Chapter 8 Internal Control Evaluation

Answer 1

(a)

Internal control is the process designed, implemented and maintained by those charged with governance, management and other personnel to provide reasonable assurance about the achievement of an entity’s objectives with regard to the (reliability of financial reporting, (effectiveness and efficiency of operations, and (compliance with applicable laws and regulations.

The term ‘controls’ refers to any aspects of one or more of the components of internal control.

(b)

HKSA 315 states that there are five components of internal control:

(a)
the control environment

(b)
the entity’s risk assessment process

(c)
the information system including the related business processes, relevant to financial reporting and communication

(d)
control activities

(e)
monitoring of controls
Answer 2
(a)
Sources from which an auditor can obtain knowledge of a client and its industry include:

(i)
previous experience with the entity and its industry;

(ii)
discussions with directors and management of the entity;

(iii)
discussions with internal audit personnel and review of internal audit reports;

(iv)
discussions with knowledgeable people outside the entity (for example, industry economists, industry regulators, customers, suppliers, competitors);

(v)
publications related to the industry (e.g. government statistics, surveys, texts, trade journals, reports prepared by banks and securities dealers, financial newspapers);

(vi)
visits to the entity’s premises and plant facilities.

(Details refer to Chapter 2, point 3.1)

(b)
Control environment – refer to point 2.7.

Control procedures – refer to point 2.11.

The control environment has an effect on the effectiveness of the specific control procedures. A strong control environment can significantly complement specific control procedures. However, a strong environment does not, by itself, ensure the effectiveness of the internal control system.

Factors reflected in the control environment include:

(i)
the function of the board of directors and its committees;

(ii)
management’s philosophy and operating style;

(iii)
the entity’s organizational structure and methods of assigning authority and responsibility;

(iv)
management’s control system including the internal control function, personnel policies and procedures and segregation of duties.

Answer 3
(a)

The five major types of control activities are:

· Authorization
· Performance reviews

· Information processing

· Physical control

· Segregation of duties

(b)

The possible control activities that may exist:

Authorization

· Authorization by appropriate personnel for all additions, changes and deletion of personnel records.

· Authorization for payments of employee benefit costs

Performance review

· Compare actual costs against budgets

· Compare current month’s costs against previous months’
· Relate the number of staff during the month to monthly costs

Information processing

· Unique staff number in sequential order to avoid creation of fictitious personnel record

· Checking of arithmetical accuracy of employee benefit costs to ensure the amounts are in accordance with employment contracts

Physical control

· Restrict access to personnel data

· Restrict access to employment contracts

Segregation of duties

· Persons authorizing employee benefit costs are not responsible for recording

· Persons recording employee benefit costs are not responsible for payment

(c)

Further audit procedures that can be performed as tests of controls:

· Inspect documentary evidence such as authorization for all additions of personnel records and authorization for payments.

· Observe whether the employment contracts are locked.

· Re-performance some control activities, such as follow-ups on unusual monthly fluctuation of employee benefit costs, checking the arithmetical accuracy of employee benefit costs.

· Inquire about the observe the segregation of duties in authorizing, recording and making payments of staff costs.

(d)

The engagement team may only perform analytical procedures. However, the engagement team may also perform some tests of details to obtain additional audit evidence.

Answer 4
(a)

A proper narrative of an accounting system and related controls includes four characteristics.

(i)
The origin of every document and record in the system. [1 mark] For example, the description should state where customer orders come from and how sales invoices arise.

(ii)
All processing that takes place. [1 mark] For example, if sales amounts are determined by a computer programme that multiplies quantities shipped by stored standard prices, the calculation method should be described.

(iii)
The disposition of every document and record in the system. [1 mark] The filing of documents, sending them to customers, or destroying them should be shown.

(iv)
An indication of the controls relevant to the assessment of control risk. [1 mark] These typically include separation of duties (such as separating recording cash from handling cash); authorizations and approvals (such as credit approvals); and internal verification (such as comparison of unit selling price with sales contracts).

(b)
An internal control questionnaire asks a series of questions about the controls [1 mark] in each audit area as a means of indicating to the auditor aspects of internal control that may be inadequate. In most instances, questions are designed to require a “yes” or “no” response, with a “no” response indicating potential internal control deficiencies. [1 mark]

(c)
The advantages of internal control questionnaires are that:

(i)
Auditors can thoroughly cover each audit area reasonably quickly at the beginning of the audit.

(ii)
They ensure that important questions and important features of the system are brought out.

(iii)
The questions are relatively easy to answer, so they can be completed by less senior staff than those needed to help with an internal control evaluation.

(iv)
The internal control questionnaire has a comprehensive list of questions so that it should highlight most of the weakness of the system.

[ 3 items only, each item 1 mark, maximum 3 marks]

The limitations of internal control questionnaires are that:

(i)
Individual parts of the client’s systems are examined without providing an overall view. [1 mark]

(ii)
A standard questionnaire cannot be applied to some audit clients, especially smaller ones. [1 mark]

(d)
Audit programmes serve as:

(i)
a set of instructions to assistants involved in the audit; [1 mark]

(ii)
a means to control the proper execution of the instructions; and [1 mark]

(iii)
a means to record the proper execution of the audit work. [1 mark]

(e)
Standardisation is considered appropriate to audit working papers [1 mark], but is not considered appropriate to audit programmes. [1 mark]

Working papers are designed and organized to meet the circumstances and the auditors’ needs for each individual audit. The use of standardized working papers (for example, checklists, specimen letters, standard organization of working papers) may improve the efficiency with which such working papers are prepared and reviewed. [1 mark] They facilitate the delegation of work while providing a means to control its quality. [1 mark] However, it is never appropriate to follow mechanically a standard approach to the conduct and documentation of the audit without regard to the need to exercise professional judgement.

The precise form and content of the audit programme vary and depend on the size of the client and the complexity of the audit. [1 mark] Furthermore, in preparing the audit programme, auditors consider the specific assessments of inherent and control risks [1 mark] and the required level of assurance to be provided by substantive procedures. As the business and background of each client may be different, it may not be appropriate to adopt a standardized audit programme.
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