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March 2, 2004 
 
The Honorable Bill White, Mayor 
City of Houston, Texas 
 
SUBJECT:  Health and Human Services Department 
  Unannounced Inventory Audit (Report No. 04-03) 
 
Dear Mayor White: 
 
The City Controller’s Office Audit Division has completed an Unannounced Inventory Audit of 
the Health and Human Services Department’s (Department) pharmaceutical warehouse located 
at 1116 South Braeswood as of September 8, 2003.  The audit objective was to assist 
management with the assessment of the adequacy of internal controls related to inventory 
management at the above warehouse location.  Additionally, the financial related audit 
evaluated compliance with departmental standard operating procedures. 
  
The report, attached for your review, concluded that internal controls over physical inventory at 
the warehouse are not adequate to provide Department management with reasonable 
assurance that physical inventories are properly safeguarded and managed.  Draft copies of the 
matters contained in the report were provided to appropriate Department officials.  The findings 
and recommendations are presented in the body of the report and the views of responsible 
officials as to actions being taken are appended to the report as Exhibit I.  
 
 
Respectfully submitted,                                            
 

 
Annise D. Parker 
City Controller 
 
 
xc: City Council Members 
 Michael Moore, Chief of Staff, Mayor’s Office 
 Anthony Hall, Chief Administrative Officer 
 Earl Travis, Acting Director, Health and Human Services Department 
        Judy Gray Johnson, Director, Finance and Administration Department 
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SCOPE AND PURPOSE 
 
 
Our scope consisted of conducting an unannounced inventory count and reviewing 
inventory management procedures at the Health and Human Services Department�s 
1116 South Braeswood Warehouse as of September 8, 2003.  Our objective was to 
assist management with the assessment of the adequacy of internal controls related to 
issuing, recording, safeguarding, and valuing assets.  Additionally, the audit evaluated 
the Department�s compliance with its own standard operating procedures.  
 
Departmental management is responsible for establishing and maintaining a system of 
internal controls to adequately safeguard the physical inventory as an integral part of the 
Department�s overall internal control structure.  The objectives of a system are to provide 
management with reasonable, but not absolute, assurance that assets are safeguarded 
against loss from unauthorized use or disposition, and that transactions are executed in 
accordance with management�s authorization and are recorded properly. 
 
Due to the inherent limitations in any system of internal accounting controls, errors or 
irregularities may occur and not be detected in a timely fashion.  Also, projection of any 
evaluation of the system to future periods is subject to the risk that procedures may 
become inadequate because of changes in conditions, or that the degree of compliance 
with procedures may change. 
 
 

CONCLUSION 
 
 
Based on the results of our audit, we concluded that internal controls over the Health 
and Human Services Department�s inventory warehouse are not adequate to provide 
Department management with reasonable assurance that physical inventories are 
properly safeguarded and managed. 
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INTRODUCTION 

 
 
On September 8, 2003, Controller�s Office auditors conducted an unannounced 
inventory audit of Health and Human Services Department�s Warehouse (Central 
Pharmacy) located at 1116 South Braeswood.  The Central Pharmacy supplies 
medicines and materials to eight health centers which are La Nueva Casa De Amigos 
Health Center, Lyons Avenue Health Center, Magnolia Health Center, Northside Health 
Center, Riverside Health Center, Sunnyside Health Center, West End Health Center and 
Medical Center Clinic.     
 
The value of the inventory on the date of the audit was $501,102.  The turnover analysis 
in the following table was based on reports dated September 8, 2003. 
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 AUDIT FINDINGS AND RECOMMENDATIONS 
 
 
I. SLOW TURNOVER OF INVENTORY ITEMS  
 
BACKGROUND 

The following table reflects inventory usage at the Health and  
Human Services warehouse.   
 
 
         Inventory Usage Analysis Tables 

 
           HEALTH AND HUMAN SERVICES – WAREHOUSE 042  

            AS OF SEPTEMBER 7, 2003  
  WAREHOUSE 042  
 AS OF SEPTEMBER 7, 2003  
       
 Inventory Usage Analysis Table 
        

      Value     Supply 
   No. of Usage in On Hand On INVENTORY On Hand 
   Commodities $'s 9/7/2003 Hand % TURNOVER In Years 

   72  0  33,719 6.73% 0.00  Infinite 
   11  2,467  33,476 6.68% 0.07  10 Yrs & Up 
   85 161,993  419,666 83.75% 0.39  1 To 9.99 Yrs

 
Subtotal/ 
Calculation 168  164,460  486,861 97.16% 0.34  3 Years 

   31 76,664  14,241 2.84% 5.38  .01 To .99 Yrs
   1 314  0  0.00% ∞ 0 Years 

 
Subtotal/ 
Calculation 32 76,978  14,241 2.84% 5.41  .19 Years 

 
Total/ 
Calculation 200  241,438  501,102 100.00% 0.48  2.08 Years 

 
 
 

Source:  Weekly Warehouses Inventory Status By Part Number Report (ICS102) dated September 7, 2003.  
We also used the ABC Inventory Control by Warehouse Report (ICS661) for the Quantity Issued Amount 
Dated August 26, 2003. 

 
 
FINDING 

Our analysis of the inventory at warehouse 042 revealed that 
$486,861 (97%) of the $501,102 total inventory on hand, will be in 
inventory an average of 3 years. Of the $486,861, $67,195 of the 
commodities have a supply greater than 10 years and $419,666 of 
the commodities have a supply greater than one but less than 10 
years. The remainder, $14,241 (3%) will be in inventory an 
average of approximately 2 months. 
 
The cost of acquiring, warehousing, and managing excessive 
quantities of inventory is an unnecessary commitment of City 
resources and exposes the inventory to obsolescence and 
misappropriation. 
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RECOMMENDATION 
We recommend that management dispose of excess and obsolete 
items and draft and adopt Standard Operating Procedures to 
include a schedule for a periodic review to remove obsolete items 
from stock. 
 
 

II.  UNANNOUNCED INVENTORY COUNTS 
 
BACKGROUND 
 A judgmental sample was selected to perform a physical inventory 

count from the pharmacy items.  The sample consisted of 60 
different items and was chosen from the Warehouse Inventory 
Status or ICS102 Report provided by pharmacy management. 

 
 
FINDING 
 Our testing revealed significant differences between the perpetual 

records and the physical inventory counts as follows: 
 

• The �Quantity on Hand� per the Inventory Status Report 
did not agree to the auditors� physical inventory count for 
95% (57 of 60) of the sample items reviewed. 
 

 
RECOMMENDATION 

A cycle count concentrates efforts on the inventory with the 
highest issue activity value and the highest risk of error.  To 
identify differences between actual inventory quantities and the 
perpetual records, we recommend that management routinely 
perform inventory cycle counts.  Management should then 
determine the cause of the differences and take appropriate 
corrective action.    
 

 
III.   ABSENCE OF WRITTEN POLICIES AND PROCEDURES 

 
FINDING 

The Central Pharmacy does not have in place written policies and 
procedures detailing how to account for inventory.  Absence of 
procedures may have caused some of the noted issues. 
 
 

RECOMMENDATION 
 We recommend that the Central Pharmacy immediately develop 

written policies and procedures to account for inventory and that 
its staff become trained in record keeping. 
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IV.    MAXIMUM/MINIMUM REORDERING POINTS NOT ESTABLISHED 
 
FINDING 
 Our review disclosed that the Central Pharmacy has not 

established the maximum or minimum amounts of medicines that 
should be on hand.   

  
 Establishing a maximum is essential as it will minimize excessive 

inventory levels exposure to obsolescence and misappropriation. 
 
 Establishing the mimimum amounts to be on hand is critical as it 

ensures sufficient quantities are on hand to avoid a shortage of 
medicines. 

 
 
RECOMMENDATION 
 We recommend that the Central Pharmacy establish maximum or 

minimum reordering points to eliminate the excess or shortage of 
medicines. 

 
 
V.     NO BIN LABELS ON THE WAREHOUSE SHELVES 
 
FINDING 
 Bin labels help ensure that warehouses remain organized and 

make it easier to compare the actual inventory quantities to the 
perpetual records.  An inventory bin label was not affixed to the 
bin location on the Central Pharmacy Warehouse shelves for 44 
out of 60 (74%) items that  were tested. 

 
 
 
RECOMMENDATION 
 We recommend that  the Central Pharmacy attach bin labels to 

the bin locations that do not have a label.  The labels should 
include the part description, commodity code number, unit of 
measure and bin and row numbers. 

 
 
VI.     COMMODITY CODES DID NOT AGREE 
 
FINDING 

The commodity codes at the bin location should correspond to  
the perpetual records to help maintain inventory control. The 
commodity codes at the bin location did not agree with the 
commodity codes of the Warehouse Status Report for 48 of 60 
(80%) items that were tested. 

 
 
RECOMMENDATION 

We recommend that the Central Pharmacy review and correct the 
 differences between the commodity codes at the bin location and  
 the commodity codes of the Warehouse Status Report. 
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VII.     INACCURATE ORDER FORM 
 
FINDING 

Order forms used by the health centers help ensure accurate 
records.  The commodity codes for 6 of 25 (24%) items we tested 
differed on the order forms from the Warehouse Status Report 
provided by the City�s Strategic Purchasing Division and the 
Pharmacy�s Catalog for 2003 Medication.   

  
    
RECOMMENDATION 
 We recommend that the Central Pharmacy revise the order form  

to reflect the category codes of the Pharmacy�s Catalog for 2003 
Medication. 
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