Audit Organizer

Internal Control

Objectives

Auditors are required to gather information about your organization’s internal control. They will
perform a wide variety of procedures to gather this information, which must be sufficient to allow
them to evaluate the overall design of the system. This tool is designed to help small business own-
ers and others put together their thoughts about internal control and any related documentation of
the organization’s policies and procedures. By going through this process, small business owners
and others involved in the financial reporting process will:

* Gain a better understanding of the company’s internal control, its strengths and its weak-
nesses

* Be better able to make changes to internal control to improve the company’s financial report-
ing process and reduce its vulnerability to fraud

* Be prepared to help auditors understand the organization’s internal control and contribute to
a more efhicient, less costly audit.

Instructions

On the following pages are a few common sense questions you should answer about your organiza-
tion’s internal control. These questions have been grouped into five broad categories:

* Controls over significant business transactions
* Fraud risks

¢ The financial reporting process

* The organization’s culture and its people

* Maintaining internal control effectiveness

Please consider each question and jot your thoughts down in the space provided. Auditors also are
interested in any documentation you may have to support your answers. Write down all documen-
tation you can think of that will help the auditors verify your responses. For example, if your or-
ganization has formal jog descriptions, make note of these because they can help auditors better
understand how you communicate with employees regarding their responsibilities.

To help you articulate your thoughts, each section of the organizer describes the main objectives of
the auditor’s testwork. For example, with regard to significant business transactions, the auditor is
looking to gain an understanding of how those transactions are processed, the types of errors that
could occur during that processing, and the controls the organization has in place to prevent or de-
tect those errors.

Can others in the organization help with the answers?

Absolutely Not only can they, they should help come up with the answers. Look to accounting
and operational personnel and others in your organization who are involved in the financial report-
ing process. You may even wish to get together as a group do discuss these questions.



How formal should my answers be?

Not very. The purpose of this organizer is merely to gather your thoughts and your documentation.
By doing this, you will be better prepared to help the auditor understand your organization’s inter-
nal control. Do not think of this as something you must formally submit to your auditors.

Important note. This tool is not designed to answer all the questions your auditors may have
about your organization’s internal control. It covers only the most significant areas in somewhat
broad detail. It is intended to help prepare you to respond more effectively to the auditor’s ques-
tions about internal control. You should expect your auditors to ask additional questions and seek
more documentation than what has been captured here.

Your auditors may have provided you with the pamphlet Financial Reporting Plain English Guide: Un.-
derstanding Internal Control. When completing this organizer, you may wish to review that guide as
it will provide additional background and insight into financial reporting controls.
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Significant Classes of Transactions

Instructions

Identify the significant classes of transactions at your organiza-
tion, for example, sales, cash receipts and disbursements, or
payroll. (In most small businesses there usually are three or
four classes of transactions that are significant). For each trans-
action type, be prepared to answer the questions that follow:

Questions to Consider
1. How are significant classes of transactions authorized,
captured and processed?

2.What are the most likely ways an error could be intro-
duced into the processing of these transactions? To an-
swer this question consider:

a.Errors that have occurred in the past. What was the
cause of these errors? Has the source of the problem
been corrected?

b.Any internal control deficiencies that auditors have
identified in the past. What types of errors may occur
as a result of these control deficiencies?

3-What are the key controls you rely on to either prevent or
detect these errors?
a.If errors are detected, what is the process for correct-
ing the accounting records?
4.How are the accounting records for these transactions
reconciled to each other?
5.Who performs the key controls related to these transac-
tions?
a.Do these individuals have the ability to authorize or
enter transactions into the accounting system?

b.If so, then the company bears a risk of fraud in this
area. How does the company mitigate this risk?



Notes About Significant Classes of Transactions

Documentation That May Support Our Answers about Significant Classes of Transactions



vhen gaining
J of internal control.

With regard to fraud, auditors wil
wanttoknow: ¢ - s

* How you identify and assess fraud
orisk e e .

. Th_é céntrblé» in place to specifi- *
:’ca‘lly respond to fraqd risk.

Notes About Fraud Risk

Risk of Fraud

Questions to Consider
1. What frauds are most common for a business in your in-
dustry? What frauds are most likely at your organization?
2.What steps has the organization taken to mitigate the risk
of fraud?

a.What is the thought process management follows
when deciding how to reduce the risk of fraud

Documentation That May Support Our Answers to the Above Questions



Financial Reporting Process
Questions to Consider
1. What procedures do you perform that would allow you to
identify material misstatements to the financial state-
ments. Consider how you would identify material mis-
statements affecting:

a.Significant assets and liabilities (e.g., accounts receiv-
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3.How do you identify transactions or events that are out-
side the normal business transactions and require special
accounting consideration? What steps do you take to en-
sure that these transactions are accounted for properly?

4-How do you control the posting of journal entries and
other adjustments to the general ledger to make sure they
are authorized and proper?

5.How do you identify changes to accounting rules that af-
fect your organization. If you do identify changes, what
steps do you take to ensure you apply the new rules cor-
rectly?

Notes About the Financial Reporting Process

Documentation That May Support Our Answers About the Financial Reporting Process
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Culture and People

Questions to Consider

1. Consider each of the following items. How high of a pri-
ority do you place on each of the them and why?
a.Preventing fraud

b.Creating and maintaining a system that provides

timely and reliable information needed to manage the
business

c.Providing timely; reliable and transparent financial in-

formation to creditors, regulators and other third par-

ties

2.Do others in the organization understand how important
each of the above items are to management? How is this
sense of importance communicated?

3.How do you and your management team promote honesty
and ethical behavior within the organization? What do

you do to make sure others in the organization “get the
message?”

4.What steps do you take to attract and retain highly quali-
fied individuals in key positions?

a.How do you know what the job requirements are for
each key position?

b.How do you make sure the people in those positions
maintain the skills and have access to the resources
necessary to perform their assigned functions?

Notes about Organizational Culture and Its People

Documentation That May Provide Support About Our Organizational Culture and People



Maintaining Internal Control Effectiveness
Questions to Consider

1. When you become aware of accounting errors, what steps

do you take to investigate the underlying cause of those
errors?

a.When addressing these underlying causes, how do you
evaluate and, if necessary, make changes to your con-
trol system to reduce the risk that those same account-
ing errors will occur in the future.

2.When you become aware of weaknesses in your account-

ing system or internal controls, what steps do you take to
correct these weaknesses?

a.What criteria do you use to determine whether to cor-
rect or “live with” systems or controls that are less than

ideal?

Notes About Maintaining Internal Control Effectiveness

Documentation That May Provide Support About our Process for Maintaining internal Control Effectiveness



