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__INTERNAL CONTROL SYSTEM.__

.

 Introduction

4.1 The second phase in the audit process, as stated in Chapter 3, is concerned with
‘the study and evaluation of the client's internal control system. Suchan evaluation
is required to determine the nature, extent and timing of audit procedures to be
~ used during the examination of thé financial statements, T

‘t‘.‘.
-

Meaning and nature of internal control system B
4.2 SA 315, Identifying and Assessin'g"‘the Risk of Material M_fsstatemem Tﬁrough
Understanding the Entity and its Environment, defines intg_ma] control as,

* (i) The process designed, implemented and maintained by those charged

with governance, management and other personnel;
- (i) To provide reasonable assurance about the achievement of an entity’s

" objectivesin following categories: + -
@ reliability of financial reporting, -
() effectiveness and efficiency bf'ogerations, o

o (c)_ safeguardmg of aé;sefs, and o -

<" (&) compliance with applicable laws and regulations. |

Features. g |

. 43 The ‘foll_cl)\@ri_ng’ pomts 'emérge'from above definition

o ltisthe responsibility of those charged with gavernance and management
to lay down an internal control system, :

¢ Thecontrolsgenerally, most relevantto audits are those that peftaintothe
entity's objective of preparing financial statements to give a true and fair

v{;‘:w of staie of attairs and profif {Toss) of the business (is category (@
above), i L "y g

]
’ -
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INHERENT LIMITATIONS OF INTERNAL CONTROL - Para 44

Cgmmt’; overoperations :and compliance objeétives [categériés’( byand (d)'
a 0\{&:] may bc.z re!evar:;t if they peftain to data the auditor evaluates or
uses in applying audit procedures, e.g, cost date generated by cost

“accounting system may be used by the auditor to ascertain the truthful

and fairness of valuation of closing stock. ‘Thus, related controls in
become relevant. N e

" Controls to safeguard assets [category (c)] include aspects suéh as safe-

guardmg them from unauthorised use, limiting access, taking adequate
insurance coverage, efc. The auditor’s Tesponsibility with respect to
saﬁagu.ardmg of assets is limited to those controls that are relevant for
assessing the reliability of financial reporting, For example, the company’s -
use of passwords for limiting access to account receivable data files may
berelevant to the auditor but quality controls over production may not be
of much interest to him. "~ - B 3 L. o

.1." g # N ;

Inherent limitations of internal control (as laid down by SA 315)

4.4 No system Qf internal ci?ntfol can b‘e"g:c_)od enough ip'e_n's;ire accomplishment

of all the objectives mentioned in the definition of internal control. This is because

of the following limitations : AT o S
¥ Potential of human error - The potential of human error due to employee

(i)
(i)

()

carelessness, misunderstanding of instructions and errors in judgment
have an impact on the effectiveness of internal control system. - -- -

Example :The finance manager did not adequately review the documents
attached to the voucher for reimbursement of medical expenses
claimed by assistant manager sales. The result was payment of certain
bills without the required prescription' by’ the doctor actually being
Subrnitted. = JI - EERER: :._-l,' : B by :
Breakdown can occur due to human failures such as simple errors or
mistakes. e e e el e :
Possibility of collusion - One of the fhndianiqnltal principles in the design
of an internal control system is the segregation of duties of employees.
If two or more _employees recording different aspects of a transac-
tion collude, the effectiveness ol Interna control system will be compro-
mised. o -“)’_'. . ] T L
Example :A, who had custody aver incoming cash receipts, colluded with
B, who was responsible for processing and recording those receipts, to
misappropriate cash by non—recorgling of cash receipts. i
Manipulations by management - The iptemal cqntrol system is de\fised
and maintained by management. Manipulation in accounts and‘mlsap-
propriations perpetuated by members of management responsible for
monitoring the control structure cannot be detected or prevented by the

control system. .
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and

¢~ Example : A company has a reliable system for recording credit S::jable

- 8 proper segregation of duties between billing and acc0untsal re o
clerks. The company's top management wanted the financial re

. . reflect sales growth. They instruct both clerks to record fictitious sales

near the end of the accounting penod thus, undermmmg the utility of
internal control system. v 2

(v) Management discretion - Th
¢ 7 system lies with the manag
mplementatlon of controls

e responsibility to choose ii:lternal control
ement. It makes decision as to de51gn and
whmh may be madequate‘ ¢t

Components of an mternal control system

3
4.5 An entxtys mternal control system encompasses much more thztn entlty s
record-keeping procedures It consists of the follomng components :

\)/lilsk assessment ! For financial reporting purposes an entity’s risk assess-

mentisitsidentification, analysis and management of risks relevant tothe
K . Preparation of fj i

cordance with relevant account-
7 in principles, The following risks may affect an entity’s abﬂlty to properly
PO record, process, summarise and report fmanc:1al da "

(@ Changes in operating enwronment P

dh 4 Lange
(). New personal e T _' . 5 % :
= (9 Newmformatlonsystems BT N om0
- @ Rapld growth ' _ ; , '
J_ £‘ | "j(e):‘T New technology A T oy
‘¢ () New business models, products or actwmes

:(8) COI’POrate restructurmg ; - :
"','.:(h) 'Forelgn operations © - R S )

T

() New accountmg pronouncements ™ T

Qg)/!nformation and Commumcatlon,-

. consisting of the methods and rec

.+ . Summarise and report entity transa
;.. of the related assets and liabilities.
. . accomphshed followmg transactlo

It mcludes the accountmg system,
ords estabhshed to recor

d, process,
ctions and to maintain accountabnhty
To be effective, such a system must
n related goals—-

Y ‘(a) Identlfy and record a]l vahd transactlons
(D) Descnbe ona tlmely basm

(o) Measurement of proper value

N C)) Record in the appropnate tlrne period e o .
I () Properly present and dlsclose BT '

i
b

* (/) Communicate responsibilities to employees

e e B
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65 INTERNAL CONTROL SYSTEM AND THE AUDITOR - * . Para4.6
U)/Control environment - Control envn-onment is the foundatlon of all other _.
components of internal controls It reflects the overall attitude, awareness

_and actions of th ors, concerning the imporiarce of coitrol .

and its emphasis in the entity. AAS-6 (revised) has mentioned some of the
factors which mfluence the control envu-onment These are llsted below :

}, Fector : | : Example |
@ Orgamsatlon Structure SegregaﬂOll of mcompatlble func- .
| tions helps in fixing accountability.

~ (b) Board of directors and their A board which is independent of
'y " committees ' management or an effective audit
w committee points out to strong in-
ternal control environment. .-

() MaﬂagemthSphllosophy Management should not adopt
and operatmg style policies that encourage company
. personnel to manipulate data. '

(d) Management control system’ A competent internal audit depart-,
' w . .. ment and clear-cut hiring training;
O A promotmg and compensating poli-
: _ ciesforemployees areindicatorsof -
: stroncr ‘control envn-onment

i

')/Control procedures - Control procedures are those pohc1es and proce-
dures in addition to control environment that management estabhshes to
ensure that their objectives are achieved. Example mclude control proce-

dures for—
(@) authonsatlon :
(b) design and use of documents and records
(¢). access to assets and records and so forth

(v) Supervision - Supervision involves continuous evaluat:on ‘of system of
‘internal controls by management to assure it is functioning as enmsaged
ancl mochfxcatlons if any, are done on a tlrnely ba51s

.
Tt

Internal control system and the auditor

Study and evaluation of internal control system

4.6-1 SA 315, “Identifying and Assessing the Risk of Material Misstatement
Through Understanding the Entity and its Environment” has established the
auditor’s responsibility to identify and assess the risks of material misstatement in '
the financial statements, through understanding the entlty and its envlronment
including the entity’s internal control. He shall —

e Adopt risk assessment procedures such as enquiries of management and
others within the entity (which may assist him in identifying risks of
material misstatement due to fraud or error); observation and inspection

- of entity’s operatlons documents, interim financial statements, plant
facilities, etc. (may support enquiries of management and others); assess
the relevance of information obtained in prior periods in present period;

3
3
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* and hold discussion among the engagement team fzbou_t the Sgsceptlbility :
~ of the entity’s financial statements to material misstatements.

o Evaluate the design of the controls relevant to ?udiy" gftl_d r‘izi:(ll‘mine
whether they have been implemented by performing au ,I,P : ures
o Study major components of internal control system. ttear b
o Identify and assess the risks of material m.lsstatement to provide a bag; §
for designing and ?erformin g further audit procedures.

o If during the course of audit, the auditor’s assessment oj risk :tf asfcjr"tt}“:iﬂ __
level changes, he shall revise the risk assessment and mOCRY further
planned audit procedures. !

, 4.6-2 Material weakness In internal control l

a. The auditor shall evaluate 'whetheﬁ‘,'on the basis of t}_ze' audit wPrk
performed, the auditor has identified a material weakness in the design,
implementation or maintenance of internal control.

., b The auditor shall communicate material weaknesses in internal contr|
J " identified during the audit on a timely basis to management at an
appropriate level of responsibility. | g
¢. The types bflniat:er'iéi'weaknes_gésm internal control may include:
’ o Risks of material _rf:isstai__téme:ni that the auditor identifies and for
“which the relevant control is not existing or is inadequate.
o A weakness in the entity’s risk assessment process.

o Material weaknesses may also be'__idéntifie'd in controls that pre-

vent or detect error or fraud.:: -+ v -+

o In case of certain audit 'engageln‘aenfs,_ there may be additional
- communication or reporting requirements. For example, internal

- control weaknesses may have to be reported to the regulator.

' 4.6-3 Surprise checks (based on Guidance Note on Surprise Checks issued by
ICAI) 5 L

¢

e Definition- Surprise checks are checks on traﬁsactions which the auditor
conducts without prior notice'to the client, " " < * = .

Need - These are incorporated in the audit programme to assess the
cffectiveness and reliability of internal control system. They also assure
the auditor that the books of account have been kept up-to-date.

Where - Surprise checks are considered }hore'appropﬁa:e in certain
cases, for example, where internal control system is weak and when the
operations of the client are geographica]ly spread. For certain types of

accounts such as for verification of cash and investments surprise checks
-are very suitable, e R

.Fre'que_nc}'; Fréquenf:iy of 'surpﬁse checks is a matter of professiona!
judgment of the auditor, But wherever possible surprise checks should be

made at least once a year, -
L Scanned by Scanner Go
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. o Communication of ‘weakness to maha'gem'em;'vathe-é'urprise checks

indicate some weakness in internal control system or any fraud or error

orlacunae in the maintenance of books of account and other records the.

auditor should communicate it to the management and ensure thag: it he_u.s
addressed the issues raised. ' I

Internal check

4.7 Internal check is a valuable part of internal control. It is the Built-in'check in

accounting process itslf.

Definition o

4.7-1 Paragraph 8.05 of the Guidance Note on Terms used in Financial State-
ments issued by ICAI defines it as, : ‘ Bl B 8

*A systen: of allocation of responsibility, division of work and method of

recording transactions, whereby the work of an employee or group of employ-
ees s checked continuously by correlating it with the work of others. An
essential feature is that no one empldyee or group of employees has exclusive
control over any transaction or group of transactions” . '

Thus, internal check means thefarrangement of duties of staff in such a manner,
that the work of one person is automatically checked by another during the course
of carrying out, recording and processing a txfansactionp Ty '
Objects/characteristics of i_nterhal check system . ‘

4.7-2 From the above definition, the _fbliowing éharaétexis'tiés iF internal check
system can be inferred ;- ' = R

(B..Segregation of duties : An internal check’ system h'elpé‘in fixing up

responsibility for particular acts or omissions by segregating the duties.

{idy Automatic checking of work :The work done by one person is automati-
cally checked by another. It ensures the reliability .and accuracy of
information produced by the accounting system. .. .’

&ii) _Division and rotation of work : Every audit assistant gets the workload

' according to his capacity and qualification and the duties are rotated to
Break the monotony. It results in improving his efficiency.”. '

(iv) Recording of different aspects of transaction : The internal check system
divides the work among clerks'in such a way that each aspect of a
transactionisrecorded by a different person. This helps in minimising artd
preventing errors. o ‘ ' -

(v) Separation of custodial and recording functions : Access to the books of
account and other records and document is limited. Care is taken to
ensure that the persons responsible for physical custody of assets (e.g.
cashier) is not allowed to record any.aspect of the transaction (e.g. no
access to receivable records for cashier). ' T

1
W
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(m) Penodzc review : An efficient mternal check system has groeedures

de51gned toreview accountmg records, work of employees an recordmg
. of transactlons C ‘ ¢ & iy

4, 7-3 Advantages of internal check

(1)’ Fixation of responsibi[ity Internal check entalls a proper segregatlon of
duties among the staff of a business. As duties are well defined, it becomes
easier to fix responsibility in case of errors and frauds. For example in
~case goods are stolen from the stores, storekeeper canbe held responsible,

(i) Increases efficiency of clerks - Work is distributed accordmg to qualifica.
- tion and experience of the clerks. Proper division of work leads to
Specialisation and hence, increases efficiency of clerks to perform work,

(ié) Prevention of errors and frauds - No one personis allowed to record more
than one aspect of a single transaction and work of each worker in the
ordinary course is checked by other T}]IS he]ps m preventmg errors and
frauds. : g T g .

. AT
i, F 8 A P
fOwe T na ol ,,:?‘; pt

(i0) Rellabﬁit:tf of informatlon The mformatlon generated in the entmes
which establish an efficient system of internal check, is reliable and

= accurate. Cons equently, the preparatlon of final accounts wou]d be quick
~after the end of financial year.!,” = -+ . . ;

(6) Reduces the workload of audltor A rehable mtemal check reduces the
~ ¢ extent of audit procedures and, hence, the workload of the auditor.

() Increases the profitability of the busmess - By preventing errors and
frauds and increasing efficiency of clerks, a good mternal cheek system
- mcreases the profltablhty of busmess o

4.7- 4 Disadvantages of lnternal check

() Expensive- Estabhshment of an mtema.l check system mvolves additional
"~ costs.Itis not advisable fora business, especmlly a small entity, 1f expect ed
benefits are less than add1t10na1 costs. '

CGh Carelessness of employees Employees feel over r confident that the work
©oris bemg automatxca]ly checked and" errors ' would be brought to their
notice, Therefore they may ‘become less senous about their work

(4 )3/ Does not reduce the risk of the auditor - The internal check system may

. - - berelied upon by the auditor toreduce the extent of his audit procedures.
But such reliance does not in any manner reduce the audit risk. The
auditor’s liability for neghgence is also not affected

To provlde a safeguard against these dlsadvantages the management
_ should revlew the eff1c1ency of mternal check system from tlme to time.

. '» A mam C e _ n ' n r
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- . INTER-RELATIONSHIP OF INTERNAL CONTROL . Para 4.9

|nter-relatioflship of internal control, internal check and internai

audit ' _ | :

4.9 aternal control and Inte'rnal check

- -
: (i) Scope-Internal control comprises the whole system of controls, financial

Qr_otl‘__lerwis_e estab]ighed by the management for the conduct of business.
It includes internal check and internal audit besides other controls. But
internal check refers to a system of allocating duties among the staff in

s_uch a manner that every person records a different aspect of a transac-
tion. It is narrower in scope., ' g ' w o0

(i) Objects-Asystem of internal control strives to achieve objectives suchas .
adherence to policies and procedures laid down by management, safe-

guarding of assets, prevention and detection of errors and frauds, accu-
racy and completeness of records and timely preparation of reliable
financial information. Oh the other hand, internal check system is
designed to prevent errors and frauds and fixing responsibility and

~ safeguarding assets. It is a part of internal control system. &
(ii)) Flexibility - Internal control system is.reviewed occasionally by the
management in the light of changes within the organisaﬁon? in the

economic environment and suggestions of internal auditor-and external

auditor. But internal check once introduced in the business is generally

stable for a certain period and, hence, less flexible as compared to internal -

control system. - °

(iv) Example - Internal control with regard to credit sales in an organisation
would ¢onsist of internal check system, physical controls, authorisation
procedures and review. Internal check system will comprise of allocation
of functions among various departments-sales department (for accepting
customer order); credit department (for credit approval); warehouse (for

"issue of merchandise); despatch department (for despatching goods)and

: ﬁn@_gg_gn_bﬂ]iﬂg*dgp_@nment,(for billing customers). -~ . - ¢

4.9-2 Internal audit and internal check

O] Mea'ning" - Internal audit is an ihde})eh&ent review of operations and '

records. While internal check is an arrangement of duties allocated in

such a manner that the work of oné clerk is automatically checked by
another. - .T¢ o Bl g AT
(id) Object - The object of internal audit is to detect frauds and errors. But the
object of internal check is to prevent frauds zu_id errors.
(iiz). Staffing requirement - Internal audit is ca;'ried out by ‘staff especially
assigned for it. At times, entities engage the services of professional
auditors, to carry out the internal audit, in order to save cost. On the other

hand, for internal check no special staff is required to be_engaged. _

=L SR

.
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(iv) Timing - Internal audit is a pos_r-morrem\analysis and starts ‘after the

completion of recording of transactions. But internal check is simulta.

neous Le., starts operating the moment a transaction is finalised and
continues till all its aspects are recorded. .+ T Hag w1

. () Submlssion of report - Internal auditor submits his report to the manage.

ment. While under the systém of internal check, the statement relating to
bmitted by the clerk to

the transactions for the whole day is to-be su
departmental heads. . . i oo

Foomt oy

[}

internal check with regard to specific transactions .

4.10 The management of an entity is primarily responsible’ for designing and
implementing an efficient system of internal control. Such controls should be
designed for all phases in processing ofa transaction. An efficient internal control
system should be based on following_princ%ples—-.' ¢ puptien g w BTN

e :Seg?_izgdriaié of fun |

ctions or internal _chéck - Involves’ assignment of

' responsibility for a transaction in a manner such that the work of one

employeeis automatically checked by another. These should be designed
“at all the points of a transaction dycle! = ¢ o W o= & g™

' o Authorisation procedures - Designed to ensure {hat transactions are

* ‘authorised by management personnel acting within the scope of their

" o Physical controls - Relate to (i) security devices and measures for the

T e safekeeping of assets, aqcounting gf:cords_s" and unused preprinted forms

7 and () use of mechanical and electronic equipments in’ execution and

ir

G G

kg ‘r"e'cordingm of .;rah’éacf;tiohs such as use of’ glectroni;:‘_'cash'_‘registers for
Tl receiving cash. . e W " . 9 EE g o i el W
.. o Internal verzfzcat:o_n/,mtemal audit - Involves a review of accuracy and

... propriety of transactions reqo;‘ded, by aperson unrelated to and indeper
dent of pel:sonr_lel and the department involved in transaction cycle.

The following giiscussion'sug'gésts illustrative ways. of designing internal check
system for specific transactions in a typical manufacturing concern. '

s

oA .‘_;_': i

Creditsales - L s
' 4.10-1 Internal check with regard to recording of sales is summarised in Table 4.1
.The main points at which it should operate are mentioned below : ¢ "~
. (i) Accepting cusgomer'orde'r -'The sales c!ép@ment receives a purchase
__ order from a customer. Initial important steps include the registering
"‘ ! S - "' . ol g I,L_,,‘.'_,' ._.I'":' ¥ L osawoF Yen "

4

J w w TR

" 1. Theterm ransaction cycle’ réfers to the policies and sequence of various procedures t0 be
adopted for processing a particular type of transaction. - :



http://scannergo.net/?utm_source=pdf&utm_medium=watermark&utm_campaign=scannergo

. INTERNAL CHECK WITH REGARD TO SPECIFIC TRANSACTIONS

. customer’s purchase order, fixation of selling price and del

(i)

(i)

(v

()

(v

(vid)

—

a 2 —_— iVe . d
granting of any special discounts and preparation of sl i de::.); ates,

Credit approval- Before sales orders are proc: eredi
d ores. processed, thé crédit department
must determine the cre dttworthipess of the customer. If the Ordgr is from

- an existing tustomer, checks must be made to ensure that the hew order .

will not put the account beyond prédetermined credit limit, Tri case of new
customers, banks and trade references may be obtained along with

reference reports of credit agencies. On being satisfied, the credit man-
ager may initial or stamp sales order. . _

Issuance of merchandise- The storekeeper who mahtéinls .custOdy .
inventory, issues the goods covered by the sales order to despatch
departmentafter the sales orderhas been approved by credit department.

Despat‘ch of 80045 h :I'he de§patch department will be responsib]e' for
arranging space in railways, roadways, aircraft or ship. This department
packages the goods. At the time of loading each consignment, goods
outward notes may be created in duplicate which are numerically con-
trolled. They are. entered in the" despatch register' and one copy is
surrendered at the gate and another is sent to the customer, which after
being signed by the customer is to be returned to the company as proof
of delivery. Acknowledgement of goods received and being transported
by the carrier booked, which may take the form of railway receipt or
transporter’s receipt qf,giriyax bill or bill of lading, is obtained. . _
Billing customers - After the despatch of goods, '.tlie customer is billed ie.
is notified about the amount due for goods delivered. This notification is
done by billing unit of finance department or a separate billing depart-
ment, if it exists, through preparing and mailing sale invoices at agreed
price and terms. Before preparing sales invoices, it must match despatch
documents with sales order. and customer purchase order. The billing
‘unit/ department'fnlist also prepare daily summary of sales billed.
Recording the sales invoices- The clerk who maintains accounts receiv-
able/customers” accounts' ledger should be responsible for recording

serially controlled sales invoices against appropriate debtors.

Sending monthly statements to customers- Mostreceivables are collfected
through mailed receipts and the names of the de}:tors who have paid are
deleted subsequently. For the debtors outstanding, monthly statements
should be sent out by-a senior official to customer to yenfy that t}):ere is
no overstatement of debt_s or understatement of remittances received.

Vo L
A

‘s

o communicate the description, quantity and related informa-

2. ‘Sales order’ is a document t
tion about goods ordered by a cu
the credit, production or warchouse a

stomer for the guidance of various departments including
nd billing and accounts receivable units of finance

department.

Pira 4,10 -
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‘-

b 7y ] I : » ™
(viii). Granting of write offs and credits - The authority

' INTERNAL CONTROL SYSTEM -+ . -} = o5 20+

: to write off receivay,
- and the approval of credit notes for sales returns should be vested wit

_responsible official. Stringent safeguards such as appropriate support
. voucher (e.g. correspondence with solicitors) and properly. raised and
_ approved documentation such as goods returned notes signed by sale
.- Tnanager and credit manager should be required for the exercise of th,

A

7§

Ies
hy
in.

authority. o
TABLE 4.1 - s
INTERNAL CHECK WITH REGARD TO CREDIT SALES _
MFunction “Department  Related aciivities —~ Documents
3 . or unit e " orrecords
1. Accepting Sales Receives orders; fixes terms  Customer’s pur.
‘customer B and conditions of sales; pre- chase order;
order pares sales order; and main- and sales
. tains unfilled order file. order
2. Credit approi!al Credit ' Determines - creditworthi- Sales order (for
: = T .ness of new and " present stamping appro-
- _ .  customers; sets credit limits  val) customer
- ' ' for customers and obtains credit files
' references from banks, trade
o and credit agencies. § @
3. Issue of Warehouse or Maintains custody = over Sales order (for
merchandise  production . inventory and issues goods -stamping the
department’s . to .-despatch: department. issue of goods)
warehouse ' ' ;
unit ¥ | 4 vy P | 5 i - - I i F -
4. Despatchof  Despatch 'Undertakes packaging of the Goods outward
goods . o goods and arranges trans- notes; acknowle-
g " portation for despatch. " 'dgement issued
i £ e : by transporter;
. despatch
. T b ..., Tregister
5. Billing _. Billing or : Matches despatch docu- Sales invoice;
customer billing unit ments with sales order and sales journal;
5 o of finance’ customer’s purchase order; summary sales
* department prepares - and sends sales report .
. .. . s . invoices to customers and '
~ prepares daily summary of
o ; sales billed. | .
gy Ac | . sales invoices Cash receipts;
. Recording the Accounts Records . s _
6 Eales invo%ce receivable , against  debtors; records monthly
payments and sends state-  statements

and sending or accounts



http://scannergo.net/?utm_source=pdf&utm_medium=watermark&utm_campaign=scannergo

e

INTERNAL CHECK WITH REGARD TO SPECIFIC TRANSACTIONS Para 4 10

17

receivable  ments to customers,
o customers  unit of finance -
department | :
» Grantingof  Depends upon  To write off receivables and  Goods return
writeoffsand  thecircums-  approval of credit notes. notes; write off
redlits tances } .. authorisation_

emn P Ne sl i B il Rz
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