INTERNAL CONTROLS

CONTROL ENVIRONMENT
Sets the tone of the organization toward control consciousness.

INFORMATION SYSTEM AND COMMUNICATION
Establishment of an information system to manage and communicate 

the organization’s activities and prepare financial statements.

RISK ASSESSMENT
Identification, analysis and management of risks affecting the organization.

CONTROL ACTIVITIES
Policies and control procedures to address risks and accomplish management objectives.

MONITORING
Mechanisms to provide feedback on whether internal control is operating effectively.

SUMMARY OF UNDERSTANDING INTERNAL CONTROLS 

REQUIRED TO PLAN THE AUDIT

Objectives:  Internal control is broadly defined as a process designed to provide reasonable assurance regarding the achievement of following objectives:

· Reliability of financial reporting

· Operational effectiveness and efficiency

· Compliance with applicable laws and regulations

Overall:  Obtain knowledge about design and whether controls have been placed in operation; the understanding should be adequate to allow the 

                auditor to:

· Identify types of potential misstatements

· Consider factors affecting risk of material misstatements

· Design effective substantive tests



INTERNAL CONTROL COMPONENT - DEFINITIONS

CONTROL ENVIRONMENT
INFORMATION SYSTEM & COMMUNICATION
RISK ASSESSMENT
CONTROL ACTIVITIES
MONITORING

The control environment sets the tone of an organization, influencing the control consciousness of its people.  It is the foundation for all other components of internal control, providing discipline and structure.
The information system relevant to financial reporting objectives, which includes the accounting system, consists of the methods and records established to record, process, summarize, and report entity transactions (as well as events and conditions) and to maintain accountability for the related assets, liabilities, and equity.  Communication involves providing an understanding of individual roles and responsibilities pertaining to internal control over financial reporting.
An entity’s risk assessment for financial reporting purposes is its identification, analysis, and management of risks relevant to the preparation of financial statements that are fairly presented in conformity with generally accepted accounting principles.
Control activities are the policies and procedures that help ensure that management directives are carried out.
Monitoring is a process that assesses the quality of internal control performance over time.

AUDITOR’S RESPONSIBILITY  REGARDING INTERNAL CONTROL

CONTROL ENVIRONMENT
INFORMATION SYSTEM
RISK ASSESSMENT
CONTROL ACTIVITIES
MONITORING

The auditor should obtain sufficient knowledge of the control environment to understand management’s and the board of directors’ attitude, awareness, and actions concerning the control environment, considering both the substance of controls and their collective effect.
Obtain understanding of  the information system regarding:

1. Transaction TYPES
2. Accounting RECORDS
3. Financial REPORTING process

4. Transaction INITIATION
5. Transaction PROCESSING methods
The auditor should obtain sufficient knowledge of the entity’s risk assessment process to understand how management considers risks relevant to financial reporting objectives and decides about actions to address those risks.
Obtain understanding :

1. To plan a cost effective audit

2. Of controls which relate to the audit of financial statements.
Obtain sufficient knowledge of the major types of activities the entity uses to monitor internal control over financial reporting, including how those activities are used to initiate corrective actions.



INTERNAL CONTROL COMPONENT DETAILS

CONTROL ENVIRONMENT
ACCOUNTING SYSTEM
RISK ASSESSMENT
CONTROL ACTIVITIES
MONITORING

Factors are:
1. Integrity and ethical values

2. Audit committee and Board of Directors

3. Philosophy of Mgmt. and operating style

4. Assignment of authority and responsibility

5. Commitment to competence
6. Human resource policies and procedures

7. Organizational structure

See below for detailed discussion
Objectives relating to transactions:
1. Identify and record all valid transactions

2. Record on a timely  basis 

3. Measure the value properly 
4. Record in the proper period 

5. Properly present & disclose


Risks can arise or change due to:

1. Rapid Growth 
2. Corporate Restructuring
3. Accounting Pronouncements

4. New Lines, products, or activities

5. New Technology
6. New Information System

7. New Personnel
8. Changes in the Operating Environment

9. Foreign Operations

Specific procedures are:
1. Segregation of duties- custody, authorization, and record keeping 

2. Information Processing

3. Performance reviews

4. Physical

Examples include:

1. internal auditors

2. continual mgmt. review of exception and operation reports

3. periodic independent audit

4. regulator’s suggestions for improvement

5. review/response to customer complaints


Detail of Control Environment--Management Philosophy and Operating Style

Management philosophy and operating style characteristic may include the following: management’s approach to taking and monitoring business risks; management’s attitudes and actions toward financial reporting; and management’s emphasis on meeting budget, profit and other financial and operating goals.

Integrity and ethical values.

The effectiveness of controls cannot rise above the integrity and ethical values of the people who create, administer, and monitor them.  Integrity and ethical values are essential elements of the control environment, affecting the design, administration, and monitoring of other components.  Integrity and ethical behavior are the product of the entity’s ethical and behavioral standards, how they are communicated, and how they are reinforced in practice.  They include management’s actions to remove or reduce incentives and temptations that might prompt personnel to engage in dishonest, illegal, or unethical acts.  They also include the communication of entity values and behavioral standards to personnel through policy statements and codes of conduct and by example.

Commitment to competence

Competence is the knowledge and skills necessary to accomplish task that define the individual’s job.  Commitment to competence includes management’s consideration of the competence levels for particular jobs and how those levels translate into requisite skills and knowledge.

Board of directors or audit committee participation.

An entity’s control consciousness is influenced significantly by the entity’s board of directors or audit committee.  Attributes include the board or audit committee’s independence from management, the experience and stature of its members, the extent of its involvement and scrutiny of activities, the appropriateness of its actions, the degree to which difficult questions are raised and pursued with management, and its interaction with internal and external auditors.

Management’s philosophy and operating style.

Management’s philosophy and operating style encompass abroad range of characteristI/C.  Such characteristI/C may include the following:  management’s approach to taking and monitoring business risk; management’s attitudes and actions toward financial reporting (conservative or aggressive selection from available alternative accounting principles, and conscientiousness and conservatism with which accounting estimates are developed); and  management’s attitudes toward information processing and accounting functions and personnel.

Organizational structure.

An entity’s organizational structure provides the framework within which its activities for achieving entitywide objectives are planned, executed, controlled, and monitored.  Establishing a relevant organizational structure includes considering key areas of authority and responsibility and appropriate lines of reporting.  An entity develops an organizational structure depends, in part, on its size and the nature of its activities.

Assignment of authority and responsibility

This factor includes how authority and responsibility for operating activities are assigned and how reporting relationships and authorization hierarchies are established.  It also includes policies relating to appropriate business practices, knowledge and experience of key personnel, and resources provided for carrying out duties.  In addition, it includes policies and communications directed at ensuring that all personnel understand the entity’s objectives, know how their individual actions interrelate and contribute to those objectives, and recognize how and for what they will be held accountable.

Human resource policies and practices

Human resource policies and practices related to hiring, orientation, training, evaluating, counseling, promoting, compensating, and remedial action for example, standards for hiring the most qualified individuals- with emphasis on educational background, prior work experience, past accomplishments, and evidence of integrity and ethical behavior- demonstrate an entity’s commitment to competent and trustworthy people.  Training policies that communicate prospective roles and responsibilities and include practices such as training schools and seminars illustrate expected level of performance and behavior.  Promotions driven by periodic performance appraisals demonstrate the entity’s commitment to the advance of qualified personnel to higher levels of responsibility.

