Study and Evaluation of the Accounting System and Related Internal Controls in Connection with an Audit 

The following is the text of the Statement on Standard Auditing Practices (SAP) 6, "Study and Evaluation of the Accounting System and Related Internal Controls in Connection with an Audit" issued by the Council of the Institute of Chartered Accountants of India. The Statement should be read in conjunction with the "Preface to the Statements on Standard Auditing Practices" issued by the Institute.
Introduction
Statement on Standard Auditing Practices (SAP) 1, "Basic Principles Governing an Audit" states (paragraphs 18-20):
"Management is responsible for maintaining an adequate accounting system incorporating various internal controls to the extent appropriate to the size and nature of the business. The auditor should reasonably assure himself that the accounting system is adequate and that all the accounting information which should be recorded has in fact been recorded. Internal controls normally contribute to such assurance.
The auditor should gain an understanding of the accounting system and related internal controls and should study and evaluate the operation of those internal controls upon which he wishes to rely in determining the nature, timing and extent of other audit procedures. Where the auditor concludes that he can rely on certain internal controls, his substantive procedures would normally be less extensive than would otherwise be required and may also differ as to their nature and timing."
2. Statement on Standard Auditing Practices (SAP) 2 "Objective and Scope of the Audit of Financial Statements" states (paragraph 7):
"The auditor assesses the reliability and sufficiency of the information contained in the underlying accounting records and other source data by:
(a)making a study and evaluation of accounting systems and internal controls on which he wishes to rely and testing those internal controls to determine the nature, extent and timing of other auditing procedures..."1
3. The purpose of this Statement is to discuss the procedures to be followed to comply with the basic principle described above in connection with the audit of financial information. In this statement the term 'financial information' encompasses financial statements. The Statement does not deal with the procedures to be adopted in an electronic data processing environment.2
______________________________ 
1It may be mentioned that the Manufacturing and Other Companies (Auditor's Report) Order, 1975, also requires the auditor of a company which is engaged in one or more of the specified activities to include in his report a statement on specified aspects of internal control. Reference may be made in this regard to the "Statement on the Manufacturing and Other Companies (Auditor's Report) Order, 1975 (issued under Section 227(4A) of the Companies Act. 1956)" issued by the Institute of Chartered Accountants of India in 1977. 
2A subsequent Statement will deal with applying these procedures in an electronic data processing environment. 
Accounting System and Internal Control
4. An accounting system can be defined as the series of tasks in an entity by which transactions are processed as a means of maintaining financial records. Such a system should recognise, calculate, classify, post, analyse, summarise and report transactions.
5. The system of internal control is the plan of organisation and all the methods and procedures adopted by the management of an entity to assist in achieving management's objective of ensuring, as far as practicable, the orderly and efficient conduct of its business, including adherence to management policies, the safeguarding of assets, prevention and detection of fraud and error, the accuracy and completeness of the accounting records, and the timely preparation of reliable financial information. The system of internal control extends beyond those matters which relate directly to the functions of the accounting system. The internal audit function constitutes a separate component of internal control with the objective of determining whether other internal controls are well designed and properly operated.
6. The environment in which internal control operates has an impact on the effectiveness of the specific control procedures. A strong control environment, for example, one with tight budgetary controls and an effective internal audit function, can significantly complement specific control procedures. However, a strong environment does not, by itself, ensure the effectiveness of the overall system of internal control. The system of internal control must be under continuing supervision by management to determine that it is functioning as prescribed and is modified as appropriate for changes in conditions. The internal control environment may be affected by:
(a)Organisational structure
The organisational structure of an entity serves as a framework for the direction and control of its activities. An effective structure provides for the communication of the delegation of authority and the scope of responsibilities. It should be designed, insofar as practicable, to preclude an individual from overriding the control system and should provide for the segregation of incompatible functions. Functions are incompatible if their combination may permit the commitment or concealment of fraud or error. Functions that typically are segregated are access to assets, authorisation of transactions, execution thereof, and record-keeping.
(b)Management Supervision
Management is responsible for devising and maintaining the system of internal control. In carrying out its supervisory responsibility, management should review the adequacy of internal control on a regular basis to ensure that all significant controls are operating effectively. When an entity has an internal audit system, management may entrust to it some of its supervisory functions, especially with respect to the review of internal control.
(c)Personnel
The proper functioning of any system depends on the competence and integrity of those operating it. The qualifications, selection and training as well as the personal characteristics of the personnel involved are important features in establishing and maintaining a system of internal control.
Objectives of Internal Controls Relating to Accounting System
7. Internal controls relating to the accounting system are concerned with achieving the following objectives:
a) transactions are executed in accordance with management's general or specific authorisation;
b) all transactions are promptly recorded in the correct amount in the appropriate accounts and in the accounting period in which executed so as to permit preparation of financial information within a framework of recognised accounting policies and practices and relevant statutory requirements, if any, and to maintain accountability for assets;
c) assets are safeguarded from unauthorised access, use or disposition; and
d) the recorded assets are compared with the existing assets at reasonable intervals and appropriate action is taken with regard to any differences.
8. Internal control can provide only reasonable, but not absolute, assurance that the objectives stated above are achieved. This is because there are some inherent limitations of internal control, such as:
Inherent Limitations of Internal Control
a) management's consideration that a control be cost-effective;
b) the fact that most controls do not tend to be directed at transactions of unusual nature;
c) the potential for human error;
d) the possibility of circumvention of controls through collusion with parties outside the entity or with employees of the entity;
e) the possibility that a person responsible for exercising control could abuse that authority, for example, a member of management overriding a control;
f) the possibility that procedures may become inadequate due to changes in conditions and compliance with procedures may deteriorate;
g) manipulations by management with respect to transactions or estimates and judgements required in the preparation of financial statements.
Audit Procedures
9. The auditor, in forming his opinion on financial information, needs reasonable assurance that transactions are properly authorised and recorded in the accounting records and that transactions have not been omitted. Internal controls, even if fairly simple, may contribute to the reasonable assurance the auditor seeks. The auditor's objective in studying and evaluating internal controls is to establish the reliance he can place thereon in determining the nature, timing and extent of his substantive auditing procedures.
10. The auditor obtains an understanding of the accounting system to identify points in the processing of transactions and handling of assets where errors or fraud may occur. It is at these points that the auditor must be satisfied that internal control procedures applied by the enterprise are effective for his purposes.
11. Compliance procedures are tests designed to obtain reasonable assurance that those internal controls on which audit reliance is to be placed are in effect. These procedures include tests requiring inspection of documents supporting transactions to gain evidence that controls have operated properly (for example, verifying that the document has been authorised) and enquiries about the observation of controls which leave no audit trail (for example, determining who actually performs each function not merely who is supposed to perform it).
12. Substantive procedures are designed to obtain evidence as to the completeness, accuracy and validity of the data produced by the accounting system. These procedures comprise tests of details of transactions and balances, and analysis of significant ratios and trends including the resulting investigation of unusual fluctuations and items.
13. While compliance procedures and substantive procedures are distinguishable as to their purpose, the results of either type of procedure may contribute to the purpose of the other. Errors discovered in conducting substantive procedures may cause the auditor to modify his evaluation based on compliance procedures that controls were adequate for his purposes.
Review and Preliminary Evaluation
14. The auditor should review the accounting system and related internal controls to gain an understanding of the flow of transactions and the specific control procedures to be able to make a preliminary evaluation and identification of those internal controls on which it might be effective and efficient to rely in conducting his audit. However, such review would depend on the size of the enterprise and the extent of controls as stated in para 25.
15. Unless circumstances clearly indicate otherwise, the auditor should not assume that an instance of fraud or error is an isolated occurrence. If the fraud or error should have been prevented or detected by the system of internal control, the auditor should reconsider his prior evaluation of that system and, if necessary, adjust the nature, timing and extent of his substantive procedures.
15. The review of internal control consists mainly of enquiries of personnel at various organisational levels within the enterprise together with reference to documentation such as procedures manuals, job descriptions and flow charts, to gain knowledge about the controls which the auditor has identified as significant to his audit. In a continuing engagement, the auditor will be aware of internal controls through work carried out previously but will need to update his knowledge.
16. It may be useful to trace a few transactions through the accounting system to assist in understanding that system and its related internal controls. When the transactions selected are representative of the type of transactions that usually pass through the system, this procedure may be treated as part of the compliance procedures.
17. Different techniques may be used to record information relating to an internal control system. Selection of a particular technique is a matter for the auditor's judgement. Common techniques, used alone or in combination, are narrative descriptions, questionnaires and flow charts. The auditor should maintain adequate documentation about those internal controls on which he intends to rely.
18. The auditor's preliminary evaluation of the internal controls should be made on the assumption that the controls operate generally as described and that they function effectively throughout the period of intended reliance. The purpose of the preliminary evaluation is to identify the particular controls on which the auditor still intends to rely and to test through compliance procedures.
19. The auditor may decide not to rely on particular internal controls because, for example,
a) they are defective in design and therefore their operation would provide insufficient assurance as to the accuracy and completeness of information produced by the accounting system, or
b) the audit effort required to test compliance with those internal controls is not commensurate with the reduction in effort that could be achieved by placing reliance on them.
Compliance Procedures
20. Compliance procedures should be conducted by the auditor to gain evidence that those internal controls on which he intends to rely operate generally as identified by him and that they function effectively throughout the period of intended reliance. The concept of effective operation recognises that some deviations from prescribed controls may have occurred.
21. Deviations from prescribed controls may be caused by such factors as changes in key personnel, significant seasonal fluctuations in volume of transactions, and human error. The auditor should make specific enquiries concerning these matters, particularly as to the timing of staff changes in key control functions. He should then ensure that his compliance procedures appropriately cover such a period of change or fluctuation.
22. Based on the results of his compliance procedures, the auditor should evaluate whether the internal controls are adequate for his purposes.
23. If, based on the results of the compliance procedures, the auditor concludes that it is not appropriate to rely on a particular internal control to the degree previously contemplated, he should ascertain whether there is another control which would satisfy his purpose and on which he might rely (after applying appropriate compliance procedures). Alternatively, he may modify the nature, timing or extent of his substantive audit procedures.
24. The auditor's compliance procedures normally should be applied to transactions selected from those of the entire period under examination. When, however, a shorter period is initially tested, the auditor needs to consider what is necessary to provide reasonable assurance as to the reliability of the accounting records for the whole period. The auditor's judgement as to the nature, timing and extent of compliance or substantive procedures to be applied to transactions occurring in the remaining period will be affected by such factors as the following:
a) the results of the procedures already conducted;
b) the responses to enquiries as to whether the internal control system is still operating in the same manner as when studied and evaluated;
c) the length of the remaining period;
d) the nature and amount of the transactions or balances involved;
e) the auditor's evaluation of the internal control environment, especially supervisory controls; and
f) the substantive procedures which the auditor intends to carry out irrespective of the adequacy of internal controls.
Internal Control in the Small Business
25. The auditor needs to obtain the same degree of assurance in order to give an unqualified opinion on the financial statements of both small and large entities. However, many controls which would be relevant to large entities are not practical in the small business. For example, in small business, accounting procedures may be performed by few persons. These persons may have both operating and custodial responsibilities, and segregation of functions may be missing or severely limited. Inadequate segregation of duties may, in some cases, be offset by owner/ manager supervisory controls which may exist because of direct personal knowledge of the business and involvement in the business transactions. In circumstances where segregation of duties is limited or evidence of supervisory controls is lacking, the evidence necessary to support the auditor's opinion on the financial information may have to be obtained largely through the performance of substantive procedures.
Communication of Weaknesses in Internal Control
26. As a result of his study and evaluation of internal control and other auditing procedures, the auditor may become aware of weaknesses in internal control. For the benefit of the entity, the auditor should make management aware, on a timely basis, of material weaknesses which have come to his attention. Such weaknesses are usually communicated in writing. It is important to indicate in such communication that it discusses only weaknesses which have come to the attention of the auditor as a result of his audit, and that his examination has not been designed to determine the adequacy of internal control for management purposes.
Effective Date
27.This Statement on Standard Auditing Practices becomes operative for all audits relating to accounting periods beginning on or after January 1, 1989.
APPENDIX
STUDY AND EVALUATION OF THE ACCOUNTING SYSTEM AND RELATED INTERNAL CONTROLS - AN ILLUSTRATION
______________________________ 
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