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Chapter 4
Accounting for Retail Operations
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Learning Objectives

• Distinguish the operations and financial statements of a service business 
from those of a retail business

• Describe the accounting for the purchase of merchandise
• Describe the accounting for the sale of merchandise
• Describe the accounting for freight and sales taxes
• Illustrate the dual nature of merchandising transactions
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Learning Objectives (continued)

• Describe and illustrate adjustments for retail operations
• Describe and illustrate the financial statements of a retail company
• Describe and illustrate the markup percent
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Learning Objective 1

Distinguish the operations and financial statements of a service 
business from those of a retail business
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Exhibit 1: Retail Operating Cycle
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Differences between the Financial Statements of Retail and 
Service Businesses



Warren, Survey of Accounting, Ninth Edition. © 2021 Cengage. All Rights Reserved. May not be scanned, copied 
or duplicated, or posted to a publicly accessible website, in whole or in part.

Learning Objective 2

Describe the accounting for the purchase of merchandise
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Purchase Transactions

• TechSource, a retailer of computer hardware and software, is used to 
illustrate merchandise transactions
• Effects of each merchandise transaction on TechSource’s financial statements are 

illustrated using the Integrated Financial Statement Framework
• Metrics used to measure the effect of transactions

• Working capital
Working Capital = Current Assets − Current Liabilities

• Gross profit percent
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Systems for Recording and Accounting for Merchandise 
Transactions

• Perpetual inventory system
• Each purchase and sale of merchandise is recorded
• Records consist of the controlling account and a subsidiary ledger

• Periodic inventory system
• A physical inventory is prepared at the end of the accounting period
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Computation of Cost of Goods Sold
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Purchase of Merchandise for Cash

• TechSource purchases $5,000 of merchandise for cash on September 3

• Transaction metric effects
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Purchase of Merchandise on Account

• Terms of the purchase are indicated on the invoice or bill sent to the buyer 
by the seller

• Terms for when payments for merchandise are to be made, agreed on by the 
buyer and the seller, are credit terms
• If payment is required on delivery, the terms are cash or net cash
• The buyer should make the payments within a credit period
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Exhibit 2: Invoice
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Purchases Discounts

• Received by buyers for making early payment of an invoice
• Buyers usually borrow to pay within a discount period in order to take the 

discount
• Offered by sellers to encourage buyers to pay before the end of the credit 

period
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Exhibit 3: Credit Terms
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Effects of Purchase on Financial Statements

• Transaction metric effects
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Effects of Paying the Invoice

• Transaction metric effects
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Exhibit 4: Debit Memorandum
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Effects of Issuing the Debit Memo

• Transaction metric effects
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Learning Objective 3

Describe the accounting for the sale of merchandise
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Sales Transaction

• On January 3, TechSource sold merchandise for $1,800 that cost $1,200 
with credit terms n/30
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Sales Transaction (continued 1)

• Transaction metric effects
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Sales Transaction (continued 2)

• Sales made to customers using credit cards are treated as cash sales
• In case of retail sales on credit, Accounts Receivable increases instead of 

Cash 
• When the customer pays the amount, Accounts Receivable decreases and Cash 

increases
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Customer Discounts

• Encourage customers to pay their invoices early
• Generally accepted accounting principles (GAAP) require that revenue be 

recorded in the amount expected to be received from selling a product or 
rendering services
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Customer Discounts (continued 1)

• TechSource sells $15,000 of merchandise on account to Medical Health 
Services Inc. with credit terms 2/10, n/30

• Transaction metric effects
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Customer Refunds and Allowances

• A seller may pay a refund or grant an allowance if:
• A customer receives a defective or damaged product 
• A product does not meet a customer’s expectations

• The seller needs to estimate the amount of refunds and allowances 
expected to be granted in the future at the end of each accounting period
• Estimate is used in the adjusting process to record a current liability called Customer 

Refunds Payable
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Effect of Sales Refund on TechSource’s Financial Statements

• On August 13, TechSource pays Krier Company a refund of $225 for 
merchandise damaged in shipment

• Transaction metric effects
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Exhibit 5: Credit Memorandum
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Effects of Issuing the Credit Memo

• Transaction metric effects
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Merchandise Returns

• Customer may return merchandise for a cash refund or allowance
• Receipt of the returned inventory needs to be recorded

• Inventory expected to be returned is represented as Estimated Returns 
Inventory
• It is a current asset
• Estimated at the end of the period as part of the adjusting process
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Merchandise Returns (continued 1)

• On September 2, Wallis Co. returned merchandise to TechSource with a selling price of 
$4,000, terms n/30, that had a cost of goods sold of $3,000  

• Transaction metric effects
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Learning Objective 4

Describe the accounting for freight and sales taxes
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Exhibit 6: Freight Terms
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Freight

• On December 10, TechSource buys merchandise from Magna Data on 
account, $900, terms FOB shipping point
• Pays the freight cost of $50

• Transaction metric effects
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Sales Taxes

• Liability for sales tax is incurred when a sale is made
• Cash sale: Seller collects the sales tax
• Sale made on account: Seller charges the buyer by increasing Accounts Receivable

• Seller pays to the taxing unit the amount of the sales tax collected on a 
regular basis
• Records the payment by decreasing Sales Tax Payable and Cash
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Learning Objective 5

Illustrate the dual nature of merchandising transactions
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Dual Nature of Merchandise Transactions

• On July 1, Scully Company sold merchandise on account to Burton Co. for 
$7,500
• Terms: FOB destination and 2/10, n/30
• Cost of the merchandise sold was $4,500



Warren, Survey of Accounting, Ninth Edition. © 2021 Cengage. All Rights Reserved. May not be scanned, copied 
or duplicated, or posted to a publicly accessible website, in whole or in part.

Dual Nature of Merchandise Transactions (continued 1)

• Scully Company (seller)
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Dual Nature of Merchandise Transactions (continued 2)

• Burton Co. (buyer)
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Learning Objective 6

Describe and illustrate adjustments for retail operations
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Adjustments for Retail Operations

• Inventory shrinkage
• Estimated customer refunds and allowances
• Estimated customer merchandise returns
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Inventory Shrinkage

• Difference between the balance of Inventory and the physical inventory on 
hand at the end of the accounting period

• TechSource’s inventory records on December 31, 20Y7
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Merchandise Shrinkage

• Effects of the shrinkage on TechSource’s financial statements

• Transaction metric effects
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Customer Refunds, Allowances, and Returns

• Retailers estimate, based upon past operations, the percent of sales 
resulting in customer refunds and allowances

• The Customer Refund Payable account is adjusted to reflect future refunds 
and allowances
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Customer Refunds, Allowances, and Returns 
(continued)

• Data for TechSource for the year ending December 31, 20Y7
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Effects of Adjustments on the Accounts and Financial 
Statements of TechSource

• Transaction metric effects
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Learning Objective 7

Describe and illustrate the financial statements of a retail 
company
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Exhibit 7: Multiple-Step Income Statement for TechSource
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Exhibit 7: Multiple-Step Income Statement for TechSource 
(continued)
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Subsections in a Multiple-Step Income Statement

• Sales
• Cost of goods sold
• Gross profit
• Operating income

• Selling expenses
• Administrative expenses

• Other revenue
• Other expense
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Exhibit 8: Single-Step Income Statement for TechSource
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Exhibit 9: Statement of Stockholders’ Equity for TechSource
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Exhibit 10: Balance Sheet for TechSource
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Exhibit 10: Balance Sheet for TechSource (continued)
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Exhibit 11: Statement of Cash Flows for TechSource
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Exhibit 11: Statement of Cash Flows for TechSource
(continued)
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Learning Objective 8

Describe and illustrate the markup percent
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Gross Profit Percent and Markup Percent

Gross Profit Percent = Gross Profit ÷ Net Sales

Markup Percent = Gross Profit ÷ Cost of Goods Sold
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Gross Profit Percent and Markup Percent (continued)

Data (in millions) taken from two recent years’ financial statements 
of Walmart Inc.
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How Are Markup and Gross Profit Percent Related?

Markup Percent = Gross Profit Percent × (Selling Price ÷ Cost)

Gross Profit Percent = Markup Percent × (Cost ÷ Selling Price)
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End of Chapter 4


