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Audit Inventory Overages

ACCOU�TI�G PRACTICES FOR AUDIT I�VE�TORY OVERAGES

One of the realities of operating a retail business is that inventory shortages do 
occur. However, inventory overages are an accounting, and operational, fiction 
that cannot occur absent some type of reporting discrepancy.  Starting in January 
2010, SEI changed our accounting practices for booking in YTD Audit 
Overages.

Old Accounting Overage Process (Prior to January 2010):

1. An entry that corrects recorded inventory values / retail on the Merchandise 
Report 

2. An entry that removes the cost value of the overage from gross profit (account 
570 charge) and credits Inventory Variation (account 640) in selling expenses.

– When we adjust account 570, the store’s cost of goods increases, causing 
the store’s gross profit to decrease.  Since SEI and FZ split GP$, overages 
would cause SEI to lose GP$ since GP$ would decrease.

– The account 640 Inventory Variation credit would get 100% allotted to the 
FZ’s bottom line.

This has not changed.  Stores will still see inventory variation (shortages or 
overages) reflected in accounts 570 and 640 on their monthly financial 
statements.



�ew Process:

Beginning with audit results in 2010, any store that has a YTD net retail 
overage for an audit period during the Calendar year, taking into account 
audit shortage results and corrections, will have an additional adjustment 
recorded that will reverse and zero out the net overage by crediting cost of 
goods (account 575) and charging Selling Expenses (account 645).

Thus, with this new process, in addition to what is currently shown in accounts 
570 and 640, when a FZ has an audit that results in a YTD overage, there will 
be additional entries in two new accounts (575 – cost of goods and 645 –
selling expenses).  The adjustment will take place the accounting month after 
the audit variance causes the store to have a YTD overage.  

When a store is over YTD in a calendar year, the audit overage will show in 4 
lines in the store’s Financial Statement (see breakdown below):

Merchandise Product Cost of Sales (Adjusts cost of sales and GP to split 
with SEI) 

1. Account 570 – Inventory Variation

• If a store had an audit overage, account 570 will remove the cost 
value of the overage from GP.  Cost of sales will increase and GP 
will decrease.

2. Account 575 – Inventory Variation (Overage Adjustment)

• If the store has an audit overage YTD for the current Calendar 
Year, account 575 will reverse and zero out the net overage by 
crediting the cost of goods here.  (GP will now be higher for both 
SEI and FZ when a store has a YTD overage).

Cash & Inventory Variation (Selling Expense Line that FZs don’t split 
with SEI)

1. Account 640 – Inventory Variation

• The account 640 Inventory Variation credit would get 100% 
allotted to the FZ’s bottom line.

2. Account 645 – Inventory Variation – Overage Adjustment

• If the store has an audit overage YTD for the current Calendar 
Year, account 645 will have a charge reflecting the YTD audit 
overage amount, charging this account in Selling Expenses

If a subsequent audit during the Calendar Year results in a shortage, an 
additional adjustment will be recorded to “give back” any previous overage 
adjustment made in the Calendar Year up to the level of the shortage or 
amount of prior overage adjustments in the year, with the result that the YTD 
effect of physical audit results during a Calendar year may not result in a net 
retail overage for the year.



Application:  Actual FZ Financial (48A) Example:

Store had an 
audit overage in 

May 2011

Despite audit 
overage in May, 
store is still 
short YTD



Merchandise Product Cost of Sales Accounts (Affects GP, Split with SEI) –
Adjusts cost of goods & GP$ for audit variations.  
If a store has an audit shortage, COG decreases & GP$ increases.
If a store has an audit overage, COG increases & GP$ decreases. 
If a store has an audit overage YTD, account 575 will adjust COG to zero 
out the YTD overage and GP$ will decrease. 

**Since this store had an audit overage of $2,077, we removed the cost value of 
the overage from gross profits by debiting $2,077 from account 570.



Cash & Inventory Variation (Selling Expense Line, 100% to FZ) –

If a store had an overage, account 640 will get credited the amount of the
Inventory Variation.  
If a store has a YTD audit overage, account 645 will have an Overage 
Adjustment, charging this selling expense account by the amount of the 
YTD audit overage.

Though this store had an audit overage, this overage didn’t cause them to 
be over YTD in 2011.  Thus, they do not have an overage adjustment in 
Account 645.



FREQUE�TLY ASKED QUESTIO�S

What are the major causes of inventory overages?

Inventory overages occur when your book inventory (as reflected in your 
merchandise report) is incorrectly reduced or not increased when it should be.  
Major causes of overages are:
– Excessive write offs

– Excessive markdowns

– Unreported or under reported markups

– Unreported purchases

– Inaccurate retail prices (reported retail is less than actual retail selling price; factored 
invoices may have this issue)

– Unreported or under reported retail price changes

What if I believe there was a discrepancy in the audit count after the auditor 
has left the store or I have an audit variation that “bounces”?

Each audit stands on its own.  It is imperative that each Franchisee is engaged 
in the inventory audit process, verifying the physical count with the auditor 
before the auditor leaves the store.  Franchisees should not sign off on a 
physical inventory count until satisfied with its accuracy and ensure that all BI 
(before inventory) and AI (after inventory) transactions are properly identified.

How do I request a re-audit?

A store can always request a re-audit by contacting the audit schedule 
coordinator listed on each store’s original audit notification email.  

What are best practices to ensure that I have an accurate audit count?

Be present at the audit and check the auditor’s count for accuracy.  Prepare for 
your audit by organizing your back stock and inventory.  Communicate with 
the auditor if you have questions or concerns.


