ACCT 100 – PROFESSOR FARINA

LECTURE NOTES

Chapter 8: Accounting for Purchases, Accounts Payable, and Cash Payments
Chapter 8: an overview

Chapter 8 discusses the accounting for purchases of merchandise, cash payments to vendors, and related issues.
New Accounts – Buyer’s books

These are the new accounts used in Chapter 8.
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Name of Account

Type of Account
Balance
Used to Record

Purchases


Expense

DR

Record purchases of merchandise 











inventory

Purchase Returns and

Allowances


Contra-expense
CR

Record returns of merchandise 









to the seller on the buyer’s 











books

Purchases Discounts

Contra-expense
CR

Record discounts taken for early 











payments to the seller by the 











buyer

Freight-in


Expense

DR

Record payment of transportation 











costs on merchandise 










inventory purchased

Let’s start learning how these new accounts are used by reviewing several guided examples.

Using the Purchases, Freight-in, and Purchase Returns and Allowances accounts

Here is a guided example focused on recording purchases made for cash and on account, with purchase returns. 
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/22508/en-us/23955.mp4
Using the Purchases Discount account

Please recall from Ch. 7 that many companies offer a discount to customers that pay within a designated time frame. These discounts are called cash discounts. If the buyer takes advantage of the cash discount, it is credited to the Purchases Discounts account. Here is a guided example on accounting for Purchases Discounts. 
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/22339/en-us/24030.mp4
Trade Discounts

We introduced trade discounts in Chapter 7. If the buyer purchases merchandise with trade discounts, the purchase is recorded at the net price (list price, less all trade discounts.)
The following guided example shows the accounting for a purchase made with a series of two trade discounts.
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/22196/en-us/24439.mp4
Basic journal entries in the seller’s and buyer’s books

It is very easy to get confused in using seller and buyer accounts when presented with a problem asking you to record merchandising entries. The following is a guided example with journal entries from both the buyer’s and seller’s point of view. I advise you to spend some time studying this example. 

https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/21001/en-us/25361.mp4


The Accounts Payable Ledger and the Schedule of Accounts Payable
In addition to the G/L, most companies require another ledger, called the Accounts Payable ledger, which shows the balances owed to each vendor. Each journal entry that affects the Accounts Payable balance in the G/L will now affect an individual vendor’s balance. Therefore, there are two postings required for such transactions: the usual posting to the G/L accounts, and another posting to the vendor’s account balance in the Accounts Payable Ledger. The example below illustrates both postings.
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/20980/en-us/25264.mp4
After the posting of the Accounts Payable Ledger and the G/L is completed, the total of the Accounts Payable Ledger customer balances should equal the Accounts Payable balance in the G/L.  To verify that the sum of the creditor balances in the Accounts Payable Ledger equals the balance of the Accounts Payable account in the G/L, a schedule of accounts payable is prepared.  A schedule of accounts payable is simply a listing of balances owed to creditors; the balances owed are taken from the ending balance of each creditor account in the Accounts Payable Ledger.
Computing net delivered cost of purchases
The income statement of a merchandising business contains a section showing the total cost of purchases. This section combines information about the cost of the purchases, freight in, purchases returns and allowances, and purchases discounts for the period. Learning how to calculate the net delivered cost of purchases will help us learn an income statement for a merchandiser, which will be covered in Ch. 13.
Here is a guided example on computing the net delivered cost of purchases. 
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/21088/en-us/24141.mp4



The Perpetual Inventory System

The accounting for merchandising transactions in both Ch. 7 and Ch. 8 assumes use of the periodic system. In the periodic system, inventory is only updated when a physical inventory of goods on hand is conducted.

Larger businesses require real-time information concerning inventories on hand and use the perpetual inventory system. The perpetual inventory system updates quantities of goods on hand, and the related general ledger accounts, with each purchase, sale and return.

When recording transactions on the buyer’s books in the perpetual inventory system, an asset account called Merchandise Inventory replaces the following: Purchases, Purchases Returns and Allowances, Purchases Discounts and Freight-in. 

Transactions on the seller’s books require a second entry when sales are made. This entry debits an expense account called Cost of Goods Sold and credits Merchandise Inventory. If a sales return is processed, an additional entry to debit Merchandise Inventory and credit Cost of Goods Sold is made.

We will not cover the perpetual inventory system in this course. It is covered in ACCT 101.
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