
Chapter 8

Journal Entries for Merchandising 
Companies



Merchandise vs Service
Service Co.

Income Statement
Year Ended 12/31/06

Service Revenue $500,000
Expenses:
Depreciation Expense $25,000
Salary Expense $250,000
Net Income $225,000

Service Co.
Balance Sheet

12/31/06

Current Assets:
Cash $25,000
A/R $70,000
Prepaid Expenses $5,000

Merchandise Co.

Income Statement

Year Ended 12/31/06

Sales $500,000

Cost of Goods Sold $200,000

Gross Profit $300,000

Operating Expenses:

Depreciation Expense $25,000

Salary Expense $50,000

Net Income $225,000

Merchandise Co.
Balance Sheet

12/31/06

Current Assets:

Cash $25,000

A/R $70,000

Inventory $150,000

Prepaid Expenses $5,000



2 Ways to Calculate COGS & Inventory

• Periodic Inventory System -cost of goods 

sold (COGS) and inventory determined at 

end of accounting period

• Perpetual Inventory System - COGS and 

inventory maintained continuously

– Historically used by companies with low volume 

and high cost inventory – furniture                

stores, car dealerships, etc.

– Today computers and electronic scanners         

make system accessible to many             

businesses.



Accounts Used

Periodic Method Perpetual Method

Purchases

Purch. Return & Allow.

Purchase Discounts

Freight In

Sales Sales

Sales Returns & Allow Sales Returns & Allow

Sales Discounts Sales Discounts

COGS

End of 

Period
COGS None

Buy 

Inventory

Sell 

Inventory

Merch. Inventory



What’s Included in Inventory 

• All costs to bring asset to its intended use 
(make inventory ready to sell)

–Purchase price

–Shipping cost (freight-in)

– Insurance in transit



Perpetual Method-Buy Inv.
On March 5th, Sheila’s Shirt Shop 
purchased 50 shirts on account 
for $8 each from Saipan Co. 
(Inv#2359).  Sheila’s also issued 
check #521 for $100 to pay 
shipping and customs.

Date Account Dr. Cr.

3/5 Merchandise Inventory 400

A/P 400

(Invoice #2359)

3/5 Merchandise Inventory 100

Cash 100

(Ck #521)



Perpetual - Purchase Returns & Allowances 

On 3/15 Sheila’s Shirts buys 100 shirts for $8 each on 
account from Saipan (Inv# 2460). On 3/16 it returns 20 
shirts because they’re torn.

Date Account Dr. Cr.

3/15 Merchandise Inventory 800

A/P 800

(Saipan #2460)

3/16 A/P 160

Merch. Inventory 160

(Returned 20 torn shirts)

• Reduction in cost of inventory due to 

returned or defective merchandise.



Purchase Discounts

• Reduction in amount paid due to prompt payment.

•2/10,n/30                  1/15,n/60

•1/10 EOM                n30



Purchase Discounts

• Gross Method – Buyer records cost at gross 

amount (ignoring cash discount available).  

Later adjusts for discount if paid in time.  

• Net Method – Buyer records the cost net of 

discount (as if it took discount) later adjusts 

if it does not pay on time (get the discount). 



Purchase Discounts - Perpetual
• On 5/1 you purchase $1,000 of inventory from with 

terms of 2/10 n/30. 

Purchase

Inventory   $1,000

A/P                    $1,000

Pay in Discount Period

A/P             $1,000

Inventory                 $20

Cash                     $980

Pay After Discount Period

A/P $1,000

Cash $1,000

Purchase

Inventory         $980

A/P                       $980

Pay in Discount Period

A/P                 $980

Cash                    $980

Pay After Discount Period
A/P                       $980

Purch Disc. Lost    $20

Cash                          $1,000

Gross Method Net Method



Perpetual – Purchase Discount - Gross

On 3/20 Sheila’s Shirts buys 200 shirts for $8 each                    
on account with the terms 2/10, n/45 from Saipan                 
(Inv# 2468). On 3/25 it pays for the shirts with                    
check # 611.

Date Account Dr. Cr.

3/20 Merchandise Inventory 1,600

A/P 1,600

(Saipan #2468)

3/25 A/P 1,600

Cash 1,568

Merch. Inventory 32

(Ck # 611)



Perpetual Method-Sell Inv.
On March 10th, Sheila’s Shirt Shop 
sells 25 shirts on account for $20 
each to Betty’s Boutique (Inv#15).  
The shirts cost $10 each.

Date Account Dr. Cr.

3/10 A/R 500

Sales 500

(Invoice #15- Betty’s)

3/10 Cost of Goods Sold 250

Merchandise Inventory 250

(25 shirts @ $10 each)



Sales Returns and Allowances

• Amount customers returned and allowances 

granted.

• Contra Revenue Account to sales

Excessive returns and allowances suggest:

inferior merchandise

mistakes in delivery or shipment of goods

inefficiencies in filing orders

errors in billing customers



Sales Returns & Allowances

On 3/27 Sheila’s Shirts sells 66 shirts on account               
for $20 each to Betty’s Boutique. The shirts cost                  
Sheila $7.84 each.  On 3/28 Betty’s returns 10 shirts.  

Date Account Dr. Cr.

3/27 A/R 1,320

Sales 1,320

COGS 517.44

Merch. Inventory 517.44
(Sold 66 shirts to Bettyôs)

3/28 Sales Returns & Allowances 200 

A/R 200

Merchandise Inventory 78.40

COGS 78.40
(10 shirts returned ïBettyôs)



Sales Discount Account

• Contra Revenue Account to sales

• Shows discounts taken by customers for 

prompt payment.



Sales Discounts
hƴ оκнт {ƘŜƛƭŀΩǎ {ƘƛǊǘǎ ǎŜƭƭǎ сс ǎƘƛǊǘǎ ƻƴ ŀŎŎƻǳƴǘ ŦƻǊ                      
Ϸнл ŜŀŎƘ ǘƻ .ŜǘǘȅΩǎ .ƻǳǘƛǉǳŜ όнκмлΣƴκолύΦ ¢ƘŜ ǎƘƛǊǘǎ Ŏƻǎǘ                 
{ƘŜƛƭŀ ϷтΦуп ŜŀŎƘΦ  hƴ оκну .ŜǘǘȅΩǎ ǊŜǘǳǊƴǎ мл ǎƘƛǊǘǎ ŀƴŘ ƻƴ         
3/29 Sheila is paid in full.

Date Account Dr. Cr.

3/27 A/R 1,320.00

Sales 1,320.00

COGS 517.44

Merch Inventory 517.44
(Sold 66 shirts to Bettyôs)

3/28 Sales Returns & Allowances 200.00 

A/R 200.00

Merchandise Inventory 78.40

COGS 78.40
(10 shirts returned ïBettyôs)

3/29 Cash                                                     1,097.60

Sales Discounts 22.40

A/R 1,120.00
(Bettyôs payment)



Purchase Inventory

Record 

Purchases

End    

of 

Period

Record 

COGS
Record 

Sales Only

Sell Inventory

Separate accounts used to record:

Freight In

Purchase returns and allowances

Purchase discounts

Periodic Inventory System



Cost of Goods Sold:

Inventory, January 1 $36,000                      

Purchases 325,000

Less Purchase returns and allowances  (10,400)

Purchase discounts                                    (6,800)

Net purchases 307,800

Add: Freight-in 12,200

Cost of goods purchased 320,000

Cost of goods available for sale 356,000

Inventory, December 31                                          (40,00)

Cost of goods sold $316,000

Merchandise Company - Periodic Method

Cost of Goods Sold

For the Year Ended December 31, 2004



Cost of goods sold:

Beginning inventory $ 20

+ Net Purchases 100

= Cost of goods available for sale 120

- Ending inventory (30)

=  Cost of goods sold $ 90

Simplified Cost of Goods Sold Formula



Journal Entries
Periodic Method



Periodic Method-Buy Inv.
On March 5th, Sheila’s Shirt 
Shop purchased 50 shirts on 
account for $8 each from Saipan 
Co. (Inv#2359).  Sheila’s also 
issued check #521 for $100 to 
pay shipping and customs.

Date Account Dr. Cr.

3/5 Purchases 400

A/P 400

(Invoice #2359)

3/5 Freight-In 100

Cash 100

(Ck #521)



Purchase Returns & Allowances - Periodic

On 3/15 Sheila’s Shirts buys 100 shirts for $8 each on 
account from Saipan (Inv# 2460). On 3/16 it returns 20 
shirts because they’re torn.

Date Account Dr. Cr.

3/15 Purchases 800

A/P 800

(Saipan #2460)

3/16 A/P 160

Purchase Returns & Allow 160

(Returned 20 torn shirts)

• Reduction in cost of inventory due to 

returned or defective merchandise. 



Purchase Discounts – Periodic - Gross 
On 3/20 Sheila’s Shirts buys 200 shirts for $8 each on 
account with the terms 2/10, n/45from Saipan ( Inv# 
2468). On 3/25 it pays for the shirts with check # 611.

Date Account Dr. Cr.

3/20 Purchases 1,600

A/P 1,600

(Saipan #2468)

3/25 A/P 1,600

Cash 1,568

Purchase Discounts 32

(Ck # 611)
3/30  A/P 1,600

Cash 1600

(If pay after discount period Ck # 611)



Purchase Discounts - Periodic
• On 5/1 you purchase $1,000 of inventory from with 

terms of 2/10 n/30. 

Purchase

Purchases  $1,000

A/P                     $1,000

Pay in Discount Period

A/P             $1,000

Purch. Discount      $20

Cash                     $980

Pay After Discount Period

A/P $1,000

Cash $1,000

Purchase

Purchases       $980

A/P                       $980

Pay in Discount Period

A/P                 $980

Cash                    $980

Pay After Discount Period
A/P                       $980

Purch Disc. Lost    $20

Cash                          $1,000

Gross Method Net Method



Periodic Method ïSell Inv.
On March 10th, Sheila’s Shirt Shop 
sells 25 shirts on account for $20 
each to Betty’s Boutique (Inv#15).  
The shirts cost $10 each.

Date Account Dr. Cr.

3/10 A/R 500

Sales 500

(Invoice #15- Betty’s)



Sales Returns & Allowances - Periodic

On 3/27 Sheila’s Shirts sells 66 shirts on account                
for $20 each to Betty’s Boutique. The shirts cost                  
Sheila $7.84 each.  On 3/28 Betty’s returns 10 shirts.  

Date Account Dr. Cr.

3/27 A/R 1,320

Sales 1,320
(Sold 66 shirts to Bettyôs)

3/28 Sales Returns & Allowances 200 

A/R 200
(10 shirts returned ïBettyôs)



Sales Discounts - Periodic

hƴ оκнт {ƘŜƛƭŀΩǎ {ƘƛǊǘǎ ǎŜƭƭǎ сс ǎƘƛǊǘǎ ƻƴ ŀŎŎƻǳƴǘ ŦƻǊ                                   
Ϸнл ŜŀŎƘ ǘƻ .ŜǘǘȅΩǎ .ƻǳǘƛǉǳŜ όнκмлΣƴκолύΦ ¢ƘŜ ǎƘƛǊǘǎ Ŏƻǎǘ {ƘŜƛƭŀ 
ϷтΦуп ŜŀŎƘΦ  hƴ оκну .ŜǘǘȅΩǎ ǊŜǘǳǊƴǎ мл ǎƘƛǊǘǎ ŀƴŘ on 3/29 Sheila is 
paid in full.

Date Account Dr. Cr.

3/27 A/R 1,320.00

Sales 1,320.00

(Sold 66 shirts to Bettyôs)

3/28 Sales Returns & Allowances 200.00 

A/R 200.00
(10 shirts returned ïBettyôs)

3/29 Cash                                                     1,097.60

Sales Discounts 22.40

A/R 1,120.00
(Bettyôs payment)



Closing Entries – Periodic Method

Date Account Dr. Cr.

12/31 Ending Inventory xxx

Purchase Returns xxx

Purchase Allowances xxx

Purchase Discounts xxx

Cost of Goods Sold (plug) xxx

Purchases xxx

Freight-In xxx

Beginning Inventory xxx

(Closing entries for period)



Summary of Journal Entries
Perpetual

• Record COGS when record sales
• Record purchases, freight in, & purchase returns 

and allowances in merchandise inventory
• Sales Returns & Allowances entry includes COGS 

& Merchandise Inventory

Periodic

 Record COGS at end of period

 Record purchases, freight in, & purchase returns 

and allowances in separate accounts

 Sales Returns & Allowances entry doesn’t 

include COGS or Merchandise Inventory



Seller

Ownership 
Passes to 

Buyer Here

Public 
Carrier 

Company

Buyer

FOB Shipping Point
Buyer pays shipping and insurance

Public 
Carrier 

Company

Seller Buyer

Ownership 
Passes to 

Buyer Here

FOB Destination
Seller pays shipping and insurance.


