
SPOTLIGHT ON
STOCK COSTING

PART 2 -  
AUDIT OF STOCK SERIES



STOCK
WHY THE FOCUS ON COST?

Use this guidance to assist you to:
• Understand the audit impact of your client’s stock costing system.
• Document your work in this area to address findings highlighted by internal review and external regulators.

This is the second in the ‘Spotlight on stock’ series and focuses on the cost element and how you  
demonstrate that you’ve considered this by exploring a few ‘Cost reality checks’.  We then consider these 
from an audit perspective in the ‘Focus areas’.

Cost matters
The stock balance is reflected as an asset, but also has a direct impact on profit. Often material, stock is an 
area that may attract significant risk of material misstatement. Cost is the foundation for the ‘lower of cost and 
net realisable value’ accounting concept.  
 
You also need to remain professionally sceptical, as ‘stock’ may be used to misrepresent the ‘financial  
story’ of the business you’re auditing,  for example by overstating the value of stock (asset) at year-end and 
understating the cost of stock sold during the period leading to overstatement of profit.
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EALITY CHECKS
1. DO YOU REALLY UNDERSTAND YOUR CLIENT’S STOCK SYSTEM?

Reviewers often note that documentation on the ‘stock system’ is bare, to the extent that they’re left 
asking ‘what is the stock system for this client?’ We outline a few matters that you need to consider to 
demonstrate a thorough understanding of your client’s stock system.

Understanding the stock system should be no  
different to understanding the sales or purchase  
cycles. You need to understand and document  
clearly how transactions are initiated, recorded/ 
processed within the system and transferred into the 
general ledger to form the basis for your audit testing.  
 
It’s not just about the quantities, but this needs to  
extend to your client’s stock costing methods, for  
example, does your client use actual or standard costs, 
and then how the information feeds into the general 
ledger.

DOES YOUR STOCK SYSTEM (CYCLE)  
DOCUMENTATION INCLUDE THE FULL ‘LIFE  
CYCLE’ FROM INITIATION TO RECORDING IN  
THE GENERAL LEDGER?

DO YOU CAPTURE HOW YOUR CLIENT’S  
STOCK SYSTEM INTEGRATES INTO THE  
GENERAL LEDGER?

You will need to consider how this feeds into 
the general ledger – is it fully integrated or 
is the stock system part of a ‘sub-system(s)’ 
that feeds into the general ledger separately. 
If this is the case, you will need to document 
the detail of how this specifically works as 
part of your understanding so that you can 
assess the risk impact and effect on audit 
response and you may also need to consider 
ITGCs.
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REALITY CHECKS
(CONTINUED)

1. DO YOU REALLY UNDERSTAND YOUR CLIENT’S STOCK SYSTEM?

DO YOU CONSIDER AND DOCUMENT WHAT YOUR  
CLIENT INCLUDES IN ‘COST’?

Accounting standards define ‘cost’ to include the cost 
of purchase, conversion and other costs to bring an 
item to its present location and condition.  
 
It will usually include import duties, (direct) transport 
costs and should exclude trade discounts/rebates. You 
will also need to assess how foreign currency stock 
purchases are treated.  
 
The relevance of these factors will depend on your  
client and your documentation needs to reflect this.  

HOW DO YOU DOCUMENT YOUR  
UNDERSTANDING IN APT?  

Stock is often recorded as part of the ‘Purchases 
cycle’, tending to stop with the purchase, but you 
may want to consider adding a separate ‘Stock 
cycle’ for the more complex stock systems  
outlined below, especially if your client has  
distinct categories of stock, for example raw  
materials, work-in-progress (WIP) and finished 
goods.

The principle however is that regardless of  
documentation in the purchases or a separate 
stock cycle, you need to ensure you’ve captured 
the elements in this section in sufficient detail 
to support your risk assessment in this area and 
how you respond to it.
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REALITY CHECKS
2. DO YOU CONSIDER AND DOCUMENT THE COSTING METHOD YOUR CLIENT USES? 

The specific method your client uses in costing stock items needs to be included in your understanding. 
We’ve included a few typical costing methods found in practice below with audit consideration in the  
‘Focus’ area section. It’s not an exhaustive list, you need to consider the industry your client operates in  
and the specific method they apply to determine cost.

ACTUAL COST (FIRST IN, FIRST OUT – FIFO)  
This is as it ‘says on the tin’ – items in stock at year-end are 
those purchased most recently recorded at their actual cost.

WEIGHTED AVERAGE COST (WAC)
Basically, the cost of each item is determined from the 
weighted average of the stock items at the beginning of 
the period/previous periods and the cost of stock items 
purchased or produced during the period – this could vary 
depending on the sophistication of the client’s system to 
capture this and your documentation needs to include the 
relevant detail. 
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REALITY CHECKS
(CONTINUED)

2. DO YOU CONSIDER AND DOCUMENT THE COSTING METHOD YOUR CLIENT USES? 

STANDARD COSTING  

This usually applies to a manufacturing environment 
where the standard cost of direct materials, direct  
labour and manufacturing overheads are assigned 
to a product rather than the actual costs of these  
inputs. Whilst a good approximation for actual 
costs, this will inevitably give rise to variances, 
which could affect reported profit.

For techniques for the measurement of cost using Standard costing and the Retail method, refer to  
extracts from the Deloitte UK GAAP commentary on FRS102, Section B13 (Inventories) included below.

RETAIL METHOD 

With this method, the client’s system will capture 
stock items at selling price. The cost of items will 
be determined by removing the margin from the 
selling price.

3. DOES YOUR UNDERSTANDING FEED INTO YOUR ASSESSMENT OF RISK AND IDENTIFICATION AND 
EVALUATION OF CARA?

Like any other cycle, your understanding of the stock system needs to enable you to identify and assess 
risks in this area, ie are there factors that give rise to SRMM(s) or normal risk(s)? You therefore need to  
‘stand back’ from the detail and determine whether any matters from your ‘stock understanding’ impact in 
this manner. Clearly document any risks for further discussion at the ETD and document the design and  
implementation of CARA.
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OCUS AREAS
1. DO YOUR AUDIT PROCEDURES DIRECT YOU TO HOW TO TEST THE COSTING METHOD?

While the areas covered here are not exhaustive, they are included to highlight specific areas for  
consideration when designing your procedures.

ACTUAL COST (FIFO) 
 
• Verify by checking that the stock cost reflects the 
latest purchase invoice(s), ie that FIFO is applied. 
 
• Trace the unit cost for a sample of items back to  
relevant purchase invoices. 
 
• Test that your client appropriately includes import 
duties, (direct) transport costs and excludes trade  
discounts/rebates, etc. 

WAC 
 
• Confirm your understanding of how the  
averages are calculated and, where your client’s 
system automatically calculates the WAC, you will 
need to test the integrity of the system. 

• For a sample of items, sense check the average 
in the system by reference to a recent purchase 
invoice. 

• If there is a discrepancy, you need to revisit with 
the client how the averages are calculated and 
will likely need to test some of the averages  
calculations.
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FOCUS AREAS
(CONTINUED)

1. DO YOUR AUDIT PROCEDURES DIRECT YOU TO HOW TO TEST THE COSTING METHOD?

RETAIL METHOD 
 
• For a sample of items, ensure the stock system has captured the  
correct selling price. 

• Sense check the client’s margin adjustment by inspecting the  
purchase invoice to determine cost and comparing with selling price. Follow up any major  
deviations as appropriate. 

• Consider product categories with different or non-standard mark ups. 
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Consider these areas when designing your procedures

FOCUS AREAS



If standard costing is not 
used, how are overhead 
costs absorbed? Perform 
tests on individual stock 
lines to check overhead 
calculations by tracing back 
to payroll and other direct 
costs.
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FOCUS AREAS
2. DO NOT UNDERESTIMATE THE AUDIT WORK NEEDED ON STANDARD COSTING

• WHAT IS INCLUDED IN STANDARD COST – direct materials, direct 
labour and relevant overheads?  How do you verify this information? 
Consider the nature and amounts, check the reasonableness/derivation 
of standard cost and evidence this, for example speak to the production 
team, not just the finance team. 

• HOW FREQUENTLY IS THE STANDARD COST UPDATED? - The more 
out of date the standard cost is, the less reliable it is as an  
approximation of actual costs 
  
• ON WHAT BASIS ARE OVERHEADS ABSORBED? 
  + Where overheads include staff costs, ensure that you have tested   
      back to labour rates and hours (eg timesheets) for relevant staff  
      and ensure it’s consistent with your payroll testing. 
  + Are there any inputs that the client did not include in the  
      absorption calculations that should be included? 
  + There will be inputs into the absorption calculations from  
      other sources of data where you will need to consider IPE,   
      particularly if these are outside the financial systems.

Standard cost in practice is a challenging area to audit – you’ll need to consider for your client specifically: 

• CONSIDER THE VARIANCES BETWEEN ACTUAL AND STANDARD COSTS – the calculation of this in 
practice can be difficult as it depends on how your client calculates standard costs and monitors  
variances and how often the system is updated. Consider the implications of variances – we’ve included 
some principles on the next page.



FOCUS AREAS
(CONTINUED)

2. DO NOT UNDERESTIMATE THE AUDIT WORK NEEDED ON STANDARD COSTING

VARIANCES (INCLUDING ABSORPTION RATES)  
There are two aspects to consider –what do management do to identify and deal with variances and 
how do you respond from an audit perspective?  

• MANAGEMENT/CLIENT PERSPECTIVE – it’s  
essential both operationally and for financial  
reporting purposes that your client calculates and 
analyses variances. Consider how your client  
ensures that the accounting system reports  
differences, how soon this is done and how it’s dealt 
with to determine how this information affects your 
audit work. This will include determining whether 
appropriate adjustments are made to standard costs 
to reflect production/capacity variations.

• AUDIT PERSPECTIVE – in essence standard costs 
should approximate actual costs and if the quantified 
variances indicate that this is not the case, you need 
to consider the audit impact. For example, if you  
concluded based on your understanding and testing 
that your client should have absorbed overhead  
content at 25% and it’s actually reflected at 15%, it 
points to further work to be done to determine if stock 
is understated. As a sense check, it is worth  
considering what proportion of annual production  
volume (and therefore absorbed overheads) remains 
in year-end stock. 
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FOCUS AREAS
3. WHAT ABOUT YOUR AUDIT WORK ON WIP AND FINISHED GOODS?

There are similar costing considerations for both WIP and finished goods.  
 
Test stock lines on a sample basis and trace back to the underlying supporting documentation, for example 
by testing the standard cost (raw materials), rates and hours (labour) and overhead rates as covered  
previously.

WITH WIP THERE IS THE ADDITIONAL COMPLEXITY OF STAGE OF COMPLETION:
• Determine how the client calculates WIP – what proportion of raw material, labour and overheads 
are included, how do they keep track of this, do they for example use production reports, etc? Are 
experts involved? 
 
• Link the stage of completion back to your stocktake attendance where you would have considered 
this as prompted by the stocktake attendance checklist.

With WIP, there is also a ‘short term’ and ‘long term’ consideration depending on your client’s industry. 
For example, in a manufacturing environment, the turnaround from WIP to finished goods will be  
relatively quick, as opposed to if your client is in construction, which is more ‘long term’. In this case, 
you need to consider the relevant accounting considerations and respond to these adequately from an 
audit perspective.



FOCUS AREAS
4. HOW DO YOU AUDIT FOREIGN EXCHANGE CONSIDERATIONS?

Stock purchased in a foreign currency needs to be recorded either at the spot rate at transaction date 
(or close approximation) or at a hedged rate where applicable. Where this is relevant to your client’s 
purchases, you need to ensure that foreign exchange is captured in your systems documentation and 
your procedures include testing this on a sample basis.   
 
Foreign exchange fluctuations are a frequent cause of variances from standard or even average cost.

 EY MESSAGES
In order to demonstrate that you’ve considered stock costing adequately, ensure that you: 

• Document your understanding of your client’s stock system.
• Document the costing methods used by your client.
• Tailor your testing strategy according to the costing method.
• Demonstrate professional scepticism and challenge over the estimates involved and where you  
  identify variances.
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 EY MESSAGES

This publication has been carefully prepared, but it has been written in general terms and
should be seen as containing broad statements only. This publication should not be used
or relied upon to cover specific situations and you should not act, or refrain from acting,
upon the information contained in this publication without obtaining specific professional
advice. Please contact BDO LLP to discuss these matters in the context of your particular
circumstances. BDO LLP, its partners, employees and agents do not accept or assume any
responsibility or duty of care in respect of any use of or reliance on this publication, and
will deny any liability for any loss arising from any action taken or not taken or decision
made by anyone in reliance on this publication or any part of it. Any use of this
publication or reliance on it for any purpose or in any context is therefore at your own
risk, without any right of recourse against BDO LLP or any of its partners, employees or
agents.

BDO LLP, a UK limited liability partnership registered in England and Wales under number
OC305127, is a member of BDO International Limited, a UK company limited by guarantee,
and forms part of the international BDO network of independent member firms. A list of
members’ names is open to inspection at our registered office, 55 Baker Street, London
W1U 7EU. BDO LLP is authorised and regulated by the Financial Conduct Authority to
conduct investment business.

BDO is the brand name of the BDO network and for each of the BDO member firms.

BDO Northern Ireland, a partnership formed in and under the laws of Northern Ireland, is
licensed to operate within the international BDO network of independent member firms.
 
Copyright © December 2018 BDO LLP. All rights reserved. Published in the UK.

www.bdo.co.uk
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