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	Subject: Understanding the Entity and its Internal Control



Objectives:

To identify areas where internal controls can be relied upon (Refer to Sections 7.6, 7.7 and 7.8 of the Manual). The control risk in Form 5.10 should be assessed based on the preliminary understanding of the control environment and internal controls specific to the audit area. The key controls to be relied upon should be recorded below, tested for the effectiveness of their design and effectiveness of operation throughout the period (see the respective audit programmes). Where the actual results differ from the expected, the risk assessment in Form 5.10 and the nature, timing and extent of the audit procedures in the audit programmes should be re-defined to obtain sufficient and appropriate audit evidence to support the audit opinion.
	Audit Area and Internal Controls Identified which will be Relied Upon
	Audit Assurance to be Obtained from Reliance on the Internal Controls
	W/P Ref
	Can the Control be Relied Upon?

Yes/No

	Sales

Key controls:

1. All sales orders for credit and export sales are approved by the sales manager.

2. Credit worthiness is assessed by the credit control department for all sales made on credit.

3. Sales manager approves invoices and delivery notes.

4. Delivery notes are agreed to despatch register by the stores manager.

5. For cash sales, a daily cash summary is prepared and agreed with cash sales register and approved by sales manager.
	Occurrence, completeness and accuracy
	5.12
	Yes

	Purchases

Key controls:

1. Requisition notes are approved by the stores manager.

2. Quotations obtained from prospective suppliers are approved by the procurement and logistics manager.

3. LPOs are checked and approved by the stores manager and procurement and logistics manager.

4. Upon receipt of goods, storekeeper signs delivery note.

5. A GRN is electronically raised, which is agreed with the LPO and delivery note and approved by the stores manager.

6. Where a GRN is not in agreement with the LPO, a stock purchases suspense account is created, which can only be cleared from the system by the procurement and logistics director. This is evidenced by his signature on the monthly stock purchases suspense account summaries.

7. Monthly payments to suppliers are approved by the finance director for payments. The finance director approves all payment vouchers.
	Completeness, occurrence, accuracy and classification
	5.12/1
	Yes

	Inventories

Key controls:
1. Delivery notes are agreed to despatch register by the stores manager.

2. Requisition notes are approved by the stores manager.

3. LPOs are checked and approved by the stores manager and procurement and logistics manager.

4. Upon receipt of goods, storekeeper signs delivery note.

5. A GRN is electronically raised, which is agreed with the LPO and delivery note and approved by the stores manager.

6. Where a GRN is not in agreement with the LPO, a stock purchases suspense account is created, which can only be cleared from the system by the procurement and logistics director. This is evidenced by his signature on the monthly stock purchases suspense account summaries.
	Completeness, existence
	5.12 & 5.12/1
	Yes

	Property, plant and equipment

Key controls:
1. Requisition note raised by procurement and logistics manager and approved by procurement and logistics director.
2. Board resolution passed to approve acquisition.

3. LPO raised by procurement and logistics manager and approved by approved by procurement and logistics director.

4. GRN, together with delivery note and invoice approved by procurement and logistics manager.

5. Payment approved by finance director.
	Completeness, existence
	5.12/2
	Yes


Objectives:
To perform Risk Assessment Procedures to obtain an understanding of the entity and its environment including internal control, sufficient to identify and assess the risk of material misstatement due to error (Refer to Section 7 of the Manual).

Procedures:
Consider each factor and document results of discussions in the comments column. Where any response indicates the risk of misstatement, consider additional tests and record these as part of the Audit Strategy and Plan (Form 5.02 in Part D of the Manual). Cross reference to the respective working papers where additional discussions / tests are recorded.  

Refer to the following appendices of Section 7 of the Manual:

· Appendix II: Factors to Consider in Understanding the Entity and its Environment.

· Appendix III: Conditions and Events that May Indicate Risks of Material Misstatement.

· Appendix IV: Internal Control Components.

	Procedures
	
W/P Ref
	Comments

	1. Prior Years

· If information from prior years is to be used, determine changes that may have occurred within the entity and its internal control which affect the relevance of such information in the current audit.
	-
	N/A as this is the first period of operations.

	2. General Issues

· Obtain and record, within the relevant sections, the entity’s selection and application of accounting policies and consider whether they are appropriate for its business and consistent with the policies used within the industry and the applicable accounting framework.
	6.03
	The accounting policies of the company have been reviewed and are considered appropriate to the nature of business and are consistent with the industry and International Financial Reporting Standards.

	· Obtain an understanding of the entity’s objectives and strategies and the related business risks that may result in material misstatement (Refer to Part 3 - Appendix II of Section 7 of the Manual).
	3.12 / 5.08
	Discussed during meeting with client and noted under business details and general operations under Form 5.08.

	· Obtain and record an understanding of the measurement and review of the entity’s financial performance (Refer to Part 4 - Appendix II of Section 7 of the Manual).
	5.07
	Refer to 5.06 for conclusion on preliminary assessment of analytical review.

	· Review and list conditions that may indicate risks of material misstatements (Refer to Appendix III of Section 7 of the Manual).
	5.06 / 3.12 / 5.08
	- Going concern due to high borrowings.

- Significant related party transactions.

	3. Internal Control Components
Refer to Appendix IV of Section 7 of the Manual

3.1. Control Environment

Review the control environment including the key elements (Part A - Appendix IV of Section 7 of the Manual):

· Communication and enforcement of integrity and ethical values.

· Commitment to competence.

· Participation by those charged with governance.

· Management’s philosophy and operating style.

· Organisational structure.

· Assignment of authority and responsibility.

· Human resource policies and practices.

(In case of small entities, consideration should be given to the nature of the business when reviewing the control environment).
	-
	The company does not yet have a written code of conduct which emphasises the importance of integrity and ethical behaviour. This is done by way of oral communication and management example. The company is owner-managed and the directors are involved in the day to day operations of the company.

Employees have to undergo a thorough recruitment exercise before being employed to ensure that able and competent staff are employed.

Management is based on a top-down structure, where decisions made by top management are supposed to trickle down and be implemented. However, employee participation is encouraged.

The organisation structure as per the organisation chart in Form 5.08 appears to be adequate for the size and nature of the entity.



	3.2. Entity’s Risk Assessment Process

Review the risk assessment process for financial reporting (Part B - Appendix IV of Section 7 of the Manual) including:

· Risks relevant to financial statement preparation including completeness and accuracy of transactions.
· Management estimates.
(In case of small entities, consideration should be given to the nature of the business when reviewing the risk assessment process).
	-
	The owners of the company are closely involved in the day to day running of the company. 

The company has employed a qualified finance and administration manager who oversees the finance function and reports to the managing director. The finance and administration manager is involved in the preparation of the budget and monthly management accounts, which are reviewed by the MD on a monthly basis and the Board on a quarterly basis. The finance manager is also responsible for ensuring reporting compliance with IFRSs and other relevant reporting requirements.

The finance and administration manager is assisted by the Chief Accountant, who is responsible for ensuring that all transactions are recorded in the books of account. The finance manager periodically reviews the books of account.

	3.3. Information Systems

Review the information systems, including business processes, relevant to financial reporting and communication (Part C - Appendix IV of Section 7 of the Manual) in respect of the following areas:

· Classes of transactions which are significant to the financial statements.

· Processing of standard journal entries and non-standard journal entries.

· The procedures, both automated and manual, by which transactions are authorised, recorded, processed and reported in the financial statements.

· The related accounting records, both manual and automated, supporting information and specific accounts in the financial statements.

· How the information system captures and processes material events or conditions, other than classes of transactions.
	5.12

512/1

5.12/2
	During the year the company installed an integrated system linking the stock module to both purchases and sales. The system cannot validate a sale if no stock is available. On arrival of goods a system generated GRN is raised which is automatically posted to a stock purchase provision account. On sale item is picked from stock purchase provision to cost of sale account.

A credit sale invoice is raised only after the company has received the LPO and this approved by the sales and marketing manager.

All expenditure vouchers are stamped posted so as to avoid them being posted twice. Purchases are first posted using the GRN and credited to an account called creditors suspense account. On receipt of the invoice they are allocated to the specific creditors account. The expenses are normally posted directly to the system by the accounts clerk.

A posting voucher is prepared and attached to the supporting documents by the accounts clerk. The posting voucher shows the nature of the expense and the accounts he intends to post it to. It is then reviewed and approved by the chief accountant.

All employees have different level of access to the system. The system does not allow deletion of transaction and one can only reverse a transaction via a journal entry. All journal entries have to be approved by the finance manager. 

The employees underwent one weeks training on how to operate the system. 

The system is able to generate various reports on a timely basis such as management accounts, stock in hand, creditors due for payment etc.



	3.4. The financial reporting process used by the entity to prepare and present the financial statements including significant estimates, disclosure and the process adopted to determine fair value.

Review the information systems to ensure that it:

· Identifies and records all valid transactions (and the process of recording exceptions).

· Appropriately classifies transactions on a timely basis.

· Measures accurately the value of the transaction.

· Determines correctly that time period in which the transaction occurs.

· Ensure that the roles and responsibilities pertaining to internal control are adequately communicates using manuals, memoranda etc.
	3.3


	The company depends entirely on its management information system for its financial reporting process. As indicated above the system is fully integrated which ensures that the all transactions are posted real-time accounted for properly. One key control in the system is where an invoice cannot be raised unless stocks are available.

There is no formal documentation of internal controls for the organisation as whole. The internal controls are implemented departmental wise whereby the head of each department is ultimately responsible.

A meeting is normally held every month between the heads of department and the MD whereby apart from discussing the management accounts and budget a review of the internal controls is normally done together with impact on the organisation as whole. The discussion is documents as minutes. 

	3.5. Control Activities

Obtain an understanding of specific control activates in classes of transactions, account balances or disclosures which prevent or detect and correct material misstatements (Part D - Appendix IV of Section 7 of the Manual).

The above will involve obtaining an understanding of the internal controls for each audit area. Where controls are not specifically tested or are not operating, the control risk in Form 5.10 should be high.   
	5.12

512/1

5.12/2
	The company has been able to formulate strong controls in risk areas such sales, purchase, inventory, property, plant and equipment purchase and other expenditure and receipts.

Receipts - a register is kept for both cheque and cash receipts, which have to be banked intact the following day.

Payments - must be supported by a duly authorised payment  voucher together with all the supporting documents 

Purchases of goods, services and property, plant and equipment have to be supported by both an LPO and GRN.



	· Obtain an understanding of how the entity has responded to risks arising from information technology.
	
	All employees have different levels of access to the system and are required to type in their passwords when logging on into the system. The system requires users change their passwords every two weeks.

The chief account does a backup every evening of the day’s data and stores it on an external hard drive. A weekly backup is done on flash disk which is given to the MD to store at home.

The company has a service contract for both the hardware and software. The contract is both on call and on monthly basis. It also has the latest anti virus. 

The employees are also discouraged from using flash discs which have not been scanned by the administrator.



	3.6. Monitoring of Controls

Obtain and record an understanding of how the entity monitors internal control over financial reporting, including those related control activities relevant to the audit, and how the entity initiates corrective action (Part D - Appendix IV of Section 7 of the Manual).
	
	Although the company has adequate internal control procedures, these are not formally documented. Thus, management is mostly reliant on the monthly meetings between the MD and the heads of department.

These meetings are a brain storming session whereby the heads of department come with suggestions and possible solutions to any problems encountered.

A review of the minutes of the meetings revealed that most of the heads of department were aware of the various risks in their departments.

The company also requires that each department have meeting on a quarterly basis to discuss the department’s performance.

	4. Internal Audit - Refer to Section 23.2 of the Manual
· Is there an independent internal audit function?
	
	No. the company does not have an independent internal audit function.

	· Does the function report to the audit committee which is independent of the board?
	
	N/A

	· Can we rely on the work of the internal audit function?
	
	N/A

	· If yes, list the audit areas covered during the year.
	
	N/A

	· Assess the impact of this on the audit strategy.
	
	No impact.
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