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Abstract Inventory audit, especially the tests of account balances at the 
end of exercise is seldom the most complex and the longest audit part. 
The audit of the inventory-storage cycle comprises five steps mentioned in 
this work. This work concerns one step of the accounting audit, namely 
the cost accounting audit, and also the analytical procedures that can be 
applied in the final inventory account balance, presenting the potential 
risks and the applicable tests in the reduction of these risks.  
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INTRODUCTION 
Inventories may have different forms, according to the nature of 

enterprise activity. In the case of the companies specialized in wholesale or 
retail trade, the most important inventory is represented by the goods 
available for merchandising. In a hospital, for example, the inventories 
include food, drugs and medical disposable elements. A producer will have 
raw matter, purchased components and disposable elements used for 
production, goods under production and also final products, available for 
sale. In the current case, we chose to present inventories from the 
perspective of a producing company. However, the most of the principles 
discussed here may be applied in the case of other companies as well. 

Within a company, inventories may range according to volume and 
cost. Where the inventory is a significant one, the audit tests are used in 
order to provide information regarding its existence, completeness and 
value. 

Among the factors determining the complexity of inventory audit, 
we may mention: 
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• Usually, inventories represent an important part of the balance sheet 
and are the biggest ones of the elements that amount to the accounts 
included in the floating assets. 

• Inventories are stored in various emplacements, which complicate the 
physical control and stock-taking of them. Companies are obliged to 
assure inventory accessibility in order to produce and commercialize 
the products efficiently, but this inventory dispersion creates significant 
problems for auditors. 

• The diversification of inventory assets creates, in its turn, difficulties to 
auditors.  

• Also, inventory assessment is difficult because of some factors like 
obsolescence and the need to allocate a part of the total production costs 
to the inventory value.  

• There are several reasonable methods of inventory assessment, but each 
client must apply a sequential method from one year to another. 
Moreover, an organization may prefer different assessment methods for 
different inventory categories, and this fact is allowed by the general 
accepted accounting principles. 

1. OBJECTIVES AND COMPONENTS OF INVENTORY AUDIT  
The general objective of the inventory-storage cycle audit is to 

determine if the raw matter, goods under production, final products and 
the cost of the sold goods are precisely presented in the financial 
recordings. The audit of the inventory-storage cycle may be distributed 
in five distinct parts, as presented in Figure 1: 

 
Fig. 1. Inventory audit steps   

(Source: adaption according to Arens A. and Loebbeck J., 2003)  
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- Purchase and recording of raw matter, conversion cost and control  
- Transfer of assets and costs  
- Goods forwarding and recording of incomes and costs  
- Physical observation of inventories  
- Prices (assessment) and inventory compilation 

 
3. COST ACCOUNTING AUDIT – MECHANISMS AND CONTROL 

METHODS  
                         

Cost accounting systems and the control mechanisms used by 
different companies range widely in this audit sphere than in all the other 
spheres because of the great diversity of inventory assets and of the book-
keeping complexity. 
Control mechanisms applied in cost accounting  

The cost accounting controls are the control mechanisms applied in 
physical inventories and in the corresponding costs, from the moment the 
raw matter enters into production and until the product is completed and 
transferred to warehouse. These control mechanisms should be classified in 
two major categories: (1) physical controls of the inventories of raw matter, 
goods under production and final products and (2) controls of the connected 
costs. 

Almost all companies need a physical control of their assets, in order 
to prevent losses caused by defalcation and abstraction. The utilization of 
physically-separated areas, with limited access, for raw matter, goods under 
production and final products represents a fundamental control mechanism 
for assets protection. In certain cases, to protect the assets, it is necessary to 
consign the physical inventory control to authorized persons. The utilization 
of pre-labelled documents protects the assets against an improper handling. 
Copies of these documents should be transmitted directly to the accounting 
department by the persons who elaborate them, avoiding the persons 
responsible for inventory physical control. 

The systematic card indexes of permanent stock-taking, kept by 
persons who are not responsible for assets control or do not have access to 
these assets, represent another useful control mechanism that may be 
applied in cost accounting. The permanent stock-taking systematic card 
indexes are important from several points of view, namely: they provide the 
accounting of the articles at company’s service, used for the initiation of 
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production or purchase of supplementary products or raw matter; they 
provide the accounting of raw matter consumption and of final product 
merchandising, which can be verified to detect the articles that cannot be 
sold and with very slow turnover speed; they provide the accounting that 
can be used to identify the persons responsible with physical inventory 
control within the investigations of the differences between physical 
inventories and the sums reflected in account books. 

Another important consideration in cost accounting audit is the 
existence of some adequate mechanisms of internal control (Figure 2), 
which integrate the production accountancy and the financial accountancy in 
order to obtain correct prices for all products.  

 
Fig 2. Projecting methodology of the tests for control mechanisms and of the substantial 

tests for cost accounting operations  
(Source: adaptation according to Arens A. and Loebbeck J., 2003) 

 

The existence of an adequate cost accounting is important for 
company management and represents a support for price establishment, 
expense control and inventory cost assessment. In cost accounting audit, the 
auditor is preoccupied by four aspects, namely: physical inventory control, 
documents and financial accounting used for inventory transfers, permanent 
inventory systematic card indexes and unitary cost accounting. 
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2. ANALYTICAL PROCEDURES AND TESTS OF THE 
FINAL INVENTORY ACCOUNTBALANCE DETAILS   

 
“Analytical procedures” mean the assessments of the financial 

information performed with the help of a study on the plausible 
relationships between the financial and the non-financial information. 
The analytical procedures include the consideration of the comparisons 
between the financial pieces of information belonging to an entity, for 
example: 1) the information comparable with the previous periods; 2) 
the anticipated results of the entity, like budgets or provisions; 3) the 
similar information from the activity sector. 
The analytical procedures are as important in the inventory-storage 
cycle audit as in any other operation cycle.  

Successive to the performance of cost accounting tests and of 
the adequate analytical procedures, the auditor is ready to project and 
perform the tests of the final inventory account balance. The 
methodology projecting these tests comprises three main stages: Stage 
I – tolerable error fixation and the estimation of the inherent risk for 
the inventory-storage cycle; control risk estimation for several cycles 
(inventory-storage, sales-collecting, purchasing-payments, wages-
staff). Stage II – projection and performance of the tests for control 
mechanisms and of the substantial tests for the operations of several 
cycles. Stage III – projection and performance of analytical procedures 
for the inventory-storage cycle and also the projection of tests for 
inventory accounting details, in order to accomplish the audit 
objectives related to sales. 

Firstly, the tolerable error will be fixed and the inherent inventory 
risk will be estimated. Usually, inventories represent one of the most 
significant parts of the financial situations belonging to companies involved 
in production, wholesale trade and retail trade. The inherent risk is seldom 
estimated at relatively big levels for the companies with significant 
inventories. The inventories may be stored in several places, generating 
important preoccupations concerning their existence, including the risk of 
abstraction. The process of price fixation used in inventory assessment is a 
complex one, increasing the risk of erroneous presentation afferent to the 
objective of precision. Also, there could be preoccupations for the moral 
inventory ageing, which is related to the objective of effectible net value. 
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In the control risk estimation, the auditor is mainly interested in the 
internal control mechanisms for the permanent accounting, physical 
controls, inventory stock-taking and determination of inventory prices. The 
nature and depth of control mechanisms differ significantly from one 
company to another. We should remark the fact that the results of the tests 
performed in the other cycles, other than the inventory-storage cycle, 
influence the tests of the inventory account balance details. 

 
3. CONCLUSIONS 

 
The achievement of correct data concerning the raw matter costs, 

direct conversion costs and production control represent an essential 
component of cost accounting. To consider it as being adequate, the cost 
accounting must be integrated in the production accounting and in the other 
financial accounting, in order to generate correct costs for all products. The 
cost accounting books are relevant for the auditor, considering that the final 
inventory assessment depends on the projection and adequate utilization of 
these books. 

The internal control mechanisms concerning cost accounting differ 
significantly from one organization to another. Some adequate tests should 
be projected, relying on cost accounting nature and on how much they will 
consider this accounting, in order to reduce the amount of substantial tests. 

The quality of cost accounting influences also the utilization of 
analytical procedures in the tests of final inventory balance details.  
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