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the auditor should determine whether the inventory has been properly written down. Note that the 
international accounting standards require reversal for subsequent increase in value of inventory 
previously written down (IAS 2). Finally, the auditor should investigate any large adjustments between 
the amount of inventory shown in the general ledger account and the amount determined from the 
physical inventory count (book-to-physical adjustments) for possible misstatements. Potential reasons 
for book-to-physical differences include unreported spoilage, cut-off errors and theft. 

Classification and Understandability 
The presentation and disclosure assertion of classification of inventory for EarthWear is not an issue 
because the company sells only finished products. However, in a manufacturing company, the auditor must 
determine that inventory is properly classified as raw materials, work in progress or finished goods. In most 
manufacturing companies, proper classification can be achieved by determining which manufacturing 
processing department has control of the inventory on the date of the physical count. For example, if 
inventory tags are used to count inventory and they are assigned numerically to departments, classification 
can be verified at the physical inventory. The auditor can ensure that each department is using the assigned 
tags. The tag control information by department can be compared to the information on the inventory 
compilation to ensure that it is properly classified among raw materials, work in progress and finished goods.

Other Presentation and Disclosure Assertions 
Several important disclosure issues are related to inventory. Table 13–9 presents some examples of 
disclosure items for inventory and related accounts. For example, management should disclose the 
cost method, such as the first in, first out (FIFO) or weighted average methods, used to value inventory. 
Note that international accounting standards do not permit the use of the last in, first out (LIFO) 
method (IAS 2). Management should also disclose the components of inventory either on the face of 
the balance sheet or in the notes. Components of inventories may include merchandise, production 
supplies, materials, work in progress and finished goods. International accounting standards require 
detailed disclosure of inventories in the notes, including disclosure of the net change in inventories for 
the period for entities reporting cost of sales in the income statement. Exhibit 13–4 illustrates financial 
statement disclosure of accounting policy for inventory.

• Cost method (FIFO or weighted average)

• Components of inventory

• Long-term purchase contracts

• Consigned inventory

• Purchases from related parties

• Pledged or assigned inventory

• Expenses from write-downs of inventory or losses on long-term purchase commitments

• Warranty obligations

Table 13–9 Examples of Disclosure Items for Inventory and Related Accounts 

Inventories, including work in progress, are valued at the lower of cost or net realizable value less 
costs to sell after provisions for obsolete inventories. The net realizable value less costs to sell is the 
estimated selling price in the ordinary course of business, less the estimated cost of completion 
and estimated costs necessary to make the sale. Inventories are measured using the FIFO method. 
Finished goods and work in progress include variable costs and fixed costs that can be allocated to 
goods based on normal capacity.

Obsolete inventories have been fully recognized as impairment losses.

Sample Financial Statement Disclosure for InventoryExhibit 13–4
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