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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: 

***

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:

7-7-X1 Purchases 3,000

          Accounts Payable 3,000

Purchased inventory on account
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2.3 Purchase Returns and Allowances 

2.4 Cash Discount 

7-19-X1 Accounts Payable 1,000

          Puchase Returns and Allowances 1,000

To record the return of defective inventory to 
vendor
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11-5-X7 Purchases 5,000

          Accounts Payable 5,000

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

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)

11-29-X7 Accounts Payable 5,000

          Cash 5,000

Paid outstanding payable outside of the 
discount period

11-5-X7 Purchases 4,900

          Accounts Payable 4,900
Purchased $5,000 of inventory on account, 
terms 2/10,n/30
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***

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: 

***

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. 

11-13-X7 Accounts Payable 4,900

          Cash 4,900

Paid accounts payable within discount period

11-29-X7 Accounts Payable 4,900

Purchase Discounts Lost 100

          Cash 5,000

Paid outstanding payable outside of the 
discount period
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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 
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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. 

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: 

***

Buyer’s entry: 

***

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: 

***

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

5-11-X4 Purchases 7,000

          Accounts Payable 7,000

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

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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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

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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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

Add:  Purchases
          Freight-in

Less: Purchase discounts
          Purchase returns & allowances
Net purchases

$  6,000
   14,000

$400,000
    40,000
$440,000

    20,000
$420,000

Beginning inventory, Jan. 1
Plus: 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

From end of prior period
From calculations above

From physical count
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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: 

Note the calculation of net sales 

Note the inclusion of the details about net purchases 

Note the cost of sales 

Note the gross profit amount 

Note that freight-out is reported in the expense section 
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***

BILL’S SPORTING GOODS
Detai led Income Statement

For the Year Ending December 31, 20X5

REVENUES
  Sales 
  Less: Sales discounts 
           Sales returns & al lowances 
  Net sales 
COST OF GOODS SOLD
  Beginning inventory, Jan. 1 
  Add: Purchases 
          Freight- in 

  Less: Purchase discounts 
           Purchase returns & al low. 
  Net purchases 
  Goods avai lable for sale 
  Less: Ending inventory, Dec. 31 
  Cost of goods sold 
GROSS PROFIT 
EXPENSES 
  Advert ising 
  Freight-out 
  Depreciat ion 
  Uti l i t ies 
  Salaries 
  Rent 
NET INCOME

  

$  6,000
  14,000

$400,000  
     40,000
$440,000  

    20,000
 

$  7,000
    3,000

$115,000

  420,000
$535,000
    91,000  

$  60,000
32,000
18,000
29,000

134,000
    12,000

$750,000

    10,000
$740,000

  444,000
$296,000

  285,000
$  11,000

  Sales 
  Less: Sales discounts 
           Sales returns & al lowances 
  Net sales 

$  7,000
    3,000

$750,000

    10,000
$740,000

  Beginning inventory, Jan. 1
  Net purchases 
  Goods avai lable 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

  Add: Purchases 
            Freight- in 

  Less: Purchase discounts 
           Purchase ret.  & al low. 
  Net purchases 

$  6,000
  14,000

$400,000
    40,000
$440,000

    20,000
$420,000

 - 
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2.12 Closing Entries 
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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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