Chapter 6: Internal Control, Cash, and Merchandise Sales
Summary

This chapter focuses on companies that sell merchandise to customers, and the way they control and report their operating results. This chapter explores the concepts of internal control through cash, purchases, and merchandise sales procedures using the exceptional merchandising example of Walmart.  Students will learn to distinguish among service, merchandising, and manufacturing operations.  They will learn to prepare bank reconciliations, and the difference between perpetual and periodic inventory methods.  The chapter also includes the multistep income statement, the gross profit ratio, and comparing financial statements across industries.

A. Introduction comparing service, merchandising, and manufacturing activities.

1. Most companies will fall into one of three categories:

a. Service companies — sell services such as fitness training, Internet access, hair-styling, or hotel rooms.

b. Merchandising companies — sell physical products made by another company.  For example: Walmart Stores (in the text), automobile dealers, or jewellery stores.

c. Manufacturing companies — sell products that they make from raw goods.  For example, General Motors, Petro Canada, or Levi Strauss.

2. Many companies may fall into more than one category.  For example, Starbucks Coffee may consider itself a service company.  However, the company is also a manufacturer.

Supplementary Discussion Idea

Outsourcing is the practice of paying another company to produce goods that you formerly manufactured yourself.  This is relevant to companies’ different types of activities.  If a manufacturer outsources production of goods, then it becomes a merchandising company.  Suppose that Levi Strauss outsourced the manufacturing of its jeans to an outside company.  This would transform the company from a manufacturer to a merchandiser.

B. Internal control

1. Method used to:

a. Prevent asset theft,

b. Enhance reliability of accounting information,

c. Promote efficient and effective operations and

d. Ensure compliance with applicable laws and regulations.

2. put youselves into the shoes of a top corporate manager, say the CEO of General Electric.

a. The CEO oversees a tremendous and diverse company that includes many different divisions.  

b. The CEO is responsible for the whole operation.  In such a  company things could conceivably go wrong.  For example:

i. Poor-quality aircraft parts cause an accident.

ii. The financial services division makes risky investments, endangering profits.

iii. The appliance design team sells defective appliances.

c. What if:
i. Falsified profits (e.g., a division inflates its profits).

ii. An employee steals merchandise or funds.

iii. Laws are broken (e.g., Appliance division fraudulently advertises a product).

d. A system of internal controls will help to prevent these events from occurring.   For example:

i. Poor quality aircraft parts: quality control systems

ii. Overly risky investments: internal audit controls, or requirements that investments be individually approved by upper managers

iii. Design flaws: quality control systems, design reviews.

iv. Falsified profits: internal audits of all accounting numbers.

v. Employee stealing: internal audits, physical controls, and financial controls.

vi. Broken laws: internal auditors, close monitoring by upper management.

3. In short, “internal control” is the set of systems that ensure the company is operating properly to meet its goals.

4. There are 5 common Principles of Internal Control 

a. Establish Responsibility

b. Segregate Duties

c. Restrict Access

d. Document Procedures

e. Independently Verify

5. There are limitations to internal control though. Internal control can never prevent and detect all errors and fraud for 2 reasons:
a. Organizations will only implement internal controls when the benefits exceed the costs. Think about Walmart searching every customer and employee that leaves the store.
b. Internal controls can also fail as a result of human error or fraud. People make mistakes and sometimes people are criminal minded. 
C. Summarize.

1. Service companies provide services.  Merchandisers buy and sell goods.  Manufacturers make and sell goods.

2. Different types of companies have different operating cycles. 

a. Service companies need only invest in operating expenses to sell their services.  

b. Merchandising companies need to buy finished products to sell.

c. Manufacturing companies must buy raw materials and manufacture products to sell.  

3. Internal controls regulate the company, and make sure that operations work as planned.  We will focus on two controls:

a. Bank reconciliations

b. Perpetual inventory

II.  Controlling Cash and Bank Reconciliations

A. Internal controls over cash.  Cash is very easy to steal.  Its theft can go undetected, and it is usually untraceable.  Therefore, companies establish special controls over it.  One strong internal control over cash is called segregation of duties — separating employees’ duties so that one person checks the work of another.  
B. The bank reconciliation

1. Verifies the accuracy of the bank statement and a company’s accounting records by identifying differences between them.

2. Similar to balancing your chequebook. 

3. Bank services help businesses control cash in several ways:

a. Restricting access

b. Documenting procedures

c. Independently verifying

C. Let’s look at the nature of each reconciling item.

1. Say a bank statement indicates one balance: $9,610. We will call this the “bank balance.”  Our general ledger cash account indicates another balance: $7,430.  We call this the “book balance.”  Our bank reconciliation will explain the difference between these.

2. Outstanding cheques of $2,417 represent cheques issued by the company and deducted from its book balance.  However, these cheques did not yet clear the bank and have not yet been deducted from the bank balance.

3. Deposit in transit for $500 is for a deposit added to the company’s general ledger book balance, but hasn’t yet reached the bank.  Therefore, it hasn’t yet been added to the bank balance. It is normally a deposit on the last day of the month
4. NSF cheque for $225 is a cheque received by the company, deposited into its account, and then returned by the bank because the cheque writer did not have sufficient funds in its bank.

5. Interest was earned and added to the bank statement.  But it has not yet been reflected in the company’s books.

6. For errors in the bank statement, adjust the bank balance.  For errors in the books, adjust the books.

D. Now let’s review the bank reconciliation.

1. Start with the bank balance on July 31 for $9,610.

2. Add the deposit in transit for $500.  This was a time-lag item, already added to our book balance.  Now it needs to be added to our bank balance.

3. Subtract the $486 bank error.  The bank erroneously added this deposit, and now we need to subtract it.

4. Subtract the outstanding cheques.  We already subtracted this time-lag item from our books.  They haven’t yet cleared the bank yet, but when they do, they will be subtracted by the bank.  We subtract them now.

5. The “adjusted balance” is $7,207.

6. Now move on to the July 31 book balance, $7,430.  This is the balance in our general ledger cash account.

7. Add the interest.  The bank added it to the bank statement.  Now we have to record it in our books.

8. Subtract the recording error of $28.  We wrote a $268 cheque, but recorded it for $240.  Therefore, we have to record the additional $28 paid with this cheque.  

9. Subtract the NSF cheque for $225.  We originally added it to cash.  However, it was returned without payment.  Now we need to subtract it from cash.

10. The “adjusted balance” is $7,207.  Notice that the two adjusted balances agree — this is the whole objective of the bank reconciliation.  

E. Journal entries arising from the bank reconciliation.  For each adjustment to the books, record a journal entry.  Adjustments to the bank balance will either correct with time (time-lag items such as outstanding cheques and deposits-in-transit) or need to be corrected manually by the bank (errors).

1. Interest revenue: debit cash for amount added, credit interest revenue.

2. Error correction: in this case, debit supplies expense and credit cash for the additional $28.  
3. NSF cheque: Debit accounts receivable (the customer still owes us) and credit cash for $225.

a. Combined, the error correction and NSF cheque will result in a compound journal entry. Debit supplies expense for $28, debit accounts receivable for $225, and credit cash for $253.

4. What if there was an Electronic Fund Transfer (EFT) from a client to the bank, in payment of an account – it would have been added to the bank, so you would add to the books – journal entry – debit Cash, credit Accounts Receivable

5. What about a Bank Service Charge – it reduced bank, so reduce books; journal entry –debit bank expense, credit cash

III. Controlling Merchandise Inventory 

A. One great source of losses is outright theft of cash.  In the previous section we discussed how segregation of duties and bank reconciliations help to prevent bank fraud.  Another troublesome area is inventory, which can “walk” out of your store if it’s not locked down or connected to an intricate alarm system.

B. Perpetual Inventory System

1. Keeps track of the number of units and cost of each product.  Every time a customer buys a product, the perpetual inventory system will deduct one unit from the electronic “shelf.”  And each time the company restocks, the system will add units to the electronic “shelf.”  

2. A manager can look up the number of units in stock of any product, any time. 

3. Accounting records, and the balances in inventory and cost of goods sold, are always up-to-date.

C. Periodic Inventory System

1. Updated only at the end of each accounting period.

2. To determine how many units of a product are on hand, one must go to the shelf and count.

D. More about a Perpetual System

1. The computer should know (from the prior period) how many units were on hand at the beginning of the period.

2. The computer will subtract each sale from the inventory balance.

3. The computer will add each new purchase to the inventory balance.

4. A physical count at the end of each period verifies the computer balance.

a. Any missing units were probably stolen.
5. In the past, perpetual systems were only maintained for expensive units, such as cars or jewellery.  This was because perpetual inventory systems needed to be maintained by hand — and were prohibitively expensive.  Today, entrepreneurs can buy accounting packages that include perpetual inventory systems for a very reasonable cost.  

6. Perpetual inventory systems also help companies to manage their inventory.  Tracking sale and purchase behaviour helps companies to order the “right” amount of inventory — not too much, not too little.

E. Sales Transactions  - will only deal with Sales (Perpetual) in the Course
F. Under the perpetual system, record two journal entries when a sale takes place. 

1. Debit/increase cash or accounts receivable and credit/increase sales for the sales price.
2. Debit/increase cost of goods sold and credit/decrease inventory for the seller’s cost.  This takes the cost of the goods sold out of inventory, placing it into cost of goods sold, to appear as a subtraction from sales on the income statement.

G. For sales returns and allowances, record two journal entries when a return takes place:

1. Debit/decrease sales and credit/decrease accounts receivable for the original sales price.  This entry reverses the sale and accounts receivable.

2. Debit/increase inventory and credit/decrease cost of goods sold for the seller’s cost.  This entry returns the product to inventory, and reduces cost of goods sold.

H. Sales discounts follow a simple format.  For example, “2/10 n/30” means the purchaser can take a 2% discount if paying within 10 days, but after 10 days must pay the full balance within 30 days.  The journal entry would be to debit/increase cash for the discounted amount received, debit the account “sales discounts” for the amount of the discount, and credit/decrease accounts receivable for the full amount owed.

I. The following deductions are commonly made in arriving at net sales: P 279
1. Sales returns and allowances

2. Sales discounts

3. Credit card discounts.

J. Gross Profit Analysis P.280
K. “Some expenses are more important than others.”

1. Cost of goods sold is critical to earning revenues for a merchandising firm.  In order to sell merchandise, the retailer must first purchase it.

a. In a multi-step income statement, record cost of goods sold separately from other expenses. 

b. Net sales – cost of goods sold = gross profit.

2. Selling, general, and administrative expenses usually follow gross profit.

a. Gross profit – selling, general, and administrative expenses = operating income.

3. Interest income and expense usually follow operating income.

a. Operating income + interest income – interest expense = income before income taxes.

4. Income tax expense comes next.

a. Income before income taxes – income tax expense = net income.

L. Gross Profit Percentage  P 281
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IV. Cross-Industry Comparisons 
A. Financial analysis requires comparing different companies’ results before arriving at decisions.

1. We will often compare similar companies’ results.  
2. Companies in different industries often prepare very different financial statements.  For example, Walmart’s financial statements would be difficult to compare to Verizon Communications or Microsoft.  Each company operates differently and sells radically different products.[image: image2.png]
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