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) AUDITING &ASSURANCE SERVICES
(Louwers Ramsay, Smason Strawser) (ﬂiﬁ)

@ ”I"Ju %’

_ Applzcatzon to0 Small and Mzdszze Entztzes

"+ Small and m1ds1ze ent1t1es may Implement the control envn'onment factors d1fferent1y :
... than larger éntities. For- example smaller entities might riot have a written code of conduict -
.- but-instead develop a culture that emphasizes the importance of integrity-and ethical .
. behavior through .oral communication 'and by management example.- Similarly, smaller
‘entities may not have an mdependent or outside member on their board of directors

_(AU319) (52X D)

® ﬁﬁ‘fﬁl} i

| Applzcatwn to Small and Mzdszze Entztzes

" ‘The concepts underlymg control activities in small or m1dszze orgamza‘aons are hkely to be'
. similar to those in larger entities, but the formality with which they opetate varies. Furthet,
-$maller entities can find that certain types of control activities are not relevant because of con-

trols apphed by management, For example, management’s retention of authority for ¢ approv- .

ing credit sales, significant purchases, and drawdowns on lines of credit can pr0v1de strong

control over those activities, lessening or removing the need for more detailed cotrol activi-

© ties. An appropnate segregatlon of duties often appears to present dlfﬁcultles in-smaller _

‘organizations. Even comapanies that have only a few employees, however, can assign their

~ responsibilities to achieve appropriate segregation or, if that is not possible, to use manage-

' ment overszght of the: meompatlble activities to achieve control Obj ectives (AU31 9).

(159%4:@)

R

- mHEE
- Application to Small and Mzdszze Entmes o

Informatlon systers in small or m1ds1ze orgamzatwns are hkely to be Iess formal than - -
in Iarger organizations, but thelr role is just as significant. Srnaller entities with active

- management involvement may nét need extensive. descnptmns of accounting procedures,
| sophlstlcated aceounting records, or written p011c1es Commumcauon may be less formal

" and easier to achieve in a small or midsize company | than in‘a larger enterprise because
"+ the smaller organization has fewer Ievels and management has more VISlblhty and avaﬂ--
lablhty (AU3I9) (IBOEJ:’O)

418—
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.26

The nature, timing, and extent of procedures the auditor chooses to perform to obtain
the understanding will vary depending on the size and complexity of the entity,
previous experience with the entity, the nature of the specific controls used by the
entity including the entity’s use of IT, the nature and extent of changes in systems
and operations, and the nature of the entity's documentation of specific controls. For
example, the understanding of risk assessment needed to plan an audit for an entity
operating in a relatively stable environment may be limited. Also, the understanding
of monitoring needed to plan an audit for a small, noncomplex entity may be limited.

Similarly, the auditor mayv need only a limited understanding of control activities to
plan an audit for a noncomplex entity that has significant owner-manager approval

and review of transactions and accounting records. On the other hand, the auditor
may need a greater understanding of control activities to plan an audit for an entity
that has a large volume of revenue transactions and that relies on IT to measure and
bill for services based on a complex, frequently changing rate structure.

.36

When obtaining an understanding of the control environment, the auditor considers
the collective effect on the control environment of strengths and weaknesses in
various control environment factors. Management's strengths and weaknesses may
have a pervasive effect on internal control. For example, owner-manager controls
may mitigate a lack of segregation of duties in a_small business, or an active and
independent board of directors may influence the philosophy and operating style of
senjor management in larger entities. Alternatively, management’s failure to commit
sufficient resources to address security risks presented by IT may adversely affect
internal control by allowing improper changes to be made to computer programs or to
data, or by allowing unauthorized transactions to be processed. Similarly, human
resource policies and practices directed toward hiring competent financial,
accounting, and IT personnel may not mitigate a strong bias by top management to
overstate earnings.

App]jcé tion to Small and Midsized Entities
.56

The way in which the objectives of internal control are achieved will vary based on an
entity's size and complexity, among other considerations. Specifically, small and
midsized entities may use less formal means to ensure that internal control
objectives are achieved. For example, smaller entities with active management
involvement in the financial reporting process may not have extensive descriptions of
accounting procedures, sophisticated information systems, or written policies.
Smaller entities mav not have a_ written code of conduct but, instead, develop a
culture that emphasizes the importance of integrity and ethical behavior through

oral communication and by management example. Similarly, smaller entities may

not have an independent or outside member on their board of directors.

_‘I 9_



(2) lnternal Control in the Small Company

The preceding discussion of internal control and its consideration by the independent anditors
has been presented in terms of large corporations. In the large concern, excellent internal con-
trol may be achieved by extensive segregation of duties so that no one person handles a trans-
action completely from beginning to end. In the very small concern, with only one or two

"office employees, there is little or no opportunity for division of duties and résponsibilities,
Consequently, internal control ténds to be weak, if not completely absent, unless the owner/
manager recognizés its importance and participates in key activities. -

Because of the abserice of strong internal control in small concerns, the independent audi-
tors must rely much more on substantive procedures of account balances and fransactions
than is required in larger organizations. Although it is well to recognize that internal control
can seldom be strong in a small business, this limitation is no justification for i ignoring avail-
able forms of control. Auditors can make a valuable contribution to small client companies
by encouraging the installation of such controls-as are practicable in the circumstances. The

: following specific practices are almost always capable of use in even the smallest business:

1. Record all cash receipts immediately.
a. For over-the-counter collections, use cash registers easily visible to customers. Reoord
' register readings daily.

b. Prepare a list of a1l mail remittances immediately upon opening the mail and retain tlns
List for subsequent comparison with bank deposit tickets and entries in the cash receipts
journal.

2. Deposit all cash receipts intact daily.

3. Make all payments by serially numbered checks, with the exception of small disbursements
from petty cash.

4. Reconcile bank accounts monthly and retain copies of the reconciliations in the files.

5. Use serially numbered sales invoices, purchase orders, and receiving reports.

6. Issue checks to vendors only in payment of approved invoices that have been matched with
purchase orders and receiving repotts. :

7. Balance subsidiary ledger with control accounts at regular intervals and prepare and mail
customers” statements monthly.

8. Prepare comparative financial statements monthly in sufficient detail to disclose significant
variations in any category of revenue or expense.

Adherencé to these basic control practices significantly reduces the risk of material error or
fraud going undetected. If the size of the business permits a segregation of the duties of cash .
handling and recordkeeping, a fair degree of control can be achieved. Ifitis necessary that one
employee serve as both accounting clerk and cashier, then active participation by the owner in
certain key functions is necessary to guard against the concealment of fraud or errors. Ina few

. minutes each day the owner, even though not trained in accounting, can create a significant
amount of internal control by personally (1) reading daily cash register totals, (2) reconciling
the bank account monthly, (3) signing all checks dand canceling the supporting documents,-
(4) approving all general journal entries, and (5) critically reviéwing comparative monthly
staternents of revenue and expense.

PRINCIPLES OF AUDITING
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