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Introduction

In the dynamic world of retail and inventory management, maintaining accurate financial records is
essential for operational success and compliance. A merchandising company, which sells goods
purchased from suppliers, relies heavily on precise inventory tracking and cost management. One of
the most effective inventory systems used in such companies is the perpetual inventory system. This
system continuously updates inventory records after each purchase and sale, providing real-time
data that helps in decision-making and financial reporting.

However, despite the sophistication of the perpetual system, certain adjustments are necessary at
the end of an accounting period to ensure financial statements reflect the true financial position of
the company. These adjustments address discrepancies due to shrinkage, damaged goods, errors, or
unrecorded transactions. Properly recording adjusting entries is critical for accurate cost of goods
sold (COGS), inventory valuation, and net income calculation.

This article explores how a merchandising company employing a perpetual inventory system records
adjusting entries, the reasons behind these adjustments, and the detailed process involved. By
understanding these concepts, business owners, accountants, and students can better grasp the
importance of accurate inventory management and financial reporting.

Understanding the Perpetual Inventory System in
Merchandising Companies

Definition and Key Features

The perpetual inventory system is an accounting method that continuously updates inventory
records for each purchase and sale transaction. Unlike the periodic system, which updates inventory
at specific intervals, the perpetual system provides real-time data, offering several advantages:

- Immediate updates of inventory quantities and costs
- Accurate tracking of inventory levels

- Enhanced inventory control and theft prevention

- Real-time COGS calculation

In a merchandising company, every sale transaction involves recording the revenue and
simultaneously reducing inventory while recognizing the cost of goods sold. Similarly, purchases
update inventory levels and costs immediately.



Basic Recording Procedures

When a company uses a perpetual system, typical journal entries include:

- Purchases of inventory:
- Debit Inventory
- Credit Accounts Payable or Cash

- Sales of inventory:

- Debit Accounts Receivable or Cash
- Credit Sales Revenue

- Debit Cost of Goods Sold

- Credit Inventory

This continuous updating helps manage inventory effectively but also necessitates periodic
adjustments to account for factors such as shrinkage, obsolescence, or errors.

Reasons for Adjusting Entries in a Perpetual Inventory
System

Even with real-time updates, certain circumstances require adjustments to ensure inventory and
financial records are accurate. Common reasons include:

1. Inventory Shrinkage: Loss of inventory due to theft, damage, or loss.

2. Damaged or Obsolete Goods: Items that are no longer sellable or have decreased in value.
3. Errors in Recording Transactions: Mistakes in data entry or miscounts.

4. Unrecorded Purchases or Sales: Transactions that were missed or delayed recording.

5. Misstatements in Inventory Valuation: Changes in market value or cost adjustments.

Recognizing these reasons helps in understanding the necessity of periodic adjustments and
maintaining reliable financial data.

How a Merchandising Company Records Adjusting
Entries

In a perpetual inventory system, adjusting entries are typically made at the end of the accounting
period to rectify discrepancies and ensure the accuracy of inventory and COGS figures. Below are
the common types of adjusting entries and their detailed procedures.

1. Recording Inventory Shrinkage

Scenario: During physical inventory counts, the company finds that the inventory on hand is less



than the recorded amount. This discrepancy is often due to theft, damage, or clerical errors.
Adjustment Entry:

- Debit: Cost of Goods Sold
- Credit: Inventory

Purpose: To reflect the reduction in inventory and recognize the loss as part of expenses, which
decreases net income.

Example:

Suppose the recorded inventory is $50,000, but a physical count shows $48,000.
- Difference: $2,000 (shrinkage)

Journal Entry:

Debit Cost of Goods Sold $2,000
Credit Inventory $2,000

Implication: This adjustment increases COGS, thereby reducing net income for the period.

2. Adjusting for Damaged or Obsolete Goods

Scenario: Some inventory items become damaged or obsolete and cannot be sold at normal price.
Adjustment Entry:

- Debit: Loss on Inventory Obsolescence (an expense account)
- Credit: Inventory

Purpose: To write down inventory to its net realizable value and recognize a loss.
Example:

If inventory worth $5,000 becomes obsolete:

Journal Entry:

Debit Loss on Inventory Obsolescence $5,000
Credit Inventory $5,000

Implication: This reduces inventory value and records an expense, affecting net income.



3. Correcting Errors in Inventory Records

Scenario: Mistakes such as recording a sale twice or under-recording purchases.
Adjustment Entry:

- Based on the nature of the error, appropriate debit and credit entries are made to correct the
records.

Example:
Suppose an inventory purchase of $10,000 was not recorded:
Journal Entry:

Debit Inventory $10,000
Credit Accounts Payable $10,000

Implication: Ensures inventory and liabilities are accurate, affecting subsequent COGS calculations.

4. Recognizing Unrecorded Purchases or Sales

Scenario: Some transactions occurred but were not recorded before period-end.
Adjustment Entry:

- Record the missing transactions to update inventory and revenue/expenses accordingly.
Example:

A sale of $2,000 worth of inventory not yet recorded:

Journal Entry:

Debit Accounts Receivable $2,000

Credit Sales Revenue $2,000

And for COGS, assuming a 50% gross profit margin:

Debit Cost of Goods Sold $1,000
Credit Inventory $1,000



5. Adjusting Inventory for Market Changes

Scenario: Market value of inventory decreases below cost, requiring a write-down.
Adjustment Entry:

- Debit: Loss on Inventory Write-Down
- Credit: Inventory

Purpose: To reflect the decreased value and comply with the lower of cost or market rule.
Example:
Inventory cost $20,000, but market value has fallen to $18,000.

Journal Entry:

Debit Loss on Inventory Write-Down $2,000
Credit Inventory $2,000

Steps to Record Adjusting Entries in a Perpetual
Inventory System

Implementing adjusting entries involves a systematic process:

1. Conduct Physical Inventory Count: To determine actual inventory levels.

2. Compare Physical Count to Recorded Inventory: Identify discrepancies.

3. Analyze Discrepancies: Categorize as shrinkage, obsolescence, errors, etc.

4. Determine the Correct Adjustment Amounts: Based on the physical count and analysis.

5. Prepare Journal Entries: Record necessary debits and credits to update inventory and expense
accounts.

6. Update Financial Statements: Reflect adjustments in the income statement and balance sheet.
7. Document and Review: Maintain records for audit purposes and periodic review.

Importance of Accurate Adjusting Entries

Accurate adjusting entries play a vital role in ensuring the integrity of financial statements. They
impact:

- Net Income: Adjustments to COGS and expenses influence profit figures.

- Inventory Valuation: Correct inventory balances reflect true asset values.

- Tax Compliance: Accurate records ensure proper tax reporting.

- Management Decisions: Reliable data supports inventory purchasing, sales strategies, and cost



control.
- Auditing and Compliance: Proper documentation and adjustments facilitate smooth audits.

Conclusion

A merchandising company utilizing a perpetual inventory system must regularly evaluate and record
adjusting entries to maintain accurate financial records. These adjustments address discrepancies
caused by inventory shrinkage, obsolescence, errors, or market changes. By systematically
conducting physical counts, analyzing variances, and recording appropriate journal entries, a
company can ensure its financial statements accurately reflect its financial position.

Understanding how to record these adjustments is essential for accountants, business owners, and
students alike. Properly managed, these entries help prevent misstatements, support strategic
decision-making, and ensure compliance with accounting standards. Ultimately, diligent adjustment
procedures uphold the integrity of the company's financial reporting and contribute to its long-term
success.

Keywords: perpetual inventory system, adjusting entries, inventory shrinkage, inventory write-down,
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Frequently Asked Questions

What is the purpose of recording an adjusting entry in a
merchandising company's perpetual inventory system?

Adjusting entries are made to update inventory records to reflect the actual stock on hand, correct
for any discrepancies, and ensure accurate cost of goods sold and inventory balances at the end of
the accounting period.

How does a merchandising company record an adjusting entry
for inventory shrinkage in a perpetual system?

The company debits Cost of Goods Sold and credits Inventory for the amount of shrinkage identified,
thereby reducing inventory to its actual physical count and recognizing the loss.

When should a merchandising company record an adjusting
entry for estimated returns in a perpetual system?

An adjusting entry for estimated returns should be recorded at the end of the period based on
historical return rates, by debiting Estimated Returns Inventory and crediting a corresponding
liability or contra-asset account.



What adjusting entry is made if a merchandising company
discovers that inventory was overstated during the period?

The company should make an adjusting entry debiting Inventory and crediting Cost of Goods Sold to
correct the overstated inventory balance and ensure accurate financial reporting.

How does the perpetual system facilitate real-time
adjustments through adjusting entries in a merchandising
company?

The perpetual system continuously updates inventory and cost of goods sold with each transaction,
but periodic adjusting entries are still necessary at period-end to account for factors like shrinkage,
returns, or errors, ensuring accurate financial statements.

Additional Resources

Merchandising
Understanding Adjusting Entries in a Perpetual Inventory System: A Comprehensive Guide

In the dynamic world of retail and wholesale trade, accurate inventory management is vital for
maintaining profitability and ensuring financial statements reflect true economic conditions. Among
the various inventory accounting methods, the perpetual inventory system stands out for its real-
time tracking capabilities, providing continuous updates on inventory levels and costs of goods sold
(COGS). However, despite its sophistication, the perpetual system still necessitates periodic
adjusting entries to ensure the accuracy and completeness of financial reports.

This article delves into the specifics of how a merchandising company employing a perpetual system
records adjusting entries, highlighting the importance, process, and best practices involved.
Whether you're a student, accountant, or business owner, gaining a thorough understanding of this
topic will enhance your grasp of inventory management and financial reporting nuances.

Understanding the Perpetual Inventory System

Before exploring the specifics of adjusting entries, it’s essential to understand what a perpetual
inventory system entails and how it functions.

What is a Perpetual Inventory System?

A perpetual inventory system continuously updates inventory records for every purchase and sale
transaction. Unlike the periodic system, which updates inventory at specific intervals, the perpetual
system leverages technology—such as point-of-sale (POS) systems and inventory management

software—to provide real-time data. This approach offers several advantages:

- Immediate visibility of inventory levels



- Accurate and up-to-date COGS calculations
- Better inventory control and loss prevention
- Enhanced decision-making capabilities

How Does It Work?

In a perpetual system, each transaction affects two accounts:

- Inventory account: increases with purchases and decreases with sales

- Cost of Goods Sold (COGS) account: updated at the point of sale, reflecting the expense associated

with sold inventory

While this system is highly effective, it presumes that inventory records are precise. However,
various factors can cause discrepancies, necessitating periodic adjustments.

The Need for Adjusting Entries in a Perpetual System

Although perpetual systems provide continuous updates, they are not immune to inaccuracies.
Common causes include:

- Physical inventory shortages: theft, spoilage, or misplacement

- Data entry errors: incorrect quantities or prices

- Timing differences: shipments in transit or goods on consignment

- Obsolescence or damage: unsellable inventory that must be written down

These discrepancies require adjusting entries to reconcile the books with the actual inventory on
hand and ensure financial statements accurately reflect the company's position.

Types of Adjusting Entries in a Perpetual System

In the context of inventory, the primary adjusting entries include:

- Inventory shrinkage adjustments

- Write-downs for obsolete or damaged inventory

- Correction of recording errors

- Adjustments for goods in transit or consigned inventory

Let's explore each of these in detail.



1. Recording Inventory Shrinkage

Inventory shrinkage refers to the loss of inventory between physical counts, often caused by theft,
spoilage, or errors. Despite the perpetual system's real-time updates, shrinkage can only be
identified through periodic physical counts.

When shrinkage is discovered, the company records an adjusting entry to reflect the loss:

Example:
Suppose a company physically counts its inventory and finds it is $5,000 less than the book balance.
The adjusting entry would be:

" plaintext
Debit: Cost of Goods Sold $5,000
Credit: Inventory $5,000

Impact:
- Increases expenses, reducing net income
- Decreases inventory on the books to match physical count

2. Write-Downs for Obsolete or Damaged Inventory

Sometimes, inventory becomes obsolete, spoiled, or damaged, rendering it unsellable or worth less
than its recorded cost. The company must write down the inventory to its net realizable value (NRV).

Example:
A retailer finds that certain electronics are now obsolete, and their value drops from $10,000 to
$6,000. The adjustment would be:

" plaintext

Debit: Loss on Inventory Write-Down (or COGS) $4,000
Credit: Inventory $4,000

Impact:
- Recognizes a loss in the income statement
- Ensures inventory is reported at its recoverable amount

3. Correcting Recording Errors

Errors such as recording the wrong quantity or price require correction through adjusting entries.



These ensure the inventory account and COGS are accurate.
Example:
Suppose an error was made in recording a purchase of 100 units at $50 each, but only 90 units were

recorded. The correction involves:

- Determining the correct inventory value
- Adjusting the accounts accordingly

If the correction amount is $500, the entry might be:
" plaintext

Debit: Inventory $500
Credit: Accounts Payable (or Cash) $500

Note: The specific journal entry depends on the nature of the error and the timing.

4, Adjustments for Goods in Transit and Consigned Goods

Goods in transit and consigned goods often require special consideration to ensure inventory is
accurately reported.

- Goods in Transit: Inventory should be included if ownership has transferred to the company;
otherwise, it remains with the supplier.

- Consigned Goods: Inventory held on consignment is not owned by the company and should not be
included in inventory.

Adjusting entries are made to either include or exclude such inventory based on ownership and
shipping terms.

How a Merchandising Company Records an Adjusting
Entry: Step-by-Step

Let's simulate a typical scenario to illustrate how a merchandising company using a perpetual
system records an adjusting entry.

Scenario Overview

Imagine a retail store that, after a physical count, discovers its inventory is undervalued by $2,000
due to theft and spoilage. The book balance prior to adjustment was $50,000.



Step 1: Physical Count and Identification

The company conducts a physical inventory and finds the discrepancy.
Step 2: Determine the Adjustment Amount

Discrepancy: $2,000 (inventory shortage)

Step 3: Prepare the Adjusting Entry

The company records an increase in expenses and a reduction in inventory:
" plaintext

Debit: Cost of Goods Sold $2,000

Credit: Inventory $2,000

Step 4: Impact on Financial Statements

- Income Statement: Expenses increase, net income decreases
- Balance Sheet: Inventory decreases by $2,000

This adjustment ensures that the reported inventory and COGS accurately reflect the true state of
inventory on hand.

Best Practices for Recording Adjusting Entries in a
Perpetual System

To maintain accurate and reliable financial records, merchandising companies should adhere to best
practices when recording adjusting entries:

- Regular Physical Counts: Conduct periodic counts (monthly, quarterly) to detect discrepancies.

- Timely Adjustments: Record adjustments promptly after discovering discrepancies.

- Documentation: Maintain detailed records of physical counts, damages, obsolescence, and errors.
- Consistent Policies: Establish clear policies for inventory write-downs and shrinkage allowances.
- Use of Technology: Leverage inventory management software for real-time tracking and easier
reconciliation.

- Training Staff: Ensure staff are trained to accurately record transactions and identify issues.

Conclusion

While the perpetual inventory system provides continuous, real-time updates, it does not eliminate



the need for periodic adjusting entries. These adjustments are critical for correcting discrepancies
caused by theft, spoilage, errors, or obsolescence, ensuring that financial statements accurately
reflect the company's inventory position and profitability.

By understanding the types of adjusting entries—such as inventory shrinkage, write-downs, and
corrections—and the proper procedures for recording them, a merchandising company can maintain
precise financial records. This not only fosters transparency and compliance but also supports better
decision-making, operational efficiency, and stakeholder confidence.

In essence, even the most advanced perpetual systems require vigilant oversight and periodic
adjustments. When executed correctly, these practices ensure that a business's financial health is
represented accurately, paving the way for sustained growth and success in the competitive retail
landscape.

A Merchandising Company Using A Perpetual System May
Record An Adjusting Entry By

A Merchandising Company Using A Perpetual System May Record An Adjusting Entry By

Related Articles
e Can Anybody Help Me With The Question In The Attachment Please?(will Mark Brainliest)

e Find The Surface Area Of The Rectangular Prism. A 90 Cm2B 135 Cm2C 225 Cm2D 270 Cm?2
e For What Values Of K Is The Inequality X" (2)-(k-3)x-k+6&gt;0 Valid For All Real X?

Back to Home


https://sip.evo9x.com/ma07/a-merchandising-company-using-a-perpetual-system-may-record-an-adjusting-entry-by.pdf
https://sip.evo9x.com/ma07/a-merchandising-company-using-a-perpetual-system-may-record-an-adjusting-entry-by.pdf
https://sip.evo9x.com/ma07/can-anybody-help-me-with-the-question-in-the-attachment-please-will-mark-brainliest.pdf
https://sip.evo9x.com/ma07/find-the-surface-area-of-the-rectangular-prism-a-90-cm2b-135-cm2c-225-cm2d-270-cm2.pdf
https://sip.evo9x.com/ma07/for-what-values-of-k-is-the-inequality-x-2-k-3-x-k-6-gt-0-valid-for-all-real-x.pdf
https://sip.evo9x.com

