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Internal control

Internal control is designed by the board of directors, management, and other personnel to provide

reasonable assurance about the achievement of the objectives with regards to reliability of financial

reporting, effectiveness and efficiency of operations, and compliance with applicable laws and

regulations.

Management 's perspective

Management needs a reasonable assurance that adequate control exists over the entity's assets and

records by developing internal controls that require employees to follow corporate policies and

procedures such as proper authorization for transactions.

Management also needs control system that generates reliable information for decision making.

The components of Internal control
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Risk assessment process
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Information and communication

5



Limitations of internal control

Management override of internal control

Right reasons: maintain good relation with an important customer

Wrong reasons: force a lower level employee to record inappropriate entries

Human errors

Employees may misunderstand instructions or make errors of judgement

collusion

The effectiveness of segragation of duties lies in individuals' performing only their assigned 

tasks. There could be collusion between employees.

Relevance

An internal control system should be designed and operated to provide reasonable assurance 

that an entity's objectives are being achieved. Not all of the objectives and their related internal 

control are relevant to a financial audit.

Documenting the understanding of internal control

A number of method are available to the auditor to document the understanding of internal control.

● Procedures manuals and organizational charts

● narrative descriptions

● internal control questionnaires

● flowcharts

Procedures manuals and organizational charts

Many organization prepare procedures manuals that document their policies and procedures. 

Here one can find documentation of the accounting systems and related control procedures.

Narrative description

The understanding of internal control may be documented in a memorandum.
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Internal control questionnaires

Questionnaires serve as memory joggers in that they provide a systematic means for the auditor

to investigate.
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Flowcharts

Flowcharts provide a diagrammatic representation, or picture o f the accounting system. The

flow chart outlines the configuration of the system in terms of functions, documents, processes, and

reports. 
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Exercises
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