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Overview of the Inventory Management Process 
The inventory management process is affected by the control activities previously discussed for the 
revenue, purchasing and payroll processes. Figure 13–1 shows how each of these processes interacts 
with the inventory management process. The acquisition of and payment for inventory are controlled 
via the purchasing process. The cost of both direct and indirect labour assigned to inventory is 
controlled through the payroll process. Last, finished goods are sold and accounted for as part of the 
revenue process. Thus, the ‘cradle-to-grave’ cycle for inventory begins when goods are purchased and 
stored, and ends when the finished goods are shipped to customers.

Inventory can represent one of the most complex parts of the audit. For example, while determining 
the quantity of inventory on hand is usually an easy audit step to complete, assigning costs to value 
those quantities is more difficult. Additionally, there may be other troublesome valuation issues rel-
ated to inventory such as measurement of inventory at the lower of cost or value (net realizable value).

Exhibit 13–1 describes EarthWear’s inventory system, while Figure 13–2 flowcharts the system. 
This description and flowchart provide a framework for discussing the control activities and tests of 
controls for the inventory management process in more detail. However, because of differences in 
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Figure 13–1  The Relationship of the Inventory Management Process 
to Other Accounting Processes 
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Clothing and other products sold by EarthWear are developed by the company’s design department. All 
goods are produced by independent manufacturers, except for most of EarthWear’s soft luggage. The 
company purchases merchandise from more than 300 domestic and foreign manufacturers. For many 
major suppliers, goods are ordered and paid for through the company’s electronic data interchange 
(EDI) system. The computerized inventory control system handles the receipt of shipments from 
manufacturers. Goods are received at the receiving department, where the information is agreed to 
the purchase order (receiving report) and entered into the inventory control system.

The company’s sales representatives enter orders into an online order entry and inventory 
control system; customers using the company’s Internet site complete a computer screen that 
enters the orders. Computer processing of orders is performed each night on a batch basis, at 
which time shipping tickets are printed with bar codes for optical scanning. Inventory is picked 
based on the location of individual products rather than orders, followed by computerized sorting 
and transporting of goods to multiple packing stations and shipping zones.

* For simplicity of presentation, we have not included inventory processes at EarthWear’s outlet stores.

Description of EarthWear’s Inventory System*Exhibit 13–1
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