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TWO INVENTORY SYSTEMS

PERPETUAL:
· The Merchandise Inventory account is increased when inventory is purchased.

· The Merchandise Inventory account is decreased when inventory is sold to a customer.

· Therefore, the Merchandise Inventory account always (perpetually) shows the amount of inventory on hand.

PERIODIC:
· Purchases of inventory are recorded in a Purchases account.

· Inventory is not removed from the accounting records when it is sold.

· Therefore, the amount of inventory on hand must be determined by taking a physical inventory count.
SUMMARY:

The perpetual inventory system requires more accounting entries, but it provides more up-to-date information for managing inventory.
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COST-BENEFIT ANALYSIS
IMPLEMENTING A PERPETUAL INVENTORY SYSTEM

Benefits:

1.
Accounting records always show the amount of in-


ventory on hand. This will assist in:


a.
determining when to reorder inventory.


b.
determining how much inventory to reorder.


c.
analyzing whether an item of inventory is a "hot seller" or "slow mover."


d.
making decisions on markdowns or special promotions.

2.
A physical inventory count is necessary only at year-end. This count validates the perpetual inventory records.

Costs:

1.
Hiring extra accounting personnel or increased fees paid to an accounting service as the result of a greater number of transactions that must be recorded and processed.





OR

2.
Purchasing optical scanners and computerized equipment to track purchases and sales of inventory items.
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CHOOSING AN INVENTORY SYSTEM

Size of

Unit Cost of

Probable

Retailer
Inventory Items

Choice



Reason


Small
Low
Periodic
Perpetual inventory systems



may be too costly for a small



retailer who sells many low-



priced inventory items.

Small
High
Perpetual
Because the cost of inven-



tory items is high, a smaller



number of the items would 



be sold during the year. This



keeps the cost of a perpetual 



system affordable. In addi-



tion, tight control over the 



high-cost inventory items is 



essential.

Large
Low
Perpetual
A large retailer will have suf-



ficient sales volume to cover 



the cost of a perpetual sys-



tem even if the cost of in-


                        


ventory items is relatively 


  


low.  The sales volume and  


 


number of inventory items




make it difficult to manage 




the business without inven-  





tory records that are up-




dated daily.

Large
High
Perpetual
The sales volume and need 



for tight inventory control of 



high-priced items will dictate 



the use of a perpetual inven-



tory system.
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PURCHASE TRANSACTIONS FOR S & V OFFICE SUPPLY COMPANY

1.
S & V purchased $500 worth of merchandise for cash.

2.
S & V purchased $4,000 of merchandise on account; terms n/30.

3.
S & V paid for the merchandise purchased in #2.

4.
S & V purchased $2,000 of merchandise from its supplier on account; terms 3/15, n/45.

5.
S & V returned $100 worth of the merchandise purchased in #4 because it was damaged.

6.
S & V paid for the merchandise purchased in #4, less the amount returned in #5. This invoice was paid within the discount period.  
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MERCHANDISE SALES

The following new accounts are used to record sales of merchandise to customers.






Account






Classifi-

Normal


Account


Purpose


cation

Balance
Sales
Used to record

Revenue

Credit


sales revenue when-


ever a sale is made


to a cash or credit


customer.

Sales
Used to record
Contra-
Debit

Returns &
cash or credit

Revenue

Allowances
refund given to


a customer who


returns merchandise.

Sales
Used to record
Contra-
Debit

Discounts
discounts granted
Revenue


to a customer for


paying
an account


receivable within a


discount period.


(for example: 2/10, n/30)

(Continued)
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MERCHANDISE SALES

(Concluded)

The following new accounts are used to record sales of merchandise to customers.






Account






Classifi-

Normal


Account


Purpose



cation

Balance
Cost of
Used to record the cost
Expense

Debit

Merchandise
of inventory items sold to

Sold
customers. The inventory


items sold must be removed


from the merchandise


inventory account.

Credit Card
Used to record the service
Expense

Debit

Expense
fee charged by credit card


companies.

Sales Tax
Used to record sales tax
Liability

Credit

Payable
collected by the seller;


these taxes must be paid


to the appropriate tax


authority (example: 


state or county).
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SALES TRANSACTIONS FOR 

S & V OFFICE SUPPLY COMPANY
1.
Sold $500 in merchandise to a cash customer. The cost of the merchandise sold was $280.

2.
Sold $1,200 worth of merchandise to a customer who charged the merchandise to her VISA card. The cost of the merchandise sold was $950. [Hint: Bank card sales (VISA and MasterCard) are treated the same as cash sales because the retailer may deposit the credit card slips directly into his or her bank account.]

3.
Sold $2,000 in merchandise to a credit customer on a store account. The terms of the sale are 2/10, n/30. The cost of the merchandise sold was $1,600.

(Continued)
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SALES TRANSACTIONS FOR 

S & V OFFICE SUPPLY COMPANY

(Concluded)

4.
Accepted a return of $50 worth of merchandise from the cash customer in #1. The cost of the merchandise returned was $30. The customer received a cash refund.

5.
Received payment from the credit customer in #3 within the discount period. (Hint: Since the customer did pay within the discount period, you must show that discount in your journal entry.)

6.
Paid the service fee on VISA and Master Card sales to Third National Bank, $75.
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FREIGHT TERMS


FOB
FOB


Shipping Point

Destination
Ownership (title)

passes to buyer

when merchandise
Delivered to
Received

is

freight carrier
by buyer

Transportation

costs are paid

by

Buyer
Seller

Risk of loss during

transportation

belongs to

Buyer
Seller
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PURCHASE TRANSACTIONS 

FOR S & V OFFICE SUPPLY 

COMPANY

FREIGHT TERMS

1.
S & V purchased $1,000 worth of merchandise on account; terms 2/10, n/30, FOB Shipping Point. The freight costs of $50 were prepaid by the seller and added to the invoice.

2.
S & V paid for the merchandise purchased in #1 within the discount period. (Hint: The discount does not apply to the transportation costs.)

 Transparency Master 6-17

The Income Statement—
An Expanded View


Single-Step

Multiple-Step


Income

Income


Statement

Statement


(Chapters 1–4)

(Chapter 6)










Revenue from Sales:







Sales






–
Sales Returns &

Revenues
Revenue from Sales


Allowances






–
Sales Discounts





Net Sales

–
Expenses
–
Cost of Merchandise Sold


Gross Profit






Operating Expenses:





 


Selling Expenses


          –
Operating Expenses

+
Administrative Expenses






Total Operating Expenses



Income from Operations



+
Other Income 




(i.e., Interest, Rent)



–
Other Expenses 




(i.e., Interest)


Net Income

Net Income
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Ratio of Net Sales to Assets

Net Sales  $700,000

Total Assets:








Jan.
$302,000

Net Sales were earned

Feb.
$310,000

throughout the year


Mar.
$295,000

       





Apr.
$298,000

Average Assets:



May

$292,000

$3,654,000




Jun.
$303,000


12
      =  304,500

Jul.

$315,000








Aug.
$307,000

Ratio of Net Sales


Sept.
$299,000

to Assets:




Oct.

$310,000

$700,000




Nov.
$312,000

$304,500   =  2.30


Dec.
$311,000








Total   $3,654,000

Or...as a shortcut

Average Assets:


Total Assets:


$611,000




Beg. of Year

       2        = $305,500         
(12/31/x1 bal.)  $300,000








End of Year

Ratio of Net Sales


(12/31/x2 bal.)  $311,000

to Assets:







    $611,000


$700,000


$305,500   =  2.29



{





{








