[Date]

[To: Name of Management/Board of Directors]
[Company Name]
[Company Address]

Subject: Management Letter - Deficiency in Inventory Costing Methods
Dear [Name],

In connection with our audit of the financial statements of [Company Name] for the year ended
[Year End Date], we reviewed the company's internal controls and accounting procedures
regarding inventory valuation.

Observation:

During our testing, we noted that the current inventory costing method does not accurately
reflect the actual flow of costs or the current market value. Specifically, [describe specific issue,
e.g., the use of outdated standard costs or lack of overhead allocation]. This has resulted in
inconsistencies between physical stock values and the general ledger.

Risk:

The use of inadequate costing methods increases the risk of material misstatement in the
financial statements. It may lead to overvalued or undervalued ending inventory, distorted Cost
of Goods Sold (COGS), and inaccurate gross profit margins, which can impact management
decision-making.

Recommendation:

We recommend that the company implement a more robust costing methodology, such as [First-
In, First-Out (FIFO) or Weighted Average Cost]. Additionally, the company should perform a
formal review of standard costs at least annually and ensure all direct and indirect production
costs are appropriately allocated to inventory units.

Management Response:
[Space for Management to provide comments/action plan]

We would like to thank your staff for their cooperation during this process. We are available to
discuss these matters further at your convenience.

Sincerely,

[Your Name/Audit Firm Name]
[Title]



