Chapter 8 Internal Control Evaluation

	LEARNING OBJECTIVES

1.
Describe and explain the key components of an internal control system.

2.
Identify and describe the important elements of internal controls, including the control environment and management control activities.
3.
Explain the importance of internal control to auditors



[image: image1.wmf]Five

Components

Internal

Control

Procedures

Audit Objectives

and

Control Procedures

Nature of

Internal

Control

ICQ

Flowchart

Narrative

Notes

Walk-through

Test

Documenting

Internal Control

System

Five

Steps

Tools for

Evaluation

Evaluation

of Internal

Control

Internal

Control

Evaluation


1.
Nature of Internal Control

	1.1
	Definition
(Jun 13, Dec 13)

	
	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.


1.2
The more reliable a system is the more accurate its output will be as more reliable information will lead to better decision making. Therefore, management should be pleased to have good systems because:

(a)
financial information will be less prone to (傾向于) error;

(b)
good systems may play a part in fraud prevention and detection;

(c)
good systems will help with safeguarding the assets.

1.3
Therefore, the objectives of internal control can be summarized as follows:

(a)
safeguarding of assets;

(b)
maintenance of proper accounting records;

(c)
producing reliable financial information within the business;

(d)
producing reliable financial information for publication;

(e)
producing effective and efficient operations;

(f)
securing compliance with laws and regulations.

1.4
The auditor’s job is to form an opinion on the financial statements. To do this the risk that the financial statements may be misstated, must be reduced to an acceptable level. It really is all about risk.

1.5
So, from the auditor’s point of view:
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1.6
It follows that to form a view about the extent to which internal control can be relied upon, the auditor will need to:

(a)
understand how the system works

(b)
understand the controls within the system

(c)
test whether or not the controls are effective

1.7
Internal control components



(Jun 13, Dec 13, Dec 14)
1.7.1
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

	Question 1

(a)
What is internal control?
(3 marks)

(b)
What are the five components of internal controls?
(5 marks)


(HKIAAT PBE Paper III Auditing and Information Systems June 2013 Q1(c)(i) & (ii))


(HKIAAT PBE Paper III Auditing and Information Systems December 2013 Q2(b) & (c))


(a)
The control environment

1.7.2
It comprises the attitude, awareness and actions of management and those charged with governance regarding the internal control system and its importance in the organization. The sub-components of the control environment may include:

(a)
Enforcement of integrity and ethical values – refers to management’s action to communicate the ethical standards and to remove or reduce incentives and temptations of inducing people to engage in dishonest, illegal or unethical acts.

(b)
Commitment to competence – refers to recruit competent personnel who operates the control procedures.

(c)
Management’s philosophy and operating style – involves management’s awareness and response to the control risk, as well as management’s actions towards information processing and financial reporting.

(d)
Organizational structure – sets the frame within which its activities for achieving its objectives are planned, executed, controlled and monitored.

(e)
Participation by those charged with governance

(f)
Assignment of authority and responsibility – includes not only how the authority and responsibility are assigned for operating activities, but also how the reporting and communication relationships and authorization hierarchies are established.

(g)
Human resource policies and practices – involves policies and practices of recruitment, training, evaluating, promoting, compensating employees.

(b)
Entity’s risk assessment process

1.7.3
If the client has robust procedures for assessing the business risks it faces, the risk of misstatement will be lower.

(c)
The information system

1.7.4
It is composed of physical equipment, software and hardware, people, procedures and data. Information system that are relevant to financial reporting includes the accounting system that consists of the methods used to accumulate, classify, record, and report an entity’s transactions and to maintain accountability for related assets.

(d)
Control activities/procedures



(Dec 09)
1.7.5
Control activities are all around us. When we leave the train station and put our ticket through the barrier; when we leave a shop and set off an alarm, all are examples of control activities.

1.7.6
Control procedures include those policies and procedures established by management to satisfy the internal control objectives of the entity.

1.7.7
The control activities that may be relevant to an audit include:

(a)
Proper procedures for authorization of transactions and activities;
(b)
Independent check or review on performance (performance review);
(c)
Information processing;
(d)
Physical controls;

(e)
Adequate segregation of duties;

(f)
Competent, trustworthy personnel with clear lines of authority and responsibility;
(g)
Design and use adequate documents and records.

1.7.8
For example, a staff member feels the need to work overtime, their manager should authorize this in advance (as it will cost the company extra money, and may not be needed).

(e)
Monitoring of controls
1.7.9
It deals with ongoing or periodic assessment of the effectiveness of the design and operation of an internal control system by management to determine that it is operated as intended and that it is modified as appropriate for changes in condition. Examples of monitoring activities are:

(a)
managers review whether bank reconciliation is prepared on a timely and regular basis.

(b)
internal auditors review the operations and evaluate the compliance of policies and procedures by different operating units.
	Question 2
Obtaining knowledge of the client’s business is an important part of planning the audit work. The auditors’ knowledge of the business assists in the identification of events, transactions and practices having a material effect on the financial statements.

Moreover, the auditors should obtain an understanding of the accounting and internal control systems sufficient to plan the audit and develop an effective audit approach. The internal control system is not limited to matters directly relating to the functions of the accounting systems, but also includes the control environment and control procedures.

As a result of the complexities of modern business, an increasing number of audit firms are adopting a business-like approach to audit planning. An audit strategy is formulated for each audit client on the basis of both external and internal factors. Auditors formulate the general audit strategy in an overall audit plan, which sets the direction for the audit and provides guidance for the development of the audit programmes.

Required:

(a)
List FIVE sources from which an auditor can obtain knowledge of a client and its industry.
(5 marks)

(b)
Define control environment and control procedures. Explain the importance of a strong control environment and the factors reflected in the control environment.


(11 marks)


(Adapted HKAAT Paper 8 Auditing December 2001)


	Question 3
The firm of PPG & Co., in which Frankie Yip is employed, is the external auditor of Delicious Limited (“DL”) which is a company that carries out a fast food business.
Frankie Yip has bee in charge of this audit for a few years. DL had good internal control over employee benefit costs in the past. Frankie has assessed the risk of material misstatement at the occurrence assertion level as low, with an expectation that the relevant internal controls operate effectively during the year.

Required:

(a)
What are the five major types of control activities?
(5 marks)

(b)
What are possible control activities that may exist in controlling employee benefit costs? Provide one example for each type of control activity.
(5 marks)

(c)
For the occurrence assertion of employee benefit costs, what are the four principal types of further audit procedures that can be performed as test of controls? Provide four further audit procedures as tests of controls.
(8 marks)

(d)
Provided that Frankie adopts the reliance approach and the tests of controls results are satisfactory, what is the principal type of further audit procedure that will be performed as a substantive procedure for the occurrence assertion?
(2 marks)



(HKIAAT PBE Paper III Auditing and Information Systems December 2009 Q4)


1.8
Internal control procedures

1.8.1
The following table provides examples and explanations of various internal control procedures:

	Procedures
	Nature
	Benefits
	Examples

	a.
Competent, trustworthy personnel
	Even if there are proper control procedures established, incompetent or dishonest people can reduce the effectiveness of the system.
	It can ensure the proper functioning of the control system.
	(i)
Careful selection of the right person for the job during recruiting exercise.

(ii)
Responsibility for the performance of duties must be assigned to specific individuals.

	b.
Proper transaction authorization
	Authorization is divided into:

(i)
General authorization:

That is the established policies and procedures that staff should follow to determine if a proposed transaction is authorized in general.

(ii)
Specific authorization:

It is required each time for significant activities or unusual transactions.
	Proper authorization of transactions can ensure that resources of the company are properly expended (消耗).
	(i)
Such as authorized pricing and credit sale policies.

(ii)
Such as plan expansion, purchases and sales of subsidiaries, or capital asset purchases in excess of a designated amount.

	c.
Segregation of duties
	Management must try to ensure that no single employee is given chance to involve in the authorization, execution, recording and custody functions for the same type of transactions.

Proper segregation of duties can reduce the opportunities to allow any person to be in a position to both perpetrate (犯罪) and conceal (隱瞞) errors or fraud in his or her daily operations.
	Effective segregation of duties reduces the risk of intentional manipulation, prevents conspiracy, and increases the chance of checking.
	(i)
Segregation of the authorization of transactions from the custody of related assets.

(ii)
Segregation of custody of assets from record-keeping responsibilities.

	d.
Proper documents and records
	The transactions processed must have been authorized and they are completely included and accurately recorded.
	Proper documents and records provide reasonable assurance that all assets are properly controlled and that all transactions are properly recorded.
	(i)
A properly designed sales invoice can be the basis for recording sales, developing sales statistics, supporting the calculation of sales commission, etc.

(ii)
Pre-number of sales invoices can ensure the completeness of recording transactions.

	e.
Safeguard of assets and records
	Refers to the physical protection of assets from threats, such as theft, unauthorized use and vandalism (故意破壞). Techniques employed to ensure the safeguard of assts include:

(i)
Restrictive and control of access;

(ii)
Employment of security guard;

(iii)
Custody of assets in a safe place; and

(iv)
Supervision and segregation of duties.
	Adequate independent check can assist to maintain the accuracy of accounting records and to maintain the company’s credibility with external parties.
	(i)
Use of store rooms for inventory is to guard against pilferage.

(ii)
Fireproof safe and safety deposit vault (保險庫) can protect the assets from theft.

	f.
Independent check on performance
	This is the set of procedures which provides for independent review and analysis of actual performance against budget, forecasts, prior period performance, external sources of information and other operating and financial data.
	Adequate independent check can assist to maintain the accuracy of accounting records and to maintain the company’s credibility with external parties.
	(i)
Reconciliation of two independently maintained set of records, e.g. control account and subsidiary ledger.

(ii)
Internal audit function reports to management on any fraud and irregularities incurred in the company.


1.9
Audit objectives and control procedures

1.9.1
The control procedures that are normally in place for each transaction related audit objective to protect against material misstatements are:

	Audit objectives
	Control procedures
	Example

	a.
Existence
	(i)
Segregation of duties
	(i)
Segregation of authorization and execution of purchase.

(ii)
Monthly reconciliation of subsidiary ledger with control account.

	b.
Authorisation
	(i)
Proper authorization of transactions.
	(i)
Authorisation of pricing policy.

	c.
Completeness
	(i)
Segregation of duties.
	(i)
Segregation of duties between recording and custody of the related assets.

(ii)
Pre-numbered documents that are accounted for.

	d.
Valuation
	(i)
Independent check on performance.
	(i)
Internal audit to review the asset valuation.

(ii)
Periodic physical inspection of assets.

	e.
Classification
	(i)
Independent check on performance.

(ii)
Proper documents and records.
	(i)
Internal review and verification of account classification.

(ii)
Proper chart of account.

	f.
Timeliness
	(i)
Independent check on performance.

(ii)
Proper documents and records.
	(i)
Internal review for prompt recording of transactions.

(ii)
Procedure manual clearly specifies the timing of recording.

	g.
Posting and summarization
	(i)
Independent check on performance.
	(i)
Monthly reconciliation of subsidiary records by an independent person.


1.10
Advantages and limitations of internal controls
1.10.1
Advantages of an effective internal control system

(a)
Proper authorization can prevent the wasteful and inefficient use of resources.

(b)
Proper documents and records can minimize the poor management decision.

(c)
Independent checking can rectify the unintentional errors in recording and processing data.

(d)
Physical protection of assets and records can prevent the accidental loss of records and assets.

(e)
Proper segregation of duties can prevent embezzlement, fraud and errors.
1.10.2
Inherent limitations of internal controls

(a)
Segregation of duties can be defeated by collusion, for example, the one who records the accounts receivable can cooperate with the cashier for misappropriation of cash received from customers.

(b)
Authorisation can be abused by the person who exercises the authority; for example, management enters into a side contract with a certain customer for the purpose of altering the original terms in the sales contract.

(c)
There are human errors in applying the control procedures due to misunderstanding, mistakes in judgement, carelessness and deterioration in compliance of procedures. For example, the quality of integrity and competence of personnel may be altered due to pressure exerted.

(d)
The need to balance the cost of the control with its benefits. For example, internal control procedures are usually designed for routine transactions rather than for non-routine transactions.

(e)
There is possibility that procedures become inadequate due to changes in conditions. For example, an entity may be required to changes its control procedures in response to the change in the environmental protection regulations.

2.
Documenting Client’s Internal Control System

2.1
Methods of obtaining an understanding of client’s internal control system

2.1.1
The auditor’s understanding of the accounting and internal control systems is obtained through previous experience with the client and together with the techniques below:

(a)
enquiries of appropriate management, supervisory and other personnel;

(b)
inspection of documents and records produced by the accounting and internal control systems;

(c)
observation of the entity’s activities and operations.

2.2
Recording techniques

2.2.1
The techniques are shown below:

	Technique
	Nature
	Purposes
	Guide to prepare

	Internal control questionnaire (ICQ)

(See Appendix I for sample)
	The format of ICQ includes:

a.
Questions

b.
Answer (yes/no)

c.
Assessment of internal control strength and weakness

d.
Cross reference to audit program

e.
Staff who do and review
	a.
Ascertain the system.

b.
Review and assess the adequacy of the system.

c.
Identify areas of weaknesses.

d.
Design audit tests.

e.
Familiarise with the system.
	a.
The questions on ICQ should relate to the key control procedures of client’s company.

b.
The questions on the ICQ should be designed in such manner so that a ‘yes’ answer is satisfactory and a ‘no’ answer is unsatisfactory.

	Flowchart
	Procedure or document flowcharts depict the sequence of events in a system showing document flow and the department or function responsible for each event.
	Reduce a procedure to its basic components and emphasis their logical relationships, so that a connected pattern of activity can be traced from the beginning to the end.
	a.
Simplicity and clarity.

b.
Serial number operations.

c.
Cross reference to ICQ, audit program.

d.
Charts must show the sequence of documents and operations and persons who operate from beginning to end.

e.
Use standardized symbols.

f.
Specimen documents should be attached and cross-referenced.

g.
Narrative notes may be used.

	Narrative notes
	Information obtained from flowcharts may include:

a.
What functions are performed by whom?

b.
What documents are used?

c.
Where is the document’s origination and where is its destination?

d.
What books are kept and where?
	a.
Describe and explain the system, at the same time making any comments or criticisms which will help to understand the system.

b.
Support flow charts by explaining alternatives to standard procedures and by providing additional information on operations or checks.
	The use of narrative notes for recording system is more suitable for:

a.
small size client;

b.
supplementing the procedures on the flowchart;

c.
describing client’s historical background.

	Walk-through test

(See Appendix II for the sample)
	It is a method of tracing a small number of transactions through the system and it is used to confirm the accuracy of recording of the system.
	Confirm the understanding of the client’s system recorded on the flowcharts, narrative notes and questionnaires.
	a.
Walk through test should be performed at the commencement of each annual audit.

b.
Even if the client has confirmed that there have been no changes since the previous audit, the auditor must nevertheless confirm that his record of the system still represents the actual system in operation.


3.
Evaluation of Internal Control System

3.1
The purposes of evaluating the effectiveness of an entity’s internal control are to identify the areas that may have problems in preventing and detecting material misstatements in the financial statements, as will as assess the control risks.

3.2
The process of evaluating the internal control system of an entity includes the following steps:

(a)
Identify transactions and balances related audit objectives;

	Example – Internal Control Objectives for Cash

•
Access to cash, cash receipts, and cash disbursements records is restricted.
•
Cash receipts are recorded correctly as to account, amount, and period and are deposited promptly intact (完整無缺的).

•
Cash receipts are applied properly to customer balances.
•
Cash disbursements are made for goods or services authorized and received.
•
Cash disbursements are recorded correctly as to account, amount, and period.
•
Cash balance records are reconciled regularly to bank statements and differences are investigated.


(b)
Understand the system and identify specific controls;

(c)
Identify and evaluate weaknesses in the system;

(d)
Communicate with those charged with governance and management; and

(e)
Documentation of control evaluation.
3.3
Tools for evaluation:

	Tools
	Advantages
	Limitations

	ICQ
	a.
Ensure that important questions and important features of the system are brought out.

b.
The question is relatively easy to answer, so they can be completed by less senior staff than an internal control evaluation.

c.
The ICQ has a comprehensive list of questions so that it should highlight  most of the weaknesses of the system.
	a.
ICQ is a standard set of questions which may not apply to the particular system being audited. The questions are likely to be too detailed for small companies and may be inadequate for large companies.

b.
The answer to the ICQ will not be as specific as those given by the ICE.

	Flowchart
	a.
Enable the system to be recorded and be easily understood.

b.
Show the overall picture of the client’s system.

c.
Record in a consistent and disciplined manner.

d.
Highlight the relationships between different parts of the system.

e.
Spot the weaknesses, bottlenecks and duplications.

f.
Can be updated easily.
	a.
Suitable for describing standard system, unusual transactions normally have to be recorded by narrative notes.

b.
Useful for recording the flow of documents, but not suitable for describing the controls over static assets or records.

	Narrative notes
	a.
Narrative notes are more efficient in auditing the small companies.

b.
Narrative notes are common to supplement the flowchart, especially in case for actions taken on problems.
	Except for small systems, using a narrative description is unsatisfactory because it:

a.
may be incomplete;

b.
can be vague or misleading; and

c.
is not often written in a logical order or consistent manner.

	Internal control evaluation (ICE)
	a.
It is designed to determine if desirable internal controls are present, using key control questions to ascertain where specific frauds or errors are possible.

b.
It can overcome one of the problems that ICQ concentrates on the controls themselves rather than upon the fraud and irregularity that the controls are designed to prevent.

c.
Key questions are asked in an ICE the answers to which prompt further supplementary questions. Reference is made to a supporting flowchart which is the means of ascertaining the existing systems.

d.
An answer must be provided which describes the controls in the system to minimize the risk of fraud or error, this can assist in preparing management letter.
	The questions have to be answered by more senior staff with more experience of auditing accounting system.


	Question 4
Auditors should document matters which are important in providing evidence to support the audit opinion.

Documentation is defined as the working papers prepared by and for, or obtained and retained by, the auditors in connection with the performance of the audit. Among the various types of working papers, an internal control questionnaire, flowchart and narrative notes are normally used to document the client’s internal control system.

Working papers include evidence of the planning process. This evidence includes the overall audit plan, the audit program and any changes thereto.

Required:

(a)
Describe FOUR characteristics of narrative notes in documenting a client’s accounting system and related controls.
(4 marks)

(b)
Describe TWO features of internal control questionnaires for documenting a client’s accounting system and related controls.
(2 marks)

(c)
Give THREE advantages and TWO limitations of internal control questionnaires.


(5 marks)

(d)
Give THREE reasons for using audit programmes.
(3 marks)

(e)
Discuss whether it is appropriate for an audit firm to standardize BOTH its working papers and audit programmes. State the reasons supporting your argument.
(6 marks)



(Total 20 marks)


(Adapted HKIAAT Paper 8 Auditing June 2003)


Appendix I – Internal Control Questionnaire (ICQ)

CONTROL ENVIRONMENT
This form is designed to help the auditor obtain an understanding of the entity’s control environment, which sets the tone of an organization and influences the control consciousness of its people. The control environment encompasses the following factors:

•
Integrity and ethical values

•
Commitment to competence

•
Board of directors or audit committee participation

•
Management’s philosophy and operating style

•
The entity’s organizational structure

•
Assignment of authority and responsibility

•
Human resource policies and practices
	
	YES
	NO
	N/A

	1.
Does management adequately convey the message that integrity cannot be compromised?
	____
	____
	____

	2.
Does a positive control environment exist, whereby there is an attitude of control consciousness throughout the organization, and a positive “tone at the top?”
	____
	____
	____

	3.
Is the competence of the entity’s people commensurate with their responsibilities?
	____
	____
	____

	4.
Is management’s operating style, the way it assigns authority and responsibility and organizes and develops its people appropriate?
	____
	____
	____

	5.
Does management understand the requirements of laws and regulations pertinent to its business?
	____
	____
	____

	6.
Does management adequately consider the potential effects of taking unusual business risks?
	____
	____
	____

	7.
Are financial statements submitted to and reviewed by management, the board of directors, or the audit committee at regular intervals?
	____
	____
	____

	8.
Does management demonstrate concern about and willingness to correct important weaknesses in the system of internal control?
	____
	____
	____

	9.
Does the entity maintain up-to-date accounting policies and a procedures manual? If yes, obtain copies.
	____
	____
	____

	10.
Is a chart of accounts maintained and does it describe the nature of each account? If yes, obtain a copy.
	____
	____
	____

	11.
Does management periodically review insurance coverage?
	____
	____
	____

	12.
Does management have a history of establishing reliable accounting estimates?
	____
	____
	____

	13.
Is there a low turnover of accounting, IT, and key management positions?
	____
	____
	____

	14.
Are key operating positions adequately staffed, therefore avoiding constant crisis?
	____
	____
	____

	15.
Is there adequate coordination between accounting and IT departments, resulting in timely reports and closings?
	____
	____
	____

	16.
Is there an organization chart that reflects the areas of responsibility and the line of reporting? If yes, obtain a copy.
	____
	____
	____

	17.
Are there formal job descriptions that clearly set out duties and responsibilities?
	____
	____
	____

	18.
Are backgrounds and references of applicants for financial, IT, and key management positions investigated?
	____
	____
	____

	19.
Are personnel policies and employee benefit plans documented and communicated to employees?
	____
	____
	____

	20.
Is a formal conflict of interest policy or code of conduct in effect? If yes, obtain a copy.
	____
	____
	____

	21.
Are employees who handle cash, securities, and other valuable assets bonded?
	____
	____
	____

	22.
Do related employees, if any, have job assignments that minimize opportunities for collusion?
	____
	____
	____

	23.
Are employees adequately trained to meet their assigned responsibilities?
	____
	____
	____

	24.
Is rotation of duties enforced by mandatory vacations?
	____
	____
	____

	25.
Is job performance periodically evaluated and reviewed with employees?
	____
	____
	____

	26.
Has management established adequate policies and procedures for the development, modification, and use of computer programs and data files?
	____
	____
	____

	27.
Does the entity have a board of directors or an audit committee? If yes:
	____
	____
	____

	a.
Does the board or committee take an active role in overseeing the entity’s policies and practices?
	____
	____
	____

	b.
Does the board or committee approve the appointment of the entity’s independent auditors?
	____
	____
	____

	c.
Does the board or committee have sufficient knowledge, experience, and time to serve effectively?
	____
	____
	____

	d.
Does the board or committee constructively challenge management’s planned decisions and take appropriate action if necessary (for example, conducting special investigations)?
	____
	____
	____

	e.
Does the board or committee meet in a timely manner with the chief accounting officer and internal and external auditors to discuss the reasonableness of the financial reporting process, the system of internal control, and other significant matters?
	____
	____
	____

	f.
Does the board or committee review the scope of activities of the external and internal auditors at least annually?
	____
	____
	____

	g.
Does the board or committee regularly receive and review key information, such as financial statements, major marketing initiatives, significant contracts, and negotiations?
	____
	____
	____

	h.
Does a process exist for informing the board or committee in a timely manner of sensitive information, investigation, and improper acts (e.g., significant litigation, investigations by regulatory agencies, embezzlement, misuses of corporate assets)?
	____
	____
	____

	i.
Is there appropriate oversight in determining the compensation and benefits of executive officers?
	____
	____
	____

	j.
Is the board or committee sufficiently involved in establishing and evaluating the effectiveness of the “tone at the top” (e.g., approving the entity’s code of conduct or policy and procedure manual)?
	____
	____
	____


ADDITIONAL COMMENTS—CONTROL ENVIRONMENT

	

	

	

	


Appendix II – WALK-THROUGHS

Audit Objectives:  To obtain an understanding of the entity’s internal control and to determine whether they have been placed in operation, in order to help the auditor plan the engagement.

	
	Performed By
	
	Workpaper Reference

	1.
Consider performing a walk-through (i.e., judgmentally selecting one or a few transactions) of revenues, cash receipts, and accounts receivable to obtain an understanding of related control activities and to determine whether they have been placed in operation. This involves tracing related transactions from inception to completion, noting the following:
	
	
	

	
	
	
	

	a.
Appropriateness of authorization of credit approval and sale
	
	
	

	
	
	
	

	b.
Evidence of shipment of the goods
	
	
	

	
	
	
	

	c.
Evidence of billing and the recording of the sale and the related cost of sale in the proper period
	
	
	

	
	
	
	

	d.
Evidence of collection and proper posting to the general ledger and subsidiary ledgers
	
	
	

	
	
	
	

	2.
Consider performing a walk-through of purchases, cash disbursements, and accounts payable to obtain an understanding of related control activities and to determine whether they have been placed in operation. This involves tracing related transactions from inception to completion, noting the following:
	
	
	

	
	
	
	

	a.
Appropriateness of authorization of expenditure
	
	
	

	
	
	
	

	b.
Evidence of receipt of the goods or services
	
	
	

	
	
	
	

	c.
Evidence of processing and approval of the vendor’s invoice
	
	
	

	
	
	
	

	d.
Notation on the invoice indicating proper processing and cancellation to prevent duplicate payment
	
	
	

	
	
	
	

	e.
Authorized signature
	
	
	

	
	
	
	

	f.
Agreement of details per check (e.g., amount, payee, date) to the cash disbursements journal
	
	
	

	
	
	
	

	g.
Proper account distribution and posting to the general ledger
	
	
	

	
	
	
	

	h.
Evidence that the invoice is recorded in the proper period
	
	
	

	
	
	
	

	3.
Consider performing a walk-through of payrolls to obtain an understanding of related control activities and to determine whether they have been placed in operation. This involves tracing related transactions from inception to completion, noting the following:
	
	
	

	
	
	
	

	a.
Authorized rate of pay
	
	
	

	
	
	
	

	b.
Time cards, production records, or other evidence in support of payment
	
	
	

	
	
	
	

	c.
Evidence in support of payroll withholdings (e.g., W-4 form)
	
	
	

	
	
	
	

	d.
Evidence of appropriate payment, including canceled checks and direct payment authorizations
	
	
	

	
	
	
	

	e.
Evidence of client’s review of payroll for clerical accuracy and reasonableness
	
	
	

	
	
	
	

	f.
Agreement of details per check (e.g., amount, payee, date) to the payroll journal
	
	
	

	
	
	
	

	g.
Proper account distribution and posting to the general ledger
	
	
	


Based on the procedures performed and the results obtained, it is my opinion that the objectives listed in this audit program have been achieved.

	Performed by
	
	Date
	

	Reviewed and approved by
	
	Date
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