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Organizations worldwide increasingly depend on inventory-control systems and processes to reduce storage and transportation costs and manage and use inventory more effectively. Inventory control is necessary to monitor inventory transactions, analyze supply levels, classify stock for positive control, and maintain a history for future planning. For inventory control to be effective, organizations must compile and analyze information about all aspects of their inventory, including turnover ratios, accuracy, excess stock, obsolescence, and transaction activity.

For auditors, one of the main inventory-control issues is determining whether slow-moving, obsolete, scrapped, or damaged items have been adequately identified. This can be done by obtaining and reviewing a schedule of items that have shown little or no recent movement, reviewing detailed inventory records such as bin cards, and reviewing periodic reports to management concerning such information. In addition, auditors must review the actions taken by management to curtail the purchase of those items identified as slow moving or non-moving.

Auditors face several problems when analyzing inventory. Physically verifying the correctness of inventory figures can be difficult and time-consuming. Also, manual inventory analysis is very cumbersome because auditors often must analyze a large volume of records stored in several different files. 

Computer-assisted audit techniques (CAAT) have been a widely accepted tool for performing propriety audits and certifying accounts because of their user-friendliness, capacity to process a large volume of data in a short time, and ability to protect the integrity of data. These qualities make CAATs ideal for inventory-control audits. Not only are they easier and faster than manual methods, they allow auditors to review large amounts of data and join multiple files and records into one database file for analysis. 

CAATs also provide a greater depth of data analysis, better information, and enable auditors to conduct more-thorough reviews that encompass a larger number of inventory transactions. For example, auditors can use CAATs to test inventory and sales figures based on the dispatch numbers and purchase files for each receipt number. They can cross-check master file and transaction file data to find any items that were not raised in the master file. Age analysis can discover inventory that has not moved in several years and identify moving, slow-moving, and non-moving inventory. Finally, auditors can use CAATs to match the main inventory master file with the quantity, cost, and details for each item.

A Case Study
Recently, auditors used CAATs to certify accounts during a review of an inventory management system for an oil exploration company. Their findings revealed fraudulent accounting practices that misleadingly inflated the company’s overall financial performance.

Company X was established in 1986 to explore for oil in the Indian Ocean and consists of two business units. An exploration unit operates from a headquarters office in Bombay, India, and two offshore facilities, and a second unit handles administration, export, and financial control functions from an office in the nation’s countryside. The exploration facility maintains huge machines that are used for oil exploration and production, which are mainly imported from Western countries.

Company X has a systems department headed by a senior manager. The IT system at the exploration site comprises a Sun SPARC 10 server that is also used to host a wide area network (WAN) and a local area network (LAN) with 14 nodes. In addition to the server, personal computers are located at the stores, accounts, and administration departments. 

While the SPARC system is used for the online stores program for querying and reporting purposes only, the LAN is used for querying and entering transaction data in the stores department. PCs are used for the payroll program and financial accounting data entry. Stores transactions are posted on a daily basis. The unit also processes the inventory transactions of the countryside unit each month. 

The stores department is headed by a senior manager and is responsible for maintaining inventory for the exploration facility. It consists of three sections: material planning and control, material receipts, and custody. The department has an online stores program in which inventory transactions are entered through the LAN. These transactions are posted daily to the SPARC system.

All the materials in inventory are allocated with a 9-digit code. The first two digits represent the major code, the next two digits represent the minor code, the next four digits represent the item, and the last digit is the check digit.

The material-receipt section checks the quantum of materials received against purchase orders and generates an inventory-delivery receipt called a challan and goods-received notes (GRN), which are sent to the custody section. A storekeeper receives the materials accompanied by GRNs and verifies the code number, quantity received, and other particulars. The GRNs are sent to the accounts department for valuation and posting for priced stores ledger purposes.

The custody section issues materials to various jobs accompanied by stores issue vouchers (SIV), which are fed into the computer. Before materials are issued, the storekeeper must verify that the SIVs are issued to the indenter who originally ordered the materials. If they are not, then the original indenter must be contacted for concurrence. SIVs are serially numbered in a control register and posted immediately upon issue of materials.

All unused, unserviceable, used but serviceable, repaired or reconditioned, and warranty replacement materials are returned to the stores department through material return vouchers (MRV). Stores officer authorization is required for return of unused or used but serviceable items. MRVs are also serially numbered in a control register and posted immediately upon return of materials. Value is assigned only for unused materials.

Each quarter, Company X generates a priced stores ledger (PSL) consisting of all stores transactions.

The Audit
A reputable chartered accounting firm carried out the audit of Company X annually and issued a certificate of fairness. During this audit, the accounting firm was required to state that:

The auditors had obtained all the information and explanations to the best of their knowledge and belief.       

Company X maintained proper books of accounts as required by law.       

Company X’s balance sheet and profit and loss account were in agreement with its books of accounts and returns.
Furthermore, Company X’s proper books of accounts should show proper accounts of receipts and expenditures, sales and purchases, and assets and liabilities. Over and above the chartered accounting firm’s audit, government auditors must audit Company X because the government has a substantial investment in the company.

Observations
During the audit of Company X, auditors observed that the company was showing consistently positive results in spite of a recession in the oil sector in which many other companies had been showing poor results. For the past three years, the company had very good financial results and its inventory management had performed impressively. The auditors were suspicious of these results, so they decided to verify the aspect of proper accounts of Company X’s assets and liabilities and the firm’s inventory management system in detail.

To do this, auditors downloaded the data pertaining to the inventory in a database file and analyzed the data using audit software tools. The database file contained information on goods received, value of goods issued, goods-issue date, goods-returned date, and goods-returned value.  
Over the two-week period covered by the audit, there were 211 transaction records and 9,692 goods were issued with an issue value of 45.66 million rupees (Rs) (approximately U.S.$1.01 million). There were 211 records for returned goods. Of these items, the number of records with “0” value was 207, and the value of the remaining four records was Rs2.32 million (U.S.$51,556), leaving a difference of Rs43.34 million (U.S.$963,111). Thus, it appeared that the value of goods worth Rs43.34 million had lost its value in a couple of weeks and was being stored at “0” value. 

This sudden loss of value raised the auditors’ suspicions and led them to the production center where the items were sent. An inquiry in the production center revealed that the goods had been returned without use. Management stated that it was a normal practice to assign a value of “0” to materials that were returned from the production center after use because it was difficult to evaluate the value of the used materials. But when auditors pointed out that these materials were new items, not used, management expressed surprise and stated that it would investigate the matter.

Auditors told management that Company X’s assets were undervalued to the tune of Rs43.34 million. This allowed the company to show better financial results in subsequent years than if the assets were stored at their correct value. Company X was able to manipulate its accounts by revaluating such assets to “0” whenever it wanted. 

Following this initial finding, Company X management stated that they agreed with this audit point and appointed a committee to evaluate and prevent this practice. However, upon further verification, auditors observed that the company was trying to show the shareholders that its inventory management system was very good and it did not have any inventory that was slow or non-moving. This practice allowed managers to hide the purchases that they had made even when these purchases were not actually required.

As a result, managers could buy the materials of their choice whether or not they were actually required for the production process, buy materials from a firm known to them, and issue the materials to the production center to make auditors believe that they were actually needed. After a few days, the production center would return these materials because they were not needed. The storekeeper would receive these returned materials and assign them a value of “0.” Therefore, the number and value of the items held in inventory were reduced and Company X was able to claim it was managing inventory effectively. 

Conclusion
The chartered accounting firm’s audit revealed that Company X had adopted an inventory method that defrauded both shareholders and government tax authorities. If not for the use of audit software tools, it would have been difficult to unearth this fraud. Such innovative audit tools make it easier for auditors to find fraudulent practices wherever they exist.
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