A
COURSE
GUIDE

HCM 436
INTERNAL CONTROLS IN HOSPITALITY
ADMINISTRATION

Course Team Dr. B. R. Yusuf (Course Developer/Writer)-
NOUN

NATIONAL OPEN UNIVERSITY OF NIGERIA




HCM 436

COURSE GUIDE

National Open University of Nigeria
Headquarters

University Village

Plot 91, Cadastral Zone,

Nnamdi Azikiwe Express way

Jabi, Abuja

Lagos Office
14/16 Ahmadu Bello Way
Victoria Island, Lagos

e-mail: centralinfo@noun.edu.ng

website: www.nouedu.net
Published by
National Open University of Nigeria

Printed 2014
ISBN:
All Rights Reserved

Printed by




HCM 436 COURSE GUIDE
CONTENTS PAGE
Tk o]0 [V 103 1T0] o T iv
What You Will Learn in this COUISE.......c.couvveivviiiiieiieieieeeennn, v
COUISE AIMIS .. et e et e e e e e e e e e e e v
Course ODJeCtiVES. .......coouiiii e %
Working through the Course ....................................... v
Course Materials. ......covei i, Y,
StUAY UNItS. .. e e e Vi
Assignment File. ... vii
ASSESSIMEIL. . ettt it et e e e e Vii
Tutor-Marked Assignment ..........cooovviiiiii i, Vil
Final Examination and Grading..............c.ccovciiiiie i eennn. Vil
Presentation Schedule........ccooviiiii i, viil
How to Get the Most from this Course..........cccovvvivvenn.n. viii
Facilitators/Tutors and Tutorials..........cccoo i iinnnns iX
SUMMIATY. e et e et e e e e e e e e e e e e e e e X



HCM 436 COURSE GUIDE

INTRODUCTION

The course, Internal Control in Hospitality Admin&tion is a core
course which carries two credit units. The coursdenial is prepared
for all students who are taking any course in anting department of
the school of management sciences. The courseausefal material to
students in their academic pursuit as well as mrtiwork place as
financial managers and administrators.

WHAT YOU WILL LEARN IN THIS COURSE

The course is made up of fourteen units, coveringas such as
definitions of internal control, types of internantrols, importance of
internal control system, features of internal cohtsystem, internal

audit, and relationship between internal auditod ahe external

(independent/statutory) auditor. The course mdtalso covers areas
such as assessment and evaluation of internal &udition, audit of

internal control system, and problems of internahtool system. The
last part of the course material covers internaltrad of stock in hotel

management, cash disbursement control in hotel gement, petty

cash control in hotel managemerdccount receivables control in
hospitality administration, and control of emplogeeemuneration in

hospitality administration.

COURSEAIMS

The aim of the course is to expose you to the nmgaaind assessment of
internal control system. The course also aims attipg out techniques
of evaluating internal audit function that are rnegdor control of stock,
cash disbursement, petty cash, account receivadohels employees’
remuneration. The aim of the course will be achievg

1. defining the term ‘internal control’

2. explaining the types of internal control

3. mentioning the features and importance of intecoakrol system

4. stating the relationship between internal auditansl external
auditors

5. explaining internal audit

6. discussing ways of assessing and evaluating irteaoalit
function

7. describing internal control of stock in hotel maeamgnt

8. explaining internal control of cash disbursememttypcash and

account receivables
9. describing thecontrol of employees’ remuneration in hospitality
administration.
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COURSE OBJECTIVES

After completing this course, you should be able to

o define internal control

o state the types of internal control

o list the features and importance of internal cdrdystem

o state and explain the relationship between inteanalitors and
external auditors

o explain internal audit

o state and discuss the ways of assessing and awugluaternal
audit function

o describe internal control of stock in hotel managem

o discuss the concepts of internal control of castbulisement,
petty cash and account receivables

o explain thecontrol of employees’ remuneration in hospitality
administration

o discuss the limitations of internal control systems

o discuss the factors consider before placing rediamet the work
of internal auditors

o state eight areas of cooperation between interndl external
auditors.

WORKING THROUGH THE COURSE

The course consists of the definition of internatcol, the importance
of internal control system, features of internahtcol system, and
internal audit. The course highlights the relatiopsbetween internal
auditor and the external (independent/statutorgjtau The course also
examines the asseessment and evaluation of th@ahtontrol system
in hospitaltity administration.

The techniques of recording in hospitality admnason are also
highlighted in this course as well as the probleshsnternal control
system in hospitality administratrion.

Lastly, the course highlights the internal contvbimajor and important
aspects of hospitality administration: stock; cassbursement; petty
cash; account receivables; and employees’ remuoerat
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COURSE MATERIALS

The major components for the course are:
(@ Course Guide

(b)  Study Units

(c) Textbooks
(d)  Assignment Guide

STUDY UNITS

There are fourteen units in this course which shbel studied carefully.
They are as follows:

Module 1

Unit 1 Definitions of Internal Control

Unit 2 Types of Internal Control

Unit 3 Importance of Internal Control System

Unit 4 General Features of Internal Control System

Module 2

Unit 1 Internal Audit

Unit 2 Relationship between Internal Auditor nda the
Independent Auditor

Unit 3 Assessment and Evaluation of the Internaht@®| System
in Hospitality Administration

Unit 4 Techniques of Recording in Hospitality Aidistration

Unit 5 Problems of Internal Control System in pibelity
Administration

Module 3

Unit 1 Internal Control of Stock in Hospitalitydfninistration

Unit 2 Cash Disbursement Control in Hospitalitymidistration

Unit 3 Petty Cash Control in Hospitality Administion

Unit 4 Account Receivables Control in Hospitality
Administration

Unit 5 Control of Employees’ Remuneration in Hdaliy

Administration

The first module defines internal control, explathe types of internal
control, the importance of internal control systeand the general
features of internal control system.

vi
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The second module defines internal audit, states riddationship
between internal auditor and the independent ayddescribes the
assessment and evaluation of the internal conysiem in hospitality
administration, explains the techniques of recaydin hospitality
administration and highlights the problems of intdrcontrol system in
hospitality administration.

The third module (last five units) describes thiernal control of stock,
cash disbursement, petty cash, account receivadnhes control of
employees’ remuneration in hospitality administati

THE ASSIGNMENT FILE

There are self test questions as assignment incthisse and you are
expected to do all of them and submit for gradigpgydur tutor.

ASSESSMENT

There are two aspects to the assessment of theecoline first are the
tutor-marked assignments and second there is eweikamination.

You are advised to be sincere in attempting thecese In tackling the
assignments, you are expected to apply informatkoowledge and
techniques gathered during the course.

The assignments must be submitted to your tutofoional assessments
in accordance with the deadlines stated in theeptason schedule and
the assignment file. The work you submit to youotuor assessment
will count for 30% of your total course mark. Atetiend of the course
you will need to sit for a final examination of aldahree hours duration.
This examination will count 70% of your total coairmark.

TUTOR-MARKED ASSIGNMENT

In doing the tutor-marked assignment, you are fdyapour knowledge
and what you have learnt in the contents of thdystinits. These self
test questions which are ten in number are expdotds turned in to
your tutor for grading. They constitute 30% of timeal score for the
course.

FINAL EXAMINATION AND GRADING

At the end of the course, you will write the firtamination. It will
attract the remaining 70%. This makes the totall fatore to be 100%.

Vii
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PRESENTATION SCHEDULE

The dates for submission of all assignments willcbenmunicated to
you. You will also be told the date of completirge tstudy units and
dates for examinations.

HOW TO GET THE MOST FROM THIS COURSE

In distance learning, the study units replace thigarsity lecture.

This is one of the great advantages of distancenilegz you can
read and work through specially designed study madgeat your own
pace, and at a time and place that suit you bésnkTof it as reading
the lecture instead of listening to the lecturerthe same way a lecturer
might give you some reading to do, the study utels you where
to read, and which are your text materials or ssbkb. You are
provided exercises to do at appropriate pointg, ggsa lecturer might
give you an in-class exercise. Each of the studytsufollows a
common format. The first item is an introductiontbhe@ subject matter
of the unit, and how a particular unit is integcatevith the other
units and the course as a whole. Next to this getaof learning
objectives. These objectives let you know what yshould be able
to do by the time you have completed the.uHitese learning
objectives are meant to guide your study. The manzerunit is
finished, you must go back and check whether yote rechieved the
objectives. If you make this a habit, then you winificantly improve
your chances of passing the course. The main bddheounit guides
you through the required reading from other sourcBsis will
usually be either from your set books or from adine@ section. The
following is a practical strategy for working thighuthe course. If you
run into any trouble, telephone your tutor.

1. Read this Course Guide thoroughly, it is your first
assignment.

2. Organise a study schedule. Design a ‘coursaviewe to
guide you through the course. Note the time youeapected to
spend on each unit and how the assignments reldtestunits.
Whatever method you choose to use, you should idelesn
and write in your own dates and schedule of worlefch unit.

3. Once you have created your own study schedoleverything
to stay faithful to it. The major reason why stuidefail is that
they get behind with their course work if you gabidifficulties
with your schedule, please, let your tutor knowobefit is too

viii
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10.

late to help. Turn to unit 1, and read the intrdauc and the
objectives for the unit.

Assemble the study materials. You will need yseir books and
the unit you are studying at any point in time. Y@ work
through the unit, you will know what sources to solh for
further information.

Keep in touch with your study centre. Up-to-dateurse
information will be continuously available there.

Well before the relevant due dates (about 4 wdekore due
dates), keep in mind that you will learn a lot bgird) the
assignment carefully. They have been designed tp Heu

meet the objectives of the course and, therefori,help you

pass the examination. Submit all assignments riet than the
due date.

Review the objectives for each study unit toficon that you
have achieved them. If you feel unsure about anythef
objectives, review the study materials or consalintutor.

When you are confident that you have achievedind’s
objectives, you can start on the next unit. Proceed by
unit through the course and try to pace your stmyhat you
keep yourself on schedule.

When you have submitted an assignment to yotor téor
marking, do not wait for its return before starting the next
unit. Keep to your schedule. When the assignmemetisrned,
pay particular attention to your tutor's commerisih on the
tutor-marked assignment form and also the writtemments on
the assignments.

After completing the last unit, review the csmirand prepare
yourself for the final examination. Check that ywave achieved
the unit objectives (listed at the beginning ofteanit) and the
course objectives (listed in the Course Guide).

FACILITATORS/TUTORS AND TUTORIALS

Information relating to the tutorials will be prodd at the appropriate
time. Your tutor will mark and comment on your gssnents, keep
a close watch on your progress and on amficudties you

might encounter and provide assistance to you dutlre course.

IX
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You must take your tutor-marked assignments tosthdy centre well
before the due date (at least two working daysregeired). They will

be marked by your tutor and returned to you as ssgomossible. Do not
hesitate to contact your tutor if you need helpni@ot your tutor if:

I. You do not understand any part of the study unithe assigned
readings

. You have difficulty with the exercises

iii. You have a question or problem with an assignmentvith
your tutor’'s comments on an assignment or withgreing of
an assignment.

SUMMARY

The course Internal Control in Hospitality Admimggion exposes you
to the concepts of internal control (definitiongpés, importance and
features), internal audit and techniques used ternal control system
by both internal auditors and independent auditoms stock, cash
disbursement, petty cash, account receivables antplogees’

remuneration. On successful completion of this seuyou should have
been armed with the materials necessary for efficend effective

internal control system for safeguarding the psofaf hospitality

administration and management of proper books afords in

hospitality administration.
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MODULE 1

Unit 1 Definitions of Internal Control

Unit 2 Types of Internal Control

Unit 3 Importance of Internal Control System

Unit 4 General Features of Internal Control System

UNIT 1 DEFINITIONS OF INTERNAL CONTROL
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Definition of Internal Control
3.2 Points to Note in Definitions of Internal Canit
3.3 Who s in Control?

4.0 Conclusion

5.0 Summary

6.0  Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

Welcome to this course on Internal Control. Thisirse is designed to
help business owners and operators understand ebe for internal
controls and develop simple systems that can barpptace in their
businesses to safeguard the firm’s valuable ass@tsngst other ends.

Whether a business is a sole trader or has manijogegs, introducing
internal controls will ensure that the businesssrumore efficiently,
resources are not lost and there are fewer unpleasgprises.

Organisations, especially small businesses, aremib& vulnerable to
fraud, because they often do not have effectiveria controls. You
could also paralyse your business trying to coveerye possible
contingency. However, by removing opportunity andtiration for

fraud and theft, and ensuring you have systemdacepto discourage
errors and identify mistakes and anomalies quickiyy are able to
discourage fraud in the first place and, if thailsfayou can take
corrective action to minimise losses.

Furthermore, good internal controls help you maneggources and
make sure operations are efficient and effectiven&s/managers of

1
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businesses hold the key to the fight against ialecontrol failures and
must be attentive to the concept and issues ofnakecontrols to
maximise the business potential and minimise tek of fraud, error
and loss.

Thus, this course has been designed primarily teeldp your
awareness of a good internal control system andeitteniques used to
minimise the risk of fraud, error and loss.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o define the term internal control
o outline the points to note in internal control défon
. list the major objectives internal control is desd to achieve.

3.0 MAIN CONTENT
3.1 Definition of Internal Control

It is salient to state that every organisatiorespective of whether it has
been set up to pursues profit or not, regardlests afature of business
and operations, across various industries and rsecto geographical
areas of operations, has certain unifying objestivath respect to
financial reporting. The attainment of these obyes, by and large,
tends to drive the entity’s processes and proceduosvards the
achievement of survival, growth and profitabilityoals. These
objectives are as follows:

Safeguard of valuable assets and resources

Deter and detect errors, fraud and theft

Ensure effective and efficient running of its ojienas

Ensure the accuracy and completeness of its adoguotdita
Produce reliable and timely financial and manageémen
information and

o Ensure adherence to its policies and plans.

It is instructive to mention that any measure, pB3C Or structure,
whether proactively or reactively designed and enpénted, to ensure
the realisation of the afore-stated objectives, lcasely be referred to
as “control”. Put differently, control could be erged as steps or
actions taken, measures instituted to ensure tithtng goes awry in an
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organisation that will make the entity suffer oprnaal, and by
extension, financial losses.

The following illustrations will bring the concepif “control” closer
home. One classical example of a control is enguitiat the work of
subordinate is reviewed by a superior officer tduee incidences of
errors. Another instance of a control is havinglace, a policy which
requires keeping all the cash in hand, beyond &cpdar sum, say
N200,000, at the close of business in a fire-pr@afit, access to which
can only be gained by two or more different off&¢otherwise called
“dual access control”). This second example of mdntould be made
robust by requiring that, in the event that thehcas hand exceeds
N200,000, such cash must be banked that day. @f isaihe fact that
the overriding objective of putting in place theseasures is to prevent
theft of cash or reduce its incidences.

Building on your understanding on what a contrglitss right at this
point to define internal control system, a concagtived from control
but with broader scope. Internal control systencaacerned with the
control operative in every areas of corporate agtivAccording to
auditing practices committee, it can also be defires “the whole
system of controls, financial and otherwise, essabd by the
management in order to carry on the business ofettterprise in an
orderly and efficient manner, ensure adherenceaoagement policies,
safeguard the assets, and secure, as far as posisdbcompleteness and
accuracy of the financial records”.

It is therefore vital to note that controls are designed for any cause.
Rather, they are instituted to achieve certain ®mean provide the
framework for achieving these means.

3.2 Points to Note In Definitions of Internal Contol

The individual components of an internal contrasteyn are known as
controls. The important points to note in this difon are as follows:

1. The internal control system is established by mansmt.
2. They are designed to achieve four major objectivieish are:
a. To enable management carry on the business incamlpr
and efficient manner.
b. To ensure that management policies are adhered to
throughout the organisation.
C. To ensure that proper custody is maintained over th
valuable assets of the enterprise.
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d. To ensure that all authorised information is reedr@ccurately
and correctly.

e. These objectives are better appreciated throughid luc
explanations of the following key facets viz: olgananagement
of business; adherence to policies; proper custaidyaluable
assets and authorisation of information.

J Orderly and Efficient Management of the Business

A well-established and well-run organisation is evith clear structure
and processes on how tasks are to be carried bottavdo what, when
these tasks are to start and the expected completiee, and whose
duties it is, to ensure that these tasks are vaetled out. Suffice to add
that an organisation with a disorderly working eamment will
imprudently manage its resources, with attendamisequences of
wastages, theft, frauds, low profitability, stungr@dwth and accounting
records replete with errors. To avoid these negaBwnds, a robust
internal control system can help to ensure ordenlg efficient running
of an organisation.

o Adherence to Management Policies

Policies are supposed to guide the actions anditeesdi of management
and staff alike. When policies are formulated andl followed by the
rank and file of an organisation, its consequendasancial or
operational, could be dire and grave. Hence, ialeoontrol system
helps to ensure that whatever blueprint that mamagée has designed to
guide operations, actions, conducts and activaresfollowed. A case
in point is when an organisation puts in place Bcpmn action time to
attend to email, say 5 minutes. When an employeeives a vital mail
requiring prompt action from an important clientdre fails to act on it
as required by the policy, it may spell severe equaences for the
organisation as a whole.

o Maintenance of Proper Custody over Valuable Asset

An organisation that fails or is negligent in adaigly protecting its
valuable assets is as good as “dead”, as this megyueage pilferage,
theft, fraud of different shades and proportionthwattendant colossal
financial losses.

o Completeness and Accuracy of Financial Records

Vital decisions, be it internal or external, ared@about an organisation
on the basis of financial statements or accourgpgred from certain

4
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underlying accounting records. Accordingly, it isteworthy to state
that where these underlying accounting recordsiddted with errors,
irregularities and fraud, misleading decisions boeind to be taken.
Internal control system therefore, seeks to enshet organisation
records are, to all intent and purposes, propesfyt land largely devoid
of errors.

3.3 Who Is In Control?

Management is responsible for internal controls.|g through the
five components of control explains why.

a) Management has the most influence on the contrar@mment
for a department.

b) Management sets business objectives; it also hetpsloyees
understand the objectives, and can encourage esgd0Yy0
discuss the risks in achieving them.

C) Management establishes the activities needed wremveryone
is carrying out its directives in accordance witkiseéng laid
down rules, regulation and policies.

d) Management is responsible for facilitating commatians and
information flow within a department.

e) Finally, management provides day-to-day supervision

Thus, if management buys into the committee of spong
organisations of the Treadway commission (COSOjndiein, they
should also buy into the idea that controls are ometheir key
responsibilities.

Auditors can facilitate this buy-in by explaining management what
internal control means and focusing in COSQO’s madea “framework”
that embraces many other controls and managemeattamisms.

Auditors should also explain that controls existh&lp achieve basic
objectives, like serving the customers, selling dgoand protecting
assets.

Finally, internal auditors need to fully understahdt management and
employees working in an area are the “experts’han lhusiness of that
area and will always know more about what goesham the internal
auditors who periodically visit it. If internal ctols are truly effective,
all the five components of the COSO framework nlestvorking, even
when the auditors are not working.
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4.0 CONCLUSION

In this unit, it is believed that you have learbbat the term ‘control’,
‘internal control’, important points to note wherfihing these key
concepts and the objectives for which internal mnsystem is
designed to achieve.

5.0 SUMMARY

Any measure designed to ensure, amongst other sthitlgat an
organisation affairs run smoothly can be regarded'cantrol”. One
classical example of a control is ensuring thatvbbek of subordinate is
reviewed by a superior officer to reduce incidenafesrrors.

The totality of these controls and how they interec regarded as
internal control system. It could also be conceljad as the whole
system of controls, financial and otherwise, estabd by the
management in order to carry on the business ofettterprise in an
orderly and efficient manner, ensure adherenceaoagement policies,
safeguard the assets and secure as far as pabsldempleteness and
accuracy of the financial records. From this dé&fni stemmed the fact
that they are established by management to, ifi@r ensure that the
organisation’s business is carried out in an oydanid efficient manner.

Finally, management is unquestionably in chargeintérnal control
system. This position is justified by the followifagtors:

o They have the most influence on the control envirent

o They set up business objectives

. Management set up activities geared towards acigethe set
business objectives

o They facilitates communication and information flevithin the
organisation

o Management provides day to day supervision of tieness.

6.0 TUTOR-MARKED ASSIGNMENT

I. Define the term ‘internal control’?
il. Itemised the objectives of putting in place a goddrnal control
system.
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7.0 REFERENCES/FURTHER READING

Adeniji, A.A. (2004). Auditing and Investigation. Lagos: El-Toda
Ventures Limited.

Candreva, P. J. (2006). ‘Controlling Internal Cotdr. Public
Administration Review, 2(1), 463 - 465.

Chartered Public Accountant (2007)nternal Control for Small
Business Melbourne, Australia: CPA Australia Limited.

Konrath, L.F. (1996)Auditing Concepts and Applications. (3rd ed.).
New York: West Publishing Company.

Ratcliffe, T.A. & Landes, C.E. (2009)nderstanding Internal Control
and Internal Control Services. New York: American Institute of
Certified Public Accountant.

Rittenberg, L. E. (2006). ‘Internal Control: No Simslatter’. Internal
Auditor. 63(5), 47-51.

Taylor, D.H. & Glezen, W.G. (1991)Auditing: Integrated Concepts
and Procedures (5th ed.). New York: John Wiley & Sons Inc.



HCM 436 INTERNAL CONTROLSIN HOSPITALITY ADMINISTRATION

UNIT 2 TYPES OF INTERNAL CONTROL
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1  Types of Internal Control
3.2  Other Categories/Types of Internal Control
3.3 Inherent Limitations
3.4  Components of Internal Control
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

The internal control of assets (and liabilities)amy organisation should
be carefully instituted and dispassionately impleted to reduce fraud,
amongst other goals. The internal control shouldecocontrol of

valuable assets, objectivity in recording finandrahsactions, ensuring
integrity on the part of the recording personneipesvision control,

authorisation of records and activities should k&nawledged by

means of signatures, initials, rubber stamp etc.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

state the acronym for types of internal control
explain each letter of the acronym

list other categories of internal control
explain the other types listed.

3.0 MAIN CONTENT

3.1 Types of Internal Controls

Management may decide on any type of suitablenaterontrol(s) for
the organisation. According to the guidelines issbg the Institute of
Chartered Accountants of England and Wales (ICAEW)internal
control, the types of internal control are mnemalyc put as
‘PAPAMOSS’. The Acronym is a list of some of thepgs of controls

8
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that may be found in many enterprises. The meaninthe acronym
‘PAPAMOSS'’ is highlighted below:

‘P’ Physical Controls over Assets

‘A’ Arithmetical and Accounting Controls
‘P’ Personnel Controls

‘A’ Authorisations and Approvals

‘M’ Management Controls

‘O’ Organisational Controls

‘S’ Segregation of Duties

‘S’ Supervisory Controls

S@ 000 oY

o

‘P’ Physical Controls over Assets:These are those procedures
and measures set up to secure proper custody @iaable
corporate assets. They prevent unauthorised adoedbese
assets. All assets of an organisation should legaafded at all
times especially the valuable and portable asssth as cash,
stock and motor vehicle. Security of assets shbaldesigned to
ensure that access to assets is limited to audtbpgrsons and
no asset is stolen without notice.

Examples include: keeping cash in the vault witlaldaccess
control; taken measures that will ensure that @ffieehicles are
used for only official engagements, hiring secupgrsonnel to
guard office premises, restricting access to soemsigve areas
in an organisation, the use of passwords, to cgeg few.

b. ‘A’ Arithmetical and Accounting Controls: These controls,
which are predominant in the recording functionswee that all
transactions occurring during the period have baethorised,
and that they have all been correctly and accyraselorded and
processed. There should be a system of checkseoaritihmetic
accuracy of the accounts kept in respect of tramse e.g.
extraction of balances, to check the accuracy bfpaktings
during a given period, establishment of control cacds of
creditors and debtors and the preparation of baoknciliation
statement etc. This example also includes checkihg
arithmetical and accuracy of calculations and naammg and
checking control totals.

c. ‘P’ Personnel Controls: No matter how well a system is
designed, its efficient and effective functioningllwlepend on
the operators. Controls are therefore necessargnture that
personnel have capabilities commensurate with their
responsibilities. These controls, known as persomoatrols,

9
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10

provide a framework for ensuring an efficient sétet and
training procedure for staff. There should be dicaiion system
to ensure that a capable staff is allocated toracp&r duty and
is sufficiently motivated to ensure effective andficeent

performance of his duty with complete integrity.

‘A’ Authorisations and Approvals: These are those controls,
which specify the persons responsible for authogisiand
approving transactions and the limits of such atuiho All
transactions should be authorised and approvededgonsible
officials before the organisation is financiallynemitted. Such
authority should be clearly specified in writingdathe limit of
authority or responsibility clearly defined.

For instance, an organisation may have an authmmsand
approval policy that requires that any transactietween N10
million and N20 million can be authorised and amea by a
manager; while transactions with sums above N2@0iamilbut
less than N50 million can be approved by a senianager with
the managing director having an approval limit aboM50
million but less than N100 million.

‘M’ Management Controls: These are those controls
characteristically executed by top management opeodic
basis as against a daily basis. Conceivably, thelyde periodic
reviews of management accounts and comparisonaherh
budgets and other special reviews. Some writetsrahagement
controls overriding controls. It is the responsipil of
management to establish control for day-to-day afpmr of the
affairs of the organisation and this will includeipsrvisor
controls, internal audit functions, review of maeagnt
accounts and comparison of actual result with budge other
review procedures.

‘O’ Organisational Controls: These are those controls, rules,
regulations and procedures which:

Specify the organisational plan (structure)

Define roles and allocates responsibilities

Identifying lines of reporting for all aspects dfet enterprises’
operations.

Responsibilities should be allocated to staff adic@ to
experience and proficiency and the line of repgrtghould be
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clearly indicated. It is of importance that an ongation has an
organisational chart showing unmistakably all lioéseporting.

g. ‘S’ Segregation of Duties:They are those controls, which ensure
that separate individuals or groups of individuedsry out the
main functions of an organisation of authorisatiexgcutive,
custody and recording. It is believed that the sapan of these
critical duties will minimise the inherent risk éfaud or errors
and increase the element of checking within théesysThis is to
ensure that no one person is responsible for gleas of a
transaction. In other words, the job should berayed in such a
way that the work of one person is complementaryhet of
another or independently checked by another pessdhat fraud
and error may be minimised or early detection héenef
maximised. Involvement of more individuals reduties risk of
accidental error and deliberate fraud.

Examples include separating the work of a staff sehduty it is
to collect cash from customer from the work of affsthat is
saddled with the task of recording the amount ctdle, backed
with evidence. Also, these two tasks should bersépd from the
work of the staff that is expected to bank the cadlected. The
purpose of this, as much as possible, is to disgmior make
collision difficult, if not outright impossible.

h. ‘S’ Supervisory Controls: These are controls over day-to-day
activities of the organisation, which ensure thm work of less
experienced staff are reviewed and controlled ependent,
more senior and experienced staff. This is parthef internal
check. The checker should have a thorough knowleéigee job.

3.2 Other Categories/Types of Internal Control

In addition to the above controls (PAPAMOSS), tlieeo categories
are:

I. Acknowledgement of performance: This is the control that
specifies that for each activity performed, the sper that
performs the activity must acknowledge in writingat he
performed the activity. The level of acknowledgemearies
from simply signing-off with date or doing it witbrief comment
on the activity carried out. It is expected thamsbody will not
acknowledge a performance he is not sure of. Psrgerforming
data processing operations should acknowledge dlegirities by
means of signatures, initials, rubber stamp etc.

11
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For example, if invoice calculations have to becobleel, the checker
should initial each invoice. Acknowledgement offpamance not only
allows blame to be ascribed but also has a powgréykchological
effect. Audit clerks usually initial the audit pmagnme when they have
completed part of the work. Even audit clerks riady confirm in
writing that they have examined a thousand crediesr when they
looked at only one hundred.

3.3

Budgeting Controls: These are controls that set targets for
activities, volumes and other financials of the amigation.
Targets are set for the number of new customers tlfier
marketers, for expenses, sales, production, stoekeld,
purchases, fixed assets acquisition etc. Thesettagart as goal
motivation for the employees. They also form reawbm basis
for assessing staff efforts. A common control teghe applied

in business is the use of budgets, which can baetefas a
guantitative plan of action. Budgets, having begreed, can be
compared with actual performance and differencesstigated.

Inherent Limitations

No internal control system, however elaborate, lmay itself guarantee
efficient administration, completeness and accumcyecords. This is
so because of the following reasons:

(i)
(i)
(iif)

(iv)

12

Two or more dishonest persons working in collusian override
the efficacy of the best possible controls

Authorisation controls can be abused by those irorwithe
authority is vested

Management is in a position to override controlsugeby it. To
override a control means to set it aside and ned usfor the
purpose for which it is meant. An example includesianaging
director approving transactions with sums higheanthits
approval limit(an amount which is supposed to bprayed by
the board of directors) either to suit selfish iagés or on
expediency ground, just to avail the organisatton dpportunity
to catch up with seemingly profitable opportunities

Pressure exerted from within and outside the osgdioin can
influence the integrity and competence of stafft Fhstance, an
employee that is under peer pressure to buy latgsimobiles,
build mansions, send his children to Ivy-leagueosth may be
pushed to indulge in sharp practices in order toileae these
ends
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(v) Human errors due to errors of judgment and intéagin,
misunderstanding, carelessness, fatigue or digimcican
undermine the effective operation of internal colstr

(vi)  Abuse of responsibility

(vii) A requirement that the cost of an internal contiel not
disproportionate to the potential loss which magutefrom its
absence. This can otherwise be referred as cosfibai the
internal control. For instance, it does make anynemic sense
for an organisation that keeps low level of cashrgway, say
=N=5,000, to venture into buying a fire and thetiqf cash vault
worth =N=10 million. Clearly, the cost of buyingetivault with a
view to protecting a meager cash balance outwetigbenefit
of protecting the cash

(viii) Changes in environment that is capable of makingtrots
inadequate, if not outright redundant.

Because of these inherent limitations in even tbstraffective internal
control system, it will not be possible for the @adto rely solely on its
Operations as a basis for his opinion on the firnstatements or
process. In some organisations, the auditor maynbable to determine
whether all the transactions have been reflectedhe accounting
records unless there are effective internal cositrol

3.4 Components/ Process of Internal Control

Internal control consists of five inter-related qminents or activities.
There are five steps, or components, in the Coramittf Sponsoring
Organisations of the Treadway Commission (COSO3rinal control
framework, all of which are management’s respofigitib perform.
These internal control components are presented pgramid, with
control environment as the base, risk assessmehtantrol activities

the next levels up, information and communicati@amthe top, and
monitoring at the peak.

13
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Intermal Comntral Process

(Source: COSO Framework of Integrated Internal Control
Framework, 2011)

3.4.1 Control Environment

It is the framework within which other controls op&. The control
environment contains informal, and often intangilsieft controls, such
as ethics, integrity, management philosophy, andnnsbment to
competence, as well as more formal controls likganisational
structure and assignment of roles and responsagilitThe control
environment consists of those factors that setdhe of an organisation
and thereby influence the control consciousnesspadple in the
organisation. The factors which influence contravieonment, some
have been mentioned above, include the followings:

0] Integrity and ethical values

(i)  Commitment to competence

(i)  Board of directors’ or audit committees’ activities
(iv) Management’s philosophy and operating style
(v)  Organisational structure

(vi)  Assignment of authority and responsibility

(vii)  Human resources policies and practices.

These factors are explained below:
0] Integrity and Ethical Values

These are essential elements which influence tieetefeness of
the design, administration and the monitoring aftoals. A good
example is an organisation having a clear, effebtiv
communicated and well enforced code of conductédestents of
core values et cetera for its entire staff, inahgdmanagement
staff. This greatly shapes the organisational celtiand
strengthens its behavioural capabilities.

14
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It is indeed again apt to illustrate these elemesiag the core
values of a reputable international consulting filkPMG. One
of the values of this firm reads: “above all, agthwintegrity”,
meaning that no matter the circumstances, howesified it
may appear, KPMG staff are expected to be abovedinderms
of professional conduct and integrity. It is instive to add that
these core values are well-enforced throughout finm,
especially in its professional relationships wiliertts, amongst

Commitment to Competence

This relates tomanagement’s consideration of the competence
levels for particular jobs and how those levelsngtate into
requisite skills and knowledge.

(i)  Board of Directors’ and Audit Committees’ Activities

This involves independence of the members of therdodrom
management, their experience and stature, the texfetheir
involvement and scrutiny, the information whichythreceive, the
degree to which difficult questions are raised andsued with
management and their interaction with internal axtérnal and
external auditors.

(i)  Management Philosophy and Operating Style

This explains management’s approach to taking aadaging
business risk and managing attitudes and actiongarts
financial reporting, information processing and @oting
functions and personnel.

(iv) Organisational Structure

This represents the framework within which an gigiaictivities
for achieving its objectives are planned, executedirolled and
reviewed. A good structure is one with clear repgriines and
which also facilitates effective two-way kind of mmunication
throughout the organisation.

(v) Assignment of Authority and Responsibility

Authorities and responsibilities for operating aitiés must be
properly assigned. Reporting and authorisationahnidties are
established; this is where clear job descriptiadids] and job
manuals (JMs) for staff come in. At every pointtime and on

15
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every working day, stafare expected to know their roles ¢
responsibilities within the organisation geared @odvachieving
set goals and objectivi

(vi)  Human Resource Policies and Practici
This addresses recruitment, orientation, trainiegaluating
counseling, promotingcompensating and remedial actions

staff.

It is noteworthy to state that these elements ketpghegeneral
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tone of internal control. When the tone is goodk then other workabl
controls can be bui

The control environment is the foundation for thlben components ¢
internal controls, providing discipline and struetuAll of the othel
components of control depend on the solidity of thase. It provides ¢
atmosphere in which people conduct t activities and carry out the
control responsibilities

It is imperative to add that a strong control eonment does not,
itself, ensure the effectiveness of the overa#rmal control system, b
can be a positive factor when assessing bus risks. A weak interne
control system, conversely, can undermine the &¥kaess of othe
controls.

16
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3.4.2 Risk Assessment

Management sets both entity-wide objectives andvictobjectives,
identifying and analysing the risks that these cipjes will not be
achieved. All entities, regardless of size, striestnature or industry are
subject to business risk. Business risks affech eatity’s ability to
survive, compete successfully within its indusimaintain its financial
strength and positive public image and safeguaedotrerall quality of
its products, services and well being of its people

The decision to be in business is a decision tetcask. There is no
practical way to reduce risk to zero. Managemerd #re board of
directors decide the risks to be accepted andxteneand methods to
be applied to monitor and mitigate the risks. Bseaweconomic,
industry, regulatory and operating conditions cwmi to change,
mechanisms are needed to identify and deal with siecial risks
associated with change.

During a risk assessment, management identifiesaaatyses risks that
pose threats to the achievement of its objectives farm a basis for
determining how the risks should be managed. Managéeshould have
identified and initiated measures to mitigate timpartant risks, based
on their probability and impact, before the auditbegin an audit. The
auditors should then evaluate the risk assessmec¢§s.

Risk assessment also involves analysing, profilamgl consolidating
risks. It can be said to also extend to how an rusgdion responds to
risk in terms of strategies. Typically, an orgatima responds to risk
using four strategies of risk avoidance, risk reidumg risk acceptance
and risk transfer. These strategic risk assessm&asures are best
illustrated using the consequences-likelihood fram& as given
below:

< »
< »

4 (Low) Consequences
(High)
* Accept *Transfer
= | Risks are not Insure risk or implement
=38 4 significant. Keep undef contingency plans.
©:= g view but cost of Reduction of severity of
T o - . . . . . .
— X S dealing with risks risk will minimise
-

unlikely to be worth insurance premiums.
the benefits

A
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* Reduce *Avoid

Take some actions, e.gTake immediate action to
Self-insurance to deal | reduce severity and

with frequency of frequency of losses, e.g.
losses. charging higher prices to
customers or ultimately
abandoning activitie

(Source: BPP ACCA Study Kits, 2013)
3.4.3 Control Activities

The mechanisms established by management to ertbate their
directives are carried out, including the actigtidentified to mitigate
risks, are control activities. Put differently, yhare those policies and
procedures, in addition to the control environmemthich are
established to achieve the entity’s specific olojest These controls
depend greatly on the activity under consideratidngreat deal of
activity-specific knowledge is required to determiwhat the controls
should be. COSQO'’s control framework presents ag@krol matrix that
analyses activity-level objectives, risks and colstr This matrix is but
one method of establishing control activities. @tmethods or ways of
establishing control activities includes:

a) Flow charting

b) Analysing the completeness, accuracy, authorisatiomeliness
of transactions

C) Safeguarding of the input, processing, and outpBO) of
transactions

d) Strength, weaknesses, opportunities and threats O[BW
analysis.

Examples of control activities are:

Approval and control of documents

Controls over computerised applications

Checking the arithmetical accuracy of records

Maintaining and reviewing control accounts andltbalances
Reconciliations of accounts and records

Limiting physical access to assets and records.

3.4.4 Information System

This involves how the information system capturegeenéss and
conditions, financial reporting process, relatedccoainting records,

18
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whether electronic or manual system is used to atithe reporting
process, the procedures within both informatiorhtetogy methods
and manual systems by which those transactionsigged, recorded,
processed and reported in the accounts. It can l@sceferred to as
information and communication. This aspect of ttearfework requires
constant communication amongst the various stakem®lregarding
how to make the control system robust and goalricerit also serves as
the oil that lubricates the wheel of this all-imgmt internal control
model.

3.4.5 Monitoring of Controls

The role of monitoring of controls in ensuring theontinued

effectiveness of internal control system cannotdver-emphasised.
From the control environment to the informationteys, all of these
components have to be continuously reviewed witltea to ensuring

that are working the way they should. A once rohuostrnal control

system can grow very weak if the risks for whictvés instituted are no
longer there, or have been rendered outdated bynadwment in

technology or changes in the organisation.

Furthermore, monitoring leads to the timely ideaéifion and correction
of control deficiencies before they materially afféhe achievement of
the organisational objectives. It also ensures fth&trnal controls
continue to operate effectively.

Risk Control
Assessment Environment

Information and
Communication

(Source: COSO internal control framework, 2013)

The process involves the assessment by approgpetonnel of the
design and operations of control on a suitably tymeasis, and the
taking of necessary action. The processes involaethonitoring of
controls are as diagrammatically depicted below:
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= Tone from the top
= Organizational structure
= Baseline understanding of internal control effectiveness

Y - Prioritize risks

= ldentify controls

= ldentify persuasive information about controls
= Implement monitoring procedures

= Pricoritize findings
= Report results to the appropriate level
= Fellow up on corrective action

Supported Conclusions Regarding Control Effectiveness

(Source: COSO integrated internal control framework 2013)
4.0 CONCLUSION

Internal control in an organisation should inclyag/sical control over
assets, arithmetic and accounting control, perdonnentrol,
authorisation and approval control, managementrohnorganisation
control, segregation of duties, supervisory contacknowledgement of
performance and budgeting. It is therefore impdrtanorganisations to
understand these controls very well in the lighthafir expectations and
take pragmatic efforts to ensure proper documemtati

5.0 SUMMARY

Internal control types are mnemonically expressedRAPAMOSS”.
The meaning of this mnemonic is highlighted below:

‘P Physical Controls over Assets

‘A’ Arithmetical and Accounting Controls
‘P"  Personnel Controls

‘A’ Authorisations and Approvals

‘M’ Management Controls

‘O’ Organisational Controls

‘S Segregation of Duties

‘S Supervisory Controls

Other categories/types of internal control includeknowledgement of
performance and budgeting controls.

Furthermore, a sound internal control system igcally undermined by
collusion between two or more people with the ititento override

20
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controls, human errors, prohibitive cost of desigspecially if this
outweighs anticipated benefits, to mention butva fe

Characteristically, a complete internal controltegs comprises control
environment, risk assessment process, control igesiy information

system and control monitoring of controls. Thesengonents are as
defined in the Committee of Sponsoring OrganisaiG®SO) of the

Treadway Commission’s integrated framework forfin& controls.

While control environment consists of those factihiet help to set the
tone of an organisation which influences the cdntomsciousness of
people in the organisation, risk assessment prpcasether vital
component of internal control system, provides amiwork for
identifying, evaluating and responding to businds&s to which an
organisation is exposed, and in respect of whigtirots are instituted.

Control activities are policies and procedures disaed by
management to ensure its directives are carriedexamples of control
include limiting physical access to valuable assatsl records.
Information system, whereas, explains how events @nditions are
captured and essential information passed from @eenent of the
system to another, both internally and externdllgstly, monitoring
helps to keep a tab on other four components ofsyls¢em, ensuring
they work as seamless, as effective and as effieepossible.

6.0 TUTOR-MARKED ASSIGNMENT

I. Write in full the acronym “PAPAMOSS”.
. Explain the types of internal control you know.
iii. Mention other types of internal control apart frd?PAPAMOSS’
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UNIT 3 IMPORTANCE OF INTERNAL CONTROL
SYSTEM

CONTENTS

1.0 Introduction

2.0  Objectives

3.0 Main Content
3.1  Highlights of Importance of Internal Controlssgm
3.2  Explanation of Highlighted Importance

4.0 Conclusion

5.0 Summary

6.0  Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

Losses through fraud and embezzlement by asso@atesmployees at
all levels-property, corporate and ownership levelsntribute to cost
pressures in an organisation. It is therefore cdsgpy for organisations
to carry out effective and efficient internal cantin an organisation
when the importance is considered.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

o highlight the importance of internal control system
o explain the importance highlighted.

3.0 MAIN CONTENT
3.1 Highlights Of Importance Of Internal Control System

The following is a highlight of the importance ofternal control
system. The importance is highlighted below

(1) Management of risks

(i)  Report facilitation

(i)  Effective financial control
(iv)  Risk control.
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3.2 Explanation of Highlighted Importance
I Management of Risks

An organisation’s system of internal control ha&ey role to
play in the management of risks that are significem the
fulfillment of its business objective. A sound st of internal
control contributes to safeguarding the sharehsldevestment
and the company’s assets.

il. Report Facilitation

It facilitates the efficiency and effectiveness ioternal and
external reporting, and assets compliance with lasrsd
regulations.

iii. Effective Financial Control

Effective financial controls (including the maingte of proper
accounting records) are an important element efrmati control.
They help to ensure that the organisation is nateaassarily
exposed to avoidable financial risks and the fimgrinformation

used within the business and for external pubbcestiis reliable.
They also contribute to the safeguarding of assetfyding the
prevention and detection of fraud.

iv. Risk Control

An organisation’s objective, its internal structuend the
environment in which it operates are continuallpleing and as
a result, the risks it faces are continually chaggiA sound
system of internal control therefore depends ohaouugh and
regular evaluation of the nature and extent ofribles to which
the organisation is exposed. Since profits areairt, ghe reward
for successful risk taking in business, the purpokenternal
control is to help manage and control risk appedpty rather
than to eliminate it.

4.0 CONCLUSION
Internal control system contributes to safeguardihg shareholders
investment and the company’s assets, ensures assafdiance with

laws and regulations, maintenance of proper aceawginecords, and
managing and controlling of risk appropriately mthhan to eliminate
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it. It is necessary you know this in order to knthe essence for which
internal control system should be designed.

5.0 SUMMARY

The importance of a robust internal control systannot be stressed
enough, as it helps in the management of risklifaie timely reporting,
whether internal or external, fosters effectivaafinial control and also
helps to control risk. These benefits of intermaintrol system,
especially a robust one, ensure that shareholdekgstments are
adequately safeguarded, laws and regulations cethpWith and
accounting records properly maintained.

6.0 TUTOR-MARKED ASSIGNMENT

I. Highlight the importance of internal control system
il. Explain the points highlighted in question one.
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UNIT 4 FEATURES OF INTERNAL CONTROL
SYSTEM

CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1  Factors Determining Internal Control System
3.2  Features of Internal Control System
3.3 Internal Control and Statutory Audit
3.4  Reports to Management on Internal Control 3yste
3.5 Internal Check

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

The nature of the control operating within any coentral organisation
is determined, amongst other things, by the orgaioisal structure as
well as the size of the organisation. This unilésigned to enable you
know the characteristics of a good internal condg@tem. It is designed
to make you know those necessary things that mesieatured in a
good internal control system before you can adedyatarry out
internal control in an organisation.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o explain factors determining internal control system

o explain features of internal control system

o explain the relationship between internal controdl astatutory
audit

. recognise content of management reports on intecoatrol
conducted

o write what internal check is and what it includes.
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3.0 MAIN CONTENT

3.1 Factors Determining Internal Control System

One basic feature that is common to all internalt@d systems is the
separation of duties. The principle ensures thathihee basic functions
of authorisation, custody and recording are giweuifferent people to
avoid a situation where a single person can proaesansaction from
the initiation stage to the recording stage.

A good organisation structure should be evidencgdiganisational
charts and written job descriptions showing autiesj duties and lines
of reporting. For a good audit practice the aud#ioould obtain a copy
of all organisational charts so to familiarise himith the level of
authority and lines of reporting existing in thesol's organisation as the
control weaknesses inherent in a system are liteelpe disclosed by
such charts. At any rate, the features of integmadtrol will depend
among other factors on:

The nature and size of the business conducted.

The number of administrative staff involved.

The materiality of transactions concerned.

The importance placed upon the internal corggstem by the
management.

The management style of the entity, particuléne trust placed
on the integrity of the key person and the lattedslity to
supervise and control his/her subordinate staff.

rwnp

o1

3.2 Features of Internal Control System
However, the following are the features of intercahtrol system.
1. A Whole System

Internal control can be seen as single proceduress @ whole
system. The whole system is more than the sumeopaits.

2. Established by the Management
Internal control systems are established by the agament

directly or by means of external consultants, maéraudit, or
accounting personnel.
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3. Ensure Adherence to Management Policies

An effective internal control system will enable arganisation
to implement its plans and policies as laid down tne
management.

4. Safeguarding the Assets of An Organisation

An effective internal control system guards andtguts the
resources of an organisation. It ensures that thandial
resources of an organisation are not misappropriabe
embezzled, and also ensures that the physical sasdetn
organisation are not misused.

5. Accuracy of the Records

An internal control system enables the record$i@fdrganisation
to be complete and accurate. It also ensures heabooks of
account are not tampered with by unauthorised perso

6. Financial and Other Controls

Internal control makes use of financial controllsas the use of
control accounts. It also makes use of other cbmtreasures
such as physical access restriction to computariteis.

3.3 Internal Control and Statutory Audit

With the complexity in business environment, ingrcontrol forms the
basis of modern auditing as it is neither desiralgereasonable for an
auditor to carry out hundred percent checks oftlafl transactions
entered into by a client during the course of timarfcial period. The
internal control system in an organisation (witls strengths and
weaknesses) provides the auditor with reasonaltebau of evidence
which enables him express an opinion on the ckeiitancial statement
after its proper evaluation.

Otherwise, the work of an auditor will be so boringinteresting and
quite discouraging with the attendant heavy burierthe client. While
it is the responsibility of management to set ug araintain the internal
control system, it should be clearly stated thatdahnual audit exercise
is not a substitute for effective management cdontro
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3.4 Reports to Management on Internal Control Sysi@as

It is the management's responsibility to prepamarfcial statements and
institute control systems in operation to forestdlé occurrence of
frauds and errors. It is the auditor's respongybilio assess the
effectiveness of a client's control system so afetermine the extent of
reliance to place on the controls. During the ceun$ an audit, the
auditor may come across weaknesses in the cligygtem which may
undermine the completeness, accuracy and validitythe client's

transactions.

In this regard, the auditor has a professional tluyrovide constructive
criticisms of the client's system in a formal rdpto the client's
management known as the management letter (MLgttarlof control
weaknesses (LCW) or domestic report (DR).

This letter should not only highlight the weaknesfieat come to the
auditors' attention during the audit, it shouldoalsghlight the likely
consequences of such weaknesses and the: autdmemendations to
improve the system in the future.

The fact that the auditor reports to managemertomrtrol systems does
not diminish the management's responsibility fravstituting effective
control systems and neither does it prevent thé@sdrom considering
the effects of such weaknesses on the auditotssdes procedures.

It is a good practice to follow-up all managemeettdr points on
subsequent audit visits so as to ensure that theitoas
recommendations have been implemented. If the @gdé@stablish that
the weaknesses are still in existence, it is cuatgnio write a fresh
management letter, drawing attention to previouskmesses earlier
highlighted. This in effect implies that as longaaweakness remains in
the client's system, references should always bdenta it in new
reports written to the client's management.

3.5 Internal Check

Internal check is part of the internal control gyst It has been defined
to mean those routine day-to-day controls overstations which are
designed to minimise the risk of errors and irragties. Internal check
includes:

1. Controls designed to ensure that the duties of caisidtion,
execution, recording and custody are not done leysonployee.
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2. Supervisory controls exercised by middle and lowevel
management over the work of subordinates.

3. Arithmetical and accounting controls designed tsuea the
accuracy, completeness and correctness of recatiespecially
those controls to ensure that the work of one perso
independently proven by that of another in the raroourse of
his work.

4.0 CONCLUSION

The features of any internal control system shdaldude a whole

system, established by the management, ensure eadleerto

management policies, safeguarding the assets oforganisation,

accuracy of the records, and financial and othetrots. These features
are as a result of determining factors such as#itere and size of the
business conducted the numbers of administratia# stvolved, the

materiality of transactions concerned, the impargaplaced upon the
internal control system by the management and theagement style of
the entity.

5.0 SUMMARY

The nature, size and scope of an internal conystesn is normally
determined, amongst other factors, by the naturé sime of the
organisation’s business, number of staff availalbheateriality of
transaction concerned and management style.

Some of the salient attributes of an internal acadrglystem are: it is a
whole system; it is established by management asdres adherence to
management policies.

With the complexity in business environment, ingrcontrol forms the

basis of modern auditing, as it is neither desgaldr reasonable for an
auditor to carry out hundred percent checks oftlafl transactions
entered into by a client during the course of tharfcial period.

Effective reporting is one vital component of a sdunternal control
system. Different internal control reports are tent for different
reasons. One of such report is “management lettéx” management
letter is a formal letter written by the auditorttee management of its
client, highlighting the inherent drawbacks in ti@ernal control
system, the likely consequences if the risks shoudderialise, as well
as recommendations to improve the system.
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One vital element of internal control system i€imgal check. It is those
routine day-to-day controls over transactions wharke designed to
minimise the risk of errors and irregularities.eimtal check ensures the
system works well and helps to achieve the intendeg@ctives for
which the system is designed.

6.0 TUTOR-MARKED ASSIGNMENT

I. What are the factors determining internal contystem

. Mention and explain the features of internal cdrggstem

iii. What is the relationship between internal contnodl atatutory
audit?

iv. ~ What are the responsibilities of management andt@sdon
internal control reports?

V. What is internal check? And what does it compri&e o
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UNIT 1 INTERNAL AUDIT
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Internal Audit Defined
3.2 Functions of Internal Audit
3.3  Essential Elements of Internal Audit
3.4  Organisation of Internal Audit Department
3.5 Scope and Objective of the Internal Audit Fiomct
3.6 Internal Audit Report
3.7  Audit of Internal Control System (System Baseudlit)
3.8 Comparison of Internal Control Questionnairghwihe
Internal Control Evaluation Questionnaire
3.9 Internal Audit Programmes and Working Papers
3.10 Control Objectives and Detailed Controls inivas Areas
of Business
4.0 Conclusion
5.0 Summary
6.0  Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

No internal control system can work without prowigliit with some

supporting structures. These structures tend te dhe whole system to
ensure that they operate effectively and optimalBne of these
structures is “internal audit”.
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Internal audit is an independent appraisal functiaithin an
organisation for the review of activities, in ordés review the
accounting systems and related internal controls.

In this unit, we shall examine the definition ofamal audit, functions,
elements, internal audit reports and programmesge.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

define internal audit

classify the functions of internal audit

discuss the elements of internal audit

explain the term internal audit report

discuss the audit of internal control system

compare the internal control questionnaire with ih&ernal
control evaluation questionnaire

. discuss on internal audit programmes and workingea

3.0 MAIN CONTENT
3.1 Internal Audit Defined

Internal audit is an element of the internal chegktem set up by the
management of an enterprise to carry out a revigheoaccounting and
internal check system. The internal audit assigstaffs that make up
the internal audit department. It is an independspytraisal function

within an organisation for the review of varioudiates as a service to
all levels of management. It is a form of controelrheasure, evaluate
and report upon the effectiveness of other contréilsancial and

otherwise as a contribution to the effective us¢hef resources within
the organisation.

3.2 Functions of Internal Audit

What functions do internal audit perform?

1. Review of accounting systems and related interoatrols

2. Examination of financial and operational informatiofor
management

3. Review of the economy, efficiency and effectivenest
operations

4. Assistance in the implementation of new accounsiygiem
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5.

6.

Review of the implementation of corporate policipans and
procedures
Special investigation.

Let us throw some light on these functions:

1.

34

Review of Accounting Systems and Related Internal @trols

Internal audit is often assigned specific respalisibfor the
following tasks:

Reviewing the design of the systems

Monitoring the operations of the systems by riskeasment and
detailed testing

Recommending cost effective improvements

These reviews will normally cover both financialdaimancial
controls.

Examination of Financial and Operating Information for
Management

This may include review of the means used to ifemieasure,
classify and report such information and specifinjugry into
individual items including detailed testing of tsactions,
balances and procedures.

Review of Economy, Efficiency and Effectiveness of
Operations

Internal audit ensures that the resources of thgarasation are
prudently managed in manner that will save time stildachieve
set targets and goals.

Assistance in the Implementation of New Accountin@ystem

In instituting new accounting system, internal augersonnel
must be involved in all the phases to provide tesdirassistance.
When they are involved in putting in place this teys, it

becomes relatively easier to review the systemeftactiveness
and value-adding.

Review of the Implementation of Corporate PoliciesPlans
and Procedures
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This includes review of the effectiveness of plagni the
relevance of standards and policies, the organisaticorporate
governance procedures and the operation of the ifigpec
procedures such as communication of information.

6. Special Investigations
This may include cases of suspected fraud.
3.3 Essential Elements of Internal Audit
1. Independence
Internal auditing is carried out by independenspanel. Internal

auditors are employees of the firm and their indelpace is not
always easy to achieve. However, it can be assisted

o Having the freedom to arrange its own prioritied antivities

. Having unrestricted access to record assets alsdmpas!

o Freedom to report to higher management and whepasts to an
audit committee

o Internal audit personnel who have no conflictsndéiest or any
restrictions placed upon their work by management

o Internal audit personnel who have no non-audit work

2. Training

All internal audit staff should be trained
3. Staffing

The internal audit department should be adequataled in terms of
numbers, grade and experience.

4. Relationships

The internal auditors should foster constructivelking relationship
and mutual understanding with management, extewnditors, and any
review agencies.

5. Due Care

The internal auditor should behave as much as &mret auditor in
terms of skill, care and judgment. He should béougiate technically
and have personal standards of knowledge, honastyity and
integrity as much as an external auditor.
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6. Systems Controls

The internal auditor must verify the operationshaf system in the
same way as an external auditor i.e. by investgatiecording,
identification of controls and compliance testirighe controls.

3.4 Organisation of Internal Audit Department

Internal audit being a management tool will be \elkat
the management wants to make it in order to achitveir
objective. Ideally, internal audit department sldooé headed by a chief
internal auditor or better still a 'director ofenhal audit” who should be
on the same level with all other departmental héfale is to command
respect. The chief internal auditor or the diredbinternal audit as the
case may be, should report directly to the MD/CE&fagement board
but not to any of his peers as the main job ofititernal auditor is to
appraise and report on the activities of other depental heads.

Therefore, for effectiveness and to enjoy a redslenalegree of
independence, the head of internal audit shoulebrtefp the apex
authority of the organisation. The other memberthefteam which may
include the principal or senior internal auditonternal auditor | or
senior executive officer and internal auditor Il bigher executive
officer, etc. have been provided by the accountarojession because
of the training of accountants which includes a &t analytical
techniques. Nowadays, all these have changed. Miphasis is placed
on the supportive role to management rather thackihg the accuracy
of accounting records and business transactions.

Though for the purpose of proper coordination, sitadvisable that
internal audit department should be staffed wittsthknowledgeable in
accounting and book-keeping. Meanwhile, just agmtepartments or
functional areas within an organisation, the indraudit department
should have 'its own crop of managerial, superyisord clerical staff
with properly defined reporting line. Audit depadnt should not be
seen as an extension of bursary or treasury depattbut a separate
unit.

3.5 Scope and Objective of the Internal Audit Funaon
The scope and objective of the internal audit fiomcis dependent on its

terms of reference as stated by management, theasid nature of the
enterprise, the number and experience of the iateundit staff and skill
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and competence possessed by the internal audibesnal auditors are
found however to operate in the following broacdhare

1. Review of accounting and internal check system emali of the
management.

2. Review of the economy of production and many actiogn
controls.

3. Review of implementation status of management @djcplans
and budgets.

4. Review of management accounts and report on bebglf
management.

5. Special investigation.

3.6 Internal Audit Report

Unlike the statutory auditor’s report, the intermalditors report need
not follow the reporting standard or guidelinesttaere is no regulatory
body that regulates the conduct of internal audibwever, it must
follow the normal pattern of report writing whicloroprise of heading,
introduction, paragraphs, the main body of the rem®aling with

observations and findings, recommendations for extire measures
and conclusions.

This report is addressed to the management or venagvesponsible.

Internal audit report is the medium by which theinal auditor’s views
are conveyed to the board of directors and the gemant. It covers the
evaluation of the internal control system, accoy8ystems, periodical
reports on the activity of each functional areaalug with their
efficiency and compliance with the management peEgiand objectives)
and reports on the results on special investigateord enquiries.

For internal audit report to achieve its goals s$isting management
efficiency, its contents and recommendations mesggiven adequate
attention by the management and followed by theessary corrective
actions. Meanwhile, management must also provideessary
equipment to the internal audit department and steyuld make sure
necessary corrective action is taken by the manageimased on the
recommendations in the internal audit report. Itynb@ necessary to
write a follow-up report which should be copiedadhigher level of
authority than the one reported on for complianicective. Hence, it is
recommended that the chief internal auditor oradeof internal audit
should not occupy any level lower than that of filmectional managers
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and should report directly either to the chief exee officer or to the
audit committee in the case of a public company.

3.7 Audit of Internal Control System (System Basedudit)

When an auditor decides to place reliance on antcbhe the internal
control system, he will have to (i) ascertain i) (ecord it, and (iii)
evaluate it. This audit approach involves the dssompliance tests.

Compliance tests provide audit evidence that irtlecontrol procedures
are being applied as prescribed.

3.7.1 Ascertainment

For a new client, ascertain the internal controloperation through
enquiring from management, inspection of records @vservation. For
an old client, update the internal control systemreflect current
situation.

3.7.2 Recording

For practical purpose, record the internal contsgstem through
narrative notes, internal control questionnaire #md charts.

0] Narrative Notes

These are narrative notes describing the interoatral system of an
organisation. This method has been widely crititige the sense that
when badly written, identification of the controitiv the system may
not be possible from the note. However the criticimay be overcome
by adopting a disciplined approach in writing tlggstem notes.

(i) Internal Control Questionnaire (ICQ)

This is an elaborate set of questions covering yeviacet of
the internal control system of an organisationeritails framing the
guestions in such a way as to call for descriptaresswers. The
preparation of an ICQ involves the following steps:

a. Divide the system into appropriate section(s).

b. Questions should be framed in a way to requietaitkd
description of the system.

C. Ask questions that identify relevant controls.
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ICQs are usually completed by attendance and dameld be taken
when completing the questionnaire so that the arsgmen relate to
what is actually happening and not what the ckest&ff feel the auditor
wants to hear. Examples of internal control questaires on:

(a) Salaries

o What is the procedure for engaging new employees?

o Who are responsible for salary preparation and eay?n

o What are the procedures for ensuring that employeereceived
salary actually worked for such remuneration resg®/

o How is the incidence of ghost workers avoided?

o What happens to unclaimed salaries?

. What is the identification procedure during salpay-out?

(b) Purchases

When is an order for goods raised?

Who initiates an order for goods?

What is the procedure for ensuring authorisatioarder?

How is order price being determined?

What is the procedure for ensuring compliance aidgosupplied
with order?

. How does the company ensure that only goods ordared
delivered and paid for?

This questionnaire intends to establish how goodli@nt's control
system is. Where there are weaknesses in the systemauditor is
advised to review:

(@  The errors and frauds which are likely to exis

(b)  The materiality of such errors and frauds ime tclient's
financial statements.

(c)  The substantive audit tests to perform to ceseich errors and
frauds.

In designing an ICQ, the auditor should take intocoant the
following:

(& A blank ICQ should be designed for each naentlonly if the

size and the nature of operation is complex. Femall business,
the controls can be assessed by putting acrosgiangeso the
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(b)

(©)

(d)

(€)

client and carefully noting the replies. In additiat is advisable
to perform a physical observation of procedures.

The useful life of an ICQ should not exceegears," meaning in
effect that the ICQ should be updated when necgssars
advisable to compile an ICQ from the scratch wheerd is a
sudden change in the client's systems, for examyblere a client
changes from a manual system to a computerisedrsyst

The ICQ should be compiled by an experiencesinber of the
audit team at a pre-arranged meeting, putting acretevant
guestions to the client's staff about the operation

The questions should be designed in such a agajo require
simple yes or no answers. A "yes" answer indicatgmtential
strength and a "no" answer indicates a potentiakwess in the
system.

The answers to the questions in an ICQ shbaldorroborated
by the auditor on a test observation basis, scmasnsure that
controls do exist in practice.

Advantages of Internal Control Questionnaire

ogkhwpbE

It ensures that all important questions are asked.

All the features of the system are highlighted tesded.

It is specifically designed for identifying areasweaknesses.
It assists the auditor in understanding the system.

It provides a check list of what to do for the dadi

It assists the auditor to draft a management letter

Disadvantages of Internal Control Questionnaire

1. It does not by itself evaluate significant areas of weakness.

2. It can inhibit the exercise of initiative of theaus

3 The expenses and time involved in the preparatiay m  not
be justified.

4. Internal control questionnaire may encourage meachin
replies.

(i)  Flow Charts

This is a diagrammatical representation of internahtrol system

showing:

o Movement of documents

o Sequence of operations

o Check procedures built into the system

o Segregation of duties.
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Techniques of Flow Charting

The following principles should be followed wheneparing a flow
chart for effective communication

a. Where standard flow chart symbols are not uaekky should
always be provided.

b. Flow lines should move vertically from top tottoon.

C. Operations should be shown in strict chronolegger and
sequentially numbered.

d. Narrative description should be minimised andvah on the
extreme left hand column.

e. The title and name of the person responsibledoh operation
should be shown in a responsibilities column.

f. It should be simple, clear and unambiguous faasye

understanding.

3.7.3 Evaluation

Evaluate the control to determine whether they are
satisfactory in principle by using internal contratvaluation
qguestionnaire (ICEQ). The result of evaluation process
determines the volume and nature of audit worketaldne in expressing
opinion on the financial statements.

Although, ICEQ is similar to internal control quesinaire, the
difference lies in the fact while ICQ requires dleth set of answers,
ICEQ deals with yes or no answer only. The questiare normally in
two fold, the "key question"” which goes straighttt® heart of the
matter and the "subsidiary question” which influenihe answered
guestion. Below are examples of internal controlaleation

guestionnaire (ICEQ) on:

(@) Salaries

o Can employees be paid for work not done?

o Are time clocks supervised by a responsible officia

o Are time records and piece work sheets checkeddeimcessed
for accuracy and authorisation?

o Are time records and piece work sheets controlled
by persons independent of the payroll department?

o Are proper controls exercised over adjustmentsgnkds,

sickness and absenteeism?
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o Are adequate safeguards operated over cash payarht
unclaimed salaries?

(b)  Purchases

o Can goods or services be ordered without beingoaistd?

o Are purchase orders/requisitions prepared and oapgr by
responsible officials?

J Are there any limits of authority operating overdering of
goods and services?

o Are purchase orders pre-numbered and, numbers rRiecbior?

o Are purchases orders valued and compared withimgibudgets
and other management policies?

o Is segregation of duties being exercised over @selorders?

In  modern auditing, practicing firms now use evdbhma
guestionnaires to evaluate the materiality of ¢lgemontrol systems
rather than focusing on the establishment of céstropractice.

In designing the ICEQ, the objective is to ensthia there are effective
key controls to forestall the occurrence of fraadd errors in operation.

As stated earlier, the questions in an ICEQ reque® or no answers,
where a "yes" answer indicates strength and a ‘&mswer indicates
weakness in the system.

Where the auditors become aware of weaknesseseirsytstem as a
result of the ICEQ assessment, they should estaltis existence of
compensating controls to counter balance the siuat

3.8 Comparison of Internal Control Questionnaire wth the
Internal Control Evaluation Questionnaire

3.8.1 Similarity

The objectives of the two (i.e. both instrument®) the same, that is, to
evaluate the system of controls

3.8.2 Differences

1. Internal control questionnaire incorporatesumber of detailed
guestions without attempting to distinguish theatemiality. The
internal control evaluation questionnaire on thdeot hand
isolates control objectives within the area un@staw.
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2. The answer "no" in an internal control questare
indicates a weakness while "no" indicates a stréngtmpliance
in an internal control evaluation questionnaire aite versa.

3.8.3 Advantages of Internal Control Evaluation
Questionnaire  (ICEQ) over Internal  Control
Questionnaire (ICQ)

Materials and non-material errors are highkght

It highlights only the key controls.

It enhances the drafting of a managementlette

It points the attention of audit staff to madter
fundamental to controls in the areas under review.

A completed internal control evaluation questiaire will assist
the auditor in determining the nature and extenhisftests and
procedures.

PwnNPE

o1

In the process of evaluation, auditors carry outkatbrough tests to
ascertain the correctness of the system. A worbdilin test is the
tracing of transactions from inception of the relsoto the conclusion.

Auditors also conduct compliance tests on the otsitbefore finally
reporting on the weakness in the internal contrgéteam to the
management by writing a management letter or wehatherwise known
as a domestic report.

3.9 Internal Audit Programmes and Working Papers

For effective internal auditing, an internal audgoapproach should
adopt a reasonable measure of standardisaticgffixtive monitoring
and control with a little flexibility which allow$or the use of initiatives
when circumstance warrants. To this effect an maleaudit programme,
can either be a standard one or a special audgrgmme. Standard
audit programmes are those developed to meet tleel & every
circumstance while special audit programmes areeldped for a
specific situation. Experience has shown that whie system of
internal check is adequate, less time is normadlyoted to routine
checking involving the use of standard audit progree but more time
is spent on constructive work which aids managenments tasks of
managing the business profitably and this callsafoinformal approach
with the use of initiatives on the part of the mi auditor.

The wuse of standard audit programmes however, has
following merits:
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1. It provides the internal auditors with a framewadidr their
activities along logical lines.

2. It indicates the minimum level of test checking @rhis regarded
as necessary on the assumption that the systemeohal check
is adequate.

3. It provides immense help to the external auditord@signing
their audit programmes so as to remove unnecestgujcation
of work.

4. It encourages the achievement of a balanced audiaah

accounting point and also a balanced audit throughbe
whole of the organisation.

5. It allows for the movement of staff from one assngmt to the
other without loss of continuity.

The use of standard audit programmes also has deniEnedemerits
are as follows:

1. Standard audit programmes tend to destroy inigaliy allowing
the internal auditor to carry out the content ainsard audit
programme and no more.

2. When completely adhered to, it turns the work é&iinal auditor
to a mechanically routine work.

3. It sometimes causes a sense of frustration in thed nof
internal auditors when anxious to explore certaotoanting
features which standard audit programme may notvall

4. It makes the extent of audit to become known or
predictable to accounting personnel. Hence, theamoheck
imposed by audit is therefore lost.

Meanwhile, it should be borne in mind that an audit
programme should not be a substitute to persodghpent and it should
normally be regarded as a guide.

As in statutory audits, the internal audit workingapers are
the evidences of work done and steps taken byntieenial auditor as a
basis for his report. The working paper shows thiits of work done
by the auditor to enable him form an opinion on #élceounts or set of
account he is required to report on. For this reaiterefore, great care
should be taken in the preparation, indexing aresgmvation of his
working paper. A goodworking paper should have the following
features:

1. Check List: these are of those work (things) donetle audit,
that is, things needed for the completion of auaitk.
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5.

Clear and neat exposition of the make-up of figuseounts,
reports and summaries.

Complete but concise narratives of the work don@reparing
the schedule.

Cross reference to other current schedules andrlierepapers or
reports and ease of retrieval by standard sequescésgood
indexing.

Details of personal and third party verifications.

Audit working papers could be permanent or curveortking papers.

The permanent working paper contains information cohtinuous
importance to the organisation. The contents oimp@ent working

papers are:

1. Copies of certificate of incorporation and of thempany
auditor’'s appointment and engagement letters.

2. Memorandum and articles of association of the campa

3. Organisation’s major accounting policies.

4. Organisational structure or management set up.

5. List of directors and their interest.

6. List of shareholders with more than 10% holdings.

7. Nature of the client business, registered officed éranch
network and their addresses.

8. Copies of the financial statements to date.

9. Names and addresses of company's professionakaslvis

10. First audit planning memorandum written for the pamy.

11. Statement of important ratios of the company.

12. Description of accounting and internal control syst

13. List of authorised signatories for the company atie
signatures.

14. Specimen copy of all transactions document e.g.mfor

voucher, goods delivery note, goods received note,
payment voucher and petty cash voucher etc.

The current working paper contains current infororaind its contents

are:

PN PE

o g

Schedule of major items in the financial stateine
The audit programme.
Letter of internal control weakness.
Extract of board meeting decisions/extract loé iminutes of
board meetings held during the year.
Current copy of audit planning memorandum
All correspondence with the company on curreulita
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7. Letter of representation

8. Copy of letter of comfort from a lawyer on imjplmg
litigation against the company. (Otherwise -callestter of
attorney)

9. Reply to all circularisation

10. List of all audit queries and their disposition
11. We also need the current audited financiaéstaht document.

3.10 Control Objectives and Detailed Controls in Vaous
Areas of Business

l. Cash Receipt by Post

Control Objective

o All receipts through the post must be properly acted for.
Detailed Controls

o Procedures should be established to ensure thguebe@nd cash

sent through the post are not intercepted e.g. gdfise box key
should be made available to authorised officialy.on

o A responsible person should be authorised to ofletine post
office boxes independent of the cashier.

o Post must be opened in the presence of at leastsBms.

o All cheques or any other reportable instrumenteixed through
the post should be restrictively crossed “accoayep only”.

o A memorandum cash book or post list should be ntiatieg all

cash and cheque received through post. The ligildhoclude
information such as the payer, cheque number, reatgved and
the amount.

o The memorandum cash book or post list should beedidpy the
persons present as an acknowledgement of the twesscof the
details included.

o There should be a reconciliation of the pay in shpgh the
memorandum cash book. The reconciliation shouldarged out
by an independent person.

Il. Cash Collections (Credit Sales)
Control Objectives

o All cash due to the company are collected
o All cash collections are properly accounted for
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o All cash is collected by authorised persons only
o Cash collections are correctly and completely réedr

Detailed Controls

o Cash collections should be restricted to authonmdons only

o All cash collected must be issued with official egt and
customers should be enlightened of the need teaofeceipts
evidencing payment

o Receipts should be properly controlled and mussdmientially
pre-numbered; receipt booklet should be issued rapgrly
authorised personnel

o Periodic review by specified personnel to ensurat thll
transactions in the receipts booklet are propestypanted for

o Cash collected should be properly safeguarded.ekample by
the provision of a safe

o Where cash is collected by field agents includingurance

agents, salesmen etc, and adequate provision nsustdae to
ensure that all collections are properly accoufted

o Sales agents should be issued with delivery ndtssliing prices
to enhance accountability
o A daily cash summary of all collection should begared and an

independent reconciliation of the daily cash sunymwéth details
of the receipts and bank pay in slip should beiedmut.

lll.  Cash Payment
Control Objectives: to ensure that:

Payments are made for only goods and services neshde
Payments are made to the right supplier in theecoamount
To ensure that payments are properly authorised.
Cheques are signed by authorised persons

Payments are properly and correctly recorded.

Detailed Controls

o A responsible person should authorise invoices fayment.
Such authorisation should be made only after enguhat the
transaction is in order, goods or services have beeeived and
that the invoice is arithmetically correct

o An authorised person should be responsible for irsggrall
cheques
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V.

Invoice approved for payment must be supported Htly a
documents including purchase orders, goods delinety, goods
received note e.t.c. and the document must be eleblkefore
cheques are signed

All paid invoices must be properly stamped ‘paml’avoid them
being presented for payment more than once

Adequate custody must be established over chequaksbo
Controls in the area include ensuring that cheqaeklet is
issued to only authorised persons

A daily summary of cheque payments should be pegpand
independently reviewed with the details of bankestents and
cheque stubs.

Banking of Cash Collections

Control Objective

To ensure that all cash collected are banked pigngpid are
intact

Detailed Controls

V.

Bank pay-in-slip should be prepared by a person Wwas no
access to cash

All cash and cheques collected should be bankeakctinhind

promptly preferably every other day

Consideration must be given to the provision ofca@ge security
for cash in transit e.g. the use of security org@iimns

There should be an independent reconciliation aofkbaay-in-

slips with record of cash collection.

Bank Balances

Control Objectives: to ensure:

The correctness of balances shown by the bankstats as well
as the cash book
That banking transactions are proper and bona fide.

Detailed Controls
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Bank reconciliation statements should be made bgegson
independent of those with previous contact withdash or those
in charge of recording cash transactions



HCM 436 MODULE 2

VI.

Adequate arrangements should be established toeetigat bank
statements are not intercepted by unauthorisecopeaad that
the bank statements are sent directly to the inubgrg person in
charge of preparing the reconciliation

All rejected cheques must be properly investigatedetermine
the reasons for their rejection

All reconciling items must be properly investigatedorder to
ensure that they are in order. Such items includgresented
cheques, direct credit and bank charges

A confirmation should be obtained from the bankquically.

Wages and Salaries

Control Objectives: to ensure that:

Salaries and wages are paid in the correct amount

Salaries and wages are paid to bonafide staffspe® of goods
produced and services rendered

All deductions from salaries and wages are autbdriand
promptly paid over to the right authorities

Salaries and wages are properly and correctly decor

The wages payout procedures are adequate.

Detailed Controls

A record of all personnel including name, positieffective date
of employment, gross pay, authorised deduction atfer
relevant particulars should be maintained by thesgeel
department

Employees’ monthly pay should be reconciled withe th
production records and time records where applkcabl
Salaries and wages should be prepared by an indepeperson
in the accounting department

The wages sheet should be properly reviewed farecbress by
an officer before authorisation

Monthly salaries and wages should be compared thitke for
prior periods and any significant variation must peperly
investigated and accounted for

There should be a proper analysis of wages andiesiato the
different monetary denomination for bank collectmurpose
Adequate regard must be given to security measarsafeguard
cash collections from the bank

Wages should be bagged by a person other thandts®mpin
charge of preparing the payroll
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VII.

The time and place of payment of wages and salaniest be
made known to all staff in advance e.g. in a ldaggory

All payments should be made in the presence ofrsigoes who
should identify staff or alternatively identity cisr should be
presented on collection of payment by staffs

All collections on behalf of any staff must be sagpd by proper
authorisation

Uncollected wages must be properly safeguardedrecarded.
They must also be properly investigated and retutoghe bank
after the expiration of a specified period of time

All deductions in respect of pension fund and inedmaxes must
be paid over promptly to the appropriate authaitie

A record of salaries and wages should be prepayea jperson
independent of those with previous connectionsh® Wwages
procedures. Such records must be reviewed for ecempss and
accuracy.

Buildings

Control Objective

To determine whether the figure is fairly stated

(@)

Steps in Control

Obtain detailed schedule of building stating bagararought
forward, additions, disposals and balance caroeddrd.
Check cost to ensure arithmetical accuracy

Agree opening balance to prior year audited acsowmd working
papers.

(b)
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Vouch addition and ensure that they were authorised
bonafide

Ensure that additions represent capital expendéocehave been
correctly recorded

Review disposal and ensure that they are bonafidehave been
correctly recorded in the books

Vouch disposal proceeds to the cash book or acswaneivable.

Existence
Inspect building to ensure existence. Where that@udannot

inspect the building physically, he can rely on fodowing:
rates, electricity bills, rental income, repairs building and
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ground rent. Where the value of a particular buatdis material,
it is very important for the auditor to inspect éither by
contracting the inspection to professionals or raghiis regional
office to do the job on his behalf.

Obtain and review documents evidencing ownershaptifcate
of occupancy) and ensure that the building beloagthe
company.

Obtain and review lease agreements to ensure lthatdmpany
has lease hold interest over the buildings.

Ensure that buildings are free of outside inteegt by being
mortgaged.

Confirm that buildings held by third parties on b#h of the
company are held free of interest.

Valuation of buildings

Constructed buildings: direct material, dirdabour and fixed
overhead

Purchased buildings: purchase cost.

Lease hold buildings: capital sum paid foe tlekase and should be
amortised over the life of the lease

Note: ensure compliance with SAS 3
Verification of Building Revaluation

Ensure that revaluation is carried out by professi® that are
independent, competent, experienced and have itytegr
Ensure that assumptions made are reasonable

Ensure that all surpluses on revaluation have hmested to
revaluation accounts

Obtain and review the assumptions in carrying eualuation.

The following factors should also be noted:

That revaluation surplus are posted to revaluagiocount and
shown as part of shareholders equity

That provision has been made for deferred tax whecessary
i.e. where you think building is going to be soidthe nearest
future

That building are properly presented and disclosedthe
financial statements

Obtain a representation letter from the management.
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VIIl. Plant and Machinery

Control Objective

To determine whether the figures are fairly stated

Detailed Controls

IX.

Obtain a schedule of plant and machinery statingregyothers
balance brought forward, addition and disposaheyear

Check cost to ensure arithmetical accuracy

Agree opening balance to prior year audited accouamd
working papers, plant and machinery register arel ghneral
ledger

Vouch additions during the year and ensure that #ine bonafide
Ensure that additions include only capital expandiitems
Vouch disposals and ensure that they have beereydpeated
in the book and that they are bonafide

On a test basis verify the existence of plant arachimery
through physical inspection

Review documentary evidence of ownership, suchnasice,
licenses etc and ensure that the assets belohg tmtmpany
Review for plant and machinery that have been @ddg third
parties in respect of obligations to them

Ensure that adequate provision for depreciatiaespect of plant
and machinery account for the year on a basis stami with
prior year and which are acceptable

Obtain a letter of representation from management

Ensure that all material fact and information relgay plant and
machinery are properly disclosed in the financiatesnent.

Debentures

Detailed Controls: In respect of debentures from previous years:
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Obtain details of debenture balances outstandirag #s end of
the year

The details should also state the balance broughwafd,
additions and repayment during the period

Ensure that debenture interest is paid as at whenaldebenture
holders

Ensure that the portion of debenture repayablenduthe period
has been paid
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. Where there is a provision to set aside an amouomtally to a
debenture redemption reserve funds, ensure that@u@amount
is properly set aside

o Obtain a letter of representation from management

o Ensure that debenture balances are properly stateldother
information necessary for a proper understandintheffinancial
statement are disclosed.

Detailed Controls. In respect of debentures taking during the year as
follows:

o Review the minutes of directors meeting and enthatthey are
authorised
o Review the company’s memorandum and article of @ason

and ensure that the debenture is not ultra- vivescompany and
the power of directors

o Where the loan is not ultra-vires the company,dréctors have
no power to enter into such loan agreements, enthat a
resolution has been passed by the share holdees general
meeting authorising the loans

o Obtain the debenture deed and review the termsrdega
interest, security and the repayment of capital

o Ensure that the debenture agreement has been lgropgistered
as a security in accordance with CAMA 1990

o Vouch receipts to cashbook.

X. Current Liabilities

Detailed Controls

. Obtain details of creditors as at the end of tharyghowing
opening balances and closing balances

o Check the accuracy of the schedule obtained

o On a test basis, select some purchase orders amth ¥bem to

goods receipt note, received suppliers invoice enedit entries
in the suppliers account

o Select some suppliers balance and trace credithpsecduring
the year back to relevant purchase order
o The objectives of step 3 above is on one hand sorrenthat all

purchases are recorded and on the other hand toeetisat all
entries in the suppliers account represent purcl@sesaction
that actually took place during the year

. On a test basis, vouch payment to suppliers dutegyear to

cash book
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XI.

Circularise creditors balance
Obtain a letter of representation from management

Ensure that creditors’ balances are properly statdéige financial
statement.

Bank Overdraft (Bank O/D)

Detailed Objectives

XIl.

Obtain details of overdraft outstanding as at thsaryend

Review the minutes of directors meetings and endted
additional overdraft taken during the year is propauthorised
Review overdraft agreement and ensure that all tdrens
including interest and repayment of principal haéiadhered to
by the company

Review and determine whether any asset has beenedffas
security for bank over draft and if this is so, Wiex the fact is
disclosed in the financial statement

Obtain confirmation from the banks regarding batesnc
outstanding as at the end of the period

Obtain a written representation from managemeiat #se end of
the period

Ensure that bank over draft is properly stated inaderial fact
properly disclosed in the financial statement.

Taxation

Control Objective: to ensure that:

The figure is fairly stated

Detailed Controls
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Verification of tax balances

Obtain details of the taxation account in the gahledger

Agree the opening balances to last year auditeduat@nd audit
working papers

Obtain the clients tax computation for the year asdew it to
ensure that it has been properly prepared. Wherecliant has
not prepared a tax computation, the auditor shpuéghare one
and ensure that the amount provided in the finhrat@tement
and charged for the year is fairly stated.
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4.0 CONCLUSION

The internal audit is an independent appraisal tiancwithin an
organisation for the review of activities. It indes independence,
training, staffing, relationships, due care, ansteyms controls. Internal
audit being a management tool will be whatever the&nagement
wants to make it in order to achieve their objexdivideally, internal
audit department should be headed by a chief iatexuditor or better
still a ‘director of internal audit” who should be the same level with
all other departmental heads if he is to commasgeet. The scope and
objective of the internal audit function is depemden its terms of
references as stated by management, the size atudle naf the
enterprise, the number and experience of the iateundit staff and skill
and competence possessed by the internal auditoli&e the statutory
auditor’s report, the internal auditors report needt follow the
reporting standard or guidelines as there is nalatgry body that
regulates the conduct of internal audit. Howevéernust follow the
normal pattern of report writing which comprisestieg, introduction,
paragraphing, the main body of the report dealirty wbservations and
findings, recommendations for corrective measunescanclusions.

5.0 SUMMARY

Internal audit is an independent appraisal functiaithin an

organisation set up for the review of other compimef the system and
as a service to all levels of management. It perfowide-ranging
functions which include: review of accounting systeand related
internal controls, as well as review of the econprafficiency and

effectiveness of operations.

Internal audit has various elements, some of whieh independence,
due care, training and staffing. Its scope andativies are dependent on
the terms of reference stated by management, tkeeasid nature of the
enterprise and the number, experience and competehanternal
control staff.

The internal audit department should be headed kohiaef internal
auditor who should be on the same level as allratBpartment heads.

This is necessary to enable him perform his fumstidispassionately
and also to guaranty his independence and objgctiVhe department
should equally be staffed with people that are Kedgeable in
accounting, book keeping as well as auditing.

55



HCM 436 INTERNAL CONTROLSIN HOSPITALITY ADMINISTRATION

On regular basis, internal auditors carry out negieof organisation’s
internal control system and reports on its effemirss. These reports, if
its content is to be treated seriously, should ibected to the board of
directors or audit committees of the board. Thereig an evaluation of
the internal control and accounting system andntepothe evaluation.

In discharging his responsibilities, an internatlitor uses tools such as
enquiries, narrative notes, flowchart, internal tcoinquestionnaire, as
well as internal control evaluation questionnairdis work is
facilitatedby the use of internal audit programmeélsese programmes
could either be standard or specific. Standard tapiigrammes are
those developed to meet the need of every circurostavhile special
audit programmes are developed for a specific sitna

The work of an internal audit, just like his extarrcounterpart, is
evidenced in a working paper. A working paper shalkes details of
work done by the auditor to enable him form an mwiron the accounts
or set of account he is required to report on. i types of working
paper are: permanent and current.

For each areas of operation such as cash receipk, llalances, wages
and salaries, and to design an effective internditgprogrammes, an
organisation is expected to first identify relevasantrol objectives

before designing detailed control activities.

6.0 TUTOR-MARKED ASSIGNMENT

I. What is internal audit?

il. Mention four functions of internal audit

iii. List and explain five elements of internal audit

V. Explain three things an auditor will have to do whee decides
to place reliance on a client’s internal contradteyn

V. Differentiate between internal control questioneaffCQ) and
internal control evaluation questionnaire (ICEQ)

Vi. List and discuss three documents for recordingrmaiecontrol
system

vii. ~ Write short notes on the following:

viii. ~ Organisation of internal audit department

iX. Scope of the internal audit functions

X. Internal audit report

xi.  What are the advantages of internal control evanat
guestionnaire (ICEQ) above internal control questare (ICQ)

xii.  Define a working paper and discuss the types.

Xiii  Mention the control objectives and detailed nbmls of the
following areas of business
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a. cash receipt by post
b. cash payment

C. bank balances

d. buildings

e. debentures

f.

bank overdraft
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1.0 INTRODUCTION

The interest of internal auditors is derived frdmeit position as staff of

the organisation, and accordingly would want thetey to operate

efficiently and effectively. The external auditon ¢he other hand is

interested in the internal control system so faita®ffectiveness can

assist in reducing the level of audit test on thegactions and balances
processed through it or included in the financtatesments. The scope
of the internal audit function is determined by @m@@ment. Whereas

the scope of the external (statutory) auditors werkletermined under

the statute in which he was appointed.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o indicate the similarities between internal auditord external
auditor

o differentiate between internal auditor and indegentatutory
auditor

. assess the effectiveness of the internal auditrttapat

58



HCM 436 MODULE 2

3.0 MAIN CONTENT

3.1 Similarities between Internal Auditor and Extemal
Auditor

1. Common interest in the accounting and internal chdc
controls:

The internal and external auditors both have vestéerest in the
accounting and internal check control. The interestthe internal
auditors is derived from their positions as stdftie organisation, and
accordingly would want the system to operate edfily and
effectively. The external auditor on the other hamdnterested in the
internal control system so far as its effectivenems assist in reducing
the level of audit test on the transactions andrxds processed through
it or included in the financial statements.

2. Similarities of Techniques or Methods

Both auditors adopt similar techniques and methadesecording and
evaluating the system as well as carrying out tleidit tests in
recording the system. Both auditors would use alaoation of three
techniques: narrative or system note, internalrobmjuestionnaire and
flowcharts.

Audit tests are of two types depending on theireotlyes. These are
compliance test on the internal control systems sufgktantive test on
the transaction and balances included in the ad¢saumd the financial
statement.

3. Independence

Both auditors are after independence from thosese/tvaork, they are
reviewing. In this regard, the internal auditorpae to the highest level
of management and procedures are normally estadlish ensure that
their remuneration, promotion and employment are determined by
middle level management.

4, Both auditors have common interest in the cowtirsueffective
operation of such system.

5. Both auditors have common interest in the adeqtiate of
management information.
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6. Both auditors have common interest in the safeting of asset.

7. Both auditors have common interest in ensuring dampe with
statutory and regulatory requirements.

3.2 Differences between Internal Auditor and Stattory
Auditor

I. Scope

The scope of the internal audit function is deteedi by management.
Whereas the scope of the external (statutory) axsgditwork is
determined under the statute in which he was apguahin

il. Approach

The approach adopted by the external (statutorgift@uis dictated by
his statutory objective of forming an opinion angporting on the
financial statement whether they present a true famdview. The
internal auditor approach however is designed tcsuen the
effectiveness and efficiency of operation of thgaprisation.

iii. Responsibility

The internal auditors are responsible to managert@mnwhom they
report, whereas the statutory auditor is primardégponsible to the
shareholders to whom he reports.

V. Appointment and Qualification

The internal auditors are appointed by managemefigreas the
external auditor is appointed by the shareholdstgally at the annual
general meeting. In addition, internal auditors che®t possess any
professional qualification. The external auditortbe other hand must
be professionally qualified with a certificate péting him to practice
in Nigeria or any other country. Notwithstandingedl, the statutory
(external) auditor may rely to a large extent oa ihternal auditor in
determining the strength of the internal contral assessing the general
reliability of the accounting records.
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3.3 Assessing the Effectiveness of the Internal Audit
Department

The external auditor should be concerned with dtewing in making
his assessment and the effectiveness of the int@ud# department.

a. The degree of independence accorded the inteauvait
department in performing his functions
b. The qualification and experience of the interaatlitor and the

staff working with him

C. The depth, direction and timing of the tests ahd audit
evidence from which conclusions were drawn by the
internal auditor.

d. The extent the management implements the

recommendations and suggestions of the internalitcaisd
reports.

With all these critically looked into and logicakipncluded the external
auditor may reduce the level of his checking tasds but such
reliance does not  exempt him from liability inh&tren the reliance.

4.0 CONCLUSION

In this unit, you have learnt about the similagtiand differences
between internal auditors and external auditors: Nave also learnt the
factors to be considered in assessing the effewss of internal audit
department.

5.0 SUMMARY

The internal and external auditors have some siitids, just as they
have areas of differences. In the areas of sirti¢ari they both have
common interest in accounting and internal contrecks, use largely
similar techniques in discharging their respongieg8 and are both
expected to be independent. In terms of differenatsle the scope of
internal auditors work is determined by managenteait of the external
auditors is determined by statutes.

To assess the effectiveness of internal audit degsat, consideration
should be given to the degree of independence @eddhe department,
the qualification and experience of the internatliear and the staff
working with him, amongst a host of other factors.
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6.0 TUTOR-MARKED ASSIGNMENT
I What are the similarities and differences betweaternal

auditors and external auditors?

il. Mention factors used in assessing the effectiverméssternal
audit department.
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UNIT 3 ASSESSMENT AND  EVALUATION  OF
INTERNAL AUDIT FUNCTION

CONTENTS
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3.1 Factors to be considered in Evaluating Intefualit
Function
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6.0 Tutor-Marked Assignment
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1.0 INTRODUCTION

The degree of independence of the internal auditechnical
competence of the internal audit staff, relevantethe scope and
objective of the internal audit function, exercefedue professional care
by the internal auditor in the conduct of his waakd quality of internal
auditor report and extent to which management gcnuthem are
factors to be considered in evaluating the inteanalit function.

2.0 OBJECTIVE
At the end of this unit, you should be able to:

o Discuss factors to be considered in evaluatingiribernal audit
function.

3.0 MAIN CONTENT

3.1 Factors to be considered in Evaluating InternaAudit
Function

The external auditor should evaluate the internalitafunctions to
determine the extent to which he can rely uporr tverk. Factors to be
considered during this evaluation include:

(1) Degree of independence

(i)  Technical competence

(i)  Scope and objective of the internal auditors
(iv)  Due professional care; and

(v) Internal audit report.
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These evaluation factors are discussed below:
1. Degree of Independence

Internal auditors should be independent of thosesehwork they are
reviewing and reporting upon. In order to ensuns thdependence,
internal auditors should report to the highest llefemanagement and
should not be put in a situation where their empiegt, promotion and
remuneration are determined by middle-level managenihey should
not have any functional responsibility and shoul@ free to

communicate with the external auditor who shouldirb@ position to

obtain all internal auditors’ reports required fis audit.

2. Technical Competence

Internal auditors should be sufficiently competientrder to be able to
discharge their internal auditing responsibiliti&vidence of technical
competence will include membership of a profesdidmady or the

possession of relevant experience.

3. Scope and Objective of the Internal Auditors

The external auditor should consider the relevasfcthe work of the
internal auditors to his overall audit objectiveexfpressing opinion on
the financial statement.

4. Due-Professional Care

The external auditor should consider the exterthefaudit work. The
audit work must appear to be properly planned, ndExhy controlled and
reviewed. Evidence of the exercise of due profesdioare will include
the existence of an internal audit planning memduam the existence
of proper documents, audit working papers.

5. Internal Audit Report
The external auditor should consider the qualityirgérnal auditor

report and the extent to which management resptm@sd acts upon
these reports.
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4.0 CONCLUSION

The effective evaluation of internal audit functiam based on the
independence of the auditor, due professional cassghnical
competence, scope of his assignment and the qoélitis internal audit
report.

5.0 SUMMARY

External and internal auditors are expected to vomikaboratively and
not at cross purposes. To achieve this, the eXtewditor needs to
evaluate the degree of independence the internditoasl enjoy, its

technical competence, scope and objective of tteznal auditors work
and the quality of reports prepared by the inteanalitor.

6.0 TUTOR-MARKED ASSIGNMENT

What are the evidence of technical competence oduahtor and his
evidence in the exercise of his due professionaza

7.0 REFERENCES/FURTHER READING
Albert, L. N. & Cenker, W.J. (2003). ‘An Assessmafitthe Newly
Defined Internal Audit Function’Managerial Auditing Journal,

17(3), pp.130-137.
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1.0 INTRODUCTION

Business transactions in hospitality administrattan be grouped into
major revenue centers, minor revenue centers ameational centers.

There must be issue supporting schedules or depatémincome
statements for each revenue center. Sales and imgfohnciple must
be adhered to. Guest checks should be pre-numbmezt) and have
duplicates. Moreover, it should be kept in lockéatage, in numerical
order. Guest ledger includes individual records dach of the hotel's
registered guests or an accumulation of guest aasten folios. The
opening machine totals for paid and paid-out mesthe same figures
that appear on the previous shift's cash repoth@asclosing machine
totals for paid and paid-out.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o group business activities into different revenuetees

o recognise the internal control for food and alsltbverage sales

o state the function of accounting personnel and thahe front
office

o explain the guidelines for recording activitiesdashier
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3.0

3.1

(b)

MAIN CONTENT

I-Revenue Centers
Categories of Revenue Centers

Major revenue centers (i.e. rooms, food & beverage)

Minor revenue centers (telephone, gift shops, neamss valet,
laundry, barbershop or beauty salon)

Recreation centers

Revenue Centers and Financial Reports

Issue supporting schedules or departmental incéatensents for
each revenue center

Separate food & beverage revenue center into twodschedule
and beverage schedule

Might use more than one account for food and alséverage
If the sales volume and expense items are notfgignt, they
might be pooled to a single financial reportingegatry called
other operatedepartments

The functions associated with some minor revenuecg may
be leased to a concessionaire, and hence appedrottis
schedule of rental and other income.

Fundamental Revenue Concepts

Sales and the matching principle
Upon depository receipt, cash a/c shall be delatedl unearned
revenue, deposits or credit balances shall betegkdi

Revenue Accounts

Room Sales

Room allowances (contra revenue account)
Food Sales

Food allowances (contra revenue account)
Beverage Sales

Beverage allowances (contra revenue account)

Other income-- food and beverage department
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V. Telephone Sales

Telephone allowances (contra revenue account)

Other accounts for income earned by the hotel (eterest
income, dividend income, rental income, concessiotesme,
commissions’ income, vending machines income (llesscost of
merchandise sold), and foreign exchange income)

o Net revenue = gross revenue - allowances

o Gross profit = net revenue - cost of sales (mamndise items)

o Gross profit = net revenue (ex: for room revenue)

3.2 ll-Internal Control for Food and Beverage Sales

1. Guest Check (also called Server's Check3is initiates the

food & beverage order taken from the guest, andesgmts the invoice
given to the guest.

o Guest checks should be pre-numbered, tinted ande hav
duplicates. Moreover, it shall be kept in lockeadrage, in
numerical order

J Used checks, unused checks versus void checks!

. Post to dinner, the server must price and totalgihest check
(applicable for manual systems), unless the pdisate
equipment can automatically perform the addition

o Later, the cashier receives payment or makes tlestgsign
his/her guest check and deposits everything taadisbier

o At the end of the shift, the cashier's cash draavel supporting
documents are accounted for (i.e. cash, credit\wvawndhers, food
charges, and any miscellaneous paid-outs). Latesy tare
reconciled against cash register reading usingilg dashier's

report

o Beverage sales in a lounge, a bar... presents arhgoleor
internal control

o Some basic internal control procedures for beversgles are

listed as follows:

(1) Require the bartender to ring each sale as it dema

(i)  Require the bartender to insert each paid cheokanbdcked box

(i)  The cash register drawer shall never remain open &r a small
period of time

(iv)  Servers are not allowed to first pay the bartendecash and
collect later from customers

(v) Bartenders should not be allowed to take registedings or
reconcile their own cash at the end of their shifts
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2.

Guest Charge Privileges

These very privileges are allocated to guests waee hprovided an
imprint of a valid credit card or were given a diréilling privilege at
registration. In this case, all guest charges ecerded as debits in their
respective guest, or master folios.

3.3

(i)

(i)
(iif)
(iv)
(v)
(Vi)

(vii)

[1I-Accounting Personnel and Front Office Functons

Guest ledger includes individual records for eathhe hotel's
registered guests or an accumulation of guest asdanfolios
Guest ledger accounting (i.e. front office accaugtiincludes the
accumulation of guest charges, credits and paynedatsgy with
outstanding balances

Guest ledger versus city ledger

The accounting department is responsible for:

Recording the results of front office activities

Maintaining the city ledger

Accounting for credit card receivable

Paying vendors

Handling payroll

Preparing financial statements (i.e. consolidateacorne
statement and balance sheet)

Budgeting

Other Accounting Functions

The internal auditor should be responsible for:

Entering all room charges, separating room taxesfroom
revenues and insuring that all vouchers have beeouated for
and properly posted to each guest folio

Preparing the front office room status report agxbncile it with
the housekeeper's report for any room discrepancy

Verifying Food & Beverage charges made to guestscharged
to their rooms with the daily Food and Beveragesakports.
This duty is conducted, also, for all other reveoesters

Guest folio errors (whether overcharges or undeggs shall be
corrected by the internal auditor using either eremiion or an
allowance voucher and posted to a separate alleancnal
Preparing a summary report of the up-to-date ansoanted to
the hotel in both guest ledger and city ledger anto
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3.4 1V-Some Guidelines for Cashiers

o The opening machine totals for paid and paid-oustnine the
same figures that appear on the previous shifsh oaport as the
closing machine totals for paid and paid-out

o At the close of the shift, the cashier should stabtpaid and
paid-out for the current shift, and record the igdigures in the
machine's totals column

o If at any stage, cashier accidentally miss-keys @agsaction,
adjustments can be made to the machine

Net cash received = cash paid-in (closing) - casti-m (beginning)
Net cash paid-out = cash paid-out (closing) - qast-out (beginning)
Net cash sum of cashier's shift = net cash received cash paid-out

o The cashier should extract the net cash sum frencdlsh drawer,
and secure the money in the general cashier'sdegfesit box
until deposited in the Bank

o At the end of any shift, the cash drawer shouldtaianexactly
the same amount as it did when the cashier opes#tehshift
o If any cash overage or shortage occur, the cashisst recheck

the cash report and search all the transactiorraedor possible
miss-keyed entries

4.0 CONCLUSION

Hospitality business administrators should enshw guidelines are
given to cashiers after grouping their activitiesoi different revenue
centers. Accounting personnel must also performr thenctions in
ensuring the implementation of internal controls flmod and beverage
sales.

5.0 SUMMARY

A typical hospitality business has three categasfesentres from which
revenue accrues. These are major revenue centagiising rooms
and food and beverage) minor revenue centres (e¢simgpdaundry, gift
shops et cetera) and recreation revenue centresenBes are
underpinned by fundamental revenue concepts winiclude sales and
matching principle. Room sales, food sales, beweragles and
telephone sales are key revenue accounts prepared hospitality
business.

For each of these revenue centres and in respéue afifferent accounts
prepared, suitable internal control system aregmesi to ensure not
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only the accuracy of these revenues, but also surenthey are not
prone to fraud or error. Examples of such contimgood and beverage
sales are guest check and guest charge privileges.

6.0 TUTOR-MARKED ASSIGNMENT

Write the techniques of recording and functions hospitality
administration under the following headings:

(@) Guidelines for cashiers

(b)  Accounting personnel and front office

(© Internal control for food and beverage sales
(d)  Revenue centers.

7.0 REFERENCES/FURTHER READING

Albert, L. N. & Cenker, W.J. (2003). ‘An Assessmafitthe Newly
Defined Internal Audit Function’Managerial Auditing Journal,
17(3), 130-137.

Karaxontzitis, D. & Sarlis, K. (1989Hotel Accounting. Athens:
Interbooks, 155-157.

Laloumis, D. & Roupas, B. (1998Ylanagement of Tourist Business.
Athens: Stamoulis.

Pavlatos, O. & Paggios, I. (2009). ‘Management Aritmg Practices in
the Greek Hospitality Industry’Managerial Auditing Journal.
24(1), 81-98.

Politis, Y. Litos, C. Grigoroudis, E. & Moustakid/. (2009). ‘A
Business Excellence Model for the Hotel Sector:léngentation
to High-Class Greek Hotels’ Benchmarkingin International
Journal. 16(4), 462-483.

71



HCM 436 INTERNAL CONTROLSIN HOSPITALITY ADMINISTRATION

UNIT 5 PROBLEMS OF INTERNAL CONTROL
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1.0 INTRODUCTION

No internal system however elaborate it maybe cag b
itself guarantee efficient administration and cosb@hess.

Neither can it boast of accuracy of records, noritde a proof against
fraudulent collusion especially on the part of ¢ndwlding position of
authority or trust. It is important to reiterateaththe essence of having

internal control systems in operation is to redtive possibilities of
errors and frauds in operation.

2.0 OBJECTIVE

At the end of this unit, you should be able to:

o explain the limitations/problems of internal cohtsgstems.

3.0 MAIN CONTENT

3.1 Limitations of Internal Control Systems

The limitations of internal control systems arda®ws:

Human Errors

Where an official does an operation repeatedly @a@eriod of time,

stress and fatigue may set in sometimes with anaéint error being
committed.
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Collusion

Two or more officials may collude with one anothdérereby, beating
the control systems put in place by the client.

Abuse of Authority

A responsible official in a position of authorityagnabuse his powers to
commit fraud.

Lack of Motivation

Where officials are not well compensated, they wonbt discharge
their functions with integrity, thus creating areaue for fraud.

It is important to point out that the essence afyeag out compliance
test on an internal control system is to limit #neditor's substantive
testing. The auditor cannot rely solely on the apens of the internal
control system as a basis for his opinion on tharfcial statement.

4.0 CONCLUSION

The problems of internal control systems are duehiwman errors
collusion, abuse of authority, and lack of motigati

5.0 SUMMARY
The problems faced by internal control system caldd be seen as its
limitations. These problems are: human errorsusmh between two or

more officials thereby overriding the system, ladkmotivation which
may encourage fraud and abuse of authority by nmeamaegt.

6.0 TUTOR-MARKED ASSIGNMENT

List and explain the problems of internal contrydtems.

7.0 REFERENCES/FURTHER READING

Chartered Public Accountant (2007)nternal Control for Small
Business. Melbourne, Australia: CPA Australia Limited.

Pavlatos, O. & Paggios, I. (2009). ‘Management Aritmg Practices in
the Greek Hospitality Industry’Managerial Auditing Journal,
24(1), 81-98.

73



HCM 436 INTERNAL CONTROLSIN HOSPITALITY ADMINISTRATION
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UNIT 1 INTERNAL CONTROL OF STOCK IN
HOSPITALITY ADMINISTRATION
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1.0 INTRODUCTION
As in nearly all hotel departments, food and begeszoutlets of a hotel

can operate under any of the three systems whehmanual systems,
semi-automated system and fully automated system.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o recognise the various system of stock control
J discuss how each system works.
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3.0 MAIN CONTENT
3.1 Manual System of Stock Control

In small organisations where the manager or theeows)available in
nearly all hotel operations, manual systems ardepexl. This is
because there is no need for an investment in ctargguhough a lot of
human errors, as far as control is concerned, nmbghbbserved. The
forms that must be used in a manual system are:

Captain Order

This form is a written format of the guest ordehisTis an internal

control document prepared in three copies by thdéewwaitress. A

copy is sent to kitchen for food production, a cepyervice bar for the
drinks to be prepared and the last copy to theieafdr opening a guest
check. On the captain order, no monetary informmatincluded. The
order of the guest, the table no., the waiter IJ aumber of guest(s)
only filled. Captain orders help to control the atedn between the
waiter, kitchen, service bar and cashier.

Guest Check

By recording food and beverage item prices on tgain order, the
cashier prepares the guest check. If any canaeigtor an addition
from the initial captain order occurs, the cashs&ould make the
necessary changes. As far as payment is concdheeduest might opt
for: (i) Charging to his room; In this case, theiteashall insert the
room number and take the guest signature on thet gireck, or (ii)
cash, credit card, bank check or personal checthigncase, the waiter
shall get the due amount from the guest; bring dbkection to the
cashier, who shall prepare the necessary legalndectfor sales along
with the various internal control vouchers neededmanual systems,
cash register machine is used for this purposédlldsirate, the cashier
rings up the sale on the cash register and givegubst the cash register
bill.

At the end of his/her shift, the cashier shouldetétke “Z” report from
the cash register, attach it to various guest chegened, the captain
orders, and the total cash received in that verit. dhater, it is the
responsibility of the hotel manager or accountirapagers to verify the
total shown on the cash register tape againstatiaé ¢ash receipts and
the total computed from the serially numbered gudstcks. While
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doing so, the unit prices recorded on the guestkshbave to also be
verified from the price list.

3.2 Semi- Automated System of Stock Control

In larger organisations, maintaining internal cohtry observation and
one to one verifications is not applicable. In sasehere business
owners want to benefit from computerised systenmtsdamnot afford

financially to set up a fully automated systems ibetter to make use of
an individual posting machine for the various F&Btlets' operations.
In such systems, there is no need for the verifinatf unit prices on the
guest checks as the computer automatically postpribes.

The other advantage is, as the guest check priinted the posting
machine is facing the legal requirements, thereoi:eed to use cash
register machine or to create another legal doctinddrihe end of each
shift, the cashier shall count the cash receipiscampare them with the
total generated from guest checks. The accountpartiment does the
verification. In semi- computerised accounting syst there is no
interface with the other hotel departmental systehiss is one of the
biggest disadvantages of this very system singe/dlves extra control
work for other departments and functions. For eXamghe internal
auditor must control and post all the data agairth® front office
system. This is time consuming and subject to noogeposting errors.

In practice, this might generate significant latearge amounts, and
hence might affect seriously the financial positarthe hotel.

3.3 Fully Automated System of Stock Control

In big organisations, manual or semi-automated esyst cannot be
applicable because of the huge amount of the numbé&ansactions,
their control, and the large amount of money asdedito them. In fully
automated systems, in order to maintain an adedutat®al control and
information flow, the individual computers must ledectronically

connected to each other. The major advantageedytstem are: (i) on-
line information is available; (ii) no need for eatering data; and (iii)
minimum internal control requirement.

4.0 CONCLUSION

The internal control of stock can be done by mameii-automated or
fully automated systems.
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5.0 SUMMARY

The internal control of stock in hospitality adnsination may be done
using (i) manual system, (ii) semi-automated systamd (iii) fully
automated system. While the manual is adopted il ssnganisations
where the manager or the owner is available inlyeat the hotel
operations, semi-automated system is adopted gerdarganisations, in
cases where business owners want to benefit franpuaterised systems
but cannot afford the financial resources to setaufully automated
system.

Finally, the fully automated system is adopted ig brganisations
because of the huge amount of the number of tréineacand the large
amount of funds they require.

6.0 TUTOR-MARKED ASSIGNMENT
List and explain the various systems of internaitca of stock.
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1.0 INTRODUCTION

The hotel industry is the only business where thesy enjoys the
benefit of credit facility right from the time hemwes to the hotel and
where the business man whose primary objective isotlect revenue
when the transaction is over is deprived of that gets benefit only on
or after the departure of the guest and that towesiones after a period
of 30-40 days in normal course. This results in ltleeking of money

and hence creates a situation of greater risk. eitnathds higher
investment and hence it is important that the htatkés some definite
and concrete steps to ensure that the guest ascwoihbe settled in full

at the agreed time therefore protecting the hotehfbankruptcy due to
bad debts.

The hotel should control the credit of its guestkso ensure a healthy
cash flow. Cash flow means the money which movesnith out of the
business. The term credit control refers to théousrmeasures taken by
the hotel to ensure that the guests settle theiowads in full either
themselves or through someone else on their béaith may be a
credit card company, airline company, corporateeffa travel agent or
person) within a specified period of time.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

write the credit control procedures
discuss the cash control activities
explain how to control hotel funds
design the cash internal control chart in an hotel.
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3.0 MAIN CONTENT
3.1 Credit Control Procedures

Various steps are to be taken by different frorficef personnel at
different stages of the guest cycle that will hielgredit control. Credit
control procedures used for different guests atfthat desk during
check-in are:

0] Guest Paying by Credit Card
A guest is required at the time of check-in to presis credit card

Credit card is imprinted

Name on the card is tallied with the name on tegfisn card
Check expiry date of the card

Check the hotlist to check that it is not blaclddst

Check that the hotel accepts the type of credd paesented by
the guest

(i)  Guest Paying by Travel Agent Voucher

A Guest presents travel agents voucher at thedinobeck in. These are
prepaid vouchers which are then tallied with theord copy the travel
agent has sent to the hotel in advance at the dfmeservation. The
receptionist will then attach this voucher to theegf registration card
and then send it to the cashier who will open tie fand mark the
instruction as required on the folio.

(i)  Guest Checking in with Tour Groups

Groups are usually prearranged and preregisteratl the credit
procedure is established between the tour opeaaithe hotel prior to
arrival. The cashier in such a case will open atena®lio in case of
group charges. The POS cashiers are informed notatee any credit
sales transactions to any group member for theirsgmal

incidentals/expenses and charge cash for the same.

(iv)  Guests from Airlines

There are two types of guests sent by the airlines:
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Stay over Guests

These guests are provided with PSO {passengercseovder} or MAO
{meal and accommodation order} which details thevises and
facilities that will be provided by the hotel tockuguests and the airline
will pay for the same. The folio in this case vl signed by the guest
at check out and the bill is forwarded to the a&licompany for
payment.

Crew

These guests have to sign their bills on checkduth are forwarded to
the airline for payment. Services and facilitiesahhare provided by the
hotel and paid for by the airline are mentionethim contract which the
airline makes with the hotel.

(v)  Guests having all their Charges Billed

Look through the billing instructions given at ttime of reservation to
check what charges are covered by guests and Wheges are paid by
the company. If the room charges are to be billedompany and other
incidentals are paid by the guest himself suchaasdry, food etc.
confirm with the guest at the time of check inlité®w he will pay his
incidentals and the same instruction must be markedhe folio. In
such cases a split folio is used where chargeshagges are distributed
into two {between company/organisation and indialdy one for
rooms and the other for incidentals.

(vi) Guest with Scanty Baggage

These guests are not allowed to purchase anythmgcredit. All
payments are to be settled in cash unless well knimathe hotel. An
advance/deposit is taken from them at the time lodck-in to be
adjusted against room and incidental charges. Elgéstration cards,
folio and arrival notification slips will have AP{AIl payments cash}.
A credit limit is also fixed in case of well knowguests with scanty
baggage and the moment his outstanding balancbegdhe limit the
internal night auditor prepares a slip which télie guest to deposit
some cash before making any new credit transactions

(vii)  Walk-in/Chance Guests

To avoid any possibility of a skipper and henceslo$ revenue, the
hotel will usually ask for an advance payment qoadét at the time of
check-in. The deposit should be enough to coverdben charges and
incidental charges.
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3.2 Cash Control

All cash must be kept under lock and key and unidersupervision of
the cashier. The cash/bank float given to the eashialso controlled
and a check is kept on the same.

The cashier should take proper precautions whefindeaith foreign
currency.

Whenever the guest pays in cash the cashier haglte a cash receipt
and hand it over to the guest. The cash collectedyday should be sent
to the bank for deposit. Cash control is imporfamin the point of view
of hotel as credit sales are usually discouraged.

3.3 Protection of Hotel Funds

. Cashiers should make frequent money drops to haaemom
cash in hand.
. Cash drawers should be accessible to only oneearaghia time

and should be kept closed when not in use

o Alarm systems should be installed in all areasheftiotel where
cash transactions take place
o A consistent system for handling bank deposits amohey

pickup should be developed and followed.

Staff handling money like the cashier, security @tould be appointed
only after strict scrutiny and cross checking witheir previous
employers. They should be rotated from time to tiam& a new
combination of staff should be used. They must alsdrained to react
in emergency situations.
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Cash Internal Control Chart

The Hotel issues House-banks to
Cashiers = First Control Point

At the End of the Shift, each
Cashier must prepare the
"Cashier's Report"

Each Cashier must deposit the
Envelope along with the Cashier's
Report to the General Cashier's Safe
Deposit Box = Second Control Point

\4

The General Cashier must prepare the Daily

General Cashier's Report

A 4

The General Cashier must deposit The Income Auditor shall prepare the
the Bank Accounts on a daily Journal Entry of Cash Transactions =
basis or on a weekly basis (Resort Fourth Control Point

Hotels) = Third Control Point

4.0 CONCLUSION

Cash disbursement control in hotel management eadome in three
ways. This involves ensuring credit control proaedy cash control and
protection of hotel funds.

The credit control procedures covers: guest papgingredit card, guest
paying by travel agent voucher, guest checking ith wour groups,
guests from airlines, guest with scanty baggage, \&alk-in/chance
guests.
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5.0 SUMMARY

The credit control procedures involve guests payiggcredit cards,
travel agent voucher, guests checking in with gnaups, guest having
all their charges billed guests with scanty baggagewalk-in guests.

As for cash control, all cash must be kept undek lnd key and under
the supervision of the cashier. The cashier shaualkie proper

precautions when dealing with foreign currenciehieéviever the guest
pays in cash, the cashier has to make a cash regwiphand it over to
the guest. Cash control is important from the poinview of hotel, as

credit sales are discouraged.

In protecting hotel funds, cashiers should makgueat drops to have
minimum cash in hand, while cash drawers shoulddaessible to only
one cashier at a time and should be kept closedsh wbein use. Also,
alarm system should be installed in all areas ef ibtel where cash
transactions take place, and a consistent systemhdadling bank
deposits and money pick up should be developeddiagved.

To design effective controls around the hotel'sh¢as cash internal
control chart which depicts four control points vahich certain key
control activities relating to cash handling areriea out.

6.0 TUTOR-MARKED ASSIGNMENT

I Write short notes on the credit control procedurede put in
place for the following:

a) Guest paying by credit card

b) Guest paying by travel agent voucher
C) Guest checking in with tour groups

d) Guests from airlines

e) Guest with scanty baggage

f) Walk-in/chance guests

il. What are the necessary steps to be taken ®rptiotection of

hotel funds?
il Draw and explain the cash internal control ¢har
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1.0 INTRODUCTIO N

Petty cash transactions are to be authorised aaooedwith established
policies. Petty cash transactions are to be cdyremnalysed and
recorded. The officer in charge of petty cash sthawdt have access to
other company funds. Petty cash should be mairdagmean imprest
basis.

2.0 OBJECTIVE

At the end of the unit, you should be able to:

o discuss the control objectives and the detailedrotanof petty
cash in hotel management.

3.0 MAIN CONTENT

3.1 Control Objectives of Petty Cash

The control objectives are to ensure that:

o All petty cash transactions are authorised bonafahel in
accordance with established policies

o Petty cash is properly safeguarded

o Petty cash transactions are correctly analysedecuided.
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3.2 Detailed Controls of Petty Cash

The detailed controls of petty cash are:

o The officer in charge of petty cash should not hageess to
other company funds
o Petty cash should be maintained on an im-pressbasi

. All petty cash payment must be properly authorided a
responsible person and must be in accordance withdown
policies

o All petty cash disbursements must be properly aamlyand
recorded in an analysed sheet

o Petty cash reimbursement should be made only Hitempetty
cashier has properly accounted for all paymentsentading the
period e.g. by supporting documents to duly ausiearipetty cash
voucher

o Payment to suppliers involving material amountsusthaot be
made out of the petty cash voucher fund and incasg policies
should be established to ensure that the typeayshents and the
limits of their amounts are clearly communicatedthe petty

cashier

o Proper custody must be provided for petty cash eubalances
e.g. by the use of cash sales

o There should be a surprise cash count by an indepé¢mperson

e.g. the internal auditor. During the surprise cashint, the
independent person should ensure that cash balanice safe is
in agreement with the record in the petty cash keudook. In
addition petty cash voucher should be examined piaper
authorisation and to ensure that the transactian accordance
with established policies

o Cash advance should be properly accounted for.

4.0 CONCLUSION

The control objectives and detailed controls arebt taken into
consideration in the control of petty cash in hot@lhagement.

5.0 SUMMARY

In designing suitably robust control around pettgsitc in hotel
administration, all petty cash should be propedfeguarded, correctly
analysed and recorded. The detailed controls df mpetsh should take
into consideration some factors, some of whichudel that the officer
in charge of petty cash should not have accesth&r company’s funds.
Petty cash should be maintained on an im-prestspasath all cash
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payments properly authorised by a responsible pensoaccordance
with laid down policies.

Also, all petty cash disbursements must be propearglysed and
recorded in an analysed sheet. Properly custodyt beigrovided for
petty cash voucher balance, while there should b&ssurprise cash
count by an independent person. During the surprésh count, the
independent person should ensure that cash balanttee safe is in
agreement with the record in the petty cash voubbek.

6.0 TUTOR-MARKED ASSIGNMENT

I List three control objectives of petty cash in hot@nagement.
il. Mention five dSetailed controls of petty cash in tého
management.
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1.0 INTRODUCTION

Accounts receivable is an important asset of argnass. Any delay or
failure to collect due accounts, can result in clistv shortages and
profit erosion.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. explain the necessary steps in the control of adc@meeivables

o explain the risks involved in financing using acobreceivables

o identify the types of risks involved when financingth account
receivables in hotel management.

o list the components of account receivables and niorg

financing (ARIF) lending structures.
3.0 MAIN CONTENT
3.1 Account Receivables Control
The following are the controls to be taken into sideration.

. Ensure credit and collection policies are in wgtin
. Conduct credit checks on new credit customers
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o Regularly age accounts and have an independerdweni the
report

o Ensure credit purchases are recorded as soon dgatisaction
occurs

. Separate the accounts receivable function andreasiipting

o Have transactions, such as non-cash credits ard-offiof bad
debts, cross-checked

o Review credit balances on a regular basis

o Have numerical or batch-processing controls ouéngp

Ensure cross-checking of early payment discoundspgenalties
on overdue accounts

Ensure mailing of accounts cannot be tampered with
Prepare trial balance of individual accounts neadalie regularly
Reconcile trial balances with general ledger adraiccounts
Have a well-documented and strict policy for théofw up of
overdue accounts.

3.2 Risks of Accounts Receivable and Inventory Fimeing

From a supervisory perspective, risk is the poatnthat events,
expected or unanticipated, may have an adverse cimpa an

organisation’s capital or earnings. The OCC hasntitied nine

categories of risk: credit, interest rate, liqudiprice, foreign currency
translation, transaction, compliance, strategiod aeputation. While
accounts receivable and inventory financing (ARi&RYye all these risks,
this discussion/unit will focus on (i) credit, (ityansaction, and (iii)
compliance risks.

3.2.1 Credit Risk

Credit risk is the current and prospective risketrnings or capital
arising from a debtor’s failure to meet the terrhamy contract with the
organisation or otherwise to perform as agreeddiCresk arises any
time organisational funds are extended, committedjested, or
otherwise exposed through actual or implied contiglcagreements,
whether reflected on or off the balance sheet.

Like other types of commercial lending, ARIF's magjnificant risk is
credit risk. ARIF borrowers typically exhibit highelefault risk than
other commercial borrowers. Credit risk is presangvery part of the
lending cycle — initial credit evaluation, undertang, loan approval,
loan administration, and, if necessary, debt ligti@h.
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3.2.2 Transaction Risk

Transaction risk is the current and prospectivé& ts earnings and
capital arising from fraud, error, and the inapilib deliver products or
services, maintain a competitive position, and rganaformation.

3.2.3 Compliance Risk

Compliance risk is the risk to earnings or capataing from violations
of or nonconformance with laws, rules, regulatigmescribed practices,
or ethical standards.

3.3 Types of Accounts Receivables and Inventory Fancing

There are various types of accounts receivablesrevashtory financing
(ARIF) practised. Three categories are definedbswis:

(i) Blanket Receivables Lending

Asset-types other than accounts receivable anchiome that is often
included in the collateral pool. Advances are med to borrowing-base
formulas. Controls are minimal, and monitoring ok tcollateral is
informal. Collateral valuations may be based oaritial statements.

(i)  Factoring

This arises where lender purchases receivablegbytwith or without
recourse. Although any loan with a lien againstenirassets, such as a
blanket receivables loan, is technically ARIF, here are primarily
concerned with arrangements in which lenders cjosebnitor and
control collateral.

(i)  Accounts Receivable and Inventory Financing Structtes

Since ARIF loans can be structured in many diffeneays, lenders
should understand what structure is best suitetig¢acharacteristics of
the borrower’s business. For example, should the lee long-term or
seasonal? Should it be “fully followed” or “desWitaved”? The

purpose of the loan, the anticipated source of ymeat, the

creditworthiness of the borrower, and the cash aipey cycle of the
business will help determine the structure of arlFARan.

ARIF lenders will sometimes extend loans securedfikgd or other
assets. They may even make unsecured loans. Thaes may be
separate agreements or part of complex “structuleali agreements.
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The term “structured finance” is used to descriheagrangement that
has more than one layer or type of debt. ARIF legdstructures
commonly include revolving credit, permanent wodkoapital, seasonal
operating advances, over-advances, and term debt.

Permanent Working Capital

These are permanent working capital loans whichd furusiness
operations, new growth, acquisitions, and otheegarpurposes.

Seasonal Operating Advances

For many businesses such as apparel manufacturetsredailers,
demand is seasonal. At certain times of the ybay tequire additional
working capital.

Before a peak-selling season, apparel manufactiren®w to finish
goods and build inventory levels. As inventory w@ds receivables
increase until payments become due. Retailers @iterow to increase
store inventory before heavy selling periods, sasholiday or tourist
seasons, and repay after those seasons.

A borrower may also need temporary inventory finagovhen a key
supplier offers a special promotion. “Seasonal'tiradvances are tied
to the operating cycle of the specific businesg® product of the
borrower, or both. Lenders can structure a seasipahting advance as
a single-maturity note or a sub-limit option wittarrevolver.

However, loans drawn under a revolver may not becifipally
identified as seasonal. To distinguish the seasandl “permanent”
portions of a line, Auditors should perform an @erg cycle analysis
and review historical line; usage and repaymertepad.

Auditors should also review quarterly financialarmhation to evaluate
working asset account volumes and borrowing leas.borrowers that
expect to grow, lenders and auditors should re\pesvforma balance
sheet and income statements. Significant deviatitom pro forma
usually warrants further analysis and may sigrabt@ntial problem.

Lenders expect borrowers to repay seasonal advamdes by the end
of the seasonal business cycle, normally by coimgeithe supporting
collateral into cash. Failure to repay seasonalhades on time may
indicate a significant credit weakness. To assebether a credit
weakness exists, auditors should review trend$ienbiorrower’s sales
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and profit margins; trade cycle trends, includingntls in receivables,
inventory, and payable turnover ratios; and ovesplrating cash flow
relative to debt service and ongoing operating irequents.

Auditors should also determine the reason for aepadure from
historic borrowing patterns. If a borrower’s finglcperformance is
clearly weak, the loan should receive an adverske mating, even if
collateral protection seems adequate. Unless redgerdinancial
deterioration often decreases underlying collatesdles and increases
exposure to loss. Exceptions to an adverse ratoglld be rare and
would be appropriate only when the collateral ihigh quality and the
debt is substantially below the borrowing baseherlban was advanced
under bankruptcy approved DIP (debtor-in-posse¥dinancing.

Over-advances

Over-advances are loan advances that exceed thewboy base.
Although over-advances normally have the same ipriten status as
other loan advances, they represent increasedtcrsti because
collateral protection is reduced. Like any othewrextension of credit,
an over-advance should be approved in accordartbetivd bank’s loan
policies. Even when properly approved, frequenkbbogstanding over-
advances are a sign of credit weakness. The apgitoval documents
of many ABL units and some secured lenders explistate when and
under what conditions the lender will permit an madvance. Such
documents should stipulate the amount, frequengsgten, and period
of the year when over-advances are permitted. @sreances should be
modest in amount and frequency; most importanty gieuld have a
defined repayment plan. Most lenders do not allox@re@advances in
excess of 10 percent of the borrowing base. Lensleyald also do their
best to verify that the borrower is using the pemtse as designated
rather than masking obsolete inventory or slow ssaleenders
commonly permit over-advances for “Seasonal InugnBuildup”, i.e.
borrowers may have brief periods during their ndroerating cycle
when inventory buildup exceeds sales. In theseatsitios, the lender
may temporarily increase the inventory advancetmscommodate an
over-advance. For example, lawn and garden equipmanufacturers
may require additional credit availability durifgetwinter months when
sales are slow and inventory is accumulated fangmhipments.

40 CONCLUSION

Including in the account receivables controls igmsure that credit and
collection policies are in writing, conducting ofedit checks on new
credit customers and regularly age accounts ané havindependent
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review of the report. From a supervisory perspectrisk is the potential
that events, expected or unanticipated, may hasdgerse impact on a
bank’s capital or earnings. Hotels are not alsbdet but the major risks
of account receivables and inventory financing @ife them are credit
risk, compliance risk, and transaction risk.

5.0 SUMMARY

Account receivable control should ensure that tredid collection
policies are in writing, credit checks are conddctan new credit
customers, perform aging analysis on a regularsbasd have an
independent review of the reports, amongst others.

Account receivable and inventory financing (ARIRVER nine categories
of risks which are identified by the OCC. These aredit, interest rate,
liquidity, price, foreign currency translation, misaction, compliance,
strategic and reputation. ARIF’s most significaiekiis credit risk.

Transaction risk is the current and prospectiv& ts earnings and
capital arising from fraud, error and the inability deliver products or
services maintain a competitive position and manafpemation, while
compliance risk is the risk to earnings or capstasing from violations
of or non-conformance with laws, rules, and regotet, prescribed
practices or ethical standards.

6.0 TUTOR-MARKED ASSIGNMENT

I. Mention five controls to be taken into considenatio account
receivables.

. Explain three risks inherent in accounts receivalld inventory
financing (ARIF).

iii. Mention three categories of accounts receivables iaventory
financing (ARIF) lending.
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1.0 INTRODUCTION

Control of employees’ remuneration can be doneutinathe control of
a good payroll system. Many payrolls, even smalespnare now
automated, so it is easier to commit fraud or erriérthe internal
controls are not tight and the procedures are etadrsfollowed.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o analyse the necessary steps in the control of egmet
remuneration

o design questions relating to an employee

o discuss more about your organisational employees

o explain how fraud is encouraged by staff in tippioff the

auditors, owners or accountants of hospitality tess.

3.0 MAIN CONTENT

3.1 Employees’ Remuneration Control

The steps to be taken into consideration whennmutti place adequate
control of employees’ remuneration are as follows:
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. Ensure passwords are not handed to other staff ersmihen
the person in charge is on holiday or sick.

o If an electronic payroll is used, ensure supergisdrange their
password often

o Ensure any payroll summaries are in the same tgpedes the
system’s printer to avoid possible fraud

o Review bank account deposits to ensure that eaglgpas to a
different bank account

o Where possible, segregate payroll preparation,udsgiment and
distribution functions

o If possible, the payroll officers must not calcel#éteir own pay.

3.2 Questions of Checklist about Employees of an
Organisation

Are all employees hired by you?

Are individual personnel files maintained?

Is access to personnel files limited to you or aigeated

manager, who is independent of the payroll or ¢asbtions?

4. Are wages, salaries, commission and piece ratesoa@p by
you, the owner?

5. Is proper authorisation obtained for payroll dedhret?

6. Is gross pay determined using authorised rates and:

0] Adequate time records for employees paid by thehou

(i)  Piecework records for employees whose wages amxbas
on production?

wh e

7. Are piecework records reconciled with sales records

8. Are sales people’s commission records reconcileth 8ales
records?

9. If employees punch time clocks, are the clocks tltao they

may be watched by someone in authority or are tkeraurity
cameras in the vicinity?

10. Are time records for hourly employees approved y@ervisor?

11. Would you be aware of the absence of any employee?

12. Is the clerical accuracy of the payroll checked?

13. Are payroll registers reviewed by you?

14. Do you, the owner, approve, sign and distributer@égheques?

15. If employees are paid in cash, do you compare tashc
requisition to the net payroll?

16. Do you maintain control over unclaimed payroll ches?

17. Is annual leave required to be taken regularly?
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3.3 Investigating Organisational Employees

In a small business, you are very reliant on yaupleyees. They are
your representatives with customers, supplierscamapetitors. Take the
time to hire the right persons/people for the joid ayour style of
management, as the costs of hiring and trainingbeathe equivalent to
three months’ wages. This is not an easy process.

Unfortunately, some people do falsify their empl@nrecords to get a
good job — it is more common than you think. Whakirtg on a new
employee, always take the time to check their eympent record, ring
the previous employers and don't just rely on writteferences. Check
out any claimed education credentials that aren¢éisééo the operation
of the job/business, undertake regular annual padaoce reviews with
staff, ensure adequate training is provided, ¢fearutline
responsibilities and expectations, keep lines ahmaonication open
with employees by ensuring that:

1. Employees are well motivated because resentmermneases
when the owner enjoys success without passing it t@n
employees.

2. You are sensitive to employees’ hopes and expeotati

3. You don’t misplace trust — one person in a smadifess usually

bears an inordinate amount of financial respongtbiReview
your office staff.

3.4 Ensuring Staff Feedback

Finally, develop a process for staff to report oless in internal controls
and report suspicious behaviour. Ensure that &twadfiv your door is
always open and their concerns are welcome, natsamce. Most fraud
is detected by staff tipping off the auditors, owmer accountants. This
culture can be encouraged in organisations by:

1 Having in place a whistle blowing procedure

2. Protecting the identity of whistleblowers, if priaetble

3. Protecting whistleblowers from being victimised

4 Investigating breaches as quickly as possible akthg firm
disciplinary action when necessary

5. Rewarding staff for reporting breaches in interpahtrols or
outright fraud (as well as for innovative ideasg¢rimps with a
gift voucher or similar, for every useable suggesti

It is important that staff feel that it is their tguand responsibility to
report such matters as it is their livelihood, adlvas yours, that relies
upon the financial integrity of the business.
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4.0 CONCLUSION

A good payroll system is a method through which leyges’
remuneration can be controlled. In a small busingss are very reliant
on your employees. They are your representativedd wustomers,
suppliers and competitors. Take the time to hieertght person for the
job and your style of management, as the costgiofyjrand training can
be the equivalent to three months’ wages. It isartgnt to also let staff
feel that it is their duty and responsibility tqost/blow whistles as it is
their livelihood, as well as yours, which reliesonpthe financial
integrity of the business.

5.0 SUMMARY

One of the key steps to be taken when putting acghldequate control
of employees’ remuneration is to ensure passworeshat handed to
other staff members when the person in charge isatiday or sick. If
the hotel uses electronic payroll, ensure supervisthange their
password often, ensure any payroll summaries atleeirsame typeface
as the system’s printer and review bank accounbsiepto ensure that
each goes to a different bank account.

Furthermore, to institute effective controls for@ayees’ remuneration,
the following questions could come in handy in pmpy a good
checklist of what to do: (i) Are all employees kirby you? (ii) Are
individual personnel files maintained? (ii) Are g@es, salaries,
commission and piece rates approved by you, theedv(iv) Is proper
authorisation obtained for payroll deductions?I§évaccess to personnel
files limited to you or a designated manager, wdondependent of the
payroll or cash functions?

It is important to point out the fact that the waloiity of these controls
depends, in part, on the ability of the organisatio hire the right
people and demonstrate exceptional and inspiringagement style.
Hiring the right employees requires, among othargs, to investigate
previous employment records by ringing up the farreenployers,
verify any claimed credentials and undertake reguknnual
performance reviews.

One other vital measure that could ensure the tobss of controls
instituted around employees’ remuneration is tovjol® processes and
mechanisms through which employees can provide beegd of
whatever nature to the management. The managementospitality
business could develop a process for staff to tdp@aches in internal
controls and report suspicious behaviour, in additio ensuring that
staff know your door is always open and their conseare welcome,
not a nuisance.
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6.0 TUTOR-MARKED ASSIGNMENT

I List the necessary steps in the control of emplsyee
remuneration

il. Write ten (10) questions to ask relating to the tadnof an
employee.

iii. Mention four practices that are expected of statipping off the
auditors, owners or accountants of hospitality niggtions.
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