This document is a sample intended to help you better evaluate your internal costs that affect your sale price.  It is a guide that should be customized to fit your business.
Defining “Cost” and How it Affects Sale Price
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DEFINE COST
A. Cost

1. Invoice Cost

a. The amount due the vendor and freight carrier

b. May include off-invoice promotions

c. Should not be changed for any reasons except: 

1. When purchase order invoice doesn’t match

2. When a buyer is involved 

2. Market Cost
a. Invoice Cost

b. Surcharge

c. Case Discount Equalization - spreads out discounts equally

d. Should never be below invoice cost unless:
1. Lower price is approved by appropriate manager
2. Cost is for a dead item identified as a target for sale to eliminate from warehouse inventory
3. Salesman Cost

a. Market Cost

b. Spread to Salesmen Cost

1. Use in paying commissions

2. Based on GP

c. Should never be below invoice cost unless

1. Lower price is approved by appropriate manager

2. The item is a dead item identified as a target for sale to get rid of it from the warehouse

B. Sale Price
1. Sale price is set up in the salesmen price book by using the salesman cost.

2. Computation is based on gross profit, not markup.

3. Certain customers have selling price set by using combinations of above.

PERPETUAL INVENTORY 

Cost
A. purchase order Cost - vendor’s charge for the product itself
1. Where does it come from?

a. The buyers are to maintain fields in the product master to control:

1. Current invoice cost

2. Future invoice cost

2. Why is it important to keep accurate?

a. If a product carries an incorrect invoice cost, it leads to an incorrect cost of sales.

b. Inventory valuation will be wrong due to:
1. Wrong costing

2. Wrong value of inventory left on hand

c. Generates liability for merchandise

3. How is invoice cost monitored?

a. The computer system stores the amount due suppliers based on the quantity received times the invoice cost.
b. Accounts Payable matches the purchase order to the supplier invoice.

c. Accounts Payable enters load information into the system; the purchase order number is linked to the load information. The system will match the receiving liability to the amountof the vendor and freight invoice.

d. Cost exceptions reviewed with buyer:

1. Adjust vendor invoices

2. Correct cost

3. Correct permanent files

e. Quantity adjustments:

1. Reduce vendor invoices

2. Notify vendor – via bill back

f. Differences that go uncorrected will generate incorrect Accounts Payable gains/losses
B. Cost of freight
1. Elements of freight

a. Unit freight is computed by using:

1. Case weight

2. Cost per hundred weight

2. Freight control

a. The Purchasing Department has the responsibility to control the freight cost.

1. Select freight line

2. Select quantity rate

3. Select method

4. Case weight

3. Location in computer system
a. If the rate changes, a permanent change should be made to the file.

b. Case weight is stored in the product file.

4. Effect of freight rate
a. Upon receipt of product, the computer will compute a liability for freight on the product received.

b. The calculation will take into consideration the freight rate time and the rate of the shipment

c. The freight cost will be added to the purchase order cost of each case based on the rate (as defined above) and the individual case weight as entered in the product master.

5. Who monitors the freight?

a. Like the purchase order cost, the computer will generate a liability for the freight that is due the carrier on each shipment.

b. Accounts Payable will enter the purchase order number and freight liability.

c. Large gains and all losses should be brought to the attention of the buyer.

d. Necessary cost adjustments should be made.

C. Cash Discount Equalization

1. What is it? – Why do we use it?

a. Cash discount is a method to equalize inside profit at a certain percentage of inventory value.

b. Discount percentage may vary per vendor.
2. Buyer controls.
a. Two items should be tracked, usually on the vendor master sheet: cash discount allowed and cash discount equalization.

b. The combined total of these two columns should equal the certain percentage of inventory value.
c. Some exceptions can be made due to market conditions or other reasons.

3. Affects cost.
a. When receiving enters a product as received per the purchase order, the cost program goes to the vendor’s master to add to the invoice cost. The percentage recorded in the cash discount equalization column.
D. Surcharge

1. Surcharge is a method of moving up gross profit.
2. Surcharge is added to the unit cost upon receipt of product. It is an amount locked in to the product file and controlled by buyers.

Physical Units
A. Receiving
1. When a purchase order is received, an adjustment is made to the perpetual inventory by the computer.
2. A copy of the receiving report should be sent to Accounts Payable for verification that the quantity received is in agreement with the quantity ordered.
3. This is done after the receiving is posted in the system.
B. Shipping/Credit Memo
1. When a shipment is made to a customer, the inventory is downgraded to reflect the units shipped.
2. A credit memo works in reverse of a shipment: it will increase the units on hand if coded to be returned to stock.
C. Internal Usage
1. When merchandise is drawn from stock for company use, i.e., coffee, etc., it is to removed from stock by a “billing.” Use the appropriate customer number for:
a. Samples
b. Company Use
c. Dump & Damage, etc.
2. The computer will track down these transactions and a journal entry will be made to the general ledger to reflect the inventory reduction and book expense to the proper account.
D. Warehouse Adjustments
1. All warehouse adjustments must originate with the inventory control clerk or the operations department. Approval should be withheld until the reason for the adjustment is known.
2. With the proper notations for the reason, it is then sent to the Controller or Operations Manager for approval before posting to perpetual inventory.
3. If tied back to a receiving error, the adjustment should be tied to the original purchase order
4. If a shipping error, there should be offsetting adjustments to two product codes.
5. If the reason cannot be determined, then a zero purchase order should be used. This should only be a last resort.
6. When cycle counting the inventory (must be done on a rotating basis), care should be taken to review for un-posted credit or past bill invoices before adjustment quantities. When high dollar items show shrinkage, cycle counting should be stepped up to determine when/who/how shrinkage is occurring.
E. Office Adjustments
1. Office adjustments should only be originated by the Controller (or his appointee). They should represent over-the-counter sales that have been made where the computer shows no inventory on hand.
2. In order to bill through the computer, it is necessary to input a quantity to the perpetual inventory.
F. Perpetual vs. Physical
1. When the physical inventory is taken and new quantities are input to the computer, the computer produces a re-post showing the perpetual vs. physical. This must be reviewed for major differences.
2. An attempt should be made to determine the cause of the variances.
G. Responsibility of Units
1. The Operations Manager has the responsibility to control the perpetual quantity:
a. Controls receiving
b. Controls shipping
c. Controls dump & damage
d. Controls usage, etc.
2. No merchandise should move from the warehouse without proper paperwork.
GENERAL LEDGER INVENTORY
A. Receipt of Merchandise – creates a liability
1. When merchandise is received by the branch, the computer calculates a liability for the merchandise and the freight.
2. This estimated liability is entered to the general ledger.
3. It remains an un-billed liability until the actual invoice is entered into the system.
B. Payment of Merchandise – must match up with purchase order pricing
1. When the actual invoice is received, it is matched against the receiving purchase order
a. Exceptions are covered with buyers.
b. Corrections are made to invoices when necessary.
c. The supplier is notified.
d. Exceptions are to be reviewed daily.
2. The corrected invoice is entered into the Accounts Payable system. 
a. The computer matches the Accounts Payable entry to the receiving liability.
b. Differences are noted and retained.
c. The correct liability is entered to payable.
d. The correct inventory is entered to the general ledger.
C. Inventory used by branch  – corresponding entry made in the general ledger
1. Every branch should have set up in a sales territory, a customer number for the various reasons to withdraw merchandise from stock for branch use.
2. When this is necessary, it is drawn through the proper customer number.
3. At the end of the period, a journal entry is made to relieve the general ledger of this inventory.
D. Dump & Damage (Same as inventory used by branch) – prepared daily by Operations
E. Inventory Used for Sales
1. Ad inventory is drawn from stock; the computer accumulates the cost at the time the order is entered into the system.
2. At the end of the period, the Controller takes book sales and cost of sales from this accumulated information.
3. The offset to cost of sales is inventory used for sales.
PERPETUAL INVENTORY vs. GENERAL LEDGER INVENTORY
A. Receiving vs. Perpetual Cost
1. Upon receipt of a purchase order, the invoice cost is adjusted to reflect the new purchase order cost, new freight rate, etc.

2. At the time the computer calculates this new invoice cost, it will change the cost of all units on hand (as reflected in the computer perpetual inventory) to reflect this new cost. 
3. A report is generated from the receiving showing the gain/loss of this cost change for all items on hand when the receiving took place.

4. The computer will keep a running total of these for the period.

5. This should be tracked to keep up with market conditions.

B. Receiving Adjustments

1. This is used to reflect inventory value differences created from receiving errors.

2. These errors are the results of a purchase order cost error.

C. Account Payable vs. Receiving Cost – regular
1. When an invoice is entered into the computer system to be paid, the purchase order number is also entered into the system.

2. Any difference between Accounts Payable cost vs. receiving cost creates an Accounts Payable gain or loss.
3. All Accounts Payable gains and losses are booked to profit.

D. Accounts Payable Gain/Loss – freight  (Same as Accounts Payable vs. Receiving Cost – regular)
E. Cost Corrections – zero purchase order
1. This should be used only in rare instances. 

2. All cost corrections should be applied against the received purchase order 

3. If it becomes necessary to write down inventory, you should use the zero purchase order
HOW TO RECOGNIZE REAL SHRINK

A. Mishandling during delivery
1. Accounts for merchandise that is picked, loaded and billed during order processing but is not delivered to the customer.

2. Properly noting these mishandles in the system will affect:

a. Accounts Receivable – will be reduced

b. Branch Sales – will be reduced

c. Salesman Cost – will be reduced to state sales properly

d. Invoice Cost – will not be affected

3. These are absorbed through the raw portion of cost of sales.

4. How do we really know if an item was truly mishandled during delivery? It is obvious that there is some decision-making process involved or speculations, but the system, when properly utilized, can minimize the speculations.

5. Let’s examine the various processed involved to determine if a missing item qualifies:

a. Order Processing – Through the label picking process, all merchandise shipped must have a pricing label attached. Any labels left over after all trucks are loaded would indicate that an item has not been picked. These labels are to be accumulated and entered into the system to indicate if the item was cancelled through order maintenance. All leftover labels are turned over to the person coding the invoice corrections. All unusual labels are to be retained; they must not be destroyed. A walk through the warehouse is called for at the end of loading to pick up those which may be on the floor or elsewhere. The labels should also be reviewed by the Operations Manager to determine why the items were not shipped.

b. Driver Check-in Process at the Dock – The driver manifest must be reviewed to eliminate possible incorrect shipments from being coded as a mishandled delivery. Any item discrepancies are to be noted for the invoice corrections clerk. Look for items which were over on the load and not appearing on an invoice. Care must be taken that only true over items are coded as such. The driver manifest must be clearly marked for the Invoice Corrections Clerk to ensure accurate coding.

c. Invoice Correction Process – The invoice corrections clerk must be careful when making the determination that an item is a mishandled item. All picking labels not coded as cancelled are to be reviewed against possible mishandled items. Unusual quantities coded as short or over must be reviewed to properly determine their status. As an example, if a quantity of 50 cases is marked as short, the chances are slim that the 50 cases were actually shipped. When it can be determined that an item is a special order item (through product code number), these items must be checked out first to be sure they were short. During this process, the driver number must be utilized to ensure proper reporting.

d. Inventory Variation Reporting Process – Because mishandled items are written off to income through a reduction in sales only, there is no update to the book inventory. This means that the mishandled items are not part of the book vs. perpetual variation (assuming they are properly coded.)

6. Once an item is coded as mishandled, what then is its status?

a. These items become actual losses and they are classified as a real shrink. This means that these items were actually loaded and to the best of your knowledge, have been mishandled through the delivery process resulting in actual disappearance of inventory. It could have resulted through outright theft or the driver leaving items with a wrong customer or leaving items not on a customer’s invoice.

7. It is essential to properly control the paper flow in order to recognize the level of merchandise disappearance and to begin to react to eliminate this shrinkage.

8. The Controller and Operations Manager should look for trends or patterns which could indicate misuse of company properly.

9. Mishandled items normally amount to many dollars being lost by each branch. It cannot go unchecked and unreviewed.

B. Zero purchase order Quantity Adjustments

1. Occasions develop when quantity adjustments are required and there is not sufficient information available to determine the exact cause for the adjustment. In these situations, these quantity adjustments are made using a zero purchase order number.

2. These transactions are accumulated and reported daily through the end-of-day reporting cycle and are combined with the zero purchase order cost adjustments.

3. These zero purchase order quantity adjustments are to be monitored by the branch Controller and initiated prior to entry into the system. They must have as much of an explanation as possible for the transaction, even if it is an “unexplained adjustment.”

4. These adjustments have only one effect. They either increase or decrease the perpetual inventory. Because of this one-sided effect, these entries must be recorded and inserted into the inventory over/short worksheet and also reported on the period recap of inventory analysis.

5. These types of adjustments are not to be made unless necessary. But, if they are not controlled, they can get out of hand and the credibility of our inventory reporting comes into question. Do not allow this process to be abused. (For example, pre-receiving being done with a zero purchase order) This process has caused many problems because someone forgot to minus out the pre-receiving the following day. If pre-receiving is necessary, do it using a pre-enter additions receiving function, receiving the entire purchase order Adjust the purchase order the next day for possible correction. This allows all transactions to go to both the general ledger and perpetual.

6. Zero purchase orders are not to be used as receiving purchase order number, nor are corrections to be made to receiving using zero purchase order numbers. Adequate internal controls must be established and maintained to ensure that zero purchase orders are not abused.

7. “Plus” zero purchase orders and mishandled item codes can be compared to determine if there is a relationship between them. If there are offsetting zero purchase orders, “plus” adjustments and mishandled item codes, they are to be noted on the period recap of inventory variations.
8. Zero purchase order adjustments can represent actual disappearance of merchandise, offset for incorrect shipments, unknown adjustments and various other reasons. This is a high risk category and must be constantly monitored with minuses being brought under control and corrected.

C. Office Adjustments purchase order
1. The office adjustments are restricted for use only to increase the file quantity so that a billing can be rendered.

2. These adjustments are to be plus adjustments only. Under normal conditions, they are for small quantities.

3. These adjustments have an effect on the perpetual inventory only and must be controlled and monitored by the branch Controller to ensure that they are being used for their designated purpose only.
4. These adjustments must also be inserted into the inventory over/short worksheet and also on the period report for variances. Any unusual activity must be explained on the report.

5. Proper internal control is to be established to control the use of these entries.

6. These entries can also be compared to the mishandled item code entries for possible offset, and if found, noted on the period variance report.

D. Physical to Perpetual Differences

1. One area quite often overlooked in inventory analysis is the physical to perpetual adjustment. The adjustments are a result of the perpetual inventory (file count) being adjusted due to the physical inventory count.

2. These differences often occur in a large percentage of the line items on file and must be of concern if a branch Controller is to effectively control the inventory.

3. It is intuitively obvious that good inventory control must have as a beginning, a good inventory count. The establishment of accurate physical inventory count must be the basis for efficient inventory control.

4. Once the Controller has been satisfied with the inventory count to begin the year, he can then set out to monitor the inventory movement throughout the quarter and with the ending physical inventory in the quarter, can utilize the physical to perpetual difference to evaluate the branch control procedures. This adjustment is a measurement process within the year.
5. The physical inventory final shows the quantity and dollar difference. It can be used along with the activity report to review for possible prior physical offsets. If an adjustment(s) was a result of a bad count, it is to be noted on the inventory variation report.

6. These differences could also be offset somewhat by code 10 credits.

7. These differences are also entries which offset only the perpetual count and as such, must appear on the inventory over/short worksheet and the period variance adjustment report. Proper attention must be paid to this area because it can vary things concerning the inventory activities throughout the quarter as well as giving an indication of the accuracy of the physical inventory procedures.

MONITORS FOR INVENTORY
A. To identify inventory differences on a more timely basis.

B. The Controller will be responsible to submit a monthly inventory analysis. This analysis is to be broken down between pricing differences and unit differences. It should reconcile the difference between general ledger inventory and perpetual inventory on the computer. 

C. The inventory analysis report is to be submitted to the corporate controller by Monday of the 2nd week of each period, including a consolidation for each quarter.
SAMPLE:
	Pricing

	Price Mark Up/Spreads/Surcharge on Stock Products

	 
	Percent of Markup
	Spreads on
	

	Class
	Price 1
	Price 2
	Master Products
	Spreads on Breaker Products

	Produce
	30%
	15%
	3%
	Double what master is on all classes

	Perishables
	30%
	15%
	3% to 5%
	 

	Dairy
	30%
	15%
	2% to 4%, or 2¢/# to 5¢/#
	 

	Grocery
	30%
	15%
	3% to 5%
	 

	Meats
	30%
	15%
	2.5% to 3.5%, or 1¢/# to 3¢/#
	 

	Poultry
	30%
	15%
	3% to 4%, or 1¢/# to 3¢/#
	 

	Seafood
	30%
	15%
	1.5% to 3.5%, or 1¢/# to 3¢/#
	 

	Frozen Other
	30%
	15%
	3% to 6%, or 2¢/# to 4¢/#
	 

	Janitorial
	30%
	15%
	10%
	 

	Paper
	30%
	15%
	10%
	 

	Supplies/Equipment
	30%
	15%
	10%
	 

	 
	 
	 
	 
	 

	Surcharge Formula
	Surcharge
	 

	purchase order Cost is:
	 
	

	Less than $9.99
	28¢
	

	$10.00 to $17.99
	36¢
	

	Greater than $18.00
	3% of purchase order Cost
	

	Catch Weight Items
	 
	

	Less than $3.00/#
	1¢/#
	

	Greater than $3.00/#
	2¢/#
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