UNIT 2- INTRODUCTION TO BRANCH 

Many businesses operate through branches.  A building society or a firm of real estate agents may operate principally from a large town or city but also open subsidiary branch offices in the surrounding areas.

Very large organizations may set up retail outlets throughout the country, e.g. (Superplus and Hi Lo supermarkets). In this situation there will be a head office (HO) which controls to varying degrees the operations of the branch.  In the first instance the HO procures the premises and other physical resources which each branch needs before it can become operational.

There are two main ways of accounting for branch transactions:

a)
HO maintains the financial accounts of all its branches along with those of its own operations, or

b)
The branches individually maintain their own financial record accounts and periodically submit certain information to HO to enable the accounts of the business as a whole to be prepared.


The approach to be taken in this unit is method (b).

Goods may be transferred to branch as follows:

1. At cost price to head office

2. At selling price by branch

3. At cost price plus a predetermined percentage

In the case of method (2), the head office determines the selling price of goods at the branch; and in method (3), the head office usually loads a percentage to cover handling charges to the branch or to allow itself to operate as a profit center. Both methods (2) and (3) will require the head office to adjust for unrealized profit when goods remain unsold at the branch.  This unit will emphasize methods (2) and (3).

GOODS TRANSFERRED TO BRANCH FROM HO 
· In the books of the branch:

DR
Goods from HO a/c



CR
HO current a/c

· In the books of the HO

DR
Branch current a/c

CR
Goods sent to branch a/c

If goods are transferred at a price above cost a complication will arise when final accounts must be prepared and the goods at the transfer price above cost remains unsold.

From the total view point of the enterprise as a whole, profit can arise only from external sales and not from internal transfers.  Consequently, when a combine business income statement is prepared the figures shown for cost of sales and gross profit will not be the arithmetical addition of the HO and the branch figures.  The difference is the movement in the provision for unrealized profit which the HO raises to suspend the transfer profit on goods supplied to the branch, but not yet realized by sale to third parties.

The cash and cheques received by the branch for cash and credit sales should be banked.  When it is remitted to the HO the double entry would be:

DR
Remittance to HO

CR
Branch Bank

In the books of the HO when remittance is received:

DR
HO Bank

CR
Remittances from branch

The remittance accounts in both sets of ledgers are prepared to relieve the current accounts of unnecessary details considering that entries arise each working day.

There are two recognized ways of dealing with items in transit.  Either the ledger of the recipient entity is adjusted (i.e., branch ledger for goods in transit and HO for remittances in transit) or the adjustments are all made in the HO ledger.  The latter alternative is the more usual and is the one that will be used in this unit.

The balance on the current accounts in the books of the head office and the branch represents the capital invested in the branch by the HO.  In the books of the HO the current account is an asset account, and in the books of the branch it is a liability account.

PROVISION FOR UNREALIZED PROFIT

Stock should be valued at the lower of cost and net realizable value. Where net realizable value is unavailable, stock should be valued at cost.

a)
If goods are sent to the branch by the head office at cost plus profit, the stock at the branch will be shown at a price which includes profit

b)
If goods are sold by one company in a group of companies to another company within the group at cost plus profit, the goods at the buying company will be shown at a price which includes a profit.

Both of the above situations will require an adjustment for unrealizable profit if stock remains unsold at the end of the accounting period.

1)
In the case of the branch:  An adjustment must be made in the books of the head office for unrealized profit on the unsold stock at the branch and on the goods in transit to the branch.

2)
In the case of the Group of Companies: An adjustment is required for unrealized profit in the books of the selling company on goods held by the buying company and on goods in transit to that same company

Based on the realization concept profit cannot be realized until a sale has taken place.  Hence profit included in unsold stock cannot be recognized in the Income Statement as revenue.

Double Entry for adjustment:

DR
Income Statement

CR
Provision for unrealized profit – to record an increase in provision 

DR
Provision for unrealized profit – to record a decrease in provision

CR
Income Statement

In the case of the Head Office the adjustment could be made directly against the branch mark up account, and then the balance taken to the income statement.

1.
An increase in provision for unrealized profit is recorded as an expense

2.
A decrease in provision is either added to gross profit or deducted from expenses

3.
On the balance sheet the full provision for the year is subtracted from stock.

Example

A Head Office sends goods to its branch at cost plus profit of 25%. The selling price to the branch being $20,000.  All of the goods were unsold by branch.

1.
Selling Price of stock
=
Cost 
+
Profit



20,000

=
x
+
.25x



20,000

=
1.25x



20,000/1.25
=
x



16,000

=
x (cost)

2.
Therefore, the unrealized profit in the goods unsold is $4,000. 

Note that:

a)
The accounts of the head office and the entire company reflect stock at cost.

b)
However, in the books of the branch goods purchased locally are shown at cost, whereas goods acquired from the head office are shown at cost plus profit.
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