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Understanding how to properly classify various expenses incurred by a
merchandising business is crucial for accurate financial reporting and
effective management. Proper categorization impacts the calculation of gross
profit, operating income, and ultimately, the net income of the business.
This article explores the typical expenses encountered by a merchandising
business throughout the year and guides on where these expenses should be
classified within the financial statements.

Overview of Expenses in a Merchandising
Business

A merchandising business primarily involves buying goods for resale to
customers. The expenses incurred can be broadly categorized into cost of
goods sold (COGS), operating expenses, and non-operating expenses. Accurate
classification ensures clear financial insights and compliance with
accounting standards.

Cost of Goods Sold (COGS)

Definition and Role

Cost of Goods Sold represents the direct costs attributable to the goods sold
during the period. It includes the purchase cost of inventory, freight-in,
and any other costs directly involved in bringing the inventory to its
present location and condition.

Expenses Included in COGS
e Purchases of inventory
e Freight-in charges

e Import duties and tariffs related to inventory acquisition



e Purchase returns and allowances (deducted from purchases)
e Purchases discounts taken

e Direct labor costs (if applicable in manufacturing contexts)

Note: Expenses like selling, administrative, or marketing costs are not
included in COGS but are recorded separately under operating expenses.

Operating Expenses

Operating expenses are the costs incurred during the normal course of
business operations. They are essential for running the business but are not
directly tied to specific products sold.

Categories of Operating Expenses

1. Selling Expenses
Expenses related to promoting and selling the products.

e Advertising and publicity costs
e Sales commissions

e Shipping and delivery expenses to customers (if classified as selling
expenses)

e Store rent and utilities (if part of selling activities)

e Sales salaries and wages

2. General and Administrative Expenses
Expenses related to the overall administration of the business.

e Salaries of administrative personnel
e 0ffice rent and utilities
e Office supplies and stationery

e Depreciation on office equipment



e Legal and professional fees

e Insurance expenses for the business premises and assets

3. Other Operating Expenses
Additional expenses that support business operations.

e Bad debts expense
e Amortization of intangible assets

e Maintenance and repair costs for operating facilities

Non-Operating Expenses and Income

These are expenses or income not directly related to core business
operations.

Common Non-Operating Expenses

e Interest expense on loans or credit lines
e Losses from sale of assets

e Foreign exchange losses

Non-Operating Income

e Interest income
e Gains from sale of assets

e Dividend income



Specific Expenses and Their Proper
Classification

Below is a detailed discussion of common expenses incurred by a merchandising
business and guidance on where to classify each.

1. Purchase of Inventory

- Classification: Part of Cost of Goods Sold (COGS)
- Explanation: The purchase cost of inventory directly impacts COGS when the
goods are sold. It is a vital component in calculating gross profit.

2. Freight-in and Shipping Costs

- Classification: COGS (if related to inventory acquisition)

- Explanation: Freight-in costs are part of the cost of inventory and are
included in COGS. Shipping costs for delivery to customers are typically
classified as selling expenses.

3. Advertising and Promotional Expenses

- Classification: Operating Expenses — Selling Expenses
- Explanation: Expenses related to marketing and advertising to promote sales
are recorded here.

4. Salaries and Wages

- Classification:

- For sales staff: Operating Expenses — Selling Expenses

- For administrative staff: Operating Expenses — General and Administrative
Expenses

- Explanation: Compensation costs are classified based on the role of the
personnel involved.

5. Rent and Utilities

- Classification:

- Store or warehouse rent and utilities: Operating Expenses — Selling
Expenses if related to sales area

- 0ffice rent and utilities: Operating Expenses — General and Administrative
Expenses

- Explanation: The location and purpose of the space determine the
classification.



6. Depreciation

- Classification:

- Equipment used in operations: Operating Expenses — Depreciation

- 0ffice furniture: Operating Expenses — General and Administrative Expenses
- Explanation: The asset's use determines its classification.

7. Insurance Expenses

- Classification:

- Business insurance (property, liability): Operating Expenses — General and
Administrative Expenses

- Inventory insurance: Part of COGS

- Explanation: Insurance directly related to inventory is included in COGS;
otherwise, it's an operating expense.

8. Repairs and Maintenance

- Classification: Operating Expenses — Maintenance and Repairs
- Explanation: Costs incurred to maintain assets used in business operations.

9. Bad Debts Expense

- Classification: Operating Expenses — General and Administrative Expenses
- Explanation: Recognized when accounts receivable become uncollectible.

10. Interest Expense

- Classification: Non-Operating Expenses
- Explanation: Costs of financing are not part of core operations.

Summary: Proper Classification of Expenses

Correct categorization of expenses plays a significant role in financial
analysis and decision-making. Misclassification can lead to inaccurate
profitability measures and misinterpretation of operational efficiency.

Here's a quick reference list:
e Cost of Goods Sold: Purchase costs, freight-in, import duties, purchase
returns, and allowances related to inventory.

e Operating Expenses: Selling expenses (advertising, sales salaries,
delivery), general and administrative expenses (office salaries, rent,



utilities), maintenance costs.

* Non-Operating Expenses: Interest expenses, losses from asset sales,
foreign exchange losses.

Conclusion

Classifying expenses correctly is essential for producing reliable financial
statements, complying with accounting standards, and gaining clear insights
into the business’s operational performance. Merchandising businesses incur a
variety of expenses, each with specific characteristics and appropriate
classifications. Understanding these distinctions enables business owners and
accountants to prepare accurate financial reports, make informed management
decisions, and maintain transparency with stakeholders.

Proper expense classification not only reflects the true financial health of
the business but also ensures compliance with regulatory standards and
enhances the credibility of financial reports. As businesses grow and
diversify, maintaining meticulous records and understanding where each
expense belongs remains fundamental to sound financial management.

Frequently Asked Questions

In which section of the income statement should Cost
of Goods Sold be classified for a merchandising
business?

Cost of Goods Sold should be classified under the 'Expenses' section as a
primary expense that directly relates to the production or purchase of goods
sold.

Where should selling expenses, such as advertising
and sales salaries, be recorded in the financial
statements?

Selling expenses should be recorded in the 'Operating Expenses' section,
typically under 'Selling Expenses' within the income statement.

Are administrative expenses classified under the
expenses section, and what are examples?

Yes, administrative expenses are classified under the expenses section,



including items like office salaries, depreciation on office equipment, and
utilities.

How should freight-in costs incurred during the year
be classified in a merchandising business's
expenses?

Freight-in costs are included in the Cost of Goods Sold section, as they are
part of the cost of acquiring inventory.

Where do bad debt expenses typically appear in the
income statement?

Bad debt expenses are usually recorded under the 'Operating Expenses'
section, often categorized as 'Bad Debts' or 'Provision for Doubtful
Accounts.'

Should expenses like rent and utilities be included
in the expenses section, and under what category?

Yes, rent and utilities are included in the expenses section, typically
categorized under 'Administrative Expenses' or 'General Expenses.'

Where do miscellaneous expenses incurred during the
year appear in the financial statements?

Miscellaneous expenses are recorded under the 'Operating Expenses' section,
often grouped together if they are immaterial or itemized separately if
significant.

Additional Resources

The Following Expenses Were Incurred By A Merchandising Business During The
Year. In Which Expense Section is a fundamental question for managers,
accountants, and financial analysts aiming to accurately classify and report
expenses. Properly categorizing expenses ensures compliance with accounting
standards, enhances financial statement clarity, and supports effective
decision-making. In a merchandising business, expenses span various
categories, each with specific characteristics and reporting requirements.
This guide will explore the key expense sections within a merchandising
business and provide a detailed breakdown to help you determine the
appropriate classification for different costs incurred throughout the year.

Introduction: The Importance of Proper Expense Classification



For a merchandising business—such as a retail store, wholesaler, or
distributor—expenses are an inevitable part of operations. These expenses can
include costs related to purchasing inventory, operating the store,
marketing, administrative functions, and more. Accurate classification of
these expenses is critical because:

- It affects gross profit, operating income, and net income calculations.
- It helps in analyzing profitability by department or product line.

- It ensures compliance with accounting standards like GAAP or IFRS.

- It facilitates tax reporting and deduction claims.

Understanding the expense section in financial statements is essential.
Expenses are typically reported on the income statement under several main
sections, each representing different types of costs.

Main Expense Sections in a Merchandising Business

In a typical merchandising business, expenses are generally categorized into
three broad sections:

1. Cost of Goods Sold (COGS)
2. Operating Expenses
3. Non-Operating Expenses

Let's examine each section in detail to understand where specific expenses
belong.

1. Cost of Goods Sold (COGS)

Definition

Cost of Goods Sold represents the direct costs attributable to the production
or purchase of the goods that a business sells during the period. For a
merchandising business, COGS primarily involves the costs of inventory
purchased for resale.

Expenses Included in COGS

- Purchase Price of Inventory: The cost paid to suppliers for goods bought
for resale.

- Freight-In: Shipping costs incurred to bring inventory to the business
location.

- Handling and Storage Costs: Expenses related to warehousing or preparing
inventory for sale.

- Purchase Returns and Allowances: Reductions in inventory costs due to
returned goods.

- Direct Labor (if applicable): In some cases, if the business manufactures
part of its inventory, direct labor costs are included here.



Expenses Not Included in COGS

- Expenses related to selling and administrative activities.

- Marketing, advertising, or promotional costs.

- General administrative expenses such as salaries of office staff.

Key Point
Cost of goods sold is a direct expense linked to the products sold and is
deducted from sales revenue to determine gross profit.

2. Operating Expenses

Definition

Operating Expenses are the costs incurred to run the day-to-day operations of
the business but are not directly tied to the production of goods sold. These
are often divided into selling expenses and administrative expenses.

A. Selling Expenses

Expenses related to selling and promoting products:

- Sales Salaries and Commissions: Payments to sales personnel.

- Advertising and Promotional Costs: Expenses for marketing campaigns,
flyers, online ads.

- Travel and Entertainment for Sales Staff: Costs incurred by sales teams
when meeting clients.

- Delivery and Freight-Out: Costs to deliver products to customers.

- Display and Storefront Expenses: Costs for maintaining attractive
storefronts or displays.

B. Administrative Expenses

Expenses associated with managing the business:

- 0ffice Salaries and Wages: Compensation for administrative staff.

- 0ffice Supplies: Stationery, printing, and other office consumables.

- Rent and Utilities for Administrative Offices: Costs of maintaining office
premises.

- Depreciation of Office Equipment: Allocation of equipment costs over time.
- Insurance (Administrative): Business insurance for administrative
functions.

- Professional Fees: Legal, accounting, and consulting fees.

Expenses Often Classified as Operating Expenses
- Advertising and promotional costs

- Salaries of non-sales staff

- Rent for administrative offices

- Utilities for administrative space

- 0ffice supplies

- Depreciation of office equipment

- Travel expenses for administrative purposes

Key Point
Operating expenses are ongoing costs necessary for running your business but



are not directly linked to the production or purchase of inventory.

3. Non-Operating Expenses

Definition
Non-operating expenses are costs that are not related to the core operations

of the business. They typically appear below operating income on the income
statement.

Common Non-Operating Expenses

- Interest Expense: Cost of borrowing funds.

- Loss on Sale of Assets: Losses incurred from selling assets like equipment
or property.

- Foreign Exchange Losses: Losses from currency fluctuations.

- Miscellaneous Expenses: Unusual or infrequent expenses outside regular
operations.

Expenses Not Usually Included in Operating Expenses

- Interest on loans (classified under non-operating expenses)
- Penalties or fines

- Losses from investments or asset disposals

Key Point
Non-operating expenses reflect financial activities outside the core business
operations and are important for understanding overall profitability.

Practical Application: Categorizing Common Expenses

Let’s consider some typical expenses incurred by a merchandising business and
determine the appropriate expense section:

| Expense Description | Appropriate Section |

Purchase of inventory | Included in COGS |

Freight paid to suppliers (freight-in) | Included in COGS |
Salaries of sales staff | Selling Expenses |

Advertising costs | Selling Expenses |

Salaries of administrative staff | Administrative Expenses |

Rent for warehouse | Operating Expenses (usually COGS or separate
warehousing expense) |

| Utilities for retail store | Operating Expenses |

| Depreciation of delivery trucks | Operating Expenses (selling) or COGS if
directly related to inventory movement |

| Office supplies | Administrative Expenses |

| Insurance for administrative offices | Administrative Expenses |

| Interest expense on business loans | Non-Operating Expenses |



| Loss on sale of old equipment | Non-Operating Expenses |
| Delivery (freight-out) to customers | Selling Expenses |

Additional Considerations

Allocating Expenses Accurately

Some expenses may be partially related to multiple sections. For example:

- A delivery truck used both for delivering goods (selling expense) and
administrative purposes (administrative expense).

- To address this, businesses often allocate costs based on usage or activity
levels.

Use of Sub-Accounts
Many businesses use detailed sub-accounts within expense categories to better
track and analyze expenses.

Regulatory and Tax Implications

Proper classification affects tax deductions, financial ratios, and
compliance with accounting standards. For instance:

- COGS is deductible from gross income to determine taxable income.
- Operating expenses are deductible as business expenses.

- Certain non-operating expenses may have different tax treatments.

Conclusion: The Significance of Correct Expense Section Classification

Understanding the expense section in the financial statements is crucial for
accurately reflecting a business’s financial health. For a merchandising
business, expenses must be carefully categorized into COGS, operating
expenses, or non-operating expenses to ensure clarity, compliance, and
meaningful analysis.

By systematically analyzing each expense based on its nature and purpose,
management can better control costs, optimize operations, and make informed
strategic decisions. Whether you’re preparing financial statements or
analyzing a company’s profitability, recognizing where each expense belongs
is a fundamental skill that contributes to transparent and reliable financial
reporting.

Final Tips

- Always review expense descriptions carefully.

- Use detailed sub-accounts for better tracking.

- Consult accounting standards for specific classification rules.

- Remember that proper classification impacts financial ratios and tax
reporting.



With this comprehensive understanding, you’ll be well-equipped to classify
expenses accurately, ensuring your merchandising business’s financial
statements truly reflect its financial performance.
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