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  More on 11e: 

 One of the … most important things accomplished in this revi-

sion was to bring Dr. Susan Hermanson in as lead author of the text. She is a 

coauthor on previous editions of our Managerial Accounting text. 

 With Susan directing the development of 11e, know that there was a 

high level of personal involvement in updating this textbook by the author 

team, including bringing it up to date with all FASB pronouncements 

through early 2018.  Susan oversaw the revising and working the solutions to all questions, exercises, and 

problems in each chapter of the book. All supplements including the Solutions Manual, Instructor’s Re-

source Guide, Test Bank, Power Point Slides®, and Study Guide were personally revised by the authors.  

 The focus of 11e remains on giving your students  an understanding of how to use accounting in-

formation to analyze business performance and make business decisions. Like previous editions, 11e takes 

a business perspective, seeking to involve the business student more in real-world business applications 

as we introduce and explain the subject matter. The authors use the annual reports of real companies to 

illustrate many of the accounting concepts. Your students are familiar with many of the companies used 

in 11e, including Apple, The Home Depot, and Coca-Cola Company. 

  

mailto:info@textbookmedia.com
http://www.textbookmedia.com/


  iii

Contents in Brief

 Preface  xiii

 Acknowledgments  xvii

 About the Authors  xxi

  Introduction
The Accounting Environment  1

PART 1 Accounting: 
The Language of Business  13

 1 Accounting and Its Use in 
Business Decisions  13

PART 2 Processing Information for 
Decisions and Establishing 
Accounting Policy  53

 2 Recording Business Transactions  56

 3 Adjustments for Financial Reporting  107

 4 Completing the Accounting Cycle  145 

 5 Accounting Theory  191

 6 Merchandising Transactions: Introduction 
to Inventories and the Classified Income 
Statement  225

 7 Measuring and Reporting 
Inventories  269

PART 3 Management’s Perspectives 
in Accounting for Resources  325

 8 Control of Cash  328

 9 Receivables and Payables  369

 10 Property, Plant, and Equipment  409

 11 Plant Asset Disposals, Natural Resources, 
and Intangible Assets  449

PART 4 Sources of Equity Capital 
for Management’s Use in Producing 
Revenues  483

 12 Stockholders’ Equity: Classes of 
Capital Stock  486

 13 Corporations: Paid-In Capital, 
Retained Earnings, Dividends, 
and Treasury Stock  523

 14 Stock Investments  565

 15 Long-Term Financing: Bonds and 
Time Value of Money  599

PART 5 Analysis of Financial Statements: 
Using the Statement 
of Cash Flows  635

 16 Analysis Using the Statement of 
Cash Flows  638

 17 Analysis and Interpretation of 
Financial Statements  689

Check Figures  CF-1

Appendix: Annual Report Apple Inc.  A-1

Appendix: Compound Interest 
and Annuity Tables  A-17

New Terms Index  I-1

Subject Index  I-5

Chart of Accounts  CA-1



iv

Contents

 Preface  xiii

 Acknowledgments  xvii

 About the Authors  xxi

  Introduction The Accounting Environment  1
Accounting Defined  2
Employment Opportunities in Accounting  4

Public Accounting  4
Management (or Industrial) Accounting  5
Governmental and Other Not-for-Profit 

Accounting  6
Higher Education  6

Financial Accounting versus Managerial 
Accounting  6
Financial Accounting  7
Managerial Accounting  7

Development of Financial Accounting Standards  8
American Institute of Certified Public 

Accountants (AICPA)  8
Financial Accounting Standards Board (FASB)  9
Governmental Accounting Standards 

Board (GASB)  9
Securities and Exchange Commission (SEC)  9
American Accounting Association (AAA)   9
Financial Executives International (FEI)  9
Institute of Management Accountants (IMA)  10
International Accounting Standards 

Board (IASB)  10
Other Organizations  10

Ethical Behavior of Accountants  10
Critical Thinking and Communication Skills  11
How to Study the Chapters in This Text  11

PART 1 Accounting: The Language 
of Business 13

  Careers in Accounting: 
Entrepreneurship  14

 1 Accounting and Its Use in Business 
Decisions  16
Forms of Business Organizations  16

Single Proprietorship  17
Partnership  17
Corporation  17

Types of Activities Performed by Business 
Organizations  18

Financial Statements of Business Organizations  18
The Income Statement  19
The Statement of Retained Earnings  19
The Balance Sheet  21
The Statement of Cash Flows  22

The Financial Accounting Process  23
The Accounting Equation   23
Analysis of Transactions  24

Analyzing and Using the Financial Results—
The Equity Ratio  32

Understanding the Learning Objectives  35
Appendix: A Comparison of Corporate Accounting 

with Accounting for Sole Proprietorships 
and Partnerships  36

Demonstration Problem  37
Solution to Demonstration Problem  37

New Terms  39
Self-Test  40
Questions  40
Exercises  41
Problems  44
Alternate Problems  46
Beyond the Numbers—Critical Thinking  49
Answers to Self-Test  51

PART 2 Processing Information 
for Decisions and Establishing 
Accounting Policy  53

  Careers in Accounting: Salaries  54
 2 Recording Business Transactions  56

The Account and Rules of Debit and Credit  56
The Account  57
The T-Account  57
Debits and Credits  58
Double-Entry Procedure  58
Determining the Balance of an Account  61
Rules of Debit and Credit Summarized  61

The Accounting Cycle  62



 Contents v

The Journal  65
The General Journal  65
Functions and Advantages of a Journal  66

The Ledger  66
The Accounting Process in Operation  67

The Recording of Transactions and Their Effects 
on the Accounts  68

The Use of Ledger Accounts  76
Posting to Ledger Accounts  76
Cross-Indexing (Referencing)  76
Posting and Cross-Indexing—An Illustration  77
Compound Journal Entries  78
The Trial Balance  80

Analyzing and Using the Financial Results—Horizontal 
and Vertical Analyses  84

Understanding the Learning Objectives  85
Demonstration Problem   87
Solution to Demonstration Problem   88

New Terms  91
Self-Test  92
Questions  92
Exercises  93
Problems  95
Alternate Problems  99
Beyond the Numbers—Critical Thinking  102
Using the Internet—A View of the Real World  104
Answers to Self-Test  104

  Careers in Accounting: Tax Specialist  105
 3 Adjustments for Financial Reporting  107

Cash versus Accrual Basis Accounting  107
The Need for Adjusting Entries  108
Classes and Types of Adjusting Entries  110
Adjustments for Deferred Items  112

Asset/Expense Adjustments—Prepaid Expenses 
and Depreciation  112

Liability/Revenue Adjustments—Unearned 
Revenues  118

Adjustments for Accrued Items  120
Asset/Revenue Adjustments—Accrued Assets  120
Liability/Expense Adjustments—Accrued 

Liabilities  122
Adjustments for Deferred Items— 

A Second Look  123
Effects of Failing to Prepare Adjusting Entries  125
Analyzing and Using the Financial Results—

Trend Percentages  125
Understanding the Learning Objectives  126
Demonstration Problem   127
Solution to Demonstration Problem   128

New Terms  129
Self-Test  129
Questions  130
Exercises  131
Problems  134
Alternate Problems  137
Beyond the Numbers—Critical Thinking  140
Answers to Self-Test  142

  Careers in Accounting: 
Information Systems  143

 4 Completing the Accounting Cycle  145
The Accounting Cycle Summarized  145
The Work Sheet  145

The Trial Balance  146
The Adjustment Columns  147
The Adjusted Trial Balance Columns  148
The Income Statement Columns  149
The Statement of Retained Earnings Columns  149
The Balance Sheet Columns  149
Locating Errors  149

Preparing Financial Statements 
from the Work Sheet  150
Income Statement  150
Statement of Retained Earnings  150
Balance Sheet  151

Journalizing Adjusting Entries  152
The Closing Process  152

Step 1: Closing the Revenue Accounts  153
Step 2: Closing the Expense Accounts  154
Step 3: Closing the Income Summary Account  156
Step 4: Closing the Dividends Account  157
Post-Closing Trial Balance  158

Accounting Systems: From Manual 
to Computerized  159
The Role of an Accounting System  160

A Classified Balance Sheet  162
Current Assets  162
Long-Term Assets  165
Current Liabilities  166
Long-Term Liabilities  166
Stockholders’ Equity  167

Analyzing and Using the Financial Results—
The Current Ratio  167

Understanding the Learning Objectives  168
Demonstration Problem   169
Solution to Demonstration Problem   170

New Terms  171
Self-Test  173
Questions  173
Exercises  174
Problems  177



vi Contents

Alternate Problems  181
Beyond the Numbers—Critical Thinking  184
A View of the Real World  186
Answers to Self-Test  186
Comprehensive Review Problem  187

  Careers in Accounting: 
Accounting Professor  189

 5 Accounting Theory  191
Accounting Standards—Generally Accepted 

Accounting Principles  191
The Role of the Financial Accounting Standards Board 

in Standard Setting  191
The Financial Accounting Standards Board’s 

Conceptual Framework Project  192
Components of the FASB Conceptual 

Framework  193
Objective of Financial Reporting  193
Underlying Assumptions  193

Business Entity  194
Going Concern (continuity)  194
Money Measurement  194
Periodicity (Time Periods)  196

The Major Principles  197
Measurement Principle  197
Revenue Recognition Principle  198
Expense Recognition Principle  200
Full Disclosure Principle  201

Qualitative Characteristics  201
Relevance  202
Faithful Representation  204

 Enhancing Qualitative Characteristics  205
Comparability  205
Verifiability  205
Timeliness  205
Understandability  206

Pervasive Constraint  206
The Basic Elements of Financial Statements  206
Summary of Significant Accounting Policies  208
Understanding the Learning Objectives  210
Demonstration Problem   211
Solution to Demonstration Problem   211

New Terms  212
Self-Test  213
Questions  213
Exercises  214
Problems  216
Alternate Problems  218
Beyond the Numbers—Critical Thinking  220
Answers to Self-Test  222

  Careers in Accounting: CPAs as CEOs  223
 6 Merchandising Transactions: 

Introduction to Inventories and the Classified 
Income Statement  225
Two Income Statements Compared: Service Company 

and Merchandising Company  225
Sales Revenues  226

Recording Gross Sales  227
Determining Gross Selling Price when Companies 

Offer Trade Discounts  228
Recording Deductions from Gross Sales  229
Reporting Net Sales in the Income Statement  232

Cost of Goods Sold  232
Two Procedures for Accounting for Inventories  233
Purchases of Merchandise  234
Deductions from Purchases  235
Transportation Costs  236
Merchandise Inventory  238
Determining Cost of Goods Sold  239
Lack of Control under Periodic Inventory 

Procedure  241
Classified Income Statement  241

Important Relationships in the Income 
Statement  244

Analyzing and Using the Financial Results—
Gross Margin Percentage  244

Understanding the Learning Objectives  245
Appendix: The Work Sheet for a Merchandising 

Company  247
Completing the Work Sheet  247
Financial Statements for a Merchandising 

Company  248
Closing Entries  248

Demonstration Problem   251
Solution to Demonstration Problem   252

New Terms  253
Self-Test  254
Questions  255
Exercises  255
Problems  258
Alternate Problems  261
Beyond the Numbers—Critical Thinking  264
Answers to Self-Test  265

  Careers in Accounting: 
Career Opportunities  267

 7 Measuring and Reporting Inventories  269
Inventories and Cost of Goods Sold  269

Importance of Proper Inventory Valuation  269
Determining Inventory Cost  272

Taking a Physical Inventory  272
Costs Included in Inventory Cost  273



 Contents vii

Inventory Valuation under Changing Prices  274
Methods of Determining Inventory Cost  274
Perpetual Inventory Procedure  274
Comparing Journal Entries under Periodic and Perpetual 

Inventory Procedures  275
An Illustration of Four Inventory Methods 

under Periodic and Perpetual Inventory 
Procedures  277

Periodic Inventory Procedure  278
Perpetual Inventory Procedure  281
Advantages and Disadvantages of Inventory 

Methods  285
Differences in Costing Methods Summarized  286
Changing Inventory Methods  288
Journal Entries under Perpetual Inventory 

Procedure  288
Departures from Cost Basis of Inventory 

Measurement  290
Net Realizable Value  290
Lower-of-Cost-or-Market Method  290
Estimating Inventory  291

Analyzing and Using Financial Results—
Inventory Turnover Ratio  295

Understanding the Learning Objectives  296
Appendix: LIFO Reserve  298

The LIFO Reserve  298
Financial Statement Analysis Using 

the LIFO Reserve  298
LIFO Liquidations  299

Demonstration Problem 7-A  302
Solution to Demonstration Problem 7-A  302
Demonstration Problem 7-B  306
Solution to Demonstration Problem 7-B  306

New Terms  307
Self-Test  308
Questions  308
Exercises  309
Problems  313
Alternate Problems  317
Beyond the Numbers—Critical Thinking  321
Answers to Self-Test  323

PART 3 Management’s Perspectives 
in Accounting for Resources  325

  Careers in Accounting: 
Forensic Accounting  326

 8 Control of Cash  328
Internal Control  329

Protection of Assets  329
Compliance with Company Policies 

and Federal Law  330 
Evaluation of Personnel Performance  330

Accuracy of Accounting Records  331
Components of Internal Control  333
Responsibility for Internal Control  334
Internal Control in a Computer Environment  334

Controlling Cash  335
Controlling Cash Receipts  336
Controlling Cash Disbursements  337

The Bank Checking Account  338
Signature Card  339
Deposit Ticket  339
Check  340
Bank Statement  340

Bank Reconciliation  343
Certified and Cashier’s Checks  347

Petty Cash Funds  347
Establishing the Fund  347
Operating the Fund  348
Replenishing the Fund  348
Cash Short and Over  349

Analyzing and Using the Financial Results—
The Quick Ratio  350

Understanding the Learning Objectives  352
Demonstration Problem 8-A  353
Solution to Demonstration Problem 8-A  353
Demonstration Problem 8-B  354
Solution to Demonstration Problem 8-B  354

New Terms  355
Self-Test  356
Questions  357
Exercises  357
Problems  359
Alternate Problems  361
Beyond the Numbers—Critical Thinking  363
Using the Internet—A View of the Real World  366
Answers to Self-Test  366

  Careers in Accounting: 
Litigation Support  367

 9 Receivables and Payables  369
Accounts Receivable  369

The Allowance Method for Recording Uncollectible 
Accounts  370

Credit Cards  377
Current Liabilities  378

Clearly Determinable Liabilities  379
Estimated Liabilities  382
Contingent Liabilities  383

Notes Receivable and Notes Payable  385
Interest Calculation  385
Determination of Maturity Date  386
Accounting for Notes in Normal 

Business Transactions  386



viii Contents

Dishonored Notes  387
Renewal of Notes  388
Accruing Interest  388

Short-Term Financing through Notes Payable  390
Analyzing and Using the Financial Results—

Accounts Receivable Turnover and Number 
of Days’ Sales in Accounts Receivable  391

Understanding the Learning Objectives  393
Demonstration Problem 9-A  394
Solution to Demonstration Problem 9-A  395
Demonstration Problem 9-B  395
Solution to Demonstration Problem 9-B  396

New Terms  396
Self-Test  397
Questions  398
Exercises  399
Problems  400
Alternate Problems  402
Beyond the Numbers—Critical Thinking  404
Answers to Self-Test  406

  Careers in Accounting: Plant Assets  407
 10 Property, Plant, and Equipment  409

Nature of Plant Assets  409
Initial Recording of Plant Assets  410

Land and Land Improvements  411
Buildings  411
Group Purchases of Assets  412
Machinery and Other Equipment  412
Self-Constructed Assets  413
Noncash Acquisitions  413
Gifts of Plant Assets  414

Depreciation of Plant Assets  414
Factors Affecting Depreciation  415
Depreciation Methods  416
Partial-Year Depreciation  419
Changes in Estimates  422
Depreciation and Financial Reporting  423

Subsequent Expenditures (Capital and Revenue) 
on Assets  425
Expenditures Capitalized in Asset Accounts  425
Expenditures Capitalized as Charges 

to Accumulated Depreciation  426
Expenditures Charged to Expense  426
Errors in Classification  427

Subsidiary Records Used to Control 
Plant Assets  428

Analyzing and Using the Financial Results—
Rate of Return on Operating Assets  430

Understanding the Learning Objectives  431
Demonstration Problem 10-A  433
Solution to Demonstration Problem 10-A  433
Demonstration Problem 10-B  433

Solution to Demonstration Problem 10-B  434

New Terms  434
Self-Test  435
Questions  436
Exercises  437
Problems  439
Alternate Problems  441
Beyond the Numbers—Critical Thinking  443
Answers to Self-Test  445

  Careers in Accounting: 
Measuring Intangibles  447

 11 Plant Asset Disposals, Natural Resources, 
and Intangible Assets  449
Disposal of Plant Assets  449

Retirement of Plant Assets without Sale  451
Destruction of Plant Assets  451
Exchanges of Nonmonetary Assets  452
Removal Costs  455

Natural Resources  456
Depletion  456
Depreciation of Plant Assets Located on 

Extractive-Industry Property  458
Intangible Assets  459

Acquisition of Intangible Assets  459
Amortization of Intangible Assets  460
Patents  460
Copyrights  461
Franchises  461
Trademarks; Trade Names  461
Leases  462
Leasehold Improvements  463
Goodwill  464
Balance Sheet Presentation  465

Analyzing and Using the Financial Results—
Total Assets Turnover  466

Understanding the Learning Objectives  466
Appendix: Accounting for Operating 

and Financing Leases  468
Demonstration Problem 11-A  470
Solution to Demonstration Problem 11-A  471
Demonstration Problem 11-B  471
Solution to Demonstration Problem 11-B  472

New Terms  472
Self-Test  473
Questions  473
Exercises  474
Problems  476
Alternate Problems  478
Beyond the Numbers—Critical Thinking  480
Answers to Self-Test  482



 Contents ix

PART 4 Sources of Equity Capital for 
Management’s Use in Producing 
Revenues  483

  Careers in Accounting: 
Corporate Treasurer  484

 12 Stockholders’ Equity: Classes 
of Capital Stock  486
The Corporation  486

Advantages of the Corporate Form of Business  486
Disadvantages of the Corporate Form 

of Business  487
Incorporating  488
Articles of Incorporation  488
Bylaws  488
Directing the Corporation  488

Documents, Books, and Records Relating to 
Capital Stock  490
Stockholders’ Ledger  491
The Minutes Book  491

Par Value and No-Par Capital Stock  491
Par Value Stock  491
No-Par Stock  492
No-Par Stock with a Stated Value  492

Other Values Commonly Associated 
with Capital Stock  492
Market Value  492
Book Value  492
Liquidation Value  492
Redemption Value  493

Capital Stock Authorized and Outstanding  493
Classes of Capital Stock  494

Common Stock  494
Preferred Stock  494

Types of Preferred Stock  494
Stock Preferred as to Dividends  495
Stock Preferred as to Assets  496
Convertible Preferred Stock  496
Callable Preferred Stock  497

Balance Sheet Presentation of Stock  497
Stock Issuances for Cash  498

Issuance of Par Value Stock for Cash  498
Issuance of No-Par, Stated Value Stock 

for Cash  499
Issuance of No-Par Stock without a Stated Value 

for Cash  500
Capital Stock Issued for Property  500
Balance Sheet Presentation of Paid-In Capital 

in Excess of Par (or Stated) Value—
Common or Preferred  501
Book Value 501

Analyzing and Using the Financial 
Results—Return on Average Common 
Stockholders’ Equity  503

Understanding the Learning Objectives  504
Demonstration Problem 12-A  506
Solution to Demonstration Problem 12-A  507
Demonstration Problem 12-B  507
Solution to Demonstration Problem 12-B  507

New Terms  508
Self-Test  509
Questions  510
Exercises  511
Problems  511
Alternate Problems  514
Beyond the Numbers—Critical Thinking  517
Answers to Self-Test  519

  Careers in Accounting: 
Financial Analyst  521

 13 Corporations: Paid-In Capital, Retained Earnings, 
Dividends, and Treasury Stock  523
Paid-In (or Contributed) Capital  523
Retained Earnings  524
Paid-In Capital and Retained Earnings on the 

Balance Sheet  525
Dividends  525
Cash Dividends  526
Stock Dividends  527
Stock Splits  529
Legality of Dividends  531
Liquidating Dividends  531

Retained Earnings Appropriation  531
Retained Earnings Appropriations on the 

Balance Sheet  532
Statement of Retained Earnings  533
Statement of Stockholders’ Equity  534
Treasury Stock  534

Acquisition and Reissuance of Treasury Stock  535
Treasury Stock on the Balance Sheet  536
Stockholders’ Equity on the Balance Sheet  536

Net Income Inclusions and Exclusions  536
Discontinued Operations  538
Retained Earnings Adjustments  539
Changes in Accounting Principle  539
Corrections of Errors through Prior Period 

Adjustments  540
Accounting for Tax Effects  540
Summary of Illustrative Financial Statements  541

Analyzing and Using the Financial Results—
Earnings per Share and Price-Earnings 
Ratio  542

Understanding the Learning Objectives  542
Appendix: Other Comprehensive Income  544
Demonstration Problem 13-A  545
Solution to Demonstration Problem 13-A  546



x Contents

Demonstration Problem 13-B  546
Solution to Demonstration Problem 13-B  546
Demonstration Problem 13-C  547
Solution to Demonstration Problem 13-C  547

New Terms  548
Self-Test  549
Questions  550
Exercises  550
Problems  552
Alternate Problems  555
Beyond the Numbers—Critical Thinking  559
Answers to Self-Test  561

  Careers in Accounting: 
Business Acquisitions  563

 14 Stock Investments  565
Fair Value and Equity Methods  565
Accounting for Short-Term Stock Investments 

and for Long-Term Stock Investments of Less 
Than 20%  566
Subsequent Valuation of Stock Investments 

under the Fair Market Value Method  567
The Equity Method for Long-Term Investments 

of between 20% and 50%  569
Reporting for Stock Investments of More 

Than 50%  570
Parent and Subsidiary Corporations  570
Eliminations  570

Consolidated Balance Sheet at Time 
of Acquisition  572
Acquisition of Subsidiary at Book Value  572
Acquisition of Subsidiary at a Cost above 

or below Book Value  573
Acquisition of Less Than 100% of a Subsidiary  576

Accounting for Income, Losses, and Dividends 
of a Subsidiary  578

Consolidated Financial Statements at a Date 
after Acquisition  578

Uses and Limitations of Consolidated 
Statements  580

Analyzing and Using the Financial Results—
Dividend Yield on Common Stock and 
Payout Ratios  582

Understanding the Learning Objectives  583
Demonstration Problem 14-A  584
Solution to Demonstration Problem 14-A  585
Demonstration Problem 14-B  585
Solution to Demonstration Problem 14-B  586

New Terms  586

Self-Test  587
Questions  587
Exercises  588
Problems  589
Alternate Problems  592
Beyond the Numbers—Critical Thinking  595
Answers to Self-Test  596

  Careers in Accounting: 
Financial Institutions  597

 15 Long-Term Financing: Bonds and Time Value 
of Money  599
Bonds Payable  599

Comparison with Stock  599
Selling (Issuing) Bonds  600
Characteristics of Bonds  600
Advantages of Issuing Debt  602
Disadvantages of Issuing Debt  603
Accounting for Bonds Issued at Face Value  604

Bond Prices and Interest Rates  606
Computing Bond Prices  607
Discount/Premium Amortization  609

Redeeming Bonds Payable  613
Serial Bonds  614
Bond Redemption or Sinking Funds  615
Convertible Bonds  615
Bond Rating Services  616

Analyzing and Using the Financial Results—
Times Interest Earned Ratio  617

Understanding the Learning Objectives  619
Appendix: Future Value and Present Value  620
The Time Value of Money  620
Future Value  620

Future Value of an Annuity  622
Present Value  622

Present Value of an Annuity  623
Demonstration Problem  624
Solution to Demonstration Problem  624

New Terms  625
Self-Test  626
Questions  627
Exercises  627
Problems  629
Alternate Problems  630
Beyond the Numbers—Critical Thinking  632
Using the Internet—A View of the Real World  634
Answers to Self-Test  634



 Contents xi

PART 5 Analysis of Financial 
Statements: Using the Statement 
of Cash Flows  635

  Careers in Accounting: 
External Auditing  636

 16 Analysis Using the Statement 
of Cash Flows  638
Purposes of the Statement of Cash Flows  638
Uses of the Statement of Cash Flows  638

Management Uses  639
Investor and Creditor Uses  639

Information in the Statement of Cash Flows  639
A Separate Schedule for Significant Noncash Investing 

and Financing Activities  641
Cash Flows from Operating Activities  641
Steps in Preparing Statement of Cash Flows  644

Step 1: Determining Cash Flows from Operating 
Activities—Direct Method  645

Alternate Step 1: Determining Cash Flows from 
Operating Activities—Indirect Method  646

Step 2: Analyzing the Noncurrent Accounts and 
Additional Data  647

Step 3: Arranging Information in the Statement 
of Cash Flows  648

Analysis of the Statement of Cash Flows  650
Synotech’s Consolidated Statement of 

Cash Flows  650
Management’s Discussion and Analysis  650
Explanation of Items in Synotech’s Consolidated 

Statements of Cash Flows  652
Use of the Cash Flow Information for 

Decision Making  653
Analyzing and Using the Financial Results—

Cash Flow per Share of Common Stock, 
Cash Flow Margin, and Cash Flow 
Liquidity Ratios  654

Understanding the Learning Objectives  657
Appendix: Use of a Working Paper to Prepare a 

Statement of Cash Flows  658
Completing the Working Paper  658
Preparing the Statement of Cash Flows  661

Demonstration Problem   661
Solution to Demonstration Problem   662

New Terms  664
Self-Test  664
Questions  665
Exercises  666
Problems  667
Alternate Problems  675
Beyond the Numbers—Critical Thinking  681
Answers to Self-Test  685

  Careers in Accounting: 
Investment Analyst  687

 17 Analysis and Interpretation 
of Financial Statements  689
Objectives of Financial Statement Analysis  689

Financial Statement Analysis  689
Sources of Information  691

Published Reports  691
Government Reports  692
Financial Service Information, Business Publications, 

Newspapers, and Periodicals  692
Horizontal Analysis and Vertical Analysis: An 

Illustration  693
Analysis of a Balance Sheet  693
Analysis of Statement of Income and 

Retained Earnings  694
Trend Percentages  694
Ratio Analysis  697

Liquidity Ratios  697
Equity, or Long-Term Solvency, Ratios  702
Profitability Tests  703
Market Tests  709

Final Considerations in Financial 
Statement Analysis  711
Need for Comparable Data  711
Influence of External Factors  711
Need for Standards of Comparison  714
The Future  714

Understanding the Learning Objectives  715
Demonstration Problem 17-A  717
Solution to Demonstration Problem 17-A  718
Demonstration Problem 17-B  719
Solution to Demonstration Problem 17-B 

(in millions)  720

New Terms  721
Self-Test  722
Questions  722
Exercises  723
Problems  725
Alternate Problems  731
Beyond the Numbers—Critical Thinking  736
Answers to Self-Test  739

Check Figures  CF-1

Appendix: Annual Report Apple Inc.  A-1

Appendix: Compound Interest and 
Annuity Tables  A-17

New Terms Index  I-1

Subject Index  I-5

Chart of Accounts  CA-1



  xiii

Preface

The Latest Revision
One of the most important things accomplished in this 
revision was to bring Dr. Susan Hermanson in as lead au-
thor of the text.  She is a coauthor on previous editions of 
our Managerial Accounting text and has decided to be-
come involved in this text also.  

The most important content and revision changes were 
the following: 

(1) Chapter 5, Accounting Theory, was thoroughly 
revised to bring it completely up to date with 
the latest Financial Accounting Standards Board 
(FASB) pronouncements (up through early 2018). 

(2) The new FASB rules on accounting for leases are 
included in a new Appendix to Chapter 11. 

(3) The old rules regarding trading equity securities and 
available-for-sale equity securities in Chapter 14 
were deleted and the new coverage using one 
Marketable Equity Securities account to include 
all marketable equity securities and adjusting them 
to fair market values at the end of each accounting 
period was substituted. 

(4) Also, there was heavy author personal involvement 
in revising and working the solutions to all 
questions, exercises, and problems in each chapter 
of the book. All supplements including the 
Instructor’s Resource Guide, Test Bank, PowerPoint 
Slides, and Study Guide were personally revised by 
the authors.

One goal in publishing this book is to give the students 
a break in lowering the cost of attending college. Students 
are graduating with enormous student debts to try to pay 
off over their lifetimes. With no sacrifice in quality, this 
completely up-to-date text sells for only a fraction of the 
cost of other competing texts.

Philosophy and Purpose
Imagine that you have graduated from college without 
taking an accounting course. You are employed by a com-
pany as a sales person, and you eventually become the 
sales manager of a territory. While attending a sales man-
agers’ meeting, financial results are reviewed by the Vice 
President of Sales and terms such as gross margin per-
centage, cash flows from operating activities, and LIFO 

inventory methods are being discussed. The Vice Presi-
dent eventually asks you to discuss these topics as they 
relate to your territory. You try to do so, but it is obvious 
to everyone in the meeting that you do not know what you 
are talking about.

Financial accounting principles courses teach you the 
“language of business” so you understand terms and con-
cepts used in business decisions. If you understand how 
accounting information is prepared, you will be in an even 
stronger position when faced with a management decision 
based on accounting information.

We wrote this text to give you an understanding of 
how to use accounting information to analyze business 
performance and make business decisions. The text takes 
a business perspective. We use the annual reports of real 
companies to illustrate many of the accounting concepts. 
You are familiar with many of the companies we use, such 
as Apple, The Home Depot, and Coca-Cola Company.

Gaining an understanding of accounting terminology 
and concepts, however, is not enough to ensure your suc-
cess. You also need to be able to find financial informa-
tion on the Internet, analyze various business situations, 
work effectively as a member of a team, and communi-
cate your ideas clearly. This text was created to help you 
develop these skills.

Curriculum Concerns
Significant changes have been recommended for account-
ing education. Some parties have expressed concern that 
recent accounting graduates do not possess the necessary 
set of skills to succeed in an accounting career. The typical 
accounting graduate seems unable to successfully deal with 
complex and unstructured “real world” accounting prob-
lems and generally lacks communication and interpersonal 
skills. One recommendation is the greater use of active 
learning techniques in a reenergized classroom environ-
ment. The traditional lecture and structured problem solv-
ing method approach is being supplemented or replaced 
with a more informal classroom setting dealing with cases, 
simulations, and group projects. Both inside and outside the 
classroom, there is more two-way communication between 
(1) professor and student and (2) student and student. Study 
groups are formed so that students can tutor other students. 
The purposes of these recommendations include enhancing 
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students’ critical thinking skills, written and oral communi-
cation skills, and interpersonal skills.

One of the most important benefits you can obtain from 
a college education is that you “learn how to learn.” The 
concept that you gain all of your learning in school and 
then spend the rest of your life applying that knowledge 
is not valid. Change is occurring at an increasingly rapid 
pace. You will probably hold many different jobs during 
your career, and you will probably work for many different 
companies. Much of the information you learn in college 
will be obsolete in just a few years. Therefore, you will be 
expected to engage in life-long learning. Memorizing and 
application are much less important than the higher order 
learning skills of critical analysis and evaluation. 

With this changing environment in mind, we have de-
veloped a text that will lend itself to developing the skills 
that will lead to success in your future career in business. 
The section at the end of each chapter titled, “Beyond the 
Numbers—Critical Thinking,” provides the opportunity for 
you to address unstructured case situations, the analysis of 
real companies’ financial situations, ethics cases, and team 
projects. For many of these items, you will use written and 
oral communication skills in presenting your results.

Objectives and Overall Approach of the Eleventh 
Edition The Accounting Education Change Commis-
sion (AECC) made the following statement regarding 
the role of the first-year accounting course in preparing 
students for success in their future careers: 

The first course in accounting can significantly benefit 
those who enter business, government, and other 
organizations, where decision-makers use accounting 
information. These individuals will be better prepared 
for their responsibilities if they understand the role 
of accounting information in decision-making by 
managers, investors, government regulators, and others. 
All organizations have accountability responsibilities 
to their constituents, and accounting, properly used, is 
a powerful tool in creating information to improve the 
decisions that affect those constituents.1

A working knowledge of accounting has become even 
more important in the decades since the AECC made its 
statement. Indeed, modern business professionals are ex-
pected to have such knowledge at the outset of their careers. 

One of the purposes of the first course should be to re-
cruit accounting majors. To help accomplish this, the text 
has a section preceding each chapter entitled, “Careers in 
Accounting.”

We retained a solid coverage of accounting that serves 
business students well regardless of the majors they select. 
Those who choose not to major in accounting, which is a 
majority of those taking this course, will become better 

 1 Accounting Education Change Commission, Position Statement No. Two, “The First 
Course in Accounting” (Torrance, CA, June 1992), pp. 1–2.

users of accounting information because they will know 
something about the preparation of that information.

Approach and Organization
Business Emphasis
Without actual business experience, business students 
sometimes lack a frame of reference in attempting to apply 
accounting concepts to business transactions. We seek to 
involve the business student more in real world business 
applications as we introduce and explain the subject matter.

•	 “An Accounting Perspective: Business Insight” 
boxes throughout the text provide examples of how 
companies featured in text examples use accounting 
information every day, or they provide other useful 
information.

•	 “Accounting Perspective: Uses of Technology” boxes 
throughout the text demonstrate how technology has 
affected the way accounting information is prepared, 
manipulated, and accessed.

•	 “Think About It” boxes throughout the text call upon 
the student to synthesize key concepts as they are 
introduced in the text. 

•	 Some chapters contain “A Broader Perspective.” These 
situations, taken from annual reports of real companies 
and from articles in current business periodicals relate 
to subject matter discussed in that chapter or present 
other useful information. These real world examples 
demonstrate the business relevance of accounting.

•	 Real world questions and real world business decision 
cases are included in almost every chapter.

•	 The Annual Report Appendix included with this text 
contains significant portions of the annual report of 
Apple Inc. Many of the real world questions and 
business decision cases are based on this annual report.

•	 Throughout the text we have included numerous 
references to the annual reports of many companies.

•	 Most of the chapters contain a section entitled, 
“Analyzing and Using the Financial Results.” This 
section discusses and illustrates a ratio or other 
analysis technique that pertains to the content of 
the chapter. For instance, this section in Chapter 4 
discusses the current ratio as it relates to a classified 
balance sheet.

•	 Many of the chapters contain end-of-chapter 
questions, exercises, or business decision cases that 
require the student to refer to the Annual Report 
Appendix and answer certain questions. As stated 
earlier, this appendix is included with the text and 
contains significant portions of the annual report of 
Apple Inc.

•	 Each chapter contains a section entitled, “Beyond the 
Numbers—Critical Thinking.” This section contains 
business decision cases, annual report analysis 
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problems, writing assignments based on the Ethical 
Perspective and Broader Perspective boxes, group 
projects, and Internet projects.

Pedagogy
Students often come into accounting principles courses 
feeling anxious about learning the subject matter. Recog-
nizing this apprehension, we studied ways to make learn-
ing easier and came up with some helpful ideas on how to 
make this edition work even better for students.

•	 Improvements in the text’s content reflect feedback 
from adopters, suggestions by reviewers, and a 
serious study of the learning process itself by the 
authors and editors. New subject matter is introduced 
only after the stage has been set by transitional 
paragraphs between topic headings. These paragraphs 
provide students with the reasons for proceeding to 
the new material and explain the progression of topics 
within the chapter.

•	 The Introduction contains a section entitled “How to 
Study the Chapters in This Text,” which should be 
very helpful to students.

•	 Each chapter has an “Understanding the Learning 
Objectives” section. These “summaries” enable 
the student to determine how well the Learning 
Objectives were accomplished. We were the first 
authors (1974) to ever include Learning Objectives 
in an accounting text. These objectives have been 
included at the beginning of the chapter, as marginal 
notes within the chapter, at the end of the chapter, 
and in supplements such as the Test Bank, Instructors’ 
Resource Guide, Computerized Test Bank, and Study 
Guide. The objectives are also indicated for each 
exercise and problem.

•	 Demonstration problems and solutions are included 
for each chapter, and a different one appears for each 
chapter in the Study Guide. These demonstration 
problems help students to assess their own progress 
by showing them how problems that focus on the 
topic(s) covered in the chapter are worked before 
students do assigned homework problems.

•	 Key terms are printed in another color for emphasis. 
End-of-chapter glossaries contain the definition 
and the page number where the new term was first 
introduced and defined. Students can easily turn 
back to the original discussion and study the term’s 
significance in context with the chapter material.

•	 Each chapter includes a “Self-Test” consisting of 
true-false and multiple-choice questions. The answers 
and explanations appear at the end of the chapter. 
These self-tests are designed to determine whether the 
student has learned the essential information in each 
chapter.

•	 In the margin beside each exercise and problem, we 

have included a description of the requirements and 
the related Learning Objective(s). These descriptions 
let students know what they are expected to do in the 
problem.

•	 Throughout the text we use examples taken from 
everyday life to relate an accounting concept being 
introduced or discussed to students’ experiences.

Ethics
There is no better time to emphasize high ethical standards 
to students. This text includes many items throughout the 
text entitled, “An Ethical Perspective.” These items pres-
ent situations in which students are likely to find them-
selves throughout their careers. They range from resisting 
pressure by a superior or a client to do the wrong thing 
to deciding between alternative corporate behaviors that 
have environmental and profit consequences.

End-of-Chapter Materials
 At the end of each chapter is a section entitled “Beyond 
the Numbers—Critical Thinking”. The problems and 
cases in this section are designed to help students develop 
their skills in analysis, evaluation, and writing. Business 
Decision Cases require critical thinking in complex situ-
ations often based on real companies. The Annual Re-
port Analysis section requires analyzing annual reports 
and interpreting the results in writing. The Ethics Cases 
require students to respond in writing to situations they 
are likely to encounter in their careers. These cases do not 
necessarily have one right answer. The Group Projects 
for each chapter teach students how to work effectively 
in teams, a skill that was stressed by the AECC and is 
becoming increasingly necessary for success in business. 
The Internet Projects teach students how to retrieve use-
ful financial information from the Internet.

A team approach can also be introduced in the class-
room using the regular exercises and problems in the text. 
Teams can be assigned the task of presenting their solu-
tions to exercises or problems to the rest of the class. Us-
ing this team approach in class can help reenergize the 
classroom by creating an active, informal environment 
in which students learn from each other. (Two additional 
group projects are described in the Instructor’s Resource 
Guide. These projects are designed to be used throughout 
the semester or quarter.)

We have included a vast amount of other resource ma-
terials for each chapter within the text from which the 
instructor may draw: (1) one of the largest selections of 
end-of-chapter questions, exercises, and problems avail-
able; (2) several comprehensive review problems that al-
low students to review all major concepts covered to that 
point; and (3) from one to three business decision cases per 
chapter. Other key features regarding end-of-chapter mate-
rial follow.
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•	 A uniform chart of accounts appears at the end of this 
textbook, p. CA-1. This uniform chart of accounts is 
used consistently throughout the first 11 chapters. We 
believe students will benefit from using the same chart of 
accounts for all homework problems in those chapters.

•	 Many of the end-of-chapter problem materials 
(questions, exercises, problems, business decision 
cases, other “Beyond the Numbers” items, and 
comprehensive review problems) have been updated. 
Each exercise and problem is identified with the 
learning objective(s) to which it relates.

•	 All end-of-chapter Exercises and problems have been 
traced back to the chapters to ensure that nothing is 
asked of a student that does not appear in the book. 
This feature was a strength of previous editions, 
ensuring that instructors could confidently assign 
problems without having to check for applicability. 
Also, we took notes while teaching from the text 
and clarified problem and exercise instructions that 
seemed confusing to our students.

Supplements for the Instructor
A complete package of supplemental teaching aids con-
tains all you need to efficiently and effectively teach the 
course.

Instructor’s Resource Guide This guide contains sam-
ple syllabi for both semester-and quarter-based courses. 
Each chapter contains: (1) a summary of major concepts; 
(2) learning objectives from the text; (3) space for the 
instructor’s own notes; (4) an outline of the chapter with 
an indication of when each exercise can be worked; and 
(5) detailed lecture notes that also refer to specific end-
of-chapter exercise and problem materials illustrating 
these concepts. Also included are (6) a summary of the 
estimated time, learning objective(s), level of difficulty, 
and content of each exercise and problem that is useful 
in deciding which items to cover in class or to assign as 
homework. The Instructor’s Resource Guide for Chapter 
17 contains a case study based on Hasbro, Inc. This com-
pany is one of the world’s leading manufacturer and mar-
keter of toys, games, puzzles, and infant care products. 
You may want to assign this case as a special project to 
individuals or to teams. The results of the analysis, with 
recommendations, could then be presented to the class. 
The Instructor’s Resource Guide is provided to adopters 
in both Word and PDF formats.

Solutions Manual The solutions manual contains sug-
gested discussion points for each ethics case as well as 
detailed answers to questions, exercises, two series of 
problems, business decision cases, most “Beyond the 

Numbers” items, comprehensive review problems, and 
some group projects. The Solutions Manual is provided 
to adopters in both Word and PDF files.

Test Bank The test bank contains approximately 3,000 
questions and problems to choose from in preparing 
examinations. This test bank contains true-false ques-
tions, multiple-choice questions, and short problems for 
each chapter. Questions and problems are classified by 
the learning objective to which they relate. The Test Bank 
is provided to adopters in both Word and PDF files. A 
computer test bank version is also available for selecting 
questions and printing exams.

PowerPoint Slides An average of 26 PowerPoint slides 
exist for each chapter. These slides illustrate the most 
important points in the chapter. They can be used as a 
basis for classroom lectures and/or discussions.

Supplements for the Student
In addition to the text, the package of support items for 
the student includes the following:

Study Guide Included for each chapter are learning 
objectives, a reference outline, a chapter review, and an 
additional demonstration problem and solution. If stu-
dents use the study guide throughout the course, their 
knowledge of accounting will be enhanced significantly. 
The study guide is a valuable learning tool in that it 
includes matching, true-false, and multiple-choice ques-
tions, completion questions, and exercises. Solutions 
to all exercises and questions are also included. The 
Study Guide is available to students in online or PDF 
format. It can be purchased at the publisher’s website  
(www.textbookmedia.com).

Online Lecture Guide Chapter highlights in download-
able pdf chapter files to accompany the textbook.  

Check Figures Check figures are available at the end of 
this textbook, p. CF-1. They show key amounts that stu-
dents can check to see if they are on the right track when 
working the exercises and problems.

We are indebted to all our previous coauthors who 
have contributed to the project in the past, especially 
R. F. “Sully” Salmonson who worked on many of the 
early editions.

Susan D. Hermanson 
James Don Edwards
Roger H. Hermanson 
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A Career as a CEO
Are you a leader? Would you enjoy someday becoming the 
president or chief executive officer (CEO) of the company you 
work for? Then you should consider a degree in accounting. 
The accounting field greatly values individuals with leadership 
potential. Accounting students with the most job offers and 
the highest starting salaries are also likely to be the ones who 
best demonstrate an ability to lead others. Recruiters in public 
accounting (i.e., auditing, tax, consulting) and private accounting 
(i.e., financial reporting, cost accounting, financial analysis, 
internal auditing) alike demonstrate a strong preference for 
students with leadership potential.

Fortunately, you do not have to run a company to demonstrate 
leadership abilities to college recruiters. Some examples of 
leadership potential that would look good on a résumé include 
organizing a successful fund-raiser, participating effectively 
as an officer in a student club, or taking the lead in a group 
project. If you do not have a résumé yet, stop by the career 
placement center at your college and ask them to assist you 
in preparing one. Many students at your level already have a 
résumé, and it takes time to refine and develop an effective one. 
A well-prepared résumé will be important for securing internship 
opportunities and part-time work in the business field, as well as 
for landing that first job upon graduation.

Source: wavebreakmedia/Shutterstock.com

in AccountingCareers
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Did you know that the current and former CEOs of many of the 
largest manufacturing, merchandising, and service organizations in 
the United States hold degrees in accounting? Phil Knight at Nike, 
Doug Ivester of Coca-Cola, Lynn Townsend at Chrysler, Thomas J. 
Falk of Kimberly-Clark (Kleenex), Duane McDougall of Willamette 
Industries (building products), and Al Reser of Reser Fine Foods 
(e.g., potato salad) as well as current or former presidents of Home 
Depot, McDonald’s, and John H. Harland all have degrees in 
accounting. It is really not that surprising that accounting majors are 
so successful because accounting provides an excellent foundation 
in business. With a strong accounting foundation and the continued 
development of leadership abilities over your career, you might 
become a CEO yourself someday.
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Your study of accounting began with service companies as examples because 
they are the least complicated type of business. You are now ready to apply the 
accounting process to a more complex business: a merchandising company. 
Although the fundamental accounting concepts for service businesses apply to 
merchandising businesses, merchandise accounting requires some additional 
accounts and techniques to record sales and purchases.

The normal flow of goods from manufacturer to final customer is as follows:

Manufacturer Retailer Final 
Customer

Wholesaler

Merchandising Companies

Manufacturers produce goods from raw materials and normally sell them to 
wholesalers. After performing certain functions, such as packaging or label-
ing, wholesalers sell the goods to retailers. Retailers sell the goods to final 
customers. The two middle boxes in the diagram represent merchandising 
companies. These companies buy goods in finished form for resale.

This chapter begins by comparing the income statement of a service com-
pany with that of a merchandising company. Then, we describe (1) how to 
record merchandise-related transactions, (2) a classified income statement, 
and (3) the gross margin percentage. Finally, in the Appendix, we explain the 
work sheet and the closing process for a merchandising company.

Two Income Statements Compared: Service 
Company and Merchandising Company
In Exhibit 6.1, we compare the main divisions of an income statement for 
a service company with those for a merchandising company. To determine 
profitability or net income, a service company deducts total expenses incurred 
from revenues earned. A merchandising company is a more complex business 
and, therefore, has a more complex income statement.

As shown in Exhibit 6.1, merchandising companies must deduct from rev-
enues the cost of the goods they sell to customers to arrive at gross margin. 
Then, they deduct other expenses. The income statement of a merchandising 
company has three main divisions: (1) sales revenues, which result from the 
sale of goods by the company; (2) cost of goods sold, which is an expense that 
indicates how much the company paid for the goods sold; and (3) expenses, 
which are the company’s other expenses in running the business.

Learning Objectives
After studying this chapter, you 
should be able to:

 1. Record journal entries for 
sales transactions involving 
merchandise.

 2. Briefly describe cost of 
goods sold and the distinction 
between perpetual and periodic 
inventory procedures.

 3. Record journal entries for 
purchase transactions involving 
merchandise.

 4. Describe the freight terms, and 
record transportation costs.

 5. Determine cost of goods sold.
 6. Prepare a classified income 

statement.
 7. Analyze and use the financial 

results—sgross margin 
percentage.

 8. Prepare a work sheet 
and closing entries for a 
merchandising company 
(Appendix).

 

6 Merchandising Transactions
Introduction to Inventories and the Classified 
Income Statement

CHAPTER
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HANLON RETAIL FOOD STORE 
Partial Income Statement 

For the Year Ended December 31, 2018

Operating revenues:

Gross sales $282,000

Less: Sales discounts $ 5,000

Sales returns and allowances  15,000 20,000

Net sales $262,000

Exhibit 6.2 Partial Income Statement of Merchandising Company

In the next two sections, we discuss the first two main divisions of the income state-
ment of a merchandising company. The third division (expenses) is similar to expenses 
for a service company, which we illustrated in preceding chapters. As you study these sec-
tions, keep in mind how the divisions of the merchandising income statement are related 
to each other and produce the final figure—net income or net loss—which indicates the 
profitability of the company.

Sales Revenues
The sale of goods occurs between two parties. The seller of the goods transfers them 
to the buyer in exchange for cash or a promise to pay at a later date. This exchange 
is a relatively simple business transaction. Sellers make sales to create revenues; this 
inflow of assets in the form of cash or accounts receivable results from selling goods 
to customers.

In Exhibit 6.1, we show a condensed income statement to emphasize its major divi-
sions. Next, we describe the more complete income statement actually prepared by 
accountants. The merchandising company that we use to illustrate the income state-
ment is Hanlon Retail Food Store. This section explains how to record sales revenues, 
including the effect of trade discounts. Then, we explain how to record two deductions 
from sales revenues: sales discounts and sales returns and allowances (Exhibit 6.2). The 
amount that remains is net sales. The formula for determining net sales is:

Net sales = Gross sales – (Sales discounts + Sales returns and allowances)

Objective 1
Record journal entries for 
sales transactions involving 
merchandise. 

SERVICE COMPANY 
Income Statement 

For the Year Ended December 31, 2018

MERCHANDISING COMPANY 
Income Statement 

For the Year Ended December 31, 2018

Service revenues $13,200 Sales revenues $262,000

Cost of goods sold   159,000

Gross margin $103,000

Expenses 6,510 Expenses 74,900

Net income $  6,690 Net income  $  28,100

Exhibit 6.1  Condensed Income Statements of a Service Company and a 
Merchandising Company Compared
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Recording Gross Sales
In a sales transaction, the seller transfers the legal ownership (title) of the goods to the 
buyer. Usually, the physical delivery of the goods occurs at the same time as the sale of 
the goods. A business document called an invoice (a sales invoice for the seller and a pur-
chase invoice for the buyer) becomes the basis for recording the sale.

An invoice is a document prepared by the seller of merchandise and sent to the buyer. 
The invoice contains the details of a sale, such as the number of units sold, unit price, 
total price billed, terms of sale, and manner of shipment. A retail company prepares the 
invoice at the point of sale. A wholesale company, which supplies goods to retailers, pre-
pares the invoice after the shipping department notifies the accounting department that it 
has shipped the goods to the retailer. Exhibit 6.3 is an example of an invoice prepared by 
a wholesale company for goods sold to a retail company.

NOTE TO THE STuDENT
A common example of an invoice is a sales ticket. It serves as the merchant’s sales 
invoice and the customer’s purchase invoice.

Using the invoice as the source document, a wholesale company records the revenue 
from the sale at the time of the sale for the following reasons:

 1. The seller has passed legal title of the goods to the buyer, and the goods are now the 
responsibility and property of the buyer.

 2. The seller has established the selling price of the goods.

 3. The seller has completed its obligation.

 4. The seller has exchanged the goods for another asset, such as cash or accounts 
receivable.

 5. The seller can determine the costs incurred in selling the goods.

Each time a company makes a sale, the company earns revenue. This revenue increases 
a revenue account called Sales. Recall from Chapter 2 that credits increase revenues. 
Therefore, the firm credits the Sales account for the amount of the sale.

BRYAN WHOLESALE CO.
476 Mason Street
Detroit, Michigan 48823

Invoice No.: 1258
Date: Dec. 19, 2018

Customer’s Order No.:  218
Sold to: Baier Company
Address: 2255 Hannon Street

Big Rapids, Michigan 48106 Date Shipped: Dec. 19, 2018
Terms: Net 30, FOB Destination Shipped by: Nagel Trucking Co.

Description Item Number Quantity Price per
Unit

Total
Amount

portable speaker Model No. 5868-24393 200 $100 $20,000

Total $20,000

Exhibit 6.3 Invoice
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Usually, sales are for cash or on account. When a sale is for cash, the company credits the 
Sales account and debits Cash. For example, it records a $20,000 sale for cash as follows:

Cash 20,000
Sales 20,000

To record the sales of merchandise for cash.

When a sale is on account, it credits the Sales account and debits Accounts Receivable. 
The following entry records a $20,000 sale on account:

Accounts Receivable 20,000
Sales 20,000

To record the sales of merchandise on account.

Usually, a seller quotes the gross selling price, also called the invoice price, of goods to 
the buyer. However, sometimes a seller quotes a list price of goods along with available 
trade discounts. In this latter situation, the buyer must calculate the gross selling price. 
The list price less all trade discounts is the gross selling price. Merchandising companies 
that sell goods use the gross selling price as the credit to sales.

Determining Gross Selling Price when Companies Offer Trade Discounts
A trade discount is a percentage deduction, or discount, from the specified list price or 
catalog price of merchandise. Companies use trade discounts to:

 1. Reduce the cost of catalog publication. A seller can use a catalog for a longer 
time by printing list prices in the catalog and giving separate discount sheets to 
salespersons whenever prices change.

 2. Grant quantity discounts.

 3. Allow quotation of different prices to various customers, such as retailers and 
wholesalers.

NOTE TO THE STuDENT
Have you ever noticed at a paint store or a plumbing supplies shop that professional 
painters and plumbers generally pay less for the paint and plumbing supplies they use in 
their businesses than you have to pay? Painters and plumbers have to make a profit on 
items they must use in their businesses. A portion of this profit arises from trade discounts 
received on their purchases.

The seller’s invoice may show trade discounts. However, sellers do not record trade 
discounts in their accounting records because the discounts are used only to calculate the 
gross selling price. Nor do trade discounts appear on the books of the purchaser. To illus-
trate, assume an invoice contains the following data:

List price, 200 swimsuits at $24 $4,800
Less: Trade discount, 30% 1,440
Gross selling price (invoice price) $3,360

uses of Technology A database management system stores related data—such as monthly sales data (sales-
persons, customers, products, and sales amounts)—independent of the application. Once you have defined this 
information in the database management system, you can use commands to answer questions such as the fol-
lowing: Which products have been sold to which customers? What are the amounts of sales by individual sales-
persons? You could also print a customer list sorted by ZIP code, the alphabet, or salesperson.

An Accounting Perspective
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The seller records a sale of $3,360. The purchaser records a purchase of $3,360. Thus, 
neither the seller nor the purchaser enters list prices and trade discounts on their books.

NOTE TO THE STuDENT
The order in which the discounts are applied does not matter because the result is the 
same. Here is proof: 

Example: A $100 sale with a chain trade discount of 5%, 3%, and 1%.
Solution:
 $100 × 95% × 97% × 99% = $91.23
 $100 × 99% × 95% × 97% = $91.23

Sometimes the list price of a product is subject to several trade discounts; this series 
of discounts is a chain discount. Chain discounts exist, for example, when a wholesaler 
receives two trade discounts for services performed, such as packaging and distributing. 
When more than one discount is given, the buyer applies each discount to the declining 
balance successively. If a product has a list price of $100 and is subject to trade discounts 
of 20% and 10%, the gross selling price (invoice price) would be $100 – 0.2($100) = $80; 
$80 – 0.1($80) = $72, computed as follows:

List price $100
Less 20%   –20

$  80
Less 10%     –8
Gross selling price (invoice price) $  72

You could obtain the same results by multiplying the list price by the complements 
of the trade discounts allowed. The complement of 20% is 80% because 20% + 80% = 
100%. The complement of 10% is 90% because 10% + 90% = 100%. Thus, the gross sell-
ing price is $100 × 0.8 × 0.9 = $72.

Recording Deductions from Gross Sales
Two common deductions from gross sales are (1) sales discounts and (2) sales returns 
and allowances. Sellers record these deductions in contra revenue accounts to the Sales 
account. Contra accounts have normal balances that are opposite to the balance of the 
account they reduce. For example, because the Sales account normally has a credit bal-
ance, the Sales Discounts account and Sales Returns and Allowances account have debit 
balances. We explain the methods of recording these contra revenue accounts next.

Sales Discounts Whenever a company sells goods on account, it clearly specifies terms 
of payment on the invoice. For example, the invoice in Exhibit 6.3 states the terms of 
payment as “net 30.”

NOTE TO THE STuDENT
A company offers sales discounts to encourage early payment. The longer a company has 
to wait for payment from a customer, the more likely the customer is to not pay at all.

Net 30 is sometimes written as “n/30.” Either way, this term means that the buyer may 
not take a discount and must pay the entire amount of the invoice ($20,000) on or before 
30 days after December 19, 2018 (invoice date)—or January 18, 2019. In Exhibit 6.3, if 
the terms had read “n/10/EOM” (EOM means “end of month”), the buyer could not take a 
discount, and the invoice would be due on the 10th day of the month following the month 
of sale—or January 10, 2019. Credit terms vary from industry to industry.

In some industries, credit terms include a cash discount of 1% to 3% to induce early pay-
ment of an amount due. A cash discount is a deduction from the invoice price that can be taken 

Reinforcing Problem
E6 5 Calculate gross selling 
price and final payment.
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only if the invoice is paid within a specified time. A cash discount differs from a trade dis-
count in that a cash discount is a deduction from the gross selling price for the prompt payment 
of an invoice. In contrast, a trade discount is a deduction from the list price to determine the 
gross selling price (or invoice price). Sellers call a cash discount a sales discount and buyers 
call it a purchase discount. Companies often state cash discount terms as follows:

•	 2/10, n/30—A buyer who pays within 10 days following the invoice date may deduct 
a discount of 2% of the invoice price. If payment is not made within the discount 
period, the entire invoice price is due 30 days from the invoice date.

•	 2/EOM, n/60—A buyer who pays by the end of the month of purchase may deduct 
a 2% discount from the invoice price. If payment is not made within the discount 
period, the entire invoice price is due 60 days from the invoice date.

•	 2/10/EOM, n/60—A buyer who pays by the 10th of the month following the month 
of purchase may deduct a 2% discount from the invoice price. If payment is not made 
within the discount period, the entire invoice price is due 60 days from the invoice date.

Sellers cannot record the sales discount before they receive the payment because they 
do not know when the buyer will pay the invoice. A cash discount taken by the buyer 
reduces the cash that the seller actually collects from the sale of the goods, so the seller 
must indicate this fact in its accounting records. The following entries show how to record 
a sale and a subsequent sales discount.

Assume that on July 12, a business sold merchandise for $2,000 on account; terms are 
2/10, n/30. On July 21 (nine days after invoice date), the business received a $1,960 check 
in payment of the account. The required journal entries for the seller are:

July 12 Accounts Receivable 2,000
Sales 2,000

To record sale on account; terms 2/10, n/30.

21 Cash 1,960
Sales Discounts 40

Accounts Receivable 2,000
To record collection on account, less a discount.

The Sales Discounts account is a contra revenue account to the Sales account. In the 
income statement, the seller deducts this contra revenue account from gross sales. Sell-
ers use the Sales Discounts account (rather than directly reducing the Sales account) so 
that management can examine the sales discounts figure to evaluate the company’s sales 
discount policy. Note that the Sales Discounts account is not an expense incurred in gen-
erating revenue. Rather, the purpose of the account is to reduce recorded revenue to the 
amount actually realized from the sale.

Sales Returns and Allowances Merchandising companies usually allow customers to 
return goods that are defective or unsatisfactory for a variety of reasons, such as wrong 
color, wrong size, wrong style, wrong amounts, or inferior quality. In fact, when their 
policy is satisfaction guaranteed, some companies allow customers to return goods sim-
ply because they do not like the merchandise. A sales return is merchandise returned by 
a buyer. Sellers and buyers regard a sales return as a cancellation of a sale. Alternatively, 
some customers keep unsatisfactory goods, and the seller gives them an allowance off 
the original price. A sales allowance is a deduction from the original invoiced sales price 
granted when the customer keeps the merchandise but is dissatisfied for any of a number 
of reasons, including inferior quality, damage, or deterioration in transit. When a seller 
agrees to the sales return or sales allowance, the seller sends the buyer a credit memoran-
dum indicating a reduction (crediting) of the buyer’s account receivable. A credit memo-
randum is a document that provides space for the name and address of the concerned 
parties, followed by a space for the reason for the credit and the amount to be credited. A 
credit memorandum becomes the basis for recording a sales return or a sales allowance.
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In theory, sellers could record both sales returns and sales allowances as debits to the 
Sales account because they cancel part of the recorded selling price.However, because 
the amount of sales returns and sales allowances is useful information to management, it 
should be shown separately. The amount of returns and allowances in relation to goods 
sold can indicate the quality of the goods (high-return percentage, equals low quality) or 
of pressure applied by salespersons (high-return percentage, equals high-pressure sales). 
Thus, sellers record sales returns and sales allowances in a separate Sales Returns and 
Allowances account. The Sales Returns and Allowances account is a contra revenue 
account (to Sales) that records the selling price of merchandise returned by buyers or 
reductions in selling prices granted. (Some companies use separate accounts for sales 
returns and for sales allowances, but this text does not.)

Following are two examples illustrating the recording of sales returns in the Sales 
Returns and Allowances account:

 1. Assume that a customer returns $300 of goods sold on account. If payment has not 
yet been received, the required entry is:

Sales Returns and Allowances 300
Accounts Receivable 300

To record a sales return from a customer.

 2. Assume that the customer has already paid the account and the seller gives 
the customer a cash refund. Now, the credit is to Cash rather than to Accounts 
Receivable. If the customer has taken a 2% discount when paying the account, the 
company will return to the customer the sales price less the sales discount amount. 
For example, if a customer returns goods that sold for $300, on which a 2% discount 
was taken, the following entry would be made:

Sales Returns and Allowances 300
Cash 294
Sales Discount 6

To record a sales return from a customer who had taken a 
discount and was sent a cash refund.

The debit to the Sales Returns and Allowances account is for the full selling price of the 
purchase. The credit of $6 reduces the balance of the Sales Discounts account.

Next, we illustrate the recording of a sales allowance in the Sales Returns and Allow-
ances account. Assume that a company grants a $400 allowance to a customer for dam-
age resulting from improperly packed merchandise. If the customer has not yet paid the 
account, the required entry would be:

Sales Returns and Allowances 400
Accounts Receivable 400

To record a sales allowance granted for damaged 
merchandise.

If the customer has already paid the account, the credit is to Cash instead of Accounts 
Receivable. If the customer took a 2% discount when paying the account, the company 
would refund only the net amount ($392). Sales Discounts would be credited for $8. The 
entry would be:

Sales Returns and Allowances 400
Cash 392
Sales Discount 8

To record a sales allowance when a customer has paid and 
taken a 2% discount.
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HANLON RETAIL FOOD STORE 
Partial income Statement 

For the Year Ended December 31, 2018

Operating revenues:
Gross sales $282,000
Less: Sales discounts $  5,000
Sales returns and allowances   15,000 20,000
Net sales $262,000

*This exhibit is the same as Exhibit 6.2, repeated here for your 
convenience.

Exhibit 6.4 Partial Income Statement*

Reporting Net Sales in the Income Statement
Exhibit 6.4 shows how a company could report sales, sales discounts, and sales returns 
and allowances in the income statement. More often, the income statement in a com-
pany’s annual report begins with “Net sales” because sales details are not important to 
external financial statement users.

Cost of Goods Sold
The second main division of an income statement for a merchandising business is cost of 
goods sold. Cost of goods sold is the cost to the seller of the goods sold to customers. For 
a merchandising company, the cost of goods sold can be relatively large. All merchandis-
ing companies have a quantity of goods on hand called merchandise inventory to sell to 
customers. Merchandise inventory (or inventory) is the quantity of goods available for 
sale at any given time. Cost of goods sold is determined by computing the cost of (1) the 
beginning inventory, (2) the net cost of goods purchased, and (3) the ending inventory.

Look at the cost of goods sold section of Hanlon Retail Food Store’s income statement 
in Exhibit 6.5. The merchandise inventory on January 1, 2018, was $24,000. The net 

Objective 2
Briefly describe cost of  
goods sold and the 
distinction between 
perpetual and periodic 
inventory procedures.

Real-World Example
Abercrombie & Fitch recently 
reported net sales of $3.469 
billion and cost of goods sold 
of $1.257 billion. The cost of 
goods sold was about 36% of 
sales.

Business Insight When examining a company’s sales cycle, management and users of financial data should 
be aware of any seasonal changes that may affect its reported sales. Systemax, Inc., is a national retailer of 
personal computers and related products and services. Systemax includes the following disclosure in its annual 
report regarding seasonality:

Our earnings and cash flows are seasonal in nature, with the fourth quarter of the fiscal year generating 
higher earnings and cash flows than the other quarters.

An Accounting Perspective

Business Insight For many retailers, a large percentage of their annual sales occurs during the period from 
Thanksgiving to Christmas. They attempt to stock just the right amount of goods to meet demand. Because this 
is a difficult estimate to make accurately, many retailers end up with a large amount of unsold goods at the end of 
this season. The usual way they unload these goods is to offer huge discounts during the following period.

An Accounting Perspective
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Cost of goods sold:
Merchandise inventory, January 1, 2018 $  24,000
Purchases $167,000
Less: Purchase discounts $3,000

Purchase returns and allowances   8,000    11,000
Net Purchases $156,000
Add: Transportation-in    10,000
Net cost of purchases   166,000
Cost of goods available for sale $190,000
Less: Merchandise inventory,  

December 31, 2018 31,000
Cost of goods sold $159,000

Exhibit 6.5 Determination of Cost of Goods Sold for Hanlon Retail Food Store

cost of purchases for the year was $166,000. Thus, Hanlon had $190,000 of merchandise 
available for sale during 2018. On December 31, 2018, the merchandise inventory was 
$31,000, meaning that this amount was left unsold. Subtracting the unsold inventory (the 
ending inventory), $31,000, from the amount Hanlon had available for sale during the 
year, $190,000, gives the cost of goods sold for the year of $159,000. Understanding this 
relationship shown on Hanlon Retail Food Store’s partial income statement gives you the 
necessary background to determine the cost of goods sold as presented in this section.

Two Procedures for Accounting for Inventories
To determine the cost of goods sold, accountants must have accurate merchandise inventory 
figures. Accountants use two basic methods for determining the amount of merchandise 
inventory—perpetual inventory procedure and periodic inventory procedure. We mention 
perpetual inventory procedure only briefly here. In the next chapter, we emphasize per-
petual inventory procedure and further compare it with periodic inventory procedure.

When discussing inventory, we need to clarify whether we are referring to the physical 
goods on hand or the Merchandise Inventory account, which is the financial representation of 
the physical goods on hand. The difference between perpetual and periodic inventory proce-
dures is the frequency with which the Merchandise Inventory account is updated to reflect what 
is physically on hand. Under the perpetual inventory procedure, the Merchandise Inventory 
account is continuously updated to reflect items on hand. For example, your supermarket uses 
a scanner to ring up your purchases. When your box of Rice Krispies crosses the scanner, the 
Merchandise Inventory account shows that one less box of Rice Krispies is on hand.

Under the periodic inventory procedure, the Merchandise Inventory account is 
updated periodically after a physical count has been made. Usually, the physical count 
takes place immediately before the preparation of financial statements.

Perpetual Inventory Procedure Companies use the perpetual inventory procedure in 
a variety of business settings. Historically, companies that sold merchandise with a high 
individual unit value, such as automobiles, furniture, and appliances, used the perpetual 
inventory procedure. Today, computerized cash registers, scanners, and accounting soft-
ware programs automatically keep track of inflows and outflows of each inventory item. 
Computerization makes it economical for many retail stores to use the perpetual inven-
tory procedure even for goods of low unit value, such as groceries.

Under the perpetual inventory procedure, the Merchandise Inventory account provides 
close control by showing the cost of the goods that are supposed to be on hand at any 
particular time. Companies debit the Merchandise Inventory account for each purchase 
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and credit it for the cost of each sale so that the current balance is shown in the account at 
all times. Usually, firms also maintain detailed unit records showing the quantities of each 
type of goods that should be on hand. Company personnel also take a physical inventory 
by actually counting the units of inventory on hand. Then they compare this physical 
count with the records showing the units that should be on hand. Chapter 7 describes the 
perpetual inventory procedure in more detail.

Periodic Inventory Procedure Merchandising companies selling low unit value mer-
chandise (such as nuts and bolts, nails, Christmas cards, or pencils) that have not com-
puterized their inventory systems often find that the extra costs of recordkeeping under 
the perpetual inventory procedure more than outweigh the benefits. These merchandising 
companies often use the periodic inventory procedure.

Under the periodic inventory procedure, companies do not use the Merchandise Inventory 
account to record each purchase and cost of sale of merchandise. Instead, a company cor-
rects the balance in the Merchandise Inventory account as the result of a physical inventory 
count at the end of the accounting period. Also, the company usually does not maintain other 
records showing the exact number of units that should be on hand. Although the periodic 
inventory procedure reduces recordkeeping, it also reduces control over inventory items.

Companies using the periodic inventory procedure make no entries to the Merchandise 
Inventory account nor do they maintain unit records during the accounting period. Thus, 
these companies have no up-to-date balance against which to compare the physical inven-
tory count at the end of the period. Also, these companies make no attempt to determine 
the cost of goods sold at the time of each sale. Instead, they calculate the cost of all the 
goods sold during the accounting period at the end of the period. To determine the cost of 
goods sold, a company must know:

 1. Beginning inventory (cost of goods on hand at the beginning of the period).

 2. Net cost of purchases during the period.

 3. Ending inventory (cost of unsold goods at the end of the period).

The company would show this information as follows:

Beginning inventory $ 34,000
Add: Net cost of purchases during the period 140,000
Cost of goods available for sale during the period $174,000
Deduct: Ending inventory 20,000
Cost of goods sold during the period $154,000

In this schedule, notice that the company began the accounting period with $34,000 
of merchandise and purchased an additional $140,000, making a total of $174,000 of 
goods that could have been sold during the period. Then, a physical inventory showed 
that $20,000 remained unsold, which implies that $154,000 was the cost of goods sold 
during the period. Of course, the $154,000 is not necessarily the precise amount of goods 
sold because no actual record was made of the dollar cost of the goods sold. The peri-
odic inventory procedure basically assumes that everything not on hand at the end of 
the period has been sold. This method disregards problems such as theft or breakage 
because the Merchandise Inventory account contains no up-to-date balance at the end of 
the accounting period against which to compare the physical count.

Purchases of Merchandise
Under the periodic inventory procedure, a merchandising company uses the Purchases 
account to record the cost of merchandise bought for resale during the current account-
ing period. The Purchases account, which is increased by debits, appears with the income 
statement accounts in the chart of accounts.
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To illustrate entries affecting the Purchases account, assume that Hanlon Retail Food 
Store made two purchases of merchandise from Smith Wholesale Company. Hanlon pur-
chased $30,000 of merchandise on credit (on account) on May 4, and Hanlon purchased 
$20,000 of merchandise for cash on May 21. The required journal entries for Hanlon are:

May 4 Purchases 30,000
Accounts Payable 30,000

To record purchases of merchandise on account.

21 Purchases 20,000
Cash 20,000

To record purchase of merchandise for cash.

Deductions from Purchases
The buyer deducts purchase discounts and purchase returns and allowances from pur-
chases to arrive at net purchases. The accountant records these items in contra accounts 
to the Purchases account.

Purchase Discounts Companies often purchase merchandise under credit terms that per-
mit them to deduct a stated cash discount if they pay invoices within a specified time. 
Assume that credit terms for Hanlon’s May 4 purchase are 2/10, n/30. If Hanlon pays for 
the merchandise by May 14, the store may take a 2% discount. Thus, Hanlon must pay 
only $29,400 to settle the $30,000 account payable. The entry to record the payment of 
the invoice on May 14 is:

May 14 Accounts Payable 30,000
Cash 29,400
Purchase Discount 600

To record payment on account within the discount 
period.

The buyer records the purchase discount only when the invoice is paid within the discount 
period and the discount is taken. The Purchase Discounts account is a contra account to Pur-
chases that reduces the recorded invoice price of the goods purchased to the price actually paid. 
Hanlon reports purchase discounts in the income statement as a deduction from purchases.

Companies base purchase discounts on the invoice price of goods. If an invoice shows 
purchase returns or allowances, they must be deducted from the invoice price before cal-
culating purchase discounts. For example, in the previous transaction, the invoice price 
of goods purchased was $30,000. If Hanlon returned $2,000 of the goods, the seller cal-
culates the 2% purchase discount on $28,000.

Interest Rate Implied in Cash Discounts To decide whether you should take advantage of 
discounts by using your cash or borrowing, make this simple analysis. Assume that you must 
pay $10,000 within 30 days or $9,800 within 10 days to settle a $10,000 invoice with terms of 
2/10, n/30. Assume further that you are able to borrow money from a bank on a short-term basis 
at an annual interest rate of 12%. By advancing your payment by 20 days from the final due date, 
you can secure a 2% discount of $200. The interest expense incurred to borrow $9,800 at 12% 
per year for 20 days is $65.33, calculated as ($9,800 × .12 × 20/360). You would save $134.67 
($200 – $65.33) by borrowing the money and paying the invoice within the discount period.

In terms of an annual rate of interest, the 2% rate of discount for 20 days is equivalent 
to a 36% annual rate: (360 ÷ 20) × 2%. The formula is:

The number of days in a 
year (assumed to be 360)

The number of days from the 
end of the discount period 

until the final due date

Equivalent annual 
rate of interest

The percentage rate 
of discount× =

Objective 3
Record journal entries for 
purchase transactions 
involving merchandise.

Reinforcing Problem
E6-1 Apply rules of debit and 
credit for merchandise-related 
accounts.

Reinforcing Problems
E6-2 Prepare entries for 
merchandise purchase/sale, 
return, and allowance on both 
buyer’s and seller’s books.
E6-3 Determine end of the 
discount period and prepare an 
entry to record payment.
E6-4 Calculate the effect of 
trade and cash discounts on 
payment.
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You can convert all cash discount terms to their approximate annual interest rate equiv-
alents by use of this formula. Thus, a company could afford to pay up to 36% [(360 ÷ 20) 
× 2%] on borrowed funds to take advantage of discount terms of 2/10, n/30. The company 
could pay 18% on terms of 1/10, n/30.

Purchase Returns and Allowances A purchase return occurs when a buyer returns mer-
chandise to a seller. When a buyer receives a reduction in the price of goods shipped, a 
purchase allowance results. The buyer commonly uses a debit memorandum to notify the 
seller that the account payable with the seller is being reduced (Accounts Payable is deb-
ited). The buyer may use a copy of a debit memorandum to record the returns or allow-
ances, or it may wait for a credit memorandum from the seller to confirm the reduction.

Both returns and allowances reduce the buyer’s debt to the seller and decrease the 
cost of the goods purchased. The buyer may want to know the amount of returns and 
allowances as the first step in controlling the costs incurred in returning unsatisfactory 
merchandise or negotiating purchase allowances. For this reason, buyers record purchase 
returns and allowances in a separate Purchase Returns and Allowances account. If 
Hanlon returned $350 of merchandise to Smith Wholesale before paying for the goods, it 
would make this journal entry:

Accounts Payable 350
Purchase Returns and Allowances 350

To record return of damaged merchandise to supplier.

The entry would have been the same to record a $350 allowance; only the explanation 
would change.

If Hanlon had already paid the account, the debit would be to Cash instead of Accounts 
Payable because Hanlon would receive a refund of cash. If the company took a discount 
at the time it paid the account, only the net amount would be refunded. For instance, if a 
2% discount had been taken, Hanlon’s journal entry for the return would be:

Cash 343
Purchase Discounts 7

Purchase Returns and Allowances 350
To record return of damaged merchandise to supplier and 
record receipt of cash.

Purchase Returns and Allowances is a contra account to the Purchases account, and the 
income statement shows it as a deduction from purchases. When purchase discounts and 
purchase returns and allowances are deducted from purchases, the result is net purchases.

Transportation Costs
Transportation costs are an important part of cost of goods sold. To understand how to 
account for transportation costs, you must know the meaning of the following terms:

•	 FOB shipping point means “free on board at shipping point.” The buyer incurs all 
transportation costs after the merchandise has been loaded on a railroad car or truck at the 
point of shipment. Thus, the buyer is ultimately responsible for paying the freight charges.

•	 FOB destination means “free on board at destination.” The seller ships the goods to 
their destination without charge to the buyer. Thus, the seller is ultimately responsible 
for paying the freight charges.

•	 Passage of title is a term that indicates the transfer of the legal ownership of goods. 
Title to the goods normally passes from seller to buyer at the FOB point. Thus, when 
goods are shipped FOB shipping point, title usually passes to the buyer at the shipping 
point. When goods are shipped FOB destination, title usually passes at the destination.

•	 Freight prepaid means the seller must initially pay the freight at the time of shipment.

Objective 4
Describe the freight terms, 
and record transportation 
costs.
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•	 Freight collect indicates the buyer must initially pay the freight bill upon the arrival 
of the goods.

To illustrate the use of these terms, assume that a company ships goods FOB shipping 
point, freight collect. Title passes at the shipping point. The buyer is responsible for pay-
ing the $100 freight costs and does so. The seller makes no entry for freight charges; the 
entry on the buyer’s books is:

Transportation-In (or Freight-In) 100
Cash 100

To record payment of freight bill on goods purchased.

The Transportation-In account records the inward freight costs of acquiring mer-
chandise. Transportation-In is an adjunct account in that it is added to net purchases to 
arrive at net cost of purchases. An adjunct account is closely related to another account 
(Purchases, in this instance), and its balance is added to the balance of the related account 
in the financial statements. Recall that a contra account is just the opposite of an adjunct 
account. Buyers deduct a contra account, such as accumulated depreciation, from the 
related fixed asset account in the financial statements.

When shipping goods FOB destination, freight prepaid, the seller is responsible for and 
pays the freight bill. Because the seller cannot bill a separate freight cost to the buyer, the buyer 
shows no entry for freight on its books. The seller, however, has undoubtedly considered the 
freight cost in setting selling prices. The following entry is required on the seller’s books:

Delivery Expense (or Transportation-Out Expense) 100
Cash 100

To record freight cost on goods sold.

When the terms are FOB destination, the seller records the freight costs as delivery 
expense; this selling expense appears on the income statement with other selling expenses.

NOTE TO THE STuDENT
An easy way to interpret FOB terms is to identify either the destination or shipping point as 
the location where the goods change ownership.

FOB terms are especially important at the end of an accounting period. Goods in transit 
then belong to either the seller or the buyer, and one of these parties must include these 
goods in its ending inventory. Goods shipped FOB destination belong to the seller while 
in transit, and the seller includes these goods in its ending inventory. Goods shipped FOB 
shipping point belong to the buyer while in transit, and the buyer records these goods as a 
purchase and includes them in its ending inventory. For example, assume that a seller ships 
goods on December 30, 2017, and they arrive at their destination on January 5, 2018. If 
terms are FOB destination, the seller includes the goods in its December 31, 2017, inven-
tory, and neither seller nor buyer records the exchange transaction until January 5, 2018. 
If terms are FOB shipping point, the buyer includes the goods in its December 31, 2017, 
inventory, and both parties record the exchange transaction as of December 30, 2017.

Sometimes the seller prepays the freight as a convenience to the buyer, even though 
the buyer is ultimately responsible for it. The buyer merely reimburses the seller for the 
freight paid. For example, assume that Wood Company sold merchandise to Loud Com-
pany with terms of FOB shipping point, freight prepaid. The freight charges were $100. 
The following entries are necessary on the books of the buyer and the seller:

Buyer—Loud Company Seller—Wood Company

Transportation-In 100 Accounts Receivable 100
Accounts Payable 100 Cash 100

Reinforcing Problem
E6-6 Determine cash discount 
available and amount of 
cash paid.
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Such entries are necessary because Wood initially paid the freight charges when not 
required to do so. Therefore, Loud Company must reimburse Wood for the charges. If the 
buyer pays freight for the seller (e.g., FOB destination, freight collect), the buyer merely 
deducts the freight paid from the amount owed to the seller. The following entries are 
necessary on the books of the buyer and the seller:

Buyer—Loud Company Seller—Wood Company

Accounts Payable 100 Delivery Expense 100
Cash 100 Accounts Receivable 100

Purchase discounts may be taken only on the purchase price of goods. Therefore, a buyer 
who owes the seller for freight charges cannot take a discount on the freight charges owed, 
even if the buyer makes payment within the discount period. We summarize our discussion 
of freight terms and the resulting journal entries to record the freight charges in Exhibit 6.6.

Merchandise Inventory
Merchandise inventory is the cost of goods on hand and available for sale at any given 
time. To determine the cost of goods sold in any accounting period, management needs 

Reinforcing Problems
E6-7 Prepare entries for 
purchase, transportation-
in, purchase discounts, and 
payment.
P6-1 Journalize merchandise 
transactions for two different 
companies.
P6-2 Journalize merchandise 
transactions on both the 
buyer’s and seller’s books.

Exhibit 6.6 Summary of Shipping Terms

Explanations:
FOB shipping point, freight collect—The buyer both incurs and initially pays the freight 
charges. The proper party (buyer) paid the freight. The buyer debits Transportation-In 
and credits Cash.
FOB destination, freight prepaid—The seller both incurs and initially pays the freight 
charges. The proper party (seller) paid the freight. The seller debits Delivery Expense 
and credits Cash.
FOB shipping point, freight prepaid—The buyer incurs the freight charges, and the 
seller initially pays the freight charges. The buyer must reimburse the seller for the 
freight charges. The seller debits Accounts Receivable and credits Cash upon paying 
the freight. The buyer debits Transportation-In and credits Accounts Payable when 
informed of the freight charges.
FOB destination, freight collect—The seller incurs the freight charges, and the buyer 
initially pays the freight charges. The buyer deducts the freight charges from the 
amount owed to the seller. The buyer debits Accounts Payable and credits Cash when 
paying the freight. The seller debits Delivery Expense and credits Accounts Receivable 
when informed of the freight charges.
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Goods travel from shipping point to destination

If shipping terms are:

FOB shipping point—Buyer incurs the 
freight charges
Freight prepaid—Seller initially pays the 
freight charges

FOB destination—Seller incurs the 
freight charge
Freight collect—Buyer initially pays the 
freight charges

If the freight terms are combined as follows:

Terms
Party that

Initially Pays

Party That
Ultimately Bears

Expense
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inventory information. Management must know its cost of goods on hand at the start of 
the period (beginning inventory), the net cost of purchases during the period, and the 
cost of goods on hand at the close of the period (ending inventory). Because the ending 
inventory of the preceding period is the beginning inventory for the current period, man-
agement already knows the cost of the beginning inventory. Companies record purchases, 
purchase discounts, purchase returns and allowances, and transportation-in throughout 
the period. Therefore, management needs to determine only the cost of the inventory at 
the end of the period in order to calculate cost of goods sold.

Taking a Physical Inventory Under the periodic inventory procedure, company person-
nel determine ending inventory cost by taking a physical inventory. Taking a physical 
inventory consists of counting physical units of each type of merchandise on hand. To 
calculate inventory cost, they multiply the number of each kind of merchandise by its unit 
cost. Then, they combine the total costs of the various kinds of merchandise to provide 
the total ending inventory cost.

NOTE TO THE STuDENT
A physical inventory is required whether the inventory system is periodic or perpetual. A 
complicating factor is placing a value on the unsold inventory that has been counted. We 
discuss several approaches to pricing the unsold items in the next chapter.

In taking a physical inventory, company personnel must be careful to count all goods 
owned, regardless of where they are located, and include them in the inventory. Thus, 
companies should include goods shipped to potential customers on approval in their 
inventories. Similarly, companies should not treat consigned goods (goods delivered to 
another party who attempts to sell them for a commission) as sold goods. These goods 
remain the property of the owner (consignor) until sold by the consignee and must be 
included in the owner’s inventory.

Merchandise in transit is merchandise in the hands of a freight company on the date 
of a physical inventory. As stated above, buyers must record merchandise in transit at the 
end of the accounting period as a purchase if the goods were shipped FOB shipping point 
and they have received title to the merchandise. In general, the goods belong to the party 
who ultimately bears the transportation charges.

Determining Cost of Goods Sold
When accounting personnel know the beginning and ending inventories and the various 
items making up the net cost of purchases, they can determine the cost of goods sold. 
To illustrate, assume the following account balances for Hanlon Retail Food Store as of 
December 31, 2018:

Merchandise Inventory, January 1, 2018 $ 24,000 Dr.
Purchases 167,000 Dr.
Purchase Discounts 3,000 Cr.
Purchase Returns and Allowances 8,000 Cr.
Transportation-In 10,000 Dr.

By taking a physical inventory, Hanlon determined the December 31, 2018, merchan-
dise inventory to be $31,000. Hanlon then calculated its cost of goods sold, as shown in 
Exhibit 6.7. This computation appears in a section of the income statement directly below 
the calculation of net sales.

In Exhibit 6.7, Hanlon’s beginning inventory ($24,000) plus net cost of purchases 
($166,000) is equal to cost of goods available for sale ($190,000). The firm deducts the 
ending inventory cost ($31,000) from cost of goods available for sale to arrive at cost of 
goods sold ($159,000).

Objective 5
Determine cost of goods 
sold.

Reinforcing Problem
E6-8 Determine cost of goods 
sold.
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Another way of looking at this relationship is the following diagram:

Beginning inventory
$24,000

Net cost of purchases
$166,000

Ending inventory
$31,000

Cost of goods sold
$159,000

Cost of goods available for sale
$190,000

Beginning inventory and net cost of purchases combine to form cost of goods avail-
able for sale. Hanlon allocates the cost of goods available for sale into ending inventory 
(which is the cost of the goods not sold) and cost of goods sold.

NOTE TO THE STuDENT
The word “stolen” often implies a burglar entering and taking a company’s assets. 
However “stolen” also includes goods taken by employees or by shoplifting customers. An 
executive of a Midwest department store chain remarked that stealing by employees was 
much more frequent than shoplifting by customers.

To continue the calculation appearing in Exhibit 6.7, net cost of purchases ($166,000) 
is equal to purchases ($167,000), less purchase discounts ($3,000) and purchase returns 
and allowances ($8,000), plus transportation-in ($10,000).

As shown in Exhibit 6.7, ending inventory cost (merchandise inventory) appears in the 
income statement as a deduction from cost of goods available for sale to compute cost of 
goods sold. Ending inventory cost (merchandise inventory) is also a current asset in the 
end-of-period balance sheet.

Cost of goods sold:
Merchandise inventory, January 1, 2018 $  24,000
Purchases $167,000
Less: Purchase discounts $3,000
Purchase returns and allowances   8,000     11,000
Net Purchases $156,000
Add: Transportation-in     10,000
Net cost of purchases   166,000
Cost of goods available for sale $190,000
Less: Merchandise inventory, 
December 31, 2018 31,000
Cost of goods sold $159,000

*This exhibit is the same as Exhibit 6.5, repeated here for your convenience.

Exhibit 6.7 Determination of Cost of Goods Sold for Hanlon Retail Food Store*
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Lack of Control under Periodic Inventory Procedure
Companies use the periodic inventory procedure because of its simplicity and relatively 
low cost. However, the periodic inventory procedure provides little control over inven-
tory. Firms assume that any items not included in the physical count of inventory at the 
end of the period have been sold. Thus, they mistakenly assume that items that actually 
were stolen to have been sold, and they include their cost in cost of goods sold.

To illustrate, suppose that the cost of goods available for sale was $200,000 and ending 
inventory was $60,000. These figures suggest that the cost of goods sold was $140,000. 
Now suppose that $2,000 of goods were actually shoplifted during the year. If such goods 
had not been stolen, the ending inventory would have been $62,000, and the cost of goods 
sold only $138,000. Thus, the $140,000 cost of goods sold calculated under the periodic 
inventory procedure includes both the cost of the merchandise delivered to customers and 
the cost of merchandise stolen.

Classified Income Statement
In preceding chapters, we illustrated the unclassified (or single-step) income statement. 
An unclassified income statement has only two categories: revenues and expenses. In 
contrast, a classified income statement divides both revenues and expenses into operat-
ing and nonoperating items. The statement also separates operating expenses into selling 
and administrative expenses. A classified income statement is also called a multiple-step 
income statement.

In Exhibit 6.8, we present a classified income statement for Hanlon Retail Food Store. 
This statement uses the previously presented data on sales (Exhibit 6.4) and cost of goods 
sold (Exhibit 6.7), together with additional assumed data on operating expenses and other 
expenses and revenues. Note in Exhibit 6.8 that a classified income statement has the fol-
lowing four major sections:

 1. Operating revenues

 2. Cost of goods sold

 3. Operating expenses

 4. Nonoperating revenues and expenses (other revenues and other expenses)

The classified income statement shows important relationships that help in analyzing 
how well the company is performing. For example, by deducting cost of goods sold from 
operating revenues, you can determine by what amount sales revenues exceed the cost of 
items being sold. If this margin, called gross margin, is lower than desired, a company 
may need to increase its selling prices and/or decrease its cost of goods sold. The classified 
income statement subdivides operating expenses into selling and administrative expenses. 
Thus, statement users can see how much expense is incurred in selling the product and how 
much in administering the business. Statement users can also make comparisons with other 

Objective 6
Prepare a classified income 
statement.

Reinforcing Problems
P6-3 Prepare and post journal 
entries, and prepare a trial 
balance and classified income 
statement. 
Annual Report Analysis 6-3 
Classify income statement items 
and calculate gross margin 
percentages.

uses of Technology A perpetual inventory system provides an additional advantage over a periodic system in 
terms of inventory control. Accounting software packages often include an inventory module that updates inven-
tory quantities and costs on a perpetual basis. This assists managers in the planning of inventory purchases. A 
company never wants to have too little inventory, lest it miss sales due to a “stockout” situation. On the other hand, 
having too much inventory presents other problems. Excess inventory could result in extra storage costs, “shrink-
age” due to theft and spoilage, and a loss in value due to obsolescence. A perpetual system provides information 
to help maintain the “Goldilocks level” of inventory at all times—not too much; not too little; but just right! 

An Accounting Perspective
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HANLON RETAIL FOOD STORE 
Income Statement 

For the Year Ended December 31, 2018
Operating revenues:

Gross sales $282,000
Less: Sales discounts $ 5,000

Sales return and allowances   15,000     20,000
Net sales $262,000

Cost of goods sold:
Merchandise inventory, January 1, 2018 $24,000
Purchases $167,000
Less: Purchase discount $3,000

Purchase returns and allowances   8,000     11,000
Net purchases $156,000
Add: Transportation-in     10,000
Net cost of purchases   166,000
Cost of goods available for sale $190,000
Less: Merchandise inventory, December 31, 2018     31,000
Cost of goods sold   159,000

Gross margin $103,000
Operating expenses:

Selling expenses:
Salaries and commissions expense $ 26,000
Salespersons’ travel expense 3,000
Delivery expense 2,000
Advertising expense 4,000
Rent expense—store building 2,500
Supplies expense 1,000
Utilities expense 1,800
Depreciation expense—store equipment 700
Other selling expense          400 $41,400

Administrative expenses:
Salaries expense, executive $29,000
Rent expense—administrative building 1,600
Insurance expense 1,500
Supplies expense 800
Depreciation expense—office equipment 1,100
Other administrative expenses          300     34,300

Total operating expenses    75,700
Income from operations $ 27,300
Nonoperating revenues and expenses:

Nonoperating revenues:
Interest revenue      1,400

$ 28,700
Nonoperating expenses:

Interest expense 600
Net income $ 28,100

Exhibit 6.8 Classified Income Statement for a Merchandising Company
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years’ data for the same business and with other businesses. Nonoperating revenues and 
expenses appear at the bottom of the income statement because they are less significant in 
assessing the profitability of the business.

NOTE TO THE STuDENT
What do you think the gross margin rates for different types of retail stores in your area, 
such as jewelry versus groceries, would be? Would you rather purchase goods from a 
store with a high or a low gross margin rate?

Next, we explain the major headings of the classified income statement in Exhibit 6.8. 
The terms in some of these headings are already familiar to you. Although future exhibits of 
classified income statements may vary somewhat in form, we retain the basic organization.

 1. Operating revenues are the revenues generated by the major activities of the 
business—usually the sale of products or services or both.

 2. Cost of goods sold is the major expense in merchandising companies. Note the 
cost of goods sold section of the classified income statement in Exhibit 6.8. This 
chapter has already discussed the items used in calculating cost of goods sold. 
Merchandisers usually highlight the amount by which sales revenues exceed the 
cost of goods sold in the top part of the income statement. The excess of net sales 
over cost of goods sold is the gross margin or gross profit. To express gross 
margin as a percentage rate, we divide gross margin by net sales. In Exhibit 6.8, the 
gross margin rate is approximately 39.3% ($103,000/$262,000). The gross margin 
rate indicates that out of each sales dollar, approximately 39 cents is available to 
cover other expenses and produce net income. Business owners watch the gross 
margin rate closely because a small percentage fluctuation can cause a large dollar 
change in net income. Also, a downward trend in the gross margin rate may indicate 
a problem, such as the theft of merchandise. For instance, one Southeastern sporting 
goods company, Sportstown, Inc., suffered significant gross margin deterioration 
from increased shoplifting and employee theft. Sportstown eventually filed for 
bankruptcy due to its large losses.

 3. Operating expenses for a merchandising company are those expenses, other than 
cost of goods sold, incurred in the normal business functions of a company. Usually, 
operating expenses are either selling expenses or administrative expenses. Selling 
expenses are expenses that a company incurs in selling and marketing efforts. 
Examples include salaries and commissions of salespersons, travel expenses for 
salespersons, delivery, advertising, rent (or depreciation, if owned) and utilities 
on a sales building, sales supplies used, and depreciation on delivery trucks used 
in sales. Administrative expenses are expenses that a company incurs in the 
overall management of a business. Examples include administrative salaries, rent 
(or depreciation, if owned) and utilities on an administrative building, insurance 
expense, administrative supplies used, and depreciation on office equipment. 
Certain operating expenses may be shared by the selling and administrative 
functions. For example, a company might incur rent, taxes, and insurance on a 
building for both sales and administrative purposes. Expenses covering both the 

Business Insight Management chooses whether to use a classified or unclassified income statement to present 
a company’s financial data. This choice may be based either on how the company’s competitors present their data 
or on the costs associated with assembling the data.

An Accounting Perspective
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selling and administrative functions must be analyzed and prorated between the two 
functions on the income statement. For instance, if $1,000 of depreciation expense 
relates 60% to selling and 40% to administrative based on the square footage or 
number of employees, the income statement would show $600 as a selling expense 
and $400 as an administrative expense.

 4. Nonoperating revenues (other revenues) and nonoperating expenses (other 
expenses) are revenues and expenses not related to the sale of products or services 
regularly offered for sale by a business. An example of a nonoperating revenue is 
interest that a business earns on notes receivable. An example of a nonoperating 
expense is interest incurred on money borrowed by the company.

Important Relationships in the Income Statement
To summarize the most important relationships in the income statement of a merchandis-
ing firm in equation form:

 1. Net sales = Gross sales – (Sales discounts + Sales returns and allowances).

 2. Net purchases = Purchases – (Purchase discounts + Purchase returns and 
allowances).

 3. Net cost of purchases = Net purchases + Transportation-in.

 4. Cost of goods sold = Beginning inventory + Net cost of purchases – Ending inventory.

 5. Gross margin = Net sales – Cost of goods sold.

 6. Income from operations = Gross margin – Operating (selling and administrative) 
expenses.

 7. Net income = Income from operations + Nonoperating revenues – Nonoperating 
expenses.

Each of these relationships is important because of the way it relates to an overall mea-
sure of business profitability. For example, a company may produce a high gross margin 
on sales. However, because of large sales commissions and delivery expenses, the owner 
may realize only a very small percentage of the gross margin as profit. The classifications 
in the income statement allow a user to focus on the whole picture as well as on how net 
income was derived (statement relationships).

Analyzing and using the Financial Results— 
Gross Margin Percentage
As discussed earlier, you can calculate the gross margin percentage by using the follow-
ing formula:

 
Gross Margin percentage  =

 Gross Margin
  Net Sales

To demonstrate the use of this ratio, consider the following information from the 2016 
Annual Report of Abercrombie & Fitch.

$3,519 $3,744$3,327

($ millions) 2015 20142016
Revenues
Gross profit

Gross profit (margin)
   percentage = 61.32% = 61.81%$2,158 $2,314$2029 = 60.99%

$3,327 $3,744$3,519
2,029 2,3142,158

Real-World Example
Abercrombie & Fitch had 
operating expenses of $2,085 
million on a gross margin of 
$2,158 million for income 
from operations in 2015 of 
$73 million.

Reinforcing Problems
E6-9 Supply missing amounts 
in the income statement.
E6-10 Supply missing terms 
in formulas showing income 
statement relationships.

Reinforcing Problem
E6-13 Account analysis 
of inventory and accounts 
payable.
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In spite of declining sales, Abercrombie’s gross margin held at a rather high 61% to 
62% over those three years.

understanding the Learning Objectives
•	 In a sales transaction, the seller transfers the legal ownership (title) of the goods to 

the buyer.

•	 An invoice is a document, prepared by the seller of merchandise and sent to the 
buyer, that contains the details of a sale, such as the number of units sold, unit price, 
total price, terms of sale, and manner of shipment.

•	 Usually, sales are for cash or on account. When a sale is for cash, the debit is to 
Cash and the credit is to Sales. When a sale is on account, the debit is to Accounts 
Receivable and the credit is to Sales.

•	 When companies offer trade discounts, the gross selling price (gross invoice price) at 
which the sale is recorded is equal to the list price minus any trade discounts.

•	 Two common deductions from gross sales are (1) sales discounts and (2) sales 
returns and allowances. These deductions are recorded in contra revenue accounts 
to the Sales account. Both the Sales Discounts account and the Sales Returns and 
Allowances account normally have debit balances. Net sales = Sales – (Sales 
discounts + Sales returns and allowances).

•	 Sales discounts arise when the seller offers the buyer a cash discount, of say 1% to 
3%, to induce early payment of an amount due.

•	 Sales returns result from merchandise being returned by a buyer because the goods 
are considered unsatisfactory or have been damaged. A sales allowance is a deduction 
from the original invoiced sales price granted to a customer when the customer keeps 
the merchandise but is dissatisfied.

Objective 7
Analyze and use the 
financial results—gross 
margin percentage.

Objective 1
Record journal entries for 
sales transactions involving 
merchandise.

World Auto Parts Corporation
John Bentley is the chief financial officer for World Auto 
Parts Corporation. The company buys approximately 
$500 million of auto parts each year from small sup-
pliers all over the world and resells them to auto repair 
shops in the United States.

Most of the suppliers have cash discount terms of 
2/10, n/30. John has instructed his personnel to pay 
invoices on the 30th day after the invoice date but to 
take the 2% discount even though they are not enti-
tled to do so. Whenever a supplier complains, John 
instructs his purchasing agent to find another sup-
plier who will go along with this practice. When some 

of his own employees questioned the practice, John 
responded as follows: 

This practice really does no harm. These small 
suppliers are much better off to go along and 
have our business than to not go along and lose 
it. For most of them, we are their largest customer. 
Besides, if they are willing to sell to others at a 
2% discount, why should they not be willing to sell 
to us at that same discount even though we pay 
a little later? The benefit to our company is very 
significant. Last year our profits were $100 million. 
A total of $10 million of the profits was attributable 
to this practice. Do you really want me to change 
this practice and give up $10 million of our profits?

An Ethical Perspective



246 Part 2 Processing Information for Decisions and Establishing Accounting Policy

•	 Cost of goods sold = Beginning inventory + Net cost of purchases – Ending 
inventory. Net cost of purchases = Purchases – (Purchase discounts + Purchase 
returns and allowances) + Transportation-in.

•	 Two methods of accounting for inventory are the perpetual inventory procedure 
and the periodic inventory procedure. Under the perpetual inventory procedure, the 
inventory account is continuously updated during the accounting period. Under the 
periodic inventory procedure, the inventory account is updated only periodically—
after a physical count has been made.

•	 Under the periodic inventory procedure, purchases of merchandise are recorded by 
debiting Purchases and crediting Cash (for cash purchases) or crediting Accounts 
Payable (for purchases on account).

•	 Two common deductions from purchases are (1) purchase discounts and (2) purchase 
returns and allowances. In the general ledger, both of these items normally carry credit 
balances. From the buyer’s side of the transactions, cash discounts are purchase discounts, 
and merchandise returns and allowances are purchase returns and allowances.

•	 FOB shipping point means “free on board at shipping point”—the buyer incurs the 
freight.

•	 FOB destination means “free on board at destination”—the seller incurs the freight.

•	 Passage of title is a term indicating the transfer of the legal ownership of goods.

•	 Freight prepaid is when the seller must initially pay the freight at the time of shipment.

•	 Freight collect is when the buyer must initially pay the freight on the arrival of the goods.

•	 Expansion and application of the relationship introduced in Learning Objective 2: 
Beginning inventory + Net cost of purchases = Cost of goods available for sale. Cost 
of goods available for sale – Ending inventory = Cost of goods sold.

•	 A classified income statement has four major sections: operating revenues, cost of 
goods sold, operating expenses, and nonoperating revenues and expenses.

•	 Operating revenues are the revenues generated by the major activities of the 
business—usually, the sale of products or services or both.

•	 Cost of goods sold is the major expense in merchandising companies.

•	 Operating expenses for a merchandising company are those expenses other than cost of 
goods sold incurred in the normal business functions of a company. Usually, operating 
expenses are classified as either selling expenses or administrative expenses.

•	 Nonoperating revenues and expenses are revenues and expenses not related to the 
sale of products or services regularly offered for sale by a business.

•	 Gross margin percentage = Gross margin/Net sales.

•	 The gross margin rate indicates the amount of sales dollars available to cover 
expenses and produce net income.

•	 Except for the merchandise-related accounts, the work sheet for a merchandising 
company is the same as that for a service company.

•	 Any revenue accounts and contra purchases accounts in the Adjusted Trial Balance 
credit column of the work sheet are carried to the Income Statement credit column.

Objective 2
Briefly describe cost of  
goods sold and the 
distinction between 
perpetual and periodic 
inventory procedures.

Objective 3
Record journal entries for 
purchase transactions 
involving merchandise.

Objective 4
Describe the freight terms, 
and record transportation 
costs.

Objective 5
Determine cost of goods 
sold.

Objective 6
Prepare a classified income 
statement.

Objective 7
Analyze and use the 
financial results—gross 
margin percentage.

Objective 8
Prepare a work sheet 
and closing entries for a 
merchandising company 
(Appendix).



 Chapter 6 Merchandising Transactions 247

•	 Beginning inventory, contra revenue accounts, Purchases, Transportation-In, and 
expense accounts in the Adjusted Trial Balance debit column are carried to the 
Income Statement debit column.

•	 Ending merchandise inventory is entered in the Income Statement credit column and 
in the Balance Sheet debit column.

•	 Closing entries may be prepared directly from the work sheet. The first journal 
entry debits all items appearing in the Income Statement credit column and credits 
Income Summary. The second entry credits all items appearing in the Income 
Statement debit column and debits Income Summary. The third entry debits 
Income Summary and credits the Retained Earnings account (assuming positive 
net income). The fourth entry debits the Retained Earnings account and credits the 
Dividends account.

APPENDIX
The Work Sheet for a Merchandising Company
Exhibit 6.9 shows a work sheet for a merchandising company. Lyons Company is a small 
sporting goods firm. The exhibit for Lyons Company focuses on merchandise-related 
accounts. Thus, we do not show the fixed assets (land, building, and equipment). Except 
for the merchandise-related accounts, the work sheet for a merchandising company is the 
same as that for a service company. Recall that use of a work sheet assists in the prepara-
tion of the adjusting and closing entries. The work sheet also contains all the information 
needed for the preparation of the financial statements.

To further simplify this example, assume Lyons needs no adjusting entries at month-
end. The trial balance is from the ledger accounts at December 31, 2018. The $7,000 
merchandise inventory in the trial balance is the beginning inventory. The sales and sales-
related accounts and the purchases and purchases-related accounts summarize the mer-
chandising activity for December 2018.

Completing the Work Sheet
Lyons carries any revenue accounts (Sales) and contra purchases accounts (Purchase Dis-
counts, Purchase Returns and Allowances) in the Adjusted Trial Balance credit columns 
of the work sheet to the Income Statement credit column. It carries beginning inventory, 
contra revenue accounts (Sales Discounts, Sales Returns and Allowances), Purchases, 
Transportation-In, and expense accounts (Selling Expenses, Administrative Expenses) in 
the Adjusted Trial Balance debit column to the Income Statement debit column.

Assume that ending inventory is $8,000. Lyons enters this amount in the Income 
Statement credit column because it is deducted from cost of goods available for sale 
(beginning inventory plus net cost of purchases) in determining cost of goods sold. 
It also enters the ending inventory in the Balance Sheet debit column to establish the 
proper balance in the Merchandise Inventory account. The beginning and ending inven-
tories are on the Income Statement because Lyons uses both to calculate cost of goods 
sold in the income statement. Net income of $5,843 for the period balances the Income 
Statement columns. The firm carries the net income to the Statement of Retained Earn-
ings credit column. Retained earnings of $18,843 balances the Statement of Retained 
Earnings columns. Lyons Company carries the retained earnings to the Balance Sheet 
credit column.

Lyons carries all other asset account balances (Cash, Accounts Receivable, and ending 
Merchandise Inventory) to the Balance Sheet debit column. It also carries the liability 
(Accounts Payable) and Capital Stock account balances to the Balance Sheet credit col-
umn. The balance sheet columns total to $29,543.

Objective 8
Prepare a work sheet 
and closing entries for a 
merchandising company 
(Appendix).

Reinforcing Problem
E6-11 Prepare a partial work 
sheet using merchandise-
related accounts.
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Financial Statements for a Merchandising Company
Once the work sheet has been completed, Lyons prepares the financial statements. After 
entering any adjusting and closing entries in the journal, the firm posts them to the ledger. 
This process clears the records for the next accounting period. Finally, it prepares a post-
closing trial balance.

Income Statement Exhibit 6.10 shows the income statement Lyons prepared from its 
work sheet in Exhibit 6.9. The focus in this income statement is on determining the cost 
of goods sold.

Statement of Retained Earnings The statement of retained earnings, as you recall, 
is a financial statement that summarizes the transactions affecting the Retained Earn-
ings account balance. In Exhibit 6.11, the statement of retained earnings shows an 
increase in equity resulting from net income and a decrease in equity resulting from 
dividends.

Balance Sheet The balance sheet, Exhibit 6.12, contains the assets, liabilities, and stock-
holders’ equity items taken from the work sheet. Note the $8,000 ending inventory is 
a current asset. The Retained Earnings account balance comes from the statement of 
retained earnings.

Closing Entries
Recall from Chapter 4 that the closing process normally takes place after the accountant 
has prepared the financial statements for the period. The closing process closes revenue 

Reinforcing Problems
P6-5 and P6-5A Prepare a 
work sheet, classified income 
statement, statement of 
retained earnings, classified 
balance sheet, and closing 
entries.

Trial Balance Adjustments Adjusted
Trial Balance

Income
Statement

Statement of
Retained
Earnings

Balance
Sheet

Acct.
No.

Account Titles
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit

100 Cash 19,663 19,663 19,663
103 Accounts Receivable 1,880 1,880 1,880
105 Merchandise Inventory,

December 1 7,000 7,000 7,000 8,000 8,000
200 Accounts Payable 700 700 700
300 Capital Stock 10,000 10,000 10,000
310 Retained Earnings, December 1 15,000 15,000 15,000
320 Dividends 2,000 2,000 2,000
410 Sales 14,600 14,600 14,600
411 Sales Discounts 44 44 44
412 Sales Returns and Allowances 20 20 20
500 Purchases 6,000 6,000 6,000
501 Purchases Discounts 82 82 82
502 Purchase Returns and Allowances 100 100 100
503 Transportation-In 75 75 75
557 Miscellaneous Selling Expenses 2,650 2,650 2,650
567 Miscellaneous Administrative

Expenses 1,150 1,150 1,150
40,482 40,482 40,482 40,482 16,939 22,782

Net Income 5,843 5,843
22,782 22,782 2,000 20,843 29,543 10,700

Retained Earnings, December 31 18,843 18,843
20,843 20,843 29,543 29,543

LYONS COMPANY
Worksheet

For the Month Ended December 31, 2018

Exhibit 6.9 Work Sheet for a Merchandising Company
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and expense accounts by transferring their balances to a clearing account called Income 
Summary and then to Retained Earnings. The closing process reduces the revenue and 
expense account balances to zero so that information for each accounting period may be 
accumulated separately.

LYONS COMPANY 
Income Statement 

For the Month Ended December 31, 2018

Operating revenues:
Gross sales $14,600
Less: Sales discounts $       44
Sales return and allowances          20          64
Net sales $14,536
Cost of goods sold:
Merchandise inventory, 

January 1, 2018 $  7,000
Purchases $ 6,000
Less: Purchase discount $  82

Purchase returns and 
allowances   100      182

Net purchases $5,818
Add: Transportation-in       75
Net cost of purchases     5,893
Cost of goods available for sale $12,893
Less: Merchandise inventory, 

December 31, 2018     8,000
Cost of goods sold     4,893
Gross margin $ 9,643
Operating expenses:
Miscellaneous selling expense $  2,650
Miscellaneous administrative 
expense     1,150
Total operating expenses 3,800
Net income $  5,843

Exhibit 6.10 Income Statement for a Merchandising Company

LYONS COMPANY 
Statement of Retained Earnings 

For the Month Ended December 31, 2018

Retained earnings, December 1, 2018 $15,000
Add: Net income for the month     5,843

Total $20,843
Deduct: Dividends 2,000
Retained earnings, December 31, 2018 $18,843

Exhibit 6.11 Statement of Retained Earnings
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LYONS COMPANY 
Balance Sheet 

December 31, 2018

Assets
Cash $19,663
Accounts receivable 1,880
Merchandise inventory 8,000
Total assets $29,543

Liabilities and Stockholders’ Equity
Liabilities:

Accounts payable $ 700

Stockholders’ equity:

Capital stock $10,000

Retained earnings   18,843

Total stockholders’ equity 28,843
Total liabilities and stockholders’ equity $29,543

Exhibit 6.12 Balance Sheet for a Merchandising Company

Lyons’s accountant would prepare closing entries directly from the work sheet in 
Exhibit 6.9 using the same procedure presented in Chapter 4. The closing entries for 
Lyons Company follow.

The first journal entry debits all items appearing in the Income Statement credit col-
umn of the work sheet and credits Income Summary for the total of the column, $22,782.

2018
Dec. 31 Merchandise Inventory (ending) 8,000

Sales 14,600
Purchase Discounts 82
Purchase Returns and Allowances 100

Income Summary 22,782
To close accounts with a credit balance in the 
Income Statement columns and to establish ending 
merchandise inventory.

The second entry credits all items appearing in the Income Statement debit column and 
debits Income Summary for the total of that column, $16,939.

2018
Dec. 31 Income Summary 16,939

Merchandise Inventory (beginning) 7,000
Sales Discounts 44
Sales Returns and Allowance 20
Purchases 6,000
Transportation-In 75
Miscellaneous Selling Expenses 2,650
Miscellaneous Administrative Expenses 1,150

To close accounts with a debit balance in the Income 
Statement columns.

Reinforcing Problem
E6-12 Prepare and post closing 
entries using T-accounts.

1st Entry

2nd Entry
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The third entry closes the credit balance in the Income Summary account of $5,843 to 
the Retained Earnings account.

2018
Dec. 31 Income Summary 5,843

Retained Earnings 5,843
To close the Income Summary account to the 
Retained Earnings account.

NOTE TO THE STuDENT
How would this closing entry be different if the company had a net loss?

The fourth entry closes the Dividends account balance of $2,000 to the Retained Earn-
ings account by debiting Retained Earnings and crediting Dividends.

2018
Dec. 31 Retained Earnings 2,000

Dividends 2,000
To close the Dividends account to the Retained 
Earnings account.

Note how the first three closing entries tie into the totals in the Income Statement col-
umns of the work sheet in Exhibit 6.9. In the first closing journal entry, the credit to the 
Income Summary account is equal to the total of the Income Statement credit column. In 
the second entry, the debit to the Income Summary account is equal to the subtotal of the 
Income Statement debit column. The difference between the totals of the two Income State-
ment columns ($5,843) represents net income and is the amount of the third closing entry.

Demonstration Problem
The following transactions occurred between Companies C and D in June of 2018:

June 10 Company C purchased merchandise from Company D for $80,000; 
terms 2/10/EOM, n/60, FOB destination, freight prepaid.

 11 Company D paid freight of $1,200.
 14 Company C received an allowance of $4,000 from the gross selling 

price because of damaged goods.
 23 Company C returned $8,000 of goods purchased because they were not 

the quality ordered.
 30 Company D received payment in full from Company C.

 a. Journalize the transactions for Company C.
 b. Journalize the transactions for Company D.

 Required

3rd Entry

4th Entry
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Solution to Demonstration Problem
 a. General Journal

General Journal

noitanalpxE dna seltiT tnuoccAetaD Post.
Ref.

Debit Credit

2018
June 10

Company C
00008sesahcruP

Accounts Payable 8 0 0 0 0
Purchased merchandise from Company D; terms 2/10/EOM, n/60.

0004elbayaP stnuoccA41
0004secnawollA dna nruteR esahcruP

Received an allowance from Company D for damaged goods.

0008elbayaP stnuoccA32
0008secnawollA dna snruteR esahcruP

Returned merchandise to Company D because of improper quality.

30 Accounts Payable ($80,000 - $4,000 - 00086)000,8$
0631)20.0 x 000,86$( stnuocsiD esahcruP
04666)063,1$ - 000,86$( hsaC

Paid the amount due to Company D.

 b. General Journal

General Journal

noitanalpxE dna seltiT tnuoccAetaD Post.
Ref.

Debit Credit

2018
June 10

Company D
00008elbavieceR stnuoccA

Sales 8 0 0 0 0
Sold merchandise to Company C; terms 2/10/EOM, n/60.

11 D 0021esnepxE yrevile
Cash 1 2 0 0

Paid freight on sale of merchandise shipped FOB destination,
freight prepaid.

0004secnawollA dna snruteR selaS41
Accounts Receivable 4 0 0 0

Granted an allowance to Company C for damaged goods.

0008secnawollA dna snruteR selaS32
Accounts Receivable 8 0 0 0

Merchandise returned from Company C due to improper quality.

04666)063,1$ - 000,86$( hsaC03
0631)20.0 x 000,86$( stnuocsiD selaS

00086)000,8$ - 000,4$ - 000,08$( elbavieceR stnuoccA
Received the amount due from Company C.
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New Terms n
Adjunct account Closely related to another account; its balance 
is added to the balance of the related account in the financial 
statements. 237
Administrative expenses Expenses a company incurs in the 
overall management of a business. 243
Cash discount A deduction from the invoice price that can be taken 
only if the invoice is paid within a specified time. To the seller, it is a 
sales discount; to the buyer, it is a purchase discount. 230
Chain discount Occurs when the list price of a product is 
subject to a series of trade discounts. 229
Classified income statement Divides both revenues and 
expenses into operating and nonoperating items. The statement 
also separates operating expenses into selling and administrative 
expenses. Also called the multiple-step income statement. 241
Consigned goods Goods delivered to another party who attempts 
to sell the goods for the owner at a commission. 239
Cost of goods available for sale Equal to beginning inventory 
plus net cost of purchases. 239
Cost of goods sold Shows the cost to the seller of the goods 
sold to customers; under the periodic inventory procedure, cost 
of goods sold is computed as Beginning inventory + Net cost of 
purchases – Ending inventory. 232, 243
Delivery expense A selling expense recorded by the seller for 
freight costs incurred when terms are FOB destination. 237
FOB destination Means “free on board at destination”; goods 
are shipped to their destination without charge to the buyer; the 
seller is responsible for paying the freight charges. 236
FOB shipping point Means “free on board at shipping point”; 
buyer incurs all transportation costs after the merchandise is 
loaded on a railroad car or truck at the point of shipment. 236
Freight collect Terms that require the buyer to pay the freight 
bill on arrival of the goods. 237
Freight prepaid Terms that indicate the seller has paid the 
freight bill at the time of shipment. 236
Gross margin or gross profit Net sales – Cost of goods sold; 
identifies the number of dollars available to cover expenses 
other than cost of goods sold. 243
Gross margin percentage Gross margin divided by net sales. 244
Gross selling price (also called the invoice price) The list price 
less all trade discounts. 228
Income from operations Gross margin – Operating (selling 
and administrative) expenses. 244
Invoice A document prepared by the seller of merchandise and 
sent to the buyer. It contains the details of a sale, such as the number 
of units sold, unit price, total price billed, terms of sale, and manner 
of shipment. It is a purchase invoice from the buyer’s point of view 
and a sales invoice from the seller’s point of view. 227
Manufacturers Companies that produce goods from raw 
materials and normally sell them to wholesalers. 225
Merchandise in transit Merchandise in the hands of a freight 
company on the date of a physical inventory. 239

Merchandise inventory The quantity of goods available for 
sale at any given time. 232, 238
Net cost of purchases Net purchases + Transportation-in. 237, 244
Net income Income from operations + Nonoperating revenues – 
Nonoperating expenses. 244
Net purchases Purchases – (Purchase discounts + Purchase 
returns and allowances). 236, 244
Net sales Gross sales – (Sales discounts + Sales returns and 
allowances). 226, 244
Nonoperating expenses (other expenses) Expenses incurred 
by a business that are not related to the acquisition and sale of 
the products or services regularly offered for sale. 244
Nonoperating revenues (other revenues) Revenues not 
related to the sale of products or services regularly offered for 
sale by a business. 244
Operating expenses Those expenses other than cost of goods 
sold incurred in the normal business functions of a company. 243
Operating revenues Those revenues generated by the major 
activities of a business. 243
Passage of title A legal term used to indicate transfer of legal 
ownership of goods. 236
Periodic inventory procedure A method of accounting for 
merchandise acquired for sale to customers wherein the cost 
of merchandise sold and the cost of merchandise on hand are 
determined only at the end of the accounting period by taking a 
physical inventory. 233
Perpetual inventory procedure A method of accounting 
for merchandise acquired for sale to customers wherein the 
Merchandise Inventory account is continuously updated to reflect 
items on hand; this account is debited for each purchase and 
credited for each sale so that the current balance is shown in the 
account at all times. 233
Physical inventory Consists of counting physical units of each 
type of merchandise on hand. 239
Purchase discount See cash discount.
Purchase Discounts account A contra account to Purchases 
that reduces the recorded gross invoice cost of the purchase to 
the price actually paid. 235
Purchase Returns and Allowances account An account used 
under the periodic inventory procedure to record the cost of 
merchandise returned to a seller and to record reductions in 
selling prices granted by a seller because merchandise was not 
satisfactory to a buyer; viewed as a reduction in the recorded 
cost of purchases. 236
Purchases account An account used under the periodic 
inventory procedure to record the cost of goods or merchandise 
bought for resale during the current accounting period. 234
Retailers Companies that sell goods to final consumers. 225
Sales allowance A deduction from original invoiced sales price 
granted to a customer when the customer keeps the merchandise 
but is dissatisfied for any of a number of reasons, including 
inferior quality, damage, or deterioration in transit. 230
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True/False
Indicate whether each of the following statements is 
true or false.

 1. To compute net sales, sales discounts are added to, 
and sales returns and allowances are deducted from, 
gross sales.

 2. Under the perpetual inventory procedure, the 
Merchandise Inventory account is debited for each 
purchase and credited for each sale.

 3. Purchase discounts and purchase returns and 
allowances are recorded in contra accounts to the 
Purchases account.

 4. In taking a physical inventory, consigned goods 
delivered to another party who attempts to sell the 
goods are not included in the ending inventory of the 
company that sent the goods.

 5. A classified income statement consists of only two 
categories of items: revenues and expenses.

Sales discount See cash discount.
Sales Discounts account A contra revenue account to Sales; it is 
shown as a deduction from gross sales in the income statement. 230
Sales return From the seller’s point of view, merchandise 
returned by a buyer for any of a variety of reasons; to the buyer, 
a purchase return. 230
Sales Returns and Allowances account A contra revenue 
account to Sales used to record the selling price of merchandise 
returned by buyers or reductions in selling prices granted. 231
Selling expenses Expenses a company incurs in selling and 
marketing efforts. 243

Trade discount A percentage deduction, or discount, from the 
specified list price or catalog price of merchandise to arrive at the 
gross invoice price; granted to particular categories of customers 
(e.g., retailers and wholesalers). Also see chain discount. 228
Transportation-In account An account used under periodic 
inventory procedure to record inward freight costs incurred in 
the acquisition of merchandise; a part of cost of goods sold. 237
Unclassified income statement Shows only major categories 
for revenues and expenses. Also called the single-step income 
statement. 241
Wholesalers Companies that normally sell goods to other 
companies (retailers) for resale. 225

Self-Test n

Multiple Choice
Select the best answer for each of the following questions.

 1. A seller sold merchandise that has a list price of 
$4,000 on account, giving a trade discount of 20%. 
The entry on the books of the seller is:

a. Accounts Receivable 3,200
Trade Discounts 800
Sales 4,000

b. Accounts Receivable 4,000
Sales 4,000

c. Accounts Receivable 3,200
Trade Discounts 800

Sales 4,000
d. Accounts Receivable 3,200

Sales 3,200

 2. X Company began the accounting period with 
$60,000 of merchandise, and net cost of purchases 
was $240,000. A physical inventory showed $72,000 
of merchandise unsold at the end of the period. The 
cost of goods sold of Y Company for the period is

 a. $300,000.
 b. $228,000.
 c. $252,000.
 d. $168,000.
 e. None of the above is correct.
 3. A business purchased merchandise for $12,000 

on account; terms are 2/10, n/30. If $2,000 of the 

merchandise was returned and the remaining amount 
due was paid within the discount period, the purchase 
discount would be

 a. $240.
 b. $200.
 c. $1,200.
 d. $1,000.
 e. $3,600.
 4. A classified income statement consists of all of the 

following major sections except 
 a. operating revenues.
 b. cost of goods sold.
 c. operating expenses.
 d. nonoperating revenues and expenses.
  e. current assets.
 5. (Appendix) Closing entries for merchandise-related 

accounts include all of the following except which one?
 a. A credit to Sales Discounts
 b. A credit to Merchandise Inventory for the cost of 

ending inventory
 c. A debit to Purchase Discounts
 d. A credit to Transportation-In
 e. A debit to Sales

Now turn to page 272 to check your answers.
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In the following table, indicate how to increase or decrease (debit or credit) each account, 
and indicate its normal balance (debit or credit).

Increased 
by (debit 
or credit)

Decreased 
by (debit 
or credit)

Normal 
Balance 
(debit or 
credit)

Title of Account

Merchandise Inventory
Sales
Sales Returns and Allowances
Sales Discounts
Accounts Receivable
Purchases
Purchase Returns and Allowances
Purchase Discounts
Accounts Payable
Transportation-In

 a. Silver Company purchased $48,200 of merchandise from Milton Company on account. 
Before paying its account, Silver Company returned damaged merchandise with an 
invoice price of $8,340. Assuming use of the periodic inventory procedure, prepare 
entries on both companies’ books to record both the purchase/sale and the return.

Exercise 6-1
Apply rules of debit and credit 

for merchandise-related 
accounts (L.O. 1, 3)

Exercise 6-2
Prepare entries for 

merchandise purchase/sale, 
return, and allowance on both 

buyer’s and seller’s books 
L.O. 1, 3)

Questions n
 1. Which account titles are likely to appear in a 

merchandising company’s ledger that do not appear 
in the ledger of a service enterprise?

 2. What entry is made to record a sale of merchandise 
on account under the periodic inventory procedure?

 3. Describe trade discounts and chain discounts.
 4. Sales discounts and sales returns and allowances 

are deducted from sales on the income statement 
to arrive at net sales. Why not deduct these directly 
from the Sales account by debiting Sales each time a 
sales discount, return, or allowance occurs?

 5. What are the two basic procedures for accounting for 
inventory? How do these two procedures differ?

 6. What useful purpose does the Purchases account 
serve?

 7. What do the letters FOB stand for? When terms are 
FOB destination, who incurs the cost of freight?

 8. What type of an expense is delivery expense? Where 
is this expense reported in the income statement?

 9. The periodic inventory procedure is said to afford 
little control over inventory. Explain why.

 10. How does the accountant arrive at the total dollar 
amount of the inventory after taking a physical 
inventory?

 11. How is cost of goods sold determined under the 
periodic inventory procedure?

 12. If the cost of goods available for sale and the cost of 
the ending inventory are known, what other amount 
appearing on the income statement can be calculated?

 13. What are the major sections in a classified income 
statement for a merchandising company, and in what 
order do these sections appear?

 14. What is gross margin? Why might management be 
interested in the percentage of gross margin to net sales?

 15. (Appendix) After closing entries are posted to the 
ledger, which types of accounts have balances? Why?

 16. Apple Based on the financial statements of Apple 
Inc., in the Annual Report Appendix, how much 
were the research and development expenses and 
the selling, general, and administrative expenses 
for 2016? For each of the three years shown, what 
percentage of net sales were these expenses? Is the 
trend favorable or unfavorable?

 17. Apple Based on the financial statements of Apple 
Inc., in the Annual Report Appendix, what was the 
2016 cost of sales? For each of the three years shown, 
what percentage of net sales were these expenses? Is 
the trend favorable or unfavorable?

Exercises n
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 b. Show how any of the required entries would change assuming that Milton Company 
granted an allowance of $6,820 on the damaged goods instead of giving permission 
to return the merchandise.

What is the last payment date on which the cash discount can be taken on goods sold on 
March 5 for $47,300; terms 3/10/EOM, n/60? Assume that the bill is paid on this date, and 
prepare the correct entries on both the buyer’s and seller’s books to record the payment.

You have purchased merchandise with a list price of $32,500. Because you are a whole-
saler, you are granted a trade discount of 48%. The cash discount terms are 2/EOM, n/60. 
How much will you remit if you pay the invoice by the end of the month of purchase? 
How much will you remit if you do not pay the invoice until the following month?

Lasky Company sold merchandise with a list price of $72,000 on July 1. For each of the 
following independent assumptions, calculate (1) the gross selling price used to record 
the sale and (2) the amount that the buyer would have to remit when paying the invoice.

Trade Discount Granted Credit Terms Date Paid

 a. 30%, 20% 2/10, n/30 July 10
 b. 40%, 10% 2/EOM, n/60 August 10
 c. 30%, 10%, 5% 3/10/EOM, n/60 August 10
 d. 40% 1/10, n/30 July 12

Raiser Company purchased goods at a gross selling price of $3,150 on August 1. Discount 
terms of 2/10, n/30 were available. For each of the following independent situations, 
determine (1) the cash discount available on the final payment and (2) the amount paid if 
payment is made within the discount period.

Transportation Terms
Freight Paid 
(by)

Purchase 
Allowance 
Granted

 a. FOB shipping point $240 (buyer) $520
 b. FOB destination 120 (seller) 370
 c. FOB shipping point 180 (seller) 920
 d. FOB destination 192 (buyer) 150

Stuart Company purchased goods for $72,000 on June 14, under the following terms: 
3/10, n/30; FOB shipping point, freight collect. The bill for the freight was paid on 
June 15, $850.

 a. Assume that the invoice was paid on June 24, and prepare all entries required on 
Stuart Company’s books.

 b. Assume that the invoice was paid on July 11. Prepare the entry to record the 
payment made on that date.

Cramer Company uses the periodic inventory procedure. Determine the cost of goods 
sold for the company assuming purchases during the period were $43,200, transportation-
in was $450, purchase returns and allowances were $1,200, beginning inventory was 
$27,500, purchase discounts were $2,400, and ending inventory was $14,500.

Exercise 6-3
Determine end of discount 
period and prepare an entry 
to record payment (L.O. 1, 3)

Exercise 6-4
Calculate effect of trade and 
cash discounts on payment 
(L.O. 1, 3)

Exercise 6-5
Calculate gross selling price 
and final payment (L.O. 1, 3)

Exercise 6-6
Determine cash discount 
available and amount of cash 
paid (L.O. 1, 3, 4)

Exercise 6-7
Prepare entries for purchase, 
transportation-in, purchase 
discounts, and payment 
(LO. 3, 4)

Exercise 6-8
Determine cost of goods sold 
(LO. 2, 3, 5)
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In each case, use the following information to calculate the missing information:

Case 1 Case 2 Case 3

Gross sales $640,000 $           ? $           ?

Sales discounts ? 25,600 19,200

Sales returns and allowances 19,200 44,800 32,000

Net sales 608,000 1,209,600 ?

Merchandise inventory, January 1 256,000 ? 384,000

Purchases 384,000 768,000 ?

Purchase discounts 7,680 13,440 12,800

Purchase returns and allowances 24,320 31,360 32,000

Net purchases 352,000 ? 672,000

Transportation-in 25,600 38,400 32,000

Net cost of purchases 377,600 761,600 ?

Cost of goods available for sale ? 1,081,600 1,088,000

Merchandise inventory, December 31 ? 384,000 448,000

Cost of goods sold 320,000 ? 640,000

Gross margin ? 512,000 320,000

In each of the following equations, supply the missing term(s):

 a.  Net sales = Gross sales – ( ________ ________+ Sales returns and allowances).
 b. Cost of goods sold = Beginning inventory + Net cost of purchases – ________ 

________.
 c. Gross margin = ________ ________ – Cost of goods sold.
 d. Income from operations = ________ ________ – Operating expenses.
 e. Net income = Income from operations + ________ ________ – ________ 

________.

Given the balances in this partial trial balance, indicate how the balances would be treated 
in the work sheet. The ending inventory is $78. (The amounts are unusually small for 
ease in rewriting the numbers. We purposely left out the Statement of Retained Earnings 
columns because they are not used.)

Trial
Balance Adjustments

Adjusted
Trial

Balance

Income
Statement

Balance
Sheet

  Accounts Titles Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit

   Merchandise
   Inventory 120

   Sales 840
   Sales Discounts 18
   Sales Returns

   and Allowances 48
   Purchases 600
   Purchase

   Discounts 12
   Purchase Returns

   and Allowances 24
   Transportation-In 36

Exercise 6-9
Supply missing amounts 
in the income statement 

(LO. 1–4, 6)

Exercise 6-10
Supply missing terms in 

formulas showing income 
statement relationships 

(L.O. 6)

Exercise 6-11
Prepare a partial work 

sheet using merchandise-
related accounts (based on 

Appendix) (L.O. 8)
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Problems n

Using the data in Exercise 6-11, prepare closing entries for the preceding accounts. Do 
not close the Income Summary account.

Exercise 6-12
Prepare and post closing 
entries using T-accounts 
(based on Appendix) (L.O. 8)

 a.  Spencer Sporting Goods Company engaged in the following transactions in April 2018:

Apr. 1 Sold merchandise on account for $345,000; terms 2/10, n/30, FOB 
shipping point, freight collect.

 5 $54,200 of the goods sold on account on April 1 were returned for a full 
credit. Payment for these goods had not yet been received.

 8 A sales allowance of $6,200 was granted on the merchandise sold on 
April 1 because the merchandise was damaged in shipment.

 10 Payment was received for the net amount due from the sale of April 1.

 b. High Stereo Company engaged in the following transactions in July 2018:

July 2 Purchased merchandise on account at a cost of $76,200; terms 2/10, 
n/30, FOB destination, freight prepaid.

 15 Sold merchandise for $98,400, terms 2/10, n/30, FOB destination, 
freight prepaid.

 16 Paid freight costs on the merchandise sold, $2,420.
 20 High Stereo Company was granted an allowance of $2,600 on the 

purchase of July 2 because of damaged merchandise.
 31 Paid the amount due on the purchase of July 2.

Prepare journal entries to record the transactions.

Mars Musical Instrument Company and Tiger Company engaged in the following trans-
actions with each other during July 2018:

July 2 Mars Musical Instrument Company purchased merchandise on account 
with a list price of $54,000 from Tiger Company. The terms were  
3/EOM, n/60, FOB shipping point, freight collect. Trade discounts of 
15%, 10%, and 5% were granted by Tiger Company.

 5 The buyer paid the freight bill on the purchase of July 2, $1,250.
 6 The buyer returned damaged merchandise with an invoice price of 

$2,800 to the seller and received full credit.

On the last day of the discount period, the buyer paid the seller for the merchandise.

Prepare all the necessary journal entries for the buyer and the seller.

The following data for June 2018 are for Rusk Company’s first month of operations:

June 1 Rusk Company was organized, and the stockholders invested 
$1,128,000 cash, $356,000 of merchandise inventory, and a $288,000 
plot of land in exchange for capital stock.

 4 Merchandise was purchased for cash, $444,000; FOB shipping point, 
freight collect.

 9 Cash of $12,130 was paid to a trucking company for delivery of the 
merchandise purchased June 4.

 13 The company sold merchandise on account, $316,000; terms 2/10, n/30.
 15 The company sold merchandise on account, $250,400; terms 2/10, n/30.
 16 Of the merchandise sold June 13, $31,680 was returned for credit.

Problem 6-1
Journalize merchandise 
transactions for two different 
companies (L.O. 1, 3, 4)

Required 

Problem 6-2
Journalize merchandise 
transactions on both 
buyer’s and seller’s books 
(L.O. 1, 3, 4)

Required 

Problem 6-3
Prepare and post journal 
entries, and prepare a trial 
balance and classified income 
statement (L.O. 1–6)
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 20 Salaries for services received were paid as follows: to office employees, 
$31,680; to salespersons, $94,560.

 22 The company collected the net amount due on the remaining accounts 
receivable arising from the sale of June 13.

 24 The company purchased merchandise on account at a cost of $361,600; 
terms 2/10, n/30, FOB shipping point, freight collect.

 26 The company returned $57,600 of the merchandise purchased June 24 
to the vendor for credit.

 27 A trucking company was paid $7,600 for delivery to Rusk Company of 
the goods purchased June 24.

 29 The company sold merchandise on account, $421,000; terms 2/10, n/30.
 30 Sold merchandise for cash, $172,800.
 30 Payment was received for the sale of June 15.
 30 Paid store rent for June, $46,400.
 30 Paid the amount due on the purchase of June 24.

The inventory on hand at the close of business on June 30 was $723,000 at cost.

 a.  Prepare journal entries for the transactions.
 b. Post the journal entries to the proper ledger accounts. Use the account numbers in 

the chart of accounts shown in a separate file at the end of the text. Assume that all 
postings are from page 20 of the general journal.

 c. Prepare a trial balance as of June 30, 2018.
 d. Prepare a classified income statement for the month ended June 30, 2018. No 

adjusting entries are needed.

The Western Wear Company, a wholesaler of western wear clothing, sells to retailers. The 
company entered into the following transactions in May 2018:

May 1 The Western Wear Company was organized as a corporation. The 
stockholders purchased stock at par for the following assets in the 
business: $462,000 cash, $168,000 merchandise, and $200,000 land.

 1 Paid rent on administrative offices for May, $25,200.
 5 The company purchased merchandise from Carl Company on account, 

$189,000; terms 2/10, n/30. Freight terms were FOB shipping point, 
freight collect.

 8 Cash of $8,400 was paid to a trucking company for delivery of the 
merchandise purchased May 5.

 14 The company sold merchandise on account, $315,000; terms 2/10, n/30.
 15 Paid Carl Company the amount due on the purchase of May 5.
 16 Of the merchandise sold May 14, $13,860 was returned for credit.
 19 Salaries for services received were paid for May as follows: office 

employees, $16,800; salespersons, $33,600.
 24 The company collected the net amount remaining of the accounts 

receivable arising from the sale of May 14.
 25 The company purchased merchandise on account from Bond Company, 

$151,200; terms 2/10, n/30. Freight terms were FOB shipping point, 
freight collect.

 27 Of the merchandise purchased May 25, $25,200 was returned to the vendor.
 28 A trucking company was paid $2,100 for delivery to The Western Wear 

Company of the goods purchased May 25.
 29 The company sold merchandise on open account, $15,120; terms 2/10, n/30.
 30 Cash sales were $74,088.
 30 Cash of $100,800 was received from the sale of May 14.
 31 Paid Bond Company for the merchandise purchased on May 25, taking 

into consideration the merchandise returned on May 27.

 Additional data

 Required

Problem 6-4
Prepare and post journal 

entries, prepare trial balance, 
classified income statement, 
and classified balance sheet 

(L.O. 1–6)



260 Part 2 Processing Information for Decisions and Establishing Accounting Policy260 Part 2 Processing Information for Decisions and Establishing Accounting Policy

The inventory on hand at the close of business on May 31 is $299,040.

From the data given for the Western Wear Company:

 a.  Prepare journal entries for the transactions.
 b. Post the journal entries to the proper ledger accounts. Use the account numbers in 

the chart of accounts shown in a separate file at the end of the text. Assume that all 
postings are from page 15 of the general journal.

  (There were no adjusting journal entries.)
 c. Prepare a trial balance.
 d. Prepare a classified income statement for the month ended May 31, 2018.
 e. Prepare a classified balance sheet as of May 31, 2018.

The following data are for Leone Lumber Company:
LEONE LuMBER COMPANY 

Trial Balance 
December 31. 2018

Acct. No. Account Title Debits Credits
100 Cash $   90,640
103 Accounts Receivable 159,520
105 Merchandise Inventory, January 1, 2018 285,200
107 Supplies on Hand 5,360
108 Prepaid Insurance 4,800
112 Prepaid Rent 57,600
170 Equipment 88,000
171 Accumulated Depreciation—Equipment $ 17,600
200 Accounts Payable 102,800
300 Capital Stock 220,000
310 Retained Earnings, 1/1/18 219,640
410 Sales 1,122,360
412 Sales Returns and Allowances 5,160
418 Interest Revenue 1,000
500 Purchases 500,840
502 Purchases Returns and Allowances 4,040
503 Transportation-In 7,840
505 Advertising Expense 78,000
508 Sales Salaries Expense 138,400
509 Office Salaries Expense 80,800
510 Officers’ Salaries Expense 160,000
511 Utilities Expense 4,800
536 Legal and Accounting Expense 10,000
540 Interest Expense 600
567 Miscellaneous Administrative Expense 9,880

$1,687,440 $1,687,440

 1. A total of $3,400 of the prepaid insurance has expired.
 2. An inventory of supplies showed that $1,700 of inventory is still on hand.
 3. Prepaid rent expired during the year is $50,600.
 4. Depreciation expense on store equipment is $8,800.
 5. Accrued sales salaries are $4,000.
 6. Accrued office salaries are $3,000.
 7. Merchandise inventory on hand is $350,000.

Additional data 

Required 

Problem 6-5
Prepare work sheet, classified 
income statement, statement 
of retained earnings, 
classified balance sheet, and 
closing entries (based on 
Appendix) (L.O. 5–8)

Additional data 
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 a.  Candle Carpet Company engaged in the following transactions in August 2018:

Aug. 2 Sold merchandise on account for $320,000; terms 2/10, n/30, FOB 
shipping point, freight collect.

 18 Received payment for the sale of August 2.
 20 A total of $12,000 of the merchandise sold on August 2 was returned, 

and a full refund was made because it was the wrong merchandise.
 28 An allowance of $17,500 was granted on the sale of August 2 because 

some merchandise was found to be damaged; $17,500 cash was 
returned to the customer.

 b. Lee Furniture Company engaged in the following transactions in August 2018:

Aug. 4 Purchased merchandise on account at a cost of $155,000; terms 2/10, 
n/30, FOB shipping point, freight collect.

 6 Paid freight of $2,800 on the purchase of August 4.
 10 Sold goods for $110,000; terms 2/10, n/30.
 12 Returned $26,000 of the merchandise purchased on August 4.
 14 Paid the amount due on the purchase of August 4.

Prepare journal entries for the transactions.

Edwardo Auto Parts Company and Spoon Company engaged in the following transac-
tions with each other during August 2018:

Aug. 15 Edwardo Auto Parts Company purchased merchandise on account 
with a list price of $220,000 from Spoon Company. Trade discounts of 
20% and 10% were allowed. Terms were 2/10, n/30, FOB destination, 
freight prepaid.

 16 The seller paid the freight charges, $2,800.
 17 The buyer requested an allowance of $4,700 against the amount due 

because the goods were damaged in transit.
 20 The seller granted the allowance requested on August 17.

The buyer paid the amount due on the last day of the discount period.

Record all of the entries required on the books of both the buyer and the seller.

Problem 6-1A
Journalize merchandise 

transactions for two different 
companies (L.O. 1, 3, 4)

 Required

Problem 6-2A
Journalize merchandise 

transactions on both 
buyer’s and seller’s books 

(L.O. 1, 3, 4)

 Required

Prepare the following:

 a.  A work sheet for the year ended December 31, 2018. Refer to the chart of accounts 
shown in a separate file at the end of the text for any other account numbers you need.

 b. A classified income statement. The only selling expenses are sales salaries, 
advertising, supplies, and depreciation expense—equipment.

 c. A statement of retained earnings.
 d. A classified balance sheet.
 e. Required closing entries.

 Required

Alternate Problems n
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Gardner Company engaged in the following transactions in June 2018, the company’s 
first month of operations:

June 1 Stockholders invested $384,000 cash and $250,000 of merchandise 
inventory in the business in exchange for capital stock.

 3 Merchandise was purchased on account, $192,000; terms 2/10, n/30, 
FOB shipping point, freight collect.

 4 Paid freight on the June 3 purchase, $5,280.
 7 Merchandise was purchased on account, $96,000; terms 2/10, n/30, 

FOB destination, freight prepaid.
 10 Sold merchandise on account, $230,400; terms 2/10, n/30, FOB 

shipping point, freight collect.
 11 Returned $28,800 of the merchandise purchased on June 3.
 12 Paid the amount due on the purchase of June 3.
 13 Sold merchandise on account, $240,000; terms 2/10, n/30, FOB 

destination, freight prepaid.
 14 Paid freight on sale of June 13, $14,400.
 20 Paid the amount due on the purchase of June 7.
 21 $48,000 of the goods sold on June 13 were returned for credit.
 22 Received the amount due on sale of June 13.
 25 Received the amount due on sale of June 10.
 29 Paid rent for the administration building for June, $19,200.
 30 Paid sales salaries of $57,600 for June.
 30 Purchased merchandise on account, $48,000; terms 2/10, n/30, FOB 

destination, freight prepaid.

The inventory on hand on June 30 was $288,000.

 a.  Prepare journal entries for the transactions.
 b. Post the journal entries to the proper ledger accounts. Use the account numbers in 

the chart of accounts shown in a separate file at the end of the text. Assume that all 
postings are from page 10 of the general journal.

 c. Prepare a trial balance as of June 30, 2018.
 d. Prepare a classified income statement for the month ended June 30, 2018. No 

adjusting entries are needed.

Organized on May 1, 2018, Noah Cabinet Company engaged in the following transactions:

May 1 The stockholders invested $900,000 in this new business by purchasing 
capital stock.

 1 Purchased merchandise on account from String Company, $46,800; 
terms n/60, FOB shipping point, freight collect.

 3 Sold merchandise for cash, $28,800.
 6 Paid transportation charges on May 1 purchase, $1,440 cash.
 7 Returned $3,600 of merchandise to String Company due to improper size.
 10 Requested and received an allowance of $1,800 from String Company 

for improper quality of certain items.
 14 Sold merchandise on account to Texas Company, $18,000; terms 2/20, 

n/30, FOB shipping point, freight collect.
 16 Issued cash refund for return of merchandise relating to sale made on 

May 3, $180.
 18 Purchased merchandise on account from Tan Company invoiced at 

$28,800; terms 2/15, n/30, FOB shipping point, freight collect.
 18 Received a bill for freight charges of $900 from Ball Trucking 

Company on the purchase from Tan Company.
 19 Texas Company returned $360 of merchandise purchased on May 14.
 24 Returned $2,880 of defective merchandise to Tan Company. Received 

full credit.

Problem 6-3A
Prepare and post journal 
entries, and prepare trial 
balance and classified income 
statement (L.O. 1–6)

Additional data 

Required 

Problem 6-4A
Prepare and post journal 
entries; prepare trial balance 
and classified income 
statement (L.O. 1–6)
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 28 Texas Company remitted balance due on sale of May 14.
 31 Paid Tan Company for the purchase of May 18 after adjusting for the 

transaction of May 24.
 31 Paid miscellaneous selling expenses of $8,200.
 31 Paid miscellaneous administrative expenses of $11,800.

The May 31 inventory is $62,600.

From the data for Noah Cabinet Company:

 a.  Journalize the transactions. Round all amounts to the nearest dollar.
 b. Post the entries to the proper ledger accounts. Use the account numbers appearing in 

the chart of account shown in a separate file at the end of the text. Assume all postings 
are from page 5 of the general journal. (There were no adjusting journal entries.)

 c. Prepare a trial balance.
 d. Prepare a classified income statement for the month ended May 31, 2018.

The following data are for Bayer Lamp Company:

BAYER LAMP COMPANY 
Trial Balance 

December 31, 2018

Acct. No. Account Title Debits Credits

100 Cash $ 278,800
103 Accounts Receivable 193,200
105 Merchandise Inventory, January 1, 2018 166,400
108 Prepaid Insurance 11,600
130 Land 240,000
140 Building 440,000
141 Accumulated Depreciation—Building $ 132,000
174 Store Fixtures 222,400
175 Accumulated Depreciation—Store Fixtures 44,480
200 Accounts Payable 151,600
300 Capital Stock 450,000
310 Retained Earnings, 1/1/18 480,720
410 Sales 2,206,000
411 Sales Discounts 14,800
412 Sales Returns and Allowances 8,000
418 Interest Revenue 1,600
500 Purchases 1,251,600
501 Purchases Discounts 10,400
502 Purchases Returns and Allowances 5,600
503 Transportation-In 29,200
505 Advertising Expense 48,000
508 Sales Salaries Expense 256,000
509 Office Salaries Expense 296,000
519 Delivery Expense 18,400
540 Interest Expense 8,000

$3,482,400 $3,482,400

 1. Depreciation expense on the store building is $8,800.
 2. Depreciation expense on the store fixtures is $22,240.
 3. Accrued sales salaries are $5,600.
 4. Insurance expired in 2018 is $10,000.
 5. Cost of merchandise inventory on hand December 31, 2018, is $222,000.

 Additional data

 Required

Problem 6-5A
Prepare a work sheet, 

classified income statement, 
statement of retained 

earnings, classified balance 
sheet, and closing entries 

(based on Appendix) 
(L.O. 5–8)

 Additional data
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Candy’s Shirts, Inc., has an opportunity to purchase 30,000 shirts with the logo of her 
favorite school in January 2017. Candy, who is not currently in business, is considering 
buying these shirts and then renting a display cart from which to sell these shirts (called 
a kiosk) in a shopping mall. Based on the following information and estimates, Candy 
needs to decide if the business would be profitable:

 1. Cost of the 30,000 shirts, all of which must be purchased in January 2017, is $330,000.
 2. Candy thinks it would take two years to sell all of the shirts. She estimates her sales 

at 20,000 shirts in 2017 and 10,000 shirts in 2018.
 3. Rent of the kiosk would be $1,100 per month in 2017 and $1,200 per month in 

2018.
 4. Candy can buy some counters on which to display the merchandise for $3,000. She 

could sell the counters for $500 at the end of the second year.
 5. Candy estimates the cost to decorate her kiosk would be $2,000.
 6. Candy would hire employees and pay them $1 per shirt sold.
 7. Candy plans to sell the shirts for $22 each.
 8. Candy and her husband will invest $100,000 in the business in exchange for capital 

stock.She plans to borrow $400,000 from their family banker. Interest expense 
on this loan will be $40,000 in 2017 and $5,000 in 2018. Candy plans to repay 
$300,000 on January 2, 2018, and the remaining $100,000 on July 1, 2018.

 9. Candy needs to rent some storage space because all 30,000 shirts cannot be stored at 
the kiosk. Storage space costs $2,000 per year.

 a.  Prepare estimated income statements for 2017 and 2018 for Candy’s business. 
Does it appear that the business will be profitable?

 b. Will Candy have the cash available to pay the bank loan as she planned?

In the Annual Report Appendix, refer to the consolidated statements of income for Apple 
Inc. Calculate the gross margin percentage and write an explanation of what the results 
mean for each of the three years presented.

Refer to the consolidated statements of income of Apple Inc., in the Annual Report Appen-
dix. Identify the 2016, 2015, and 2014 net sales; cost of sales; research and development 
expenses; selling, general, and administrative expenses; and operating income. Do the 
results present a favorable trend? Comment on the results.

Based on the ethics case related to World Auto Parts Corporation on page 245, respond in 
writing to the following questions:

 a.  Do you agree that the total impact of this practice could be as much as $10 million?
 b. Are the small suppliers probably better off going along with the practice?
 c. Is this practice ethical?

Business Decision Case 6-1
Prepare income statements 
and evaluate feasibility 
(L.O. 5, 6)

Required  

Business Decision Case 6-2
Analyze the importance of 
the gross margin percentage 
(L.O. 8)

Annual Report Analysis 6-3
Classify income statement 
items and calculate gross 
margin percentages 
(L.O. 6, 7)

Ethics Case—Writing 
Experience 6-4
Respond to questions 
regarding ethics case

Prepare the following:

 a.  A work sheet for the year ended December 31, 2018. Refer to the chart of accounts 
shown in a separate file at the end of the text for any other account numbers you need.

 b. A classified income statement. The only administrative expenses are office salaries 
and insurance. The building depreciation is on the store building.

 c. A statement of retained earnings.
 d. A classified balance sheet.
 e. The required closing entries.

Required 
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In teams of two or three students, go to the library (or find an annual report at www.sec.gov/
edgar/searchedgar/companysearch.html) to locate one merchandising company’s annual 
report for the most recent year. Calculate the company’s gross margin percentage for each 
of the most recent three years. As a team, write a memorandum to the instructor showing 
your calculations and commenting on the results. The heading of the memorandum should 
contain the date, to whom it is written, from whom, and the subject matter.

In a team of two or three students, contact a variety of businesses in your area and inquire 
as to the types of sales discount terms they offer to credit customers and the types of pur-
chase discount terms they are offered by their suppliers. Calculate the approximate annual 
rate of interest implied in several of the more common discount terms. For instance, the 
implied annual rate of interest on terms of 2/10, n/30 is 36%, assuming we use a 360-day 
year. Present your findings in a written report to your instructor.

In a team of two or three students, obtain access to several annual reports of companies in 
different industries (see www.sec.gov/edgar/searchedgar/companysearch.html). Examine 
their income statements and identify differences in their formats. Discuss these differ-
ences within your group, and then present your findings in a report to your instructor.

Visit the Hasbro, Inc., website at:
www.hasbro.com

Browse around the site for interesting information. What products does Hasbro sell? 
What journal entries would Hasbro make to record sales of these products? Write a report 
to your instructor summarizing your experience at this site.

Group Project 6-5
Undertake library project 

concerning annual reports—
gross margin percentages 

(L.O. 7)

Group Project 6-6
Investigate sales and 

purchase discounts offered

Group Project 6-7
Study income statements in 

annual reports

Internet Project 6-8
Investigate the Hasbro 

website

Answers to Self-Test n
True/False
 1. False. Sales discounts, as well as sales returns and 

allowances, are deducted from gross sales.
 2. True. Under the perpetual inventory procedure, the 

Merchandise Inventory account is debited for each 
purchase and credited for each sale.

 3. True. Purchase Discounts and Purchase Returns 
and Allowances are contra accounts to the Purchases 

account. The balances of those accounts are deducted 
from purchases to arrive at net purchases.

 4. False. Consigned goods delivered to another 
party for attempted sale are included in the ending 
inventory of the company that sent the goods.

 5. False. An unclassified income statement, not a 
classified income statement, has only two categories 
of items.

Multiple Choice
 1. d. Trade discounts are not recorded on the books of 

either a buyer or a seller. In other words, the invoice 
price of sales (purchases) is recorded: 
$4,000 × 0.8 = $3,200

 2. b. The cost of goods sold is computed as follows:

Beginning inventory $ 60,000
Net cost of purchases   240,000
Cost of goods available for sale $300,000
Ending inventory 72,000

Cost of goods sold $228,000

 3. b. Purchase discounts are based on invoice prices less 
purchase returns and allowances, if any.

 Purchase discount  = ($12,000 – $2,000) × 0.02 
  = $200

 4. e. All of the sections mentioned in (a–d) appear in a 
classified income statement. Current assets appear on 
a classified balance sheet.

 5. b. Merchandise Inventory is debited for the cost of 
ending inventory.




