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WHY THE FOCUS ON
NET REALISABLE VALUE

Use this guidance to assist you to: 
   + Appropriately test net realisable value (NRV) and  
      provisions. 
   + Adopt a ‘provision’ audit mind-set.
   + Document your work in these areas to address  
      findings highlighted by internal review and external  
      regulators.

This is the third in the ‘Spotlight on stock’ series and focuses 
on audit work relating to NRV and provisions to address the 
valuation assertion.  
 
This is to ensure that the carrying value of stock is in fact  
‘recoverable’ and therefore recorded at the lower of cost and 
NRV. Work in this area requires judgement and where relevant, 
the need to adopt a ‘provision’ audit mindset.

AND PROVISIONS?



NET REALISABLE VALUE
- FACTORS TO CONSIDER

The practice to audit the carrying value of stock by looking at amounts expected to be realised from its 
sale appears straightforward and, as a result, files often show testing of NRV by teams just looking at 
sales volumes and selling prices after the year-end and up to the date of the audit – but is this enough? 

This part of the guidance encourages you to re-set your ‘NRV thinking’ to see it as an area that requires 
professional judgement to consider the valuation assertion in light of specific factors including  
‘obsolescence risk’. We explore a few matters below that may point to the need for a write-down/  
provision where NRV falls below cost and which will require you to demonstrate appropriate audit 
challenge, not just accept the client’s figures.

The demand for your client’s stock – contextualise your understanding 
You need to assess demand in the context of ‘current reality’, ie prevailing economic, industry (eg 
competitiveness in the market), and other relevant developments affecting your client at the time of 
the audit. Understanding the demand within ‘current reality’ forms a basis to assess the value of the 
year-end stock holding and the adequacy and reasonableness of any write-down/provision made.

+ If the demand for your client’s stock decreases because they’re facing fierce 
competition, economic difficulty or because they are selling the items for too 
much, they may as a result be overstocked. Your client may need to respond to 
this by selling items at a discount. Your audit work will not however just stop at 
accepting this, you need to determine if the level of discount is appropriate, by 
looking at past discounting history for example.

EXAMPLE
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Nature of your client’s stock – consider the  
impact 
+ If your client is in an industry where technology/other  
factors may cause stock to become ‘outdated quickly’, you 
need to consider how this heightened obsolescence risk 
affects the carrying value of your client’s stock.   
 
+ Similarly, if your client’s stock has a short shelf life, they 
carry more stock than for which there is demand and not 
realistic prospect of selling this, it could point to the need 
for a write-down/provision.

Condition of stock – review your year-end stock count 
findings  
Review your findings to determine if there’s evidence of 
obsolete/slow moving or damaged stock identified at the 
stock take. You will need to follow this through to  
determine if your client considered this for any write-down/
provision and how it was done. 
 
+ Consider if a write off was done on an item-by-item basis, 
a ‘blanket write down calculation’ applied to certain stock 
lines or how else your client reflected that slow moving/
damaged stock should be written down/provided against.
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Obsolescence risk – determine how your client responds to it
Obtain an understanding of the criteria your client applies to identify stock items as obsolete and  
consider if they are addressing all relevant factors, ie completeness of identifying obsolete items. 

Ageing – consider items still in stock at the time of the audit  
Where there is a considerable time lapse between the year-end and audit fieldwork and items are still 
on hand, it may suggest in itself that the stock is slow moving and possibly obsolete. How your client 
responds to this needs to be considered in the context of ‘current reality’.

Your client may respond by making a write-down/provision where a  
percentage is applied to ‘aged’ stock or alternatively maintaining that it will sell 
at above cost. 

+ Compare this to reports on stock movements during the year or alternatively, 
the percentage of stock sold after the year-end may provide confirming or  
contradictory evidence regarding a percentage provision applied, when 
looked at in conjunction with pricing discounts. Keep in mind your usual IPE 
considerations relating to the source and integrity of this data. 
 
+ Where a percentage is applied to ‘aged’ stock, you will need to determine 
the basis and ultimately audit the reasonableness of this. It requires you to 
adopt a provision mindset, which we explore in further detail later.

EXAMPLE
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The number – consider the write down needed  
It’s not just about considering if the write-down is needed or not, it’s 
also determining an appropriate quantification. Your audit work needs 
to demonstrate that you’ve considered relevant data to substantiate 
the amount of the write-down. 
 
+ You may consider if the write-down is appropriate when you 
compare the cost to market data or recent sales price lists/invoices. 
 
+ Your audit work on subsequent events – determine if your work in 
this area provides further evidence that confirms or contradicts how 
your client responded. For example, the sale of all the stock of a  
superseded product shortly after year-end may give you evidence  
relating to the net realisable value and any resulting write-down/ 
provision made. 

We’ll consider more on the ‘number’ when we look at how to adopt a 
provision audit mindset.
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Raw materials and work-in-progress (WIP) – consider the need for a write down/provision  
Up to this point, the principles have largely been considered in the context of finished stock/goods for 
resale, by looking at amounts expected to be realised from its sale. This same principle extends to  
auditing the carrying value of raw materials and WIP expected to be realised from their use.  

+ As a result, where NRV of finished goods has fallen below cost, you need to consider if any  
associated raw materials and WIP ‘rolled up into assembly’ need to be written down. This will only be 
necessary when it has no other ‘realisable expected use’. Your audit work needs to demonstrate that 
you considered how your client addresses this need for a write down or provision.

Review your documentation to ensure that you demonstrate that you  
applied professional judgement to verify that stock is in fact carried at 
the lower of cost and NRV.   
 
Any discussions with your client or understanding you obtained in this 
area need to be clearly documented and reflected in your test design 
plans/procedures to support your conclusions.

DOCUMENTATION
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A stock provision is the same as any other provision and requires you to consider it with a  
‘provision’ audit mind-set to demonstrate your audit work is sufficient and appropriate to support 
your conclusion on the stock valuation – remember though you are auditing the stock value,  
not just the provision amount. In practice however, we find that where clients make a provision  
because the NRV has fallen below cost, teams too often ‘accept’ the policy and resulting  
provision without appropriate audit challenge.   
 
To assist you to adopt a ‘provision’ audit mind-set, we highlight a few ‘mind-set tweaks’ below.  We 
also point to specific documentation requirements and highlight procedures needed where you 
assess the risk around stock provisions as a potential SRMM by denoting these as having ‘SRMM 
impact’. Some procedures are also extracts from the ‘Estimates worksheet’ (referred to at the end 
of this guidance). 

#1 – CONSIDER ‘PROVISION’ COMPLETENESS 
Adopting a ‘provision’ audit mind-set extends to situations where your client does not have a stock  
provision but should have, ie you need to consider under-provision, do not just focus on what is there  
and/or overprovision. To do this, your documentation needs to support the adequacy of ‘no provision’  
in light of what you know about your client’s ‘current reality’ which brings you back to considering and  
documenting the matters we highlighted in the previous section. 
 
While the rest of the guidance assumes that your client makes a provision to reflect stock at the  
appropriate carrying amount, the considerations are equally valid when assessing the appropriateness 
of no provision.
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ADOPT A ‘PROVISION’
AUDIT MINDSET



#2 – REALLY UNDERSTAND HOW YOUR CLIENT  
DEVELOPS THE PROVISION 

A meaningful understanding of this will require  
you to consider:  
 
The data that supports the provision
Your documentation needs to demonstrate that  
you understand where the underlying data that  
supports the provision/no provision has come 
from.

+ Look at the age analysis/stock  
quantities compared to projected  
sales and document how you  
verified that this data is complete  
and accurate.

+ If some of this data comes from other  
sources/systems outside the nominal ledger, 
you need to remember your IPE  
considerations when relying on it as ITGC  
work may not have covered this system (if 
non-financial).

EXAMPLE
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The reasonableness of assumptions underlying the provision 
Determine on what basis your client is making these assumptions and if it’s reasonable in light of 
your client’s ‘current reality’. You therefore need to consider if your documentation in relation to  
the provision clearly evidences that you’ve not just accepted these, but that you’ve adequately  
challenged management on their assumptions and judgements.

In practice, clients often use underlying assumptions that result in the use of  
percentages (%) and ageing of stock to calculate their stock provision. You need 
to clearly evidence in your documentation that you’ve not just accepted this at 
face value, for example: 
 
+ % – assume your client provides for 25% of the stock value of items that have 
not moved for 90 or 180 days (or much shorter if they sell perishable items) – you 
need to consider and evidence why that specific % is appropriate.  
 
+ Ageing – consider and evidence why it’s appropriate that the provision ‘kicks 
in’ at that particular point, ie. after 90 or 180 days (or a shorter period). 
 
+ It would therefore not be appropriate that you just accept the position that it’s 
always been done this way and that the ‘%’ and ’days’ is ‘what is always used’.

+ The same would apply where there is a change in the assumptions from the prior year or where you  
believe there should be, ie evidence that you’ve audited and not just accepted this. 
 
+ Consider if the assumptions are reasonable in light of the nature of the client’s business and if derived 
and applied on a line-by-line basis or in product groupings.

EXAMPLE
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+ If the assumptions (mentioned on previous page) are sensitive to variation or subjective, this im-
pacts estimation uncertainty  
(considered below) which in turn may lead to a SRMM assessment around the provision. 
 
Any expert involvement
If your client uses an expert in making the provision, you need to consider the impact on your audit 
work and in particular document their independence, objectivity, competence and work performed.

CLICK ON THE ROBOT

Document the factors that support your understanding of how your client  
makes the provision in the UTE questionnaire.

DOCUMENTATION
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#3 – PERFORM A RETROSPECTIVE REVIEW – CONSIDER 
THE IMPACT OF THE PRIOR YEAR PROVISION  

This allows you to consider the reasonableness of  
management’s assumptions.   
 
+ This does not mean that you can conclude that the current 
year provision calculation is acceptable simply because it 
uses the same method(s) and/or percentages as the prior 
year – consistency does not mean it’s correct or still  
appropriate.  

+ Instead, consider the accuracy/adequacy of the current 
provision by reviewing the outcome of the prior year’s  
provision, by looking at sales volumes/prices of items  
previously provided against.  For example, if your client  
provides for 100% of everything older than 2 years, look at 
the level of current year sales of such old stock items.
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#4 – EVALUATE THE DEGREE OF ESTIMATION UNCERTAINTY – IT AFFECTS YOUR RISK  
ASSESSMENT 
 
The stock provision is an accounting estimate and as a result, you need to evaluate ‘estimation  
uncertainty’. This will require you to document the degree of this inherent lack of precision as ‘Not high’ 
or ‘High’ and if this gives rise to a SRMM over the provision.  To make this judgement, you’ll consider  
factors such as: 
 
+ The extent to which the provision depends on judgement or is subjective. 
+ Availability of any reliable data from external sources to support the provision.
+ How sensitive the provision is to changes in any of the underlying assumptions.
+ If the provision impacts going concern. 
 
Where you’ve concluded that estimation uncertainty is high, include discussion of this in the ETD to de-
termine if it gives rise to a SRMM. If it does, specific procedures need to be included in your test design 
plans, which we highlight throughout this guidance.

Document the consideration of estimation uncertainty as ‘High/’Not 
high’ and the discussion around assessment of risk in the ETD minutes 
and the ‘Estimates worksheet’.  Clearly document the procedures that 
you plan to do in the appropriate test design plan.

In addition to your own evaluation, you need to consider if your client  
assessed the effect of estimation uncertainty and document this in the  
UTE questionnaire.

DOCUMENTATION
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+ It’s important that you determine if your client has assessed how estimation uncertainty affects 
the stock provision, not just the specific manner in which the provision is calculated.   
 
+ In practice, your client may not ‘actively’ assess this, but they’re addressing this indirectly if for 
example they consider the accuracy/adequacy of the current provision by reviewing the outcome 
of the prior year’s provision.

#5 – REMAIN PROFESSIONALLY SCEPTICAL – CONSIDER POTENTIAL MANAGEMENT BIAS 
 
There is a direct correlation between estimation uncertainty and the susceptibility of the provision to 
(un)intentional management bias relating to the decisions and judgements management make around 
the provision. They may, for example, in a period of economic difficulty want to portray a more positive 
picture by favouring a particular assumption that assists them to potentially overstate the value of the 
stock.   

Where you conclude that there are indicators of bias, it does not necessarily mean that the provision 
(taken in isolation) is not reasonable, but you do need to document if there are implications for the audit 
overall when you consider all estimates and potential bias.

CLICK ON THE ROBOT
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#6 – EVALUATE IF THE PROVISION GIVES RISE TO A SRMM OR NORMAL RMM – IT AFFECTS THE  
LEVEL OF AUDIT WORK  
 
Risk assessment considerations
Ideally, this will be discussed and concluded on at the ETD. Determining if the provision gives rise to a 
SRMM is, like any other area a matter of professional judgement, but influenced by for example – if the  
provision: 
 
+ Is of an actual/expected magnitude that is material
+ Is not calculated using recognised techniques, or is highly specialised 
+ Is determined by your client with the use of an expert 
+ Has a risk of fraud in relation to it
+ Includes significant estimation uncertainty that potentially impacts going concern
+ Gives rise to a wide range of measurement uncertainty

Document your work around consideration of whether this gives rise to 
a SRMM in the ETD minutes and ensure this is consistent with your  
conclusion in Section 2.99 (Evaluation of potential risks).

DOCUMENTATION
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Response considerations
We’ve highlighted specific responses throughout 
this guide, also pointing to specific procedures 
where you’ve assessed this area as a SRMM. Some 
additional matters relating to controls, developing 
your own point estimate/range and disclosure are 
considered below.

Consider control implications 
Where your client has well designed and  
implemented controls over creating and  
monitoring the provision, for example they review 
how estimates are set including any calculations 
or model used and approve the provision, and you 
evaluated this to be adequate, you may be in a  
position to test the operating effectiveness of  
relevant controls over the provision. 
 
Where you’ve assessed the risk around the  
provision as an SRMM, auditing standards require 
you to consider what controls your client has in 
place around the SRMM. Like any other area, you’re 
interested in the CARA for this area and if there are 
no controls, consider your reporting responsibilities 
to your client.
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Develop a point estimate/range to evaluate your client’s provision
This could be necessary where for instance there are subsequent events that contradict your client’s  
provision, for example evidence of ‘old’ stock that was 100% provided for, but subsequently sold after 
the year-end. 

Audit the disclosure of the provision
Ensure that your documentation shows that you’ve obtained sufficient appropriate audit evidence that 
the provision disclosures, including the estimation uncertainty disclosure, are adequate. 

#7 – YOUR DOCUMENTATION IN APT  

While we’ve highlighted relevant documentation aspects throughout this guidance, APT has two  
specific documents to assist you to consider and document that you’ve adequately adopted the  
provision ‘audit mind-set’ to meet the relevant auditing requirements.

Accounting estimates aide memoire 
It lists the auditing standard’s requirements for 
estimates, which could include the stock  
provision, with signposting to the CAW. It’s  
included by default in Section 2 of the APT  
library.

Use the document and signposting in the CAW: 

+ Senior/engagement manager – to plan for and 
carry out the work on provisions, including the 
stock provision. 
 
+ Engagement partner/manager – to assist you 
to review the sufficiency and appropriateness of 
work performed to support the opinion on  
provisions, including any stock provision.
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The APT documentation 
is included for reference. 
In practice, always use 
the actual documents 
included in the relevant 
APT library.

CLICK ON THE ROBOT



Estimates worksheet
This template worksheet collates all estimates, 
which could include your stock provision, in a 
single summary worksheet. It’s included by  
default in the ‘Example documents’ in APT.

Consider documenting the stock provision in the 
Accounting estimates worksheet to demonstrate 
that you’ve adopted the ‘provision’ audit  
mind-set. 

The worksheet also includes specific  
procedures for responses around provisions that 
are assessed at RMM and SRMM level, but makes 
it clear that you need NOT include all of these in 
your test design plans, you need to consider what 
would be appropriate for your client.

The APT documentation 
is included for reference. 
In practice, always use 
the actual documents 
included in the relevant 
APT library.

CLICK ON THE ROBOT

PAGE 18



KEY MESSAGES
+ The work around NRV and provisions requires you to challenge, not simply ‘accept’ the  
estimates behind the valuation of stock.  
+ NRV testing requires you to exercise professional judgement to determine that stock is valued  
at the lower of cost and NRV. 
+ Adopting a ‘provision’ audit mind-set starts with a proper understanding of how your client  
calculates the provision. 
+ Always look at the outcome of prior year provisions. 
+ Keep in mind that provision calculations almost always depend to some extent on  
non-financial IPE. 
+ In practice, where the valuation assertion for stock is an SRMM, you need to consider that your  
testing strategy addresses this adequately by designing audit procedures that specifically  
respond to that risk for your particular client.

PAGE 19



The following document was produced for internal use only. The content is for general  
information purposes and is not a substitute for appropriate consultation or research, if 
you have any questions or comments on this subject please contact a member of TSG.
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