, the company’s treasurer issues a check to the vendor for the amount of the invoice less any appropriate discount. A remittance advice, which shows what the check is paying, should be attached to the check.

Summary of Journal Entries Introduced in Chapter 5

(Note: In most instances, the text instead described the entry or presented it in T-account form.)

	

	A.
	(LO 2)
	Cash
	XX  (amount net of fee)

	
	
	Credit Card Discount Expense
	XX  (fee charged)

	
	
	
	Sales
	
	XX  (gross amount sold)

	
	
	
	
	Made sales on credit cards
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Perpetual Inventory System

	B.
	(LO 3)
	Merchandise Inventory
	XX  (purchase price)

	
	
	
	Accounts Payable
	
	XX  (amount due)

	
	
	
	
	Purchased merchandise on credit
	
	

	
	
	
	
	
	
	

	C.
	(LO 3)
	Freight In
	XX  (price charged)

	
	
	
	Accounts Payable
	
	XX  (amount due)

	
	
	
	
	Received bill for transportation charges
	
	

	
	
	
	
	
	
	

	D.
	(LO 3)
	Accounts Payable
	XX  (amount returned)

	
	
	
	Merchandise Inventory
	
	XX  (amount returned)

	
	
	
	
	Returned merchandise to supplier for credit
	
	

	
	
	
	
	
	
	

	E.
	(LO 3)
	Accounts Payable
	XX  (amount paid)

	
	
	
	Cash
	
	XX  (amount paid)

	
	
	
	
	Made payment on account to supplier
	
	

	
	
	
	
	
	
	

	F.
	(LO 3)
	Accounts Receivable (or Cash)
	XX  (amount due or received)

	
	
	
	Sales
	
	XX  (sales price)

	
	
	
	
	Sold merchandise on credit (or for cash)
	
	

	
	
	
	
	
	
	

	
	
	Cost of Goods Sold
	XX  (inventory cost)

	
	
	
	Merchandise Inventory
	
	XX  (inventory cost)

	
	
	
	
	Transferred cost of merchandise inventory
	
	

	
	
	
	
	to Cost of Goods Sold account
	
	

	
	
	
	
	
	
	

	G.
	(LO 3)
	Delivery Expense
	XX  (amount incurred)

	
	
	
	Cash
	
	XX  (amount paid)

	
	
	
	
	Paid delivery costs for goods shipped
	
	

	
	
	
	
	to customer
	
	

	
	
	
	
	
	
	

	H.
	(LO 3)
	Sales Returns and Allowances
	XX  (price of goods returned)

	
	
	
	Accounts Receivable
	
	XX  (amount credited to account)

	
	
	
	
	Accepted return of merchandise for credit
	
	

	
	
	
	
	
	
	

	
	
	Merchandise Inventory
	XX  (inventory cost)

	
	
	
	Cost of Goods Sold
	
	XX  (inventory cost)

	
	
	
	
	Transferred cost of merchandise returned to
	
	

	
	
	
	
	Merchandise Inventory account
	
	

	
	
	
	
	
	
	

	I.
	(LO 3)
	Cash
	XX  (amount received)

	
	
	
	Accounts Receivable
	
	XX  (amount settled)

	
	
	
	
	Received payment on account from customer
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Periodic Inventory System

	
	
	
	
	
	
	

	J.
	(LO 4)
	Purchases
	XX  (purchase price)

	
	
	
	Accounts Payable
	
	XX  (amount due)

	
	
	
	
	Purchased merchandise on credit
	
	

	
	
	
	
	
	
	

	K.
	(LO 4)
	Accounts Payable
	XX  (amount returned)

	
	
	
	Purchases Returns and Allowances
	
	XX  (amount returned)

	
	
	
	
	Returned merchandise to supplier for credit
	
	

	
	
	
	
	
	
	

	L.
	(LO 4)
	Accounts Payable
	XX  (amount paid)

	
	
	
	Cash
	
	XX  (amount paid)

	
	
	
	
	Made payment on account to supplier
	
	

	
	
	
	
	
	
	

	M.
	(LO 4)
	Accounts Receivable (or Cash)
	XX  (amount due or received)

	
	
	
	Sales
	
	XX  (sales price)

	
	
	
	
	Sold merchandise on credit (or for cash)
	
	

	
	
	
	
	
	
	

	N.
	(LO 4)
	Delivery Expense
	XX  (amount incurred)

	
	
	
	Cash
	
	XX  (amount paid)

	
	
	
	
	Paid delivery costs for goods shipped
	
	

	
	
	
	
	to customer
	
	

	
	
	
	
	
	
	

	O.
	(LO 4)
	Sales Returns and Allowances
	XX  (price of goods returned)

	
	
	
	Accounts Receivable
	
	XX  (amount credited to account)

	
	
	
	
	Accepted return of merchandise,
	
	

	
	
	
	
	account credited
	
	

	
	
	
	
	
	
	

	P.
	(LO 4)
	Cash
	XX  (amount received)

	
	
	
	Accounts Receivable
	
	XX  (amount settled)

	
	
	
	
	Received payment on account from customer
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