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Understanding the cost of additional merchandise brought into a retail store for resale is crucial for
accurate inventory valuation and financial reporting. This encompasses various factors, primarily
purchase discounts and purchase returns, which directly influence the overall cost of goods sold
(COGS) and profitability. Properly accounting for these elements ensures that retailers maintain
precise inventory records, comply with accounting standards, and make informed business decisions.
In this article, we delve into the intricacies of purchase discounts and purchase returns, their impact
on merchandise costs, and best practices for managing these factors effectively.

Introduction to Cost of Additional Merchandise for
Resale

The cost of merchandise added to inventory for resale is not merely the purchase price paid to
suppliers. It often includes additional components such as discounts received, returns made, freight
charges, and other costs associated with acquiring inventory. Recognizing and accurately recording
these components helps in determining the true cost of inventory, which affects gross profit, net
income, and overall financial health.

The primary elements impacting the cost of additional merchandise are:

- Purchase Discounts
- Purchase Returns

Both play a significant role in adjusting the initial purchase cost, and understanding their treatment
under accounting principles is vital for retailers.

Purchase Discounts

Definition and Types of Purchase Discounts

Purchase discounts are reductions offered by suppliers to encourage early or prompt payment. These
discounts are a form of trade credit incentive and can significantly reduce the cost of inventory if
utilized effectively.

Common types include:



- Cash Discount (or Early Payment Discount): Offered when the buyer pays the invoice early, typically
within a specified period.
- Quantity Discount: A reduction based on purchasing large quantities, often linked to wholesale or
bulk buying.
- Trade Discount: A percentage reduction on the listed price, usually provided to certain buyers like
retailers or wholesalers.

In the context of resale merchandise, the most relevant are cash discounts and trade discounts, as
they directly affect the amount paid for inventory.

Accounting for Purchase Discounts

When a retailer receives a purchase discount, it reduces the overall cost of the inventory, which is
reflected in the purchase account or inventory account depending on the accounting method used.

Recording Purchase Discounts:

- Gross Method: Purchases are initially recorded at the full invoice price. If a discount is availed, it is
recorded separately as a purchase discount account or as a reduction in purchases.

Example:
- Purchase invoice amount: $10,000
- Discount: 2% if paid within terms
- Entry when paying early:
- Dr. Inventory (or Purchases) $10,000
- Cr. Accounts Payable $10,000
- When discount is availed:
- Dr. Accounts Payable $200
- Cr. Purchase Discounts $200

- Net Method: Purchases are recorded at the net amount after discount, assuming the discount will be
taken.

Impact on Financial Statements:

- Purchase discounts lower the gross cost of inventory, which in turn reduces the cost of goods sold
when inventory is sold.
- They also influence cash flow management, as early payments lead to savings.

Strategies to Maximize Purchase Discounts

Retailers should aim to optimize the benefits of purchase discounts by:

- Paying invoices within discount periods to maximize savings.
- Negotiating favorable terms with suppliers.
- Maintaining good supplier relationships to ensure access to discounts and favorable credit terms.
- Implementing efficient accounts payable processes to avoid missing discount deadlines.



Purchase Returns

Understanding Purchase Returns

Purchase returns occur when a retailer returns part or all of the goods purchased from a supplier due
to defects, excess supply, damage, or changes in demand. These returns directly affect the cost of
inventory, often reducing the amount initially recorded as inventory.

Reasons for Purchase Returns:

- Defective or damaged merchandise
- Incorrect items shipped
- Overstocking or excess inventory
- Changes in customer preferences or demand
- Quality issues identified after purchase

Accounting for Purchase Returns

Handling purchase returns involves reversing or adjusting the original purchase entries to reflect the
reduced inventory cost.

Methods of Recording:

- Gross Method: Purchases are recorded at full invoice price; returns are recorded separately as a
return and credited back to accounts payable or supplier accounts.

Example:
- Purchase invoice amount: $10,000
- Return of goods worth: $2,000
- Entry when returning goods:
- Dr. Accounts Payable $2,000
- Cr. Purchases Returns or Purchase Returns and Allowances $2,000

- Net Method: Purchases are recorded at the net amount after discounts; returns are adjusted
accordingly.

Impact on Financial Statements:

- Purchase returns reduce the total cost of inventory.
- They decrease the gross profit if the returned goods are part of COGS calculations.
- Proper recording ensures accurate inventory valuation and financial reporting.

Managing Purchase Returns Effectively



To minimize losses and maintain accurate records, retailers should:

- Conduct thorough inspections of goods upon receipt.
- Maintain clear documentation and communication with suppliers regarding returns.
- Establish return policies and procedures.
- Monitor return trends to identify supplier issues or product problems.
- Negotiate return allowances or credit terms to mitigate risks.

Interplay Between Purchase Discounts and Purchase
Returns

While purchase discounts and purchase returns are distinct, they often interact in complex ways to
influence the overall cost of merchandise:

- Sequential Impact:
Discounts are usually applied before returns; for example, a discount might be based on gross invoice
amount, but if goods are returned, the net purchase amount is adjusted accordingly.

- Net Cost Calculation:
The ultimate cost of inventory is calculated by considering gross purchases, subtracting discounts,
and deducting returns.

- Impact on Inventory Valuation:
Accurate accounting of both ensures that inventory valuation reflects the true cost, which is vital for
profitability analysis.

Example Scenario:

1. Purchase invoice: $20,000
2. Purchase discount: 2% if paid within 10 days
3. Goods returned: $3,000 worth

Calculation:

- Initial purchase: $20,000
- Discount (if paid early): $400 (2% of $20,000)
- Adjusted purchase after discount: $19,600
- Less purchase returns: $3,000
- Final cost of inventory: $16,600

This example illustrates how discounts and returns jointly influence the final valuation of inventory.

Best Practices for Managing Additional Merchandise
Costs



To effectively manage and account for additional merchandise brought into the store, retailers should:

- Maintain detailed records of purchase discounts and returns.
- Use appropriate accounting methods (gross or net) based on business practices.
- Regularly reconcile inventory records with supplier statements.
- Train staff on proper recording procedures.
- Leverage technology for real-time tracking of discounts and returns.
- Analyze purchase and return patterns to optimize procurement strategies.

Conclusion

The cost of additional merchandise brought into a store for resale is a critical component of inventory
management and financial reporting. Purchase discounts serve as opportunities to reduce costs when
payments are made early, while purchase returns help manage inventory quality and demand
fluctuations. Both elements require careful accounting to ensure accurate valuation of inventory and
proper reflection in financial statements.

By understanding the mechanisms behind purchase discounts and returns, implementing effective
management strategies, and maintaining diligent records, retailers can optimize their purchasing
practices, improve profitability, and ensure compliance with accounting standards. Ultimately, a
comprehensive approach to managing these factors contributes to a healthier, more efficient retail
operation capable of adapting to market changes and supplier negotiations.

Key Takeaways:

- Always record purchase discounts and returns accurately to reflect true inventory costs.
- Use appropriate accounting methods (gross or net) suited to your business.
- Maximize purchase discounts by paying early and negotiating favorable terms.
- Minimize purchase returns through quality checks and clear communication with suppliers.
- Regularly analyze purchasing and return data to improve procurement strategies.

A thorough understanding and management of the costs associated with additional merchandise for
resale ensure a retailer's financial health and operational success in a competitive marketplace.

Frequently Asked Questions

How do purchase discounts impact the cost of additional
merchandise brought into the store for resale?
Purchase discounts reduce the overall cost of merchandise acquired, thereby lowering the cost basis
for additional inventory brought into the store for resale.

What is the effect of purchase returns on the cost of



merchandise brought into the store for resale?
Purchase returns decrease the cost of merchandise by reducing the quantity or value of inventory,
which lowers the overall cost basis for resale.

How should a retailer record merchandise received with a
purchase discount in their accounting system?
The retailer should record the purchase at the discounted price, reducing the cost of merchandise and
accurately reflecting the net purchase cost for resale purposes.

What is the accounting treatment for merchandise returned
to suppliers in relation to the cost of additional merchandise
for resale?
Returns are recorded as a reduction in inventory cost, decreasing the total amount spent on
merchandise and adjusting the cost basis for resale accordingly.

Are purchase discounts and purchase returns considered
when calculating the cost of goods sold (COGS)?
Yes, both purchase discounts and purchase returns are factored into the calculation of COGS, as they
affect the net cost of inventory sold.

Can purchase discounts lead to an increase in profit margins
for a retail store?
Yes, by reducing the cost of inventory, purchase discounts can increase profit margins when the sale
price remains unchanged.

How do purchase returns influence inventory valuation and
financial statements?
Purchase returns decrease inventory valuation on the balance sheet and reduce the cost of goods
sold on the income statement, impacting overall profitability.

What are best practices for managing purchase discounts and
purchase returns to control the cost of merchandise for
resale?
Best practices include timely recording of discounts and returns, negotiating favorable terms with
suppliers, and maintaining accurate inventory records to ensure proper cost calculation.



Additional Resources
Cost Of Additional Merchandise Brought Into The Store For Resale: Purchase Discounts and Purchase
Returns

In the complex world of retail accounting, accurately determining the cost of inventory is crucial for
financial reporting, profitability analysis, and strategic decision-making. Among the various elements
that influence inventory costs, the Cost Of Additional Merchandise Brought Into The Store For Resale
stands out as a pivotal component. This encompasses various transactions such as purchase
discounts and purchase returns, which can significantly alter the recorded cost of goods sold (COGS)
and, consequently, the gross profit margins.

This comprehensive article explores these two critical aspects—purchase discounts and purchase
returns—in detail. By understanding their nature, accounting treatment, and implications, retailers
and financial professionals can better manage inventory costs and ensure accurate financial
statements.

---

Understanding the Cost Of Additional Merchandise
Brought Into The Store For Resale

Before delving into purchase discounts and returns, it’s essential to clarify what constitutes the cost
of additional merchandise. This refers to the total expenditure incurred to acquire goods that are
intended for resale, including the purchase price, associated costs, and adjustments for discounts or
returns. Accurate calculation of this cost ensures proper inventory valuation and profitability analysis.

The primary components influencing this cost are:

- Purchase Price of Goods
- Purchase Discounts
- Purchase Returns and Allowances
- Freight-In Costs
- Other Acquisition Costs

While all these elements are integral, purchase discounts and purchase returns often cause notable
fluctuations in inventory valuation, necessitating a detailed examination.

---

Purchase Discounts: An Incentive for Better
Procurement Management



Definition and Types of Purchase Discounts

Purchase discounts are reductions offered by suppliers to buyers, typically to encourage prompt
payment or bulk purchasing. They are a common component of trade terms and directly impact the
net cost of inventory.

Types of purchase discounts include:

- Trade Discounts: Reductions offered at the point of sale, often based on customer classification or
volume.
- Cash Discounts: Incentives for paying invoices promptly, often expressed as a percentage if paid
within a specific period (e.g., 2/10, net 30).
- Quantity Discounts: Price reductions based on the purchase volume.

The most relevant for inventory costing are cash discounts, which influence the amount recorded as
the cost of merchandise.

Accounting for Purchase Discounts

Proper accounting treatment of purchase discounts hinges on the timing of their recognition.
Generally, purchase discounts are recorded as a reduction of the inventory cost if taken advantage of,
aligning with the net method. Alternatively, the gross method records the full purchase price initially
and accounts for discounts only if utilized.

Net Method:

- Record inventory at the net of discount if the buyer expects to take advantage of the discount.
- Example: A supplier offers terms 2/10, net 30. If the buyer intends to pay within 10 days, the
purchase is recorded at 98% of the invoice price.

Gross Method:

- Record the purchase at full invoice price.
- When the discount is taken, record the discount as a separate account or reduction in inventory.

Most companies prefer the net method for its simplicity and more accurate reflection of costs.

Implications for Inventory Costing

When purchase discounts are taken:

- They reduce the cost of inventory, leading to lower COGS.
- The discount effectively lowers the overall expense and improves gross profit margins.
- If discounts are not taken, the full invoice amount is used, resulting in higher inventory costs.

For example, consider a merchandise purchase:



- Invoice Price: $10,000
- Discount: 2% if paid within 10 days

If paid within the discount period:

- Recorded cost: $10,000 x 98% = $9,800

If not:

- Recorded cost: $10,000

The strategic management of purchase discounts can influence profitability and cash flow
management.

---

Purchase Returns: Managing Inventory Adjustments

Definition and Causes of Purchase Returns

Purchase returns occur when a buyer returns part or all of the merchandise purchased from a
supplier. Common reasons include:

- Defective or damaged goods
- Incorrect shipments
- Changes in demand
- Over-ordering

Returns can be partial or complete, and they directly impact the net cost of inventory.

Accounting Treatment of Purchase Returns

The accounting for purchase returns depends on the method adopted:

- Gross Method: Returns are recorded separately, and the original purchase remains at gross amount
until the return is processed.
- Net Method: Purchases are recorded net of expected returns, and actual returns adjust the inventory
accordingly.

Most firms prefer the gross method, which provides transparency and flexibility.

Recording Purchase Returns:

1. When goods are returned:



- Debit: Accounts Payable (or Cash if paid immediately)
- Credit: Merchandise Inventory

2. If a refund is received from the supplier:

- Debit: Cash
- Credit: Accounts Payable

3. Adjustments are made to reflect the reduced inventory value.

Impact on Financial Statements:

- Purchase returns decrease the total cost of inventory.
- They reduce the gross profit margin when they occur.
- Proper recording ensures accurate inventory valuation and COGS calculation.

Effects on Cost of Goods Sold and Inventory Valuation

By reducing inventory, purchase returns directly lower the COGS, which can improve gross profit
margins in the reporting period. Conversely, frequent or large returns may signal issues with
procurement quality or inventory planning.

---

Interrelationship Between Purchase Discounts and
Purchase Returns

Both purchase discounts and purchase returns influence the net cost of inventory, but they operate
differently:

- Purchase discounts are incentives for early payment, reducing the cost if taken.
- Purchase returns are adjustments for goods returned, reducing the quantity and value of inventory.

Effective inventory management involves maximizing discounts and minimizing returns, thereby
optimizing the overall cost structure.

---

Strategic Implications and Best Practices

- Timely Payments: Take advantage of purchase discounts by paying early, but only if it aligns with
cash flow strategies.
- Quality Control: Minimize purchase returns by verifying order accuracy and product quality before
acceptance.



- Accurate Record-Keeping: Maintain precise records of discounts and returns to ensure correct
inventory valuation.
- Vendor Negotiations: Negotiate favorable terms, including discounts and return policies, to improve
profitability.
- Monitoring and Analysis: Regularly review purchase patterns, discounts earned, and returns to
identify areas for cost savings.

---

Conclusion

The Cost Of Additional Merchandise Brought Into The Store For Resale is a vital metric that reflects
the true expenditure incurred in acquiring inventory. Purchase discounts and purchase returns are
two influential factors that can significantly modify this cost, affecting financial reporting and strategic
decision-making.

Proper understanding and application of accounting principles related to these elements enable
retailers to accurately evaluate inventory costs, optimize procurement strategies, and improve overall
profitability. As the retail environment continues to evolve with technological advances and shifting
consumer preferences, mastery over these components remains essential for sound financial
management.

In essence, effective management of purchase discounts and returns not only ensures compliance
with accounting standards but also fosters a competitive advantage through cost efficiency and
operational agility.
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