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Inventory Physical Verification by Auditors — Evolving Roles & Responsibilities

1896

Kingston Cotton Mills Company, UK

Lindley L.J.

“.It is no part of an auditor's duty to take stock.
No one contends that it is...’

Lopes L.J.

“.It is not the duty of an auditor to take stock;
he is not a stock expert; there are many matters
in respect of which he must rely on the honesty
and accuracy of others.

He is a watch-dog, but not a bloodhound... If
there 1s anything calculated to excite suspicion
he should probe it to the bottom; but in the
absence of anything of that kind he is only
bound to be reasonably cautious and careful..”
Kay L.J.

“...Upon the best consideration I can give to
the case, I come to the conclusion that this was
not their duty;..”

1940
McKesson & Robbins, Inc., U.S.

“XYZ & Co. in common with a
substantial portion of the profession, took
the position that the verification of
quantities, quality, and condition of
inventories should be confined to the
records. There was, however, a substantial
body of equally authoritative opinion
which supported the view, which we
endorse, the auditors should gain
physical contact with the inventory
either by test counts, by observation of
the inventory taking, or by a combination
of these methods. Meticulous verification
of the inventory was not needed in this
case to discover the fraud..”

215t Century
SA 501, Audit Evidence — Specific
considerations for selected items

Count to Confirm: Attend physical stock
count when inventory is material.

Watch ¢ Check ¢ Test: Observe count
procedures, inspect inventory, perform test
counts.

Reality vs Records: Ensure physical count
= inventory records.

Missed the Count? Compensate: Perform
alternative procedures or risk modified
opinion.

Stock held with Others? Verify: Confirm
or independently inspect third-party
inventory.

Disclaimer: This table is prepared by NFRA Staff solely for educational purposes. Refer relevant accounting and auditing standards for more information.
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Snapshot of Aludit Life Cycle: Rislkk-based Approach

—
Know your client evaluation-Continue/Accept the client
— - Evaluate Independence
Preliminary Engagsement Activities - Understand terms of engagement
——

Obtain an Understanding of the Entity & its Environment

Perform Overall Analytical
Review

Review environmental factors

Audit Strategy & Initial Planning

Dewvelop Owverall Audit Strategy and Audit Plan

Document & evaluate the Perform a Detailed Analytical
Internal Control system Procedures

Audit Program Development

Identify 8 Assess the Risk of Wiaterial Misstatement,
Develop the Initial Audit Approach, and Prepare the Audit

Program

Perform Substantive

Perform Test of Controls/Test Procedures

i.e., Test of Details and
Substantive Analytical
procedures

of Transactions

Audit Program Execution

Evaluate Sufficiency and Appropriateness of Audit
Evidence
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Audit Conclusion —

Determine Appropriate Audit Opinion
(Unmodified, Qualified, Adverse or Disclaimer)

~—

Disclaimer: This diagram is prepared by NFRA Staff solely for educational purposes. Refer relevant accounting and auditing standards for more information.
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