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2. Purchase Considerations for Merchandising
Business
A quick stroll through most any retail store will reveal a substantial investment in inventory. Even if
a merchant is selling goods at a healthy profit, financial difficulties can creep up if a large part of the
inventory remains unsold for a long period of time. Goods go out of style, become obsolete, and so
forth. Therefore, a prudent business manager will pay very close attention to inventory content and
level. There are many detailed accounting issues that pertain to inventory, and a separate chapter is
devoted exclusively to inventory issues. This chapter’s introduction is brief, focusing on elements of
measurement that are unique to the merchant’s accounting for the basic cost of goods.

2.1 Merchandise Acquisition
The first phase of the merchandising cycle occurs when the merchant acquires goods to be stocked
for resale to customers. The appropriate accounting for this action requires the recording of the
purchase. Now, there are two different techniques for recording the purchase -- depending on
whether a periodic system or a perpetual system is in use. Generalizing, the periodic inventory
system is easier to implement but is less robust than the “real-time” tracking available under a
perpetual system. Conversely, the perpetual inventory system involves more “systemization” but is
a far superior business management tool. Let’s begin with the periodic system; we’ll then return to
the perpetual system.

2.2 Periodic Inventory System
When a purchase occurs and a periodic inventory system is in use, the merchant should record the
transaction via the following entry:
7-7-X1

***

Purchases

3,000

Accounts Payable

3,000

Purchased inventory on account

The Purchases account is unique to the periodic system. The Purchases account is not an expense or
asset, per se. Instead, the account’s balance represents total inventory purchased during a period,
and this amount must ultimately be apportioned between cost of goods sold on the income statement
and inventory on the balance sheet. The apportionment is based upon how much of the purchased
goods are resold versus how much remains in ending inventory. Soon, you will see the accounting
mechanics of how this occurs. But, for the moment, simply focus on the concepts portrayed by this
graphic:
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2.3 Purchase Returns and Allowances
5HFDOOWKHHDUOLHUGLVFXVVLRQRIVDOHVUHWXUQVDQGDOORZDQFHV1RZWKHVKRHLVRQWKHRWKHUIRRW
/HW¶VVHHKRZDSXUFKDVHURILQYHQWRU\ZRXOGKDQGOHDUHWXUQWRLWVYHQGRUVXSSOLHU)LUVWLWLVD
FRPPRQEXVLQHVVSUDFWLFHWRFRQWDFWWKHVXSSOLHUEHIRUHUHWXUQLQJJRRGV8QOLNHWKHUHWDLOWUDGH
WUDQVDFWLRQVEHWZHHQEXVLQHVVHVDUHQRWVRHDVLO\XQGRQH$VXSSOLHUPD\UHTXLUHWKDW\RXILUVW
REWDLQDQ³50$´RU³5HWXUQ0HUFKDQGLVH$XWKRUL]DWLRQ´7KLVLQGLFDWHVDZLOOLQJQHVVRQWKHSDUW
RIWKHVXSSOLHUWRDFFHSWWKHUHWXUQ:KHQWKHPHUFKDQGLVHLVUHWXUQHGWRDVXSSOLHUDGHELW
PHPRUDQGXPPD\EHSUHSDUHGWRLQGLFDWHWKDWWKHSXUFKDVHULVWRGHELWWKHLU$FFRXQWV3D\DEOH
DFFRXQWWKHFRUUHVSRQGLQJFUHGLWLVWR3XUFKDVHV5HWXUQVDQG$OORZDQFHV


7-19-X1
Accounts Payable
1,000

Puchase Returns and Allowances
1,000

To record the return of defective inventory to
vendor



3XUFKDVHUHWXUQVDQGDOORZDQFHVDUHVXEWUDFWHGIURPSXUFKDVHVWRFDOFXODWHWKHDPRXQWRIQHW
SXUFKDVHVIRUDSHULRG7KHVSHFLILFFDOFXODWLRQRIQHWSXUFKDVHVZLOOEHGHPRQVWUDWHGDIWHUDIHZ
PRUHFRQFHSWVDUHLQWURGXFHG


2.4 Cash Discount
5HFDOOWKHSUHYLRXVGLVFXVVLRQRIFDVKGLVFRXQWV VRPHWLPHVFDOOHGSXUFKDVHGLVFRXQWVIURPWKH
SXUFKDVHU¶VSHUVSHFWLYH 'LVFRXQWVDUHW\SLFDOO\YHU\IDYRUDEOHWRWKHSXUFKDVHUDVWKH\DUH
GHVLJQHGWRHQFRXUDJHHDUO\SD\PHQW:KLOHGLVFRXQWVPD\VHHPVOLJKWWKH\XVXDOO\UHSUHVHQWD
VXEVWDQWLDOVDYLQJVDQGVKRXOGXVXDOO\EHWDNHQ&RQVLGHUWKHFDOHQGDURQWKHIDFLQJSDJHDVVXPLQJ
DSXUFKDVHZDVPDGHRQ0D\WHUPVQ7KHGLVFRXQWFDQEHWDNHQLISD\PHQWLVPDGH
ZLWKLQWKH³JUHHQVKDGHG´GD\V RUSRWHQWLDOO\RQHDGGLWLRQDOGD\GHSHQGLQJRQWKHVSHFLILF
DJUHHPHQW 7KHGLVFRXQWFDQQRWEHWDNHQGXULQJWKH\HOORZVKDGHGGD\V RIZKLFKWKHUHDUHWZHQW\
DVQRWHG 7KHELOOEHFRPHVSDVWGXHGXULQJWKH³UHGVKDGHGGD\V´:KDWLVLPSRUWDQWWRQRWHKHUHLV
WKDWVNLSSLQJSDVWWKHGLVFRXQWSHULRGZLOORQO\DFKLHYHDGD\GHIHUUDORIWKHSD\PHQW,I\RX
FRQVLGHUWKDW\RXDUH³HDUQLQJ´DUHWXUQE\SD\LQJGD\VHDUO\LWLVLQGHHGDODUJHVDYLQJV
&RQVLGHUWKDWWKHUHDUHPRUHWKDQWZHQW\GD\SHULRGVLQD\HDU  DQGDWSHUWZHQW\
GD\SHULRGWKLVHTXDWHVWRRYHUDDQQXDOLQWHUHVWFRVWHTXLYDOHQW
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'LVFRXQWWHUPVYDU\FRQVLGHUDEO\+HUHDUHVRPHH[DPSOHV

x QLISDLGZLWKLQGD\VQHWLQGD\V
x QHRPLISDLGZLWKLQGD\VQHWHQGRIPRQWK
x QòLISDLGZLWKLQGD\VQHWLQGD\V

2FFDVLRQDOO\DFRPSDQ\PD\RSWWRVNLSDGLVFRXQW,QWKH
FDVHRIWKHKDOISHUFHQWGLVFRXQWH[DPSOHQRWLFHWKDWWKHQHW
DPRXQWLVQRWGXHXQWLOWKHWKGD\3HUKDSVWKHSXUFKDVHU
ZRXOGFRQFOXGHWKDWWKHDGGLWLRQDOGD\VLVZRUWKIRUJRLQJ
WKHKDOISHUFHQWVDYLQJVDVWKHDQQXDOLQWHUHVWFRVWHTXLYDOHQW
LVRQO\DERXW  ³SHULRGV´SHU\HDUWLPHV
SHU³SHULRG´ %XWWKLVLVWKHH[FHSWLRQUDWKHUWKDQWKH
UXOH,QVKRUWWDNLQJWKHGLVFRXQWVXVXDOO\PDNHVJRRG
HFRQRPLFVHQVH

$EXVLQHVVVKRXOGVHWXSLWVDFFRXQWLQJV\VWHPWRWLPHO\SURFHVVDQGWDNHDGYDQWDJHRIDOO
UHDVRQDEOHGLVFRXQWV,QDVPDOOEXVLQHVVVHWWLQJWKLVPLJKWHQWDLOXVLQJDKDQJLQJILOHV\VWHPZKHUH
LQYRLFHVDUHILOHGIRUSD\PHQWWRPDWFKWKHGLVFRXQWGDWHV$ODUJHUFRPSDQ\ZLOOXVXDOO\KDYHDQ
DXWRPDWHGSD\PHQWV\VWHPZKHUHFKHFNVDUHVFKHGXOHGWRSURFHVVFRQFXUUHQWZLWKLQYRLFHGLVFRXQW
GDWHV9HU\ODUJHSD\PHQWVDQGJOREDOSD\PHQWVDUHIUHTXHQWO\VHWXSDV³ZLUHWUDQVIHUV´7KLV
PHWKRGHQDEOHVWKHSXUFKDVHUWRUHWDLQXVHRIIXQGV DQGWKHDELOLW\WRJHQHUDWHLQYHVWPHQWLQFRPH
RQWKRVHIXQGV XQWLOWKHYHU\ODVWPLQXWH7KLVLVFRQVLGHUHGWREHDJRRGEXVLQHVVSUDFWLFH
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+RZHYHUWKHUHLVDQHWKLFDOLVVXHIRU\RXWRFRQVLGHU0DQ\YHQGRUVZLOODFFHSWD³GLVFRXQWHG
SD\PHQW´RXWVLGHRIWKHGLVFRXQWSHULRG,QRWKHUZRUGVDSXUFKDVHUPLJKWZDLWRUGD\V
DQGVWLOOWDNHWKHGLVFRXQW6RPHYHQGRUVDUHJODGWRUHFHLYHWKHSD\PHQWDQGZLOOVWLOOJUDQWFUHGLW
IRUWKHGLVFRXQW2WKHUVZLOOUHWXUQWKHSD\PHQWDQGLQVLVWRQWKHIXOODPRXQWGXH,VLWDJRRG
EXVLQHVVSUDFWLFHWR³EHQGWKHWHUPV´RIWKHDJUHHPHQWWRWDNHDGLVFRXQWZKHQ\RXNQRZWKDW\RXU
VXSSOLHUZLOOVWDQGIRUWKLVSUDFWLFH",VLWHWKLFDOWR³EHQGWKHWHUPV´ RIWKHDJUHHPHQW",I\RX
GLVFXVVWKLVZLWK\RXUFODVVPDWHV\RXZLOOILQGDGLYHUVLW\RIRSLQLRQ


*URVV5HFRUGLQJRI3XUFKDVHV'LVFRXQWV
$IXQGDPHQWDODFFRXQWLQJLVVXHLVKRZWRDFFRXQWIRUSXUFKDVHWUDQVDFWLRQVZKHQGLVFRXQWVDUH
RIIHUHG2QHWHFKQLTXHLVWKHJURVVPHWKRGRIUHFRUGLQJSXUFKDVHV7KLVWHFKQLTXHUHFRUGV
SXUFKDVHVDWWKHLUWRWDOJURVVRUIXOOLQYRLFHDPRXQW

11-5-X7
Purchases
5,000

Accounts
Payable
5,000


Purchased inventory on account, terms 2/10, n/30

,ISD\PHQWLVPDGHZLWKLQWKHGLVFRXQWSHULRGWKHSXUFKDVHGLVFRXQWLVUHFRJQL]HGLQDVHSDUDWH
DFFRXQW7KH3XUFKDVH'LVFRXQWVDFFRXQWLVVLPLODUWR3XUFKDVHV5HWXUQV $OORZDQFHVDVLWLV
GHGXFWHGIURPWRWDOSXUFKDVHVWRFDOFXODWHWKHQHWSXUFKDVHVIRUWKHSHULRG

11-13-X7 Accounts Payable
5,000

Purchase Discounts
100

Cash
4,900

Paid outstanding payable within discount

period, discount taken ($5,000 X 2% = $100)

,ISD\PHQWLVPDGHRXWVLGHWKHGLVFRXQWSHULRGWKHHQWU\LVTXLWHVWUDLJKWIRUZDUG

11-29-X7 Accounts Payable
5,000

Cash
5,000

Paid outstanding payable outside of the

discount period


1HW5HFRUGLQJRI3XUFKDVHV'LVFRXQWV/RVW
5DWKHUWKDQUHFRUGLQJSXUFKDVHVJURVVDFRPSDQ\PD\HOHFWWRUHFRUGWKHVDPHWUDQVDFWLRQXQGHUD
QHWPHWKRG:LWKWKLVWHFKQLTXHWKHLQLWLDOSXUFKDVHLVDJDLQUHFRUGHGE\GHELWLQJ3XUFKDVHVDQG
FUHGLWLQJ$FFRXQWV3D\DEOHEXWRQO\IRUWKHQHWDPRXQWRIWKHSXUFKDVH WKHSXUFKDVHOHVVWKH
DYDLODEOHGLVFRXQW 

11-5-X7
Purchases
4,900

Accounts Payable
4,900

Purchased $5,000 of inventory on account,

terms 2/10,n/30

,ISD\PHQWLVPDGHZLWKLQWKHGLVFRXQWSHULRGWKHHQWU\LVTXLWHVWUDLJKWIRUZDUGEHFDXVHWKHSD\DEOH
ZDVLQLWLDOO\HVWDEOLVKHGDWQHWRIGLVFRXQWDPRXQW
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11-13-X7

***

Accounts Payable

4,900

Cash

4,900

Paid accounts payable within discount period

If payment is made outside the discount period, the lost discounts are recorded in a separate account.
The Purchase Discounts Lost account is debited to reflect the added cost associated with missing out
on the available discount amount:

11-29-X7

Accounts Payable

4,900

Purchase Discounts Lost

***

100

Cash

5,000

Paid outstanding payable outside of the
discount period

2.7 Comparison of Gross vs. Net
In evaluating the gross and net methods, notice that the Purchase Discounts Lost account (used only
with the net method) indicates the total amount of discounts missed during a particular period. The
presence of this account draws attention to the fact that discounts are not being taken; frequently an
unfavorable situation. The Purchase Discounts account (used only with the gross method) identifies
the amount of discounts taken, but does not indicate if any discounts were missed. For reporting
purposes, purchases discounts are subtracted from purchases to arrive at net purchases, while
purchases discounts lost are recorded as an expense following the gross profit number for a
particular period.
The following diagram contrasts the gross and net methods for a case where the discount is taken.
Notice that $4,900 is accounted for under each method. The Gross method reports the $5,000 gross
purchase, less the applicable discount. In contrast, the net method only shows the $4,900 purchase
amount.
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The next diagram contrasts the gross and net methods for the case where the discount is lost. Notice
that $5,000 is accounted for under each method. The gross method simply reports the $5,000 gross
purchase, without any discount. In contrast, the net method shows purchases of $4,900 and an
additional $100 charge pertaining to lost discounts.

.
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2.8 Freight Charges
$SRWHQWLDOO\VLJQLILFDQWLQYHQWRU\UHODWHGFRVWSHUWDLQVWRIUHLJKW7KHLPSRUWDQFHRIFRQVLGHULQJ
WKLVFRVWLQDQ\EXVLQHVVWUDQVDFWLRQFDQQRWEHXQGHUVWDWHG7KHJOREDOL]DWLRQRIFRPPHUFHULVLQJ
HQHUJ\FRVWVDQGWKHLQFUHDVLQJXVHRIRYHUQLJKWGHOLYHU\YLDPRUHH[SHQVLYHDLUWUDQVSRUWDWLRQ
YHKLFOHVDOOFRQWULEXWHWRKLJKIUHLJKWFRVWV)UHLJKWFRVWVFDQHDVLO\H[FHHGRIWKHYDOXHRID
WUDQVDFWLRQ$VDUHVXOWEXVLQHVVQHJRWLDWLRQVUHODWHQRWRQO\WRPDWWHUVRISURGXFWFRVWEXWPXVW
DOVRLQFOXGHFRQVLGHUDWLRQRIIUHLJKWWHUPV)UHLJKWDJUHHPHQWVDUHRIWHQGHVFULEHGE\DEEUHYLDWLRQV
WKDWGHVFULEHWKHSODFHRIGHOLYHU\ZKHQWKHULVNRIORVVVKLIWVIURPWKHVHOOHUWRWKHEX\HUDQGZKR
LVWREHUHVSRQVLEOHIRUWKHFRVWRIVKLSSLQJ2QHYHU\SRSXODUDEEUHYLDWLRQLV)2%7KLV
DEEUHYLDWLRQVWDQGVIRU³IUHHRQERDUG´,WVKLVWRULFDORULJLQDSSDUHQWO\UHODWHGWRDVHOOHU¶VGXW\WR
SODFHJRRGVRQVRPHVKLSSLQJYHVVHOZLWKRXWFKDUJHWRWKHEX\HU:KHWKHUWKDWKLVWRULFDO
H[SODQDWLRQLVH[DFWO\FRUUHFWRUQRWLVXQFOHDU:KDWLVLPSRUWDQWWRNQRZLVWKDW)2%LVD
FRPPRQWHUP

7KH)2%SRLQWLVQRUPDOO\
XQGHUVWRRGWRUHSUHVHQWWKHSODFHZKHUH
RZQHUVKLSRIJRRGVWUDQVIHUV$ORQJ
ZLWKVKLIWLQJRZQHUVKLSFRPHVWKH
UHVSRQVLELOLW\IRUWKHSXUFKDVHUWR
DVVXPHWKHULVNRIORVVDGXW\WRSD\
IRUWKHJRRGVDQGWKHXQGHUVWDQGLQJ
WKDWIUHLJKWFRVWVEH\RQGWKH)2%
SRLQWZLOOEHERUQHE\WKHSXUFKDVHU

,QWKHGUDZLQJDWULJKWQRWLFHWKDW
PRQH\LVSDLGE\WKHVHOOHUWRWKH
WUDQVSRUWFRPSDQ\LQWKHWRS
LOOXVWUDWLRQ7KLVLVWKHFDVHZKHUHWKH
WHUPVFDOOHGIRU)2%'HVWLQDWLRQ±
WKHVHOOHUKDGWRJHWWKHJRRGVWRWKH
GHVWLQDWLRQ7KLVVLWXDWLRQLVUHYHUVHGLQ
WKHPLGGOHLOOXVWUDWLRQ)2%6KLSSLQJ
3RLQWWKHEX\HUKDGWRSD\WRJHWWKHJRRGVGHOLYHUHG7KHWKLUGLOOXVWUDWLRQFDOOVIRUWKHEX\HUWR
EHDUWKHIUHLJKWFRVW )2%6KLSSLQJ3RLQW +RZHYHUWKHFRVWLVSUHSDLGWRWKHWUXFNHUE\WKH
VHOOHUDVDQDFFRPPRGDWLRQ1RWLFHWKDWWKHEX\HUWKHQVHQGVDFKHFN LQEOXH WRWKHVHOOHUWR
UHLPEXUVHIRUWKHSUHSDLGIUHLJKWXOWLPDWHO\WKHEX\HULVVWLOOEHDULQJWKHIUHLJKWFRVW2IFRXUVH
RWKHUVFHQDULRVDUHSRVVLEOH)RUH[DPSOHWHUPVFRXOGEH)2%6W/RXLVLQZKLFKFDVHWKHVHOOHU
ZRXOGSD\WRJHWWKHJRRGVIURP1HZ<RUNWR6W/RXLVDQGWKHEX\HUZRXOGSD\WREULQJWKHJRRGV
IURP6W/RXLVWR/RV$QJHOHV

7DNHDPRPHQWDQGORRNDWWKHLQYRLFHSUHVHQWHGHDUOLHULQWKLVFKDSWHUIRU%DUEHU6KRS6XSSO\
<RXZLOOQRWLFHWKDWWKHVHOOHUZDVLQ&KLFDJRDQGWKHSXUFKDVHUZDVLQ'DOODV-XVWWRWKHULJKWRI
WKHLQYRLFHGDWH\RXZLOOQRWHWKDWWKHWHUPVZHUH)2%'DOODV7KLVPHDQVWKDW%DUEHU6KRS
6XSSO\LVUHVSRQVLEOHIRUJHWWLQJWKHJRRGVWRWKHFXVWRPHULQ'DOODV7KDWLVZK\WKHLQYRLFH
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included $0 for freight; the purchaser was not responsible for the freight cost. Had the terms been
F.O.B. Chicago, then Hair Port Landing would have to bear the freight cost; the cost might be added
to the invoice by Barber Shop Supply if they prepaid the cost to a transportation company, or Hair
Port might be expected to prepare a separate payment to the transport company. Next are presented
appropriate journal entries to deal with alternative scenarios.
x

If goods are sold F.O.B. destination, the seller is responsible for costs incurred in moving
the goods to their destination. Freight cost incurred by the seller is called freight-out, and is
reported as a selling expense that is subtracted from gross profit in calculating net income.
Seller’s entry:
5-11-X4

Accounts Receivable

7,000

Freight-out

***

400

Cash

400

Sales

7,000

Sold merchandise on account for $7,000,
terms F.O.B. destination, and paid the freight
bill of $400

Buyer’s entry:
5-11-X4

Purchases

7,000

Accounts Payable
Purchased $7,000 of inventory, terms F.O.B.
destination

***

x

7,000

If goods are sold F.O.B. shipping point, the purchaser is responsible for paying freight costs
incurred in transporting the merchandise from the point of shipment to its destination.
Freight cost incurred by a purchaser is called freight-in, and is added to purchases in
calculating net purchases:
Seller’s entry:
6-6-X4

***

Accounts Receivable

8,000

Sales

8,000

Sold merchandise on account for $8,000,
terms F.O.B. shipping point
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%X\HU¶VHQWU\
6-6-X4

Purchases

8,000

Freight-in

1,500

Cash

1,500

Accounts Payable

8,000

Purchased $8,000 of inventory, terms F.O.B.
shipping point, and paid the shipping freight
bill of $1,500

x

,IJRRGVDUHVROG)2%VKLSSLQJSRLQWIUHLJKWSUHSDLGWKHVHOOHUSUHSD\VWKHWUXFNLQJ
FRPSDQ\DVDQDFFRPPRGDWLRQWRWKHSXUFKDVHU7KLVSUHSDLGIUHLJKWLQFUHDVHVWKHDFFRXQWV
UHFHLYDEOHRIWKHVHOOHU7KDWLVWKHVHOOHUH[SHFWVSD\PHQWIRUWKHPHUFKDQGLVHDQGD
UHLPEXUVHPHQWIRUWKHIUHLJKW7KHSXUFKDVHUZRXOGUHFRUGWKLVWUDQVDFWLRQE\GHELWLQJ
3XUFKDVHVIRUWKHDPRXQWRIWKHSXUFKDVHGHELWLQJ)UHLJKW,QIRUWKHDPRXQWRIWKHIUHLJKW
DQGFUHGLWLQJ$FFRXQWV3D\DEOHIRUWKHFRPELQHGDPRXQWGXHWRWKHVHOOHU


6HOOHU¶VHQWU\




3-10-X8




Accounts Receivable

10,400

Cash

400

Sales

10,000

Sold merchandise on account for $10,000,
terms F.O.B. shipping point, $400 freight
prepaid
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%X\HU¶VHQWU\





3-10-X8



Purchases

10,000

Freight-in

400

Accounts Payable

10,400

Purchased merchandise on account for
$10,000, terms F.O.B. shipping point, $400
freight prepaid




,PSRUWDQWO\FDVKGLVFRXQWVIRUSURPSWSD\PHQWDUHQRWXVXDOO\DYDLODEOHRQWKHIUHLJKWFKDUJHV)RU
H[DPSOHLIWKHUHZDVDGLVFRXQWRQWKHDERYHSXUFKDVHLWZRXOGDPRXQWWR ;
 QRW ; 

7KH&DOFXODWLRQRI1HW3XUFKDVHV
$QXPEHURIQHZDFFRXQWVKDYHEHHQLQWURGXFHGLQWKLVFKDSWHU3XUFKDVHV3XUFKDVH5HWXUQVDQG
$OORZDQFHV3XUFKDVH'LVFRXQWVDQG)UHLJKWLQKDYHDOOEHHQLOOXVWUDWHG(DFKRIWKHVHDFFRXQWVLV
QHFHVVDU\WRFDOFXODWHWKH³QHWSXUFKDVHV´GXULQJDSHULRG
1RWLFHWKDWWKHWDEOHDWULJKWUHYHDOV
WRWDOSXUFKDVHVRIGXULQJ
Add: Purchases
$400,000
WKHSHULRG7KLVZRXOGEHEDVHG
Freight-in
40,000
RQWKHWRWDOLQYRLFHDPRXQWIRUDOO
$440,000
JRRGVSXUFKDVHGGXULQJWKHSHULRG
Less: Purchase discounts
$ 6,000
Purchase
returns
&
allowances
20,000
14,000
DVLGHQWLILHGIURPWKH3XUFKDVHV
Net purchases
$420,000
DFFRXQWLQWKHOHGJHU7KHFRVWRI
WKHSXUFKDVHVLVLQFUHDVHGIRUWKH
IUHLJKWLQFRVWV3XUFKDVHGLVFRXQWVDQGSXUFKDVHUHWXUQVDQGDOORZDQFHVDUHVXEWUDFWHG7KHUHVXOW
LVWKDWWKH³QHWSXUFKDVHV´DUH1HWSXUFKDVHVUHIOHFWWKHDFWXDOFRVWVWKDWZHUHGHHPHGWR
EHRUGLQDU\DQGQHFHVVDU\WREULQJWKHJRRGVWRWKHLUORFDWLRQIRUUHVDOHWRDQHQGFXVWRPHU
,PSRUWDQWO\VWRUDJHFRVWVLQVXUDQFHLQWHUHVWDQGRWKHUVLPLODUFRVWVDUHFRQVLGHUHGWREHSHULRG
FRVWVWKDWDUHQRWDWWDFKHGWRWKHSURGXFW,QVWHDGWKRVHRQJRLQJFRVWVDUHVLPSO\H[SHQVHGLQWKH
SHULRGLQFXUUHGDVDQRSHUDWLQJH[SHQVHRIWKHEXVLQHVV


&RVWRI*RRGV6ROG
(DUO\LQWKLVFKDSWHU
LWZDVLQGLFDWHGWKDW
Beginning inventory, Jan. 1
$115,000
From end of prior period
WKHFRVWRISXUFKDVHV
Plus: Net purchases
420,000
From calculations above
PXVWXOWLPDWHO\EH
Goods available for sale
$535,000
Less: Ending inventory, Dec. 31
91,000
From physical count
DOORFDWHGEHWZHHQ
Cost
of
goods
sold
$444,000
FRVWRIJRRGVVROGDQG
LQYHQWRU\GHSHQGLQJ
RQWKHSRUWLRQRIWKHSXUFKDVHGJRRGVWKDWKDYHEHHQUHVROGWRHQGFXVWRPHUV7KLVDOORFDWLRQPXVW
DOVRWDNHLQWRFRQVLGHUDWLRQDQ\EHJLQQLQJLQYHQWRU\WKDWZDVFDUULHGRYHUIURPSULRUSHULRGV
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Very simply, goods that remain unsold at the end of an accounting period should not be “expensed”
as cost of goods sold. Therefore, the calculation of cost of goods sold requires an assessment of total
goods available for sale, from which ending inventory is subtracted.
With a periodic system, the ending inventory is determined by a physical count. In that process, the
goods held are actually counted and assigned cost based on a consistent method. The actual methods
for assigning cost to ending inventory is the subject of considerable discussion in the inventory
chapter. For now, let’s just take it as a given that the $91,000 shown represents the cost of ending
inventory.
Understanding the allocation of costs to ending inventory and cost of goods sold is very important
and is worthy of additional emphasis. Consider the following diagram:

The beginning inventory is equal to the prior year’s ending inventory, as determined by reference to the
prior year’s ending balance sheet. The net purchases is extracted from this year’s ledger (i.e., the
balances of Purchases, Freight-in, Purchase Discounts, and Purchase Returns & Allowances). Goods
available for sale is just the sum of beginning inventory and net purchases. Goods available for sale is not
an account, per se; it is merely an abstract result from adding two amounts together. Now, the total cost
incurred (cost of goods available for sale) must be “allocated” according to its nature at the end of the
year -- if the goods are still held, those costs become an asset amount (inventory), and to the extent the
goods are not still held, those costs are attributed to the cost of goods sold expense category.

2.11 Detailed Income Statement for Merchandise Operation
Wow, what a lot of activity to consider -- net sales, net purchases, cost of sales, gross profit, etc.! How do
you keep all this straight? A detailed income statement provides the necessary organization of data in an
understandable format. Study the following detailed income statement for Bill’s Sporting Goods.
As you do so, focus on the following points:
x Note the calculation of net sales
x Note the inclusion of the details about net purchases
x Note the cost of sales
x Note the gross profit amount
x Note that freight-out is reported in the expense section
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BILL’S SPORTING GOODS
Detailed Income Statement
For the Year Ending December 31, 20X5
REVENUES
Sales
***
Less: Sales discounts
Sales returns & allowances
Net sales
COST OF GOODS SOLD
Beginning inventory, Jan. 1
Add: Purchases
Freight-in
Less: Purchase discounts
Purchase returns & allow.
Net purchases
Goods available for sale
Less: Ending inventory, Dec. 31
Cost of goods sold
GROSS PROFIT
EXPENSES
Advertising
Freight-out
Depreciation
Utilities
Salaries
Rent
NET INCOME

$750,000
$ 7,000
3,000

10,000
$740,000

$115,000

$ 6,000
14,000

444,000
$296,000

285,000
$ 11,000

10,000
$740,000
$400,000
40,000
$440,000

Less: Purchase discounts
Purchase ret. & allow.
Net purchases

420,000
$535,000
91,000

$ 60,000
32,000
18,000
29,000
134,000
12,000

$750,000
$ 7,000
3,000

Add: Purchases
Freight-in

$400,000
40,000
$440,000
20,000

Sales
Less: Sales discounts
Sales returns & allowances
Net sales

$ 6,000
14,000

20,000
$420,000

Beginning inventory, Jan. 1
Net purchases
Goods available for sale
Less: Ending inventory, Dec. 31
Cost of goods sold

$115,000
420,000
$535,000
91,000
$444,000

Net sales
Cost of goods sold
Gross profit

$740,000
444,000
$296,000
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%HDZDUHWKDWWKHLQFRPHVWDWHPHQW\RXVHHIRUDPHUFKDQGLVLQJFRPSDQ\PD\QRWSUHVHQWDOORI
WKLVGHWDLO'HSHQGLQJRQWKHPDWHULDOLW\RIWKHLQGLYLGXDOOLQHLWHPVLWPD\EHVXIILFLHQWWRRQO\
SUHVHQWOLQHLWHPVIRUWKHNH\HOHPHQWVOLNHQHWVDOHVFRVWRIVDOHVJURVVSURILWYDULRXVH[SHQVH
DFFRXQWVDQGQHWLQFRPH


2.12 Closing Entries
%HFDXVHRIDOOWKHQHZLQFRPHVWDWHPHQWUHODWHGDFFRXQWVWKDWZHUHLQWURGXFHGIRUWKH
PHUFKDQGLVLQJFRQFHUQLWLVKHOSIXOWRUHYLVLWWKHFORVLQJSURFHVV5HFDOOWKHLPSRUWDQFHRIFORVLQJ
WRWUDQVIHUWKHQHWLQFRPHWRUHWDLQHGHDUQLQJVDQGUHVHWWKHLQFRPHVWDWHPHQWDFFRXQWVWR]HURLQ
SUHSDUDWLRQIRUWKHQH[WDFFRXQWLQJSHULRG$VDUHVXOWDOOLQFRPHVWDWHPHQWDFFRXQWVZLWKDFUHGLW
EDODQFHPXVWEHGHELWHGDQGYLFHYHUVD7KHFORVLQJHQWULHVIRU%LOO¶V6SRUWLQJ*RRGVDSSHDURQWKH
IROORZLQJSDJH6HYHUDOLWHPVDUHKLJKOLJKWHGLQWKHVHMRXUQDOHQWULHVDQGDUHGLVFXVVHGIXUWKHULQ
WKHQH[WSDUDJUDSK

7KHVHFORVLQJHQWULHVDUHDELWPRUHFRPSOH[WKDQWKDWIURPWKHHDUOLHUFKDSWHU,QSDUWLFXODUQRWHWKDWWKH
FORVLQJLQFOXGHVDOORIWKHQHZDFFRXQWVOLNHSXUFKDVHVGLVFRXQWVHWF,QDGGLWLRQLWLVYHU\LPSRUWDQWWR
XSGDWHWKHLQYHQWRU\UHFRUGV<RXPD\EHFRQIXVHGWRVHHLQYHQWRU\EHLQJGHELWHGDQGFUHGLWHGLQWKH
FORVLQJSURFHVV$IWHUDOOLVQ¶WLQYHQWRU\DEDODQFHVKHHW UHDO DFFRXQW"$QGGRQ¶WZHRQO\FORVHWKH
WHPSRUDU\DFFRXQWV":K\WKHQLVLQYHQWRU\LQFOXGHGLQWKHFORVLQJ"7KHDQVZHULVWKDWLQYHQWRU\PXVW
EHXSGDWHGWRUHIOHFWWKHHQGLQJEDODQFHRQKDQG5HPHPEHUWKDWWKHSHULRGLFV\VWHPUHVXOWHGLQDGHELW
WRSXUFKDVHVQRWLQYHQWRU\)XUWKHUDVJRRGVDUHVROGQRHQWU\LVPDGHWRUHGXFHLQYHQWRU\7KHUHIRUH
WKH,QYHQWRU\DFFRXQWZRXOGFRQWLQXHWRFDUU\WKHEHJLQQLQJRI\HDUEDODQFHWKURXJKRXWWKH\HDU$VD
UHVXOW,QYHQWRU\PXVWEHXSGDWHGDWWKHWLPHRIFORVLQJ7KHIROORZLQJHQWULHVDFFRPSOLVKMXVWWKDW
REMHFWLYHE\FUHGLWLQJUHPRYLQJWKHEHJLQQLQJEDODQFHDQGGHELWLQJHVWDEOLVKLQJWKHHQGLQJEDODQFH,I
\RXVWXG\WKHVHHQWULHVFDUHIXOO\\RXZLOOQRWHWKDWWKH\LQFOXGHFDXVLQJWKH,QFRPH6XPPDU\DFFRXQW
WREHUHGXFHGE\WKHFRVWRIVDOHVDPRXQW EHJLQQLQJLQYHQWRU\QHWSXUFKDVHVHQGLQJLQYHQWRU\ 
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12-31-X5

Sales

750,000

Purchase Discounts

6,000

Purchase Returns & Allowances

14,000

Inventory

91,000

Income Summary

861,000

To close income statement accounts with a
credit balance, and establish ending inventory
balance

12-31-X5

Income Summary

850,000

Sales Discounts

7,000

Sales Returns & Allowances

3,000

Purchases

400,000

Freight-in

40,000

Advertising Expense

60,000

Freight-out

32,000

Depreciation Expense

18,000

Utilities Expense

29,000

Salaries Expense

134,000

Rent Expense

12,000

Inventory

115,000

To close income statement accounts with a
debit balance, and remove the beginning
inventory balance

12-31-X5

Income Summary

11,000

Retained Earnings

11,000

To close Income Summary to retained
earnings (note that the balance is equal to the
net income)
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