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A Taxonomization of Internal Controls

and Errors for Audit Research

Miklos A. Vasarhely®

Columbig Untveraty

Fhe Foreign Corrupr Practices Act (FCPA o 1977 and rhe advent of in
creased electronic data processing i orgameations fabe hocased imreased atten
ton on management’ s responsibility to estahlish anl maintam adeguate systems
of internal accoununy controls

The Act requires orgamezatons to mamtaim & system of internal accounung
controls to provide reasonable assurances that

—transactons are authorized

—transactions are recorded to
4) permit preparation of financial statements
b) maintun accountabibty tor assers

— dCCesS Lo usSseLs (s restricted

—dssets are dccounted for

These requirements are sumilar in nature o the debminon of accounung con
trol codified in SAS#1 (AICPA, 1973).

The advent of widespread use of electronic dats processing led 1o changes in
the nature of accounting controls prompung mcreased serutny and lurther for
malization. Manual systems had allowed for imtormal controls of o pattern
recognition nature by human imformaton processcors Special emphasis aas given
to the examination of processing comsistency and soperveaoar Aatomated sustems
partally chanpged the narure of contral sustems 18
design and inrewnny as consisienes s subsannall e

These tao mger developoents Ted towsernes o procedirad coacine by major
CPA firms (e Arthur Andersen & Co 1975 Dichatre, Lk s & Sells, 1979
Peat, Marwick. Mitchell & Co 0 19750 v staterments o positen and propesed
rules by the AICPA and other standard setring boches tew ANPAL 1979, SFC,
1979). and o the renewed interest of the academie accountng profession in the
theoretcal issues surrounding internal accounting conteols
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proposal by the suthor (Vasarhelyi and Ginzberg, 1978) which suggests a set of
experiments for the measurement of internal controls. This project is composed of
vight steps, the first two of which examine the literature and construct schemae
fur classifying types of internal controls and errors. These two steps are discussed
in this paper. The remaining steps will encompass a more complete analytical for
mulation of the categories specified in the schemae of this paper, and the develop-
ment and utlization of tvpical but simplified cases in both computer and
behavioral laboratory simulations for internzal control evaluation purposes. Yer
these subsequent steps first reguare the taxenomie specification criteria des eloped
) the nest secin

Definitions, Criteria, and Objectives

S Il'uhlll'.l 107 .l{fi"l‘[p'l_'\i, dn utie of his objectinves, T deseribe o means of
representing intesnal control i nuthenaucal terms, " showing the usefulness of
this approach and pomting out “Tunplicatons of this approach for tutare
rescarch’ p 2

Cushing’s emphasis was on the utlizavon of reliability theory tor the evalua:
ton of internal control procedures. Bodnar (1975) expanded Cushing’s work by
incorporaunyg the problems of human reliability in 4 chain of controls (Meister,
1971) and the ssues relating to control redundancy (serial vs. parallel com-
ponents) and complementarity. Bodnar also raised, but did not satisfactorily
resolve, the issues surrounding the validity of simple multiplicative probability
medels and the statistical independence of multiple controls and errors. Car-
michael (1970, p. 238) is mentioned as asserting that *‘an assumption of in-
dependence is necessary in internal control because of the commonly expressed
opinion that an internal control system collapses with collusion'' (Bodnar, p.
753) A third issue that may be raised concerning Cushing's approach is that it
does not discriminate berween different types of controls and errors.

We shall sart with Cushing's formulaton and notation but will not use
reliability theory in our development. Cushing's basic statements and presenta-
tion are of great value as foundations for the work here presented. It is necessary,
however, to define a few basic concepts to place the internal control problem in
context.

Churchman (19681 points out hve basic considerauons o be kept in mind
while thinking about u system: 1) Objectives, 2) Environment, 3) Resources, 4)
Components, and 59 Management. The business organization’s objectives are to
be met by its management utihzing etficiently the organization’s components and
resources within its corpordte environment

The business organization is the macro-system where internal controls- are
located, Internal controls are subrsystems within it. These sub systems may be
considered as a whole, or in part with different resulung environmental bounda-
ries, system interactions and available components.

“Control s a function through which the executive is able to identify
change, discover its causes, and provide decisive action in order to main-
tun a state of equilibnium - "7 (Strong & Smith, 1968, pp. 2 3).

It 15 necessary 1o denuty the mechanisms through which organizatons exert
controls
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“*An internal control procedure (ICP) is a single control measure,
such as the checking of a control total” ™ (Cushing, 1974, p.25).

We shall ditter <hehtly from Cushing by defimng: An internal contral cluster
(ICCH consists o vne o more sterndl contral procedures related to one or more
tepes of errar o iy, while an weternad control syeem (1CS) is a set of 1CCs
that consitite 4 parncular cvele b the business organization.

Figure | displavs the tive dimensions of the internal contral process within the
organization  The cocles ot o busimess eauty are simply subsystems of the [CS as
detined by the auduor The department of tuniction is another type of component
to be et 1 the systers desipn stage Finally, numerous types of ICPs and errors
can be tound i the ltenaure with o varied array of features. These ICPs or errors
miist B Lassitied on the busis of similar narure into @ more restnctve set of
categones it they are to be adequately represented in analyuc formulatons.
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In order to turther clarity issues relating to ICPs and their features we shall use
Cushing’s { 197-1) multiple-control multiple-error case to introduce a general tor
mulation of the problem (see Figure 2).

The tormulations in Figure 2 may be expanded by assuming an infinite
population E of potenual errors that may existin a system.

An error mav be defined as a discrepancy between the empinical relatonal
system (ERS) (contuning ull transactions, economic entities, and levels within the
system) and s numerical  relational  systemn (NRS)  (representing the
medsturements of these enntes made within a framework of measurement rules).
When there s a4 discrepancy berween the “real™” value of an ennty within the
ERS und its measured value mothe NRS under the established rules of measure
ment and coding nn this case GAAP an erroris sid 1o exist,

The populaton b ol potental ecrors wintimite, retlecting the facr that any
medsurement of the salue of an entity may be ncorrectly stated with an inlinite
number of variations. Despite this set being infinite, in practice internal control
svstems are developed considering three main aspects: (1) designer’s (or manage
ment’s) perceptivn ol exposares due o errors, (2] corporate experience with er

A3



“Frrar 710 [ Ereor
:l\rrpufllll arragt .

i-l i~ i .
4 .l Asec) # BT teenfs g Rldyde (R et Y RGe )
i i [ | (¥ i i (N1
P tn
he i ! = Agliability of the wystem .oth respect 1o the :° errar at the
i i
comgletion of the 'Ih cariral step

Fle, )= Probability that the -ontrol step J =it} not signal an error
' . -
Jiven that none exists

e, '= The probebi' ity that the correction step j will gorrect an errar
' i aiven thal one exists and has bheen jgnaled

i © o pegbab 1T e KRt 0 P b o gl tte cantrall ste ) owill b dete oo
nd e perrreLt b ale i Attt o eentral signals an erenr

afteett fpanes e ts

rors andarresulanities, and 3 the costbenetits of mrernal contrals

However, not o/l errors and irregularities can be predicted by the designers.
With the passage of tme new errors are experienced and new controls will have to
be enacted. Theretore the set of errors thata partcular ICS may aitempt to cover
is ' (asubset of E),

This population of crrors can be represented by a vector E' (e, ¢ . ¢,)
where cach e wsoa parniculur type of error which muy assume different magnitudes
and charactenstics. This vector has a definable length commensurate with the
designer’™s perception of potential errors within any group of designed controls,
b sull a subser of vector E

The same reasoning can be extended to ICSs An ICS is composed of 1CCs
which may or may not be the “*cycles’ us defined by the auditors. ICCs are com
posed ot ICPs Therefore we have a global population C of potential controls. of
which the population C s tormully implemented. C* can be represented as a vec
e U7 (0, Cs, €.y of the types of internal control procedures used within the
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(CS Each of these tvpes at ICPs may assume a value (it ordinal. interval or ratio)
o d nature nt nominad) within an ICC, As internal control precedures are mainly
nominal i measurement nature the element C, sy separation of duties) may
assuine ditterent values ttor example at ditferent levels of the organization)
Fheretore €7 can be represented s CiC, cwhere |orepresents the difterent
values for [CP Oy

The guestion that tollows concerns the relationship between controls and er
rors, both at general and specitic levels. In general Figure 3 can represent a con
trol phenomenon:

FIGURE 3

A Control Phenamennn

| |
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In order to clanitv. et us suppose that control 1is asystemn ot batch totals, con
trol 2 is separation of duties, control 3 encampasses @ pood organizatonal chart
and careful job descriptions, while control A4 s supervision. Controls 2 and 3 wall
be ceffective aganst collusion and control 1 inettective in this dimension On the
other hand i the case of errors in amounts, or bad chient numbers, or incorrect
posting to accounts, control 1 may prove effective while others are inefiectual. Us:
ing this example as o base and considering the assertions in some of the scholarly
hterature, [tor example. (Cushing, (1974,1975); Bodnar, (1975); Toba (1979)).
the tollowing assertions may be made:

Fach comtrod will have a potentwlly different effect upan each type of error

Cushing states * the probabilities pertaining o the control procedure and
1o the error correctuion procedire should be unique for each control procedure. ™
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Fuch transaction wil be controlled by ditterent sets of controls and may
generate g multplicity of creers of wlentical and ov Qifferent types.,

Eacheluster of contraly pray have Jitferent eftects upon different errors

Fhe finer the focus of control wpon i particrler crror type the more hbely it
I o be netfoctual 1n v batton to Btier errors

Uhe combinatzon of ontroly gy hate additere, Counteractin e, maltiplie ative
wnd newtral epfects wpeon partic wlar error (ypes

Bodnar (1975) cnincizes Cushing's multuphicative probability modeling and
shows differences in the eftects of parallel and serial controls. The problem s still
rather simple if it can be represented i these terms. The difficulty les in dealing
with the lack of independence between controls and between errors (collusion) as
well as in defining the configural relationships between controls

In consequence the relationships between controls and error types should be
represented in two types of matrices. The first would relate each type of ICP to
each type of error. The second would relate internal control clusters and types of
errors. The entries in the matrix may be expressed as the probabilities of an error
of the particular type being detected. These matrices are represented in Figure 4.

Figure 4

Illustration of
Control & Error Interrelationships

Error Error Error
Type | Type 2 Type 3

Icp I+
ICC 1 CE 2
ICP 3%
I1CC 2 (CP &
ICP 5

ICP N*

These controls are part of ICC n

Figure | represented the five dimensions of the internal control process. Any
combination of its elements (e.g. LA 3.a.1v) may describe a type of internal con
trol and error. The limited number of categories considered already allows for
L8000 (6x5x5x15x8). The consideration of ICCs versus 1CPs, described while
discussiny Figure 4 above, further expands the number of alternatives that may be
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considered. Methodologies are necessary for the evaluation of clusters as well us of
the independent effect of an mdividual control upon a given error type.

Ciearly some combinations are nonsensical. others may make sense but are
not currently implemented and finally a few are currently in use. This leads to the
conclusion that comprehensive formulations are infeasible and that analysts
shiould pursue two main routes:

(1) use of a building blixk tvpe ol approach tor simplifying their analyses and

(2) construction ot taxonomies of internal controls and errors that wall sum-
marize and add parsimony o the number of possible combinations. :

This study addresses the second of these routes

Some Existing Classifications

Arthur Andersen & Co. (1978) divides controls into preventve and detective
controls. Cushing (1975) uses three categories: structural, feedforward and feed-
back. Mair, Wood and Davis (19746) divide controls into: preventve, detective
and corrective controls.

We would define precentae controls as those that reduce the probability of an
errar (or irreguldrity) occurring.

A detectore control reduces the actual fregquency ot eerors in the system,

A correctree control Changes the nature of the probability distributon in the
discrepancies between the ERS and the NKS.

Other classifications also cited by Mair, Wood and Dawvis (1970 include
logical vs. technical controls or vertical v, horizontal controls,

SAS# 3 divides controls into general and applicanon controls. The first relate
to all EDP acnvities while the latter refer to specihic accounting tasks. Wathin
general controls one would mclude six general Classiticanons: (1) Organization,
1 2) Operanoms, 13) Docamentaton, b System development and programming,
19) Hardware and systems sottware, and 103 Aceess and library. Application con
trols are, on the other hand, deerded oz (L Inpat controls, (2) Processing con
troby and ( 3) Output controis

SAS #1 states that the essential characteristics of internal accounting
controls include: “(AICPA, 1973, Secs. 320,30 and 3200 35 .48)

Personnel

Segregation of tunctions

Exccution of transactions

Access to assets

Comparison of recorded accountability with assets

Recent internal studies at Peat. Marwick and Mitchell have proposed the
classthication of controls into six categories:

1) Authonzations
2) Validiry

3) Population

A4) Transter

91 Process

O) Sepregdation

Addinonal classthcanons may be tound i the iterature relanng 1o mternal
controls. On the other Band, classiications of fvpes of erooms are somoew bat less
17



trequent 1 the hterature. Touche Ross and Co. (1979) classifies control
weaknesses und resultant risks into four categories:

Ly A flaw thar will alwayvs resultm error

2y A thew thut has produced occasional error

33 A probuble Haw signaled by skewed ioadvneal resulbs
i) Universal and improbable laws p 15)

Yu and Neter (197 3) classily errors it two categorios: monetary and non
monetary  Fach 1CS is classified by whether it has une of these two errors. 1CSs
range trom o1 = 10,00 (no errors of any type) to s i =( 1,1 indicating the presence
ol both monewrry and nonmonetiry errors.

In ourder to stmphity the difficult task of providing an evaluanon, which com-
pares cach tvpe of [CP combination to every other type of ICP combination and to
[CCs, and then of relating this evaluation to all error types, we shall next atempt
to provide summary taxonomies of controls and errors We shall aim 1o develop
classificanons that allow:

Development of 2 matrix of [ICP combinations

Development of a matrix relating ICC classes to error classes
Development of control combination rules for evaluating the
impact of combinauons of controls

4. Usape of analytical representation

5. Usage of a common measurement method for evaluation

tad o =

And we shall also try to:

6. Devise precise, mutually exclusive classifications
7. Develop a comprehensive set of classificarions

This paper s restricted w logcal and comectural developments in objectives |
thru 3 since their quanthication requires the expernimental and analyueal work to
e pursued in the Lier suiges of this research (Vasarhelyi and Ginzberg, 1978).

Two ['axonomies of Controls

T he control and error taxonomies were developed throwgh successive element
lsnngs lollowed by successive werations artemipting 1o improve the classification
schema. Elements were drawn mminly from protessional publicanons (e g. Touche
Ross and Co 1975 while starting schemae were based on some o the classiica
tons discussed e the previons section.

The Pear. Marwick and Mitchell clissibicanon was moditied moy an 8 class
framework, one of which divided into our subcbisses. These classes and

subolisses aree

Authorizations

Validity Contruls

Population and Transfer Controls
Priwess Controls

Covuerape Controls

a. Svgregation

b Supervision

oo Rules snd Procedures

o Insurance

Ao | e



G Access Controls
Audit fex post ot Conerols
S Compliunce with GAAP Controls

A disunetion was made between internal accounung controls and exclusively
management areated contrals. The first were considered o be directly related o
the types of controls mennoned in the FCPA while the second were mainly
oriented towards quality and efficiency issues. These management controls were
excluded trom the study

Awthorization Controls prevent the occurrence of exchanges, allocations, or
waluations not in accordance with company policy (v g 4 credit check may be re-
quired betore a sale s completed). ’

Pracessing Controls ensure accuracy when data has changed form through ag-
preganon or disaggregation, content through processing. or mode of presentation
through different formats of presentation and timing (e.p calculation ot deprecia-
ton controls, tooting, etc.)

Coverage Controls are generic in nature, applicable w one particular process
or set ol transactions.

Seyregation o Duties ensures that certain acuvities or responsibilities
are assigned to separate ndviduals, It wmphes the need tor collusion to
override controls as well as the application of sequential controls on asks

[ Custody ry recordkeeping for an asset

2 Activity rs control over that activity (salesferedit approval)

4 Imterrelated acnvinies (eredicapproval bad debr writeotls)

Supervision Contrody reter to the supersision by supenor of atask e
i pertormed. e does notimply aathorizanons or specilic approvals

Rucdevazand Procediores reters tothe tormalizanon and documentatton ol
control steps

Iecwrance Control relate 1o the expenditure of tesonrees, o counter
halince potential losses related toa particualar event

Aceewy Controls ensure hmitations placed on access to physical or intorma
tonal ennties in the systemi (e g passwords ).

At Controls serve to ex post facto find errors und irregulanues in the con-
trol and accounung duta (e.g. visual checks for authorizanon on a sample bases).

Complance with GAAP Contrels cover procedires used to verdy whether
transactions are bemng registered in accordance with carrent accounting rules,

Appendix [ lists controls drawn from several publications (Arthur Andersen
& Co, 1978, p. 4344, Touche Ross & Co., 1978, p. 75 and p. 100 Peat, Mar
wick & Mitchell, 1978, p. 33 and p. 40; Ernat & Ernst, 1978, p. 24, among
many) and classified into the above categories. The taxonomy seemed 1o it the
controls in the list but often controls were found in the boundary of twa classes,

An addivonal txonomy o controls with very similar charactenistics was de-
veloped and cuan be lound in Appendix (1. The chowe between these will be based
un the case of developing analvuce formulanons,
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A laxonomy of Errors

Atter a senes of classibication anempts a teasible classihicanon o seven
Carcories was developed tor errors:

L. Procedural Errors (violations ar lack ot internal controls)
Il Computation  Errors errors o the  numerical  processing  of
transactions)
HI. Accountime Frrors (Incorrect accounung rransacuons)
IV Integrity Errors (addition, deletion of unauthorized transacuons or
duplication ot authorized transactions)
V. Timing Errors (transaction registered at the wrong nme)
VI. GAAP Errors (transactions not measured in accordance o
accounung pracuce)
VI Irregularities (fraudulent & deliberate transactions)
VL. Legal Errors (transactions or events that violate legal clauses)

Appendix I lists a series of errors within each class of the axonomy devel-
oped along similar lines to the classifications of internal controls described earlier.

These two taxonomies, which allow for the classification of the ICPs and er
rors, seem to present some of the previously mentioned desirable features.

Composite Modeling

The complexities involved in the assessment of the reliability of internal con-
trols, even if process consistency over ume is assumed, are overwhelming. Let us
consider a simple key stroke verification of card punching preparation of worked
hours, as diagrammed in Figure 5.

Figure 5
P(3.D1)
PL.0%)
———card punch verification|—>

;Icurrecti)r] I

The probability of error (in other data preparanon) at the punch step s 0.05
but 15 reduced to 01 with keystroke verification. The real dithiculty, of course,
arises with the combining of controls. Fipure 6 displays some potenual inter rela
tionships of controls. Finding the rules for control combination becomes an em
pirical question to be answered by future rescarch
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FIGURE 6

Sample

Contrel Relatiorsnips

Sequential Controls

or
C=¢C xC;
I1l. Paralle] Controls
= I
Ty '—D — O e— —
Al R
s T

i, tndependent Controls (Venn Diagram)
v, Overlapping Controls
c3 C4
&
Conclusions

This paper exanunes the nature and multiphicity of internal control procedures
and errors. It shows that a nearly infinite number of combinations of alternatives
may he used in the attempt to decrease or eliminate a wide set of errors of ditferent
nature In order to simplity the tormulation of the problem, two taxonomies were
developed that reduce the number of [CPs and errors to eight each.

These simpler sets lead 1o a smaller group of combinations for composue
mudeling where combination rules are to be developed on the basis of empirical
data. Future research entails empirical laboratory developing of combination
rules, analytic modeling. and field testing of the results obtained
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Appendix I

ICP'S (Ordered)

[. AUTHORIZATIONS
1. Approval of Master File maintenance reports
2. Proper procedures of authorization
3. Customers must receive advanced approval for returns
4. Written authority required for removing assets from premises

IL VALIDITY
5. Control over unused and voided billing forms
6. Approved list of suppliers
7. Preprinted official order forms
8. Matching invoice to receipt
9. Goods counted and inspected before acceptance
10. Unmatched receiving reports and invoices investigated
1. POPULATION AND TRANSFER CONTROLS
11. Unissued checks numerically accounted for
12, Batch totals
13. Prenumbering
14, Accounting for prenumbering
15. Records maintained of costs incurred under product warranty
16, Verificution and validation of data entered in EDP system
17. Scanning data for reasonableness before entry
18, Reconciliation of intertace amounts exiting one system and entering another
19 Algonithms, check digits
20, Transmission verthcation technijues
21. Written requisitions and purchase orders with multiple Copies
IV, PROCESS CONTROLS
22 Reconciliation of balances (subsidiary to general ledgers)
23 Trunsaction by transaction balincing
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24. Depreciation calculations independently checked for accuracy and reasonable-
Nness
25 Calculations independently checked for accuracy and overal] reasonableness
feapitalization and amortization)
V. COVERAGE
V. a SEGREGATION
26. Segregation of duties
operational resprfinancial record keeping
custody uf assets‘accounting for assets
authonzation of trunsactions/custody of assets
within the accounting function
27. Segreganon and rotation of input and processing duties
28. Separate areas maintained tor receiving, storage, and shipping functions
29. Each cash tund assigned to one individual, independent of others
30. Monthly statements sent to all custemers )
31. Complaints (about monthly statements) handled independent of cashier or ac
counts recevable bookkeeper
32. Delinquent accounts handled independent of cashier
V.b SUPERVISION
33, Employee pertormance review s
34. Direct supervision
35. Indirect supervision
36. Physical storage methods reviewed to spot inventory deterioration
37, Interest expense regularly posted (fluctuations investigated)
38. Operauonal planning
V.c RULES AND PROCEDURES
39, Compettive hidding
40, Clearly detined processing and exception procedures
1. Competent and trustworthy personnel
2. Adeguate documents and records
3. Established cut oft procedures
1+ Chare of saccounts and accounting procedures manual
49. Procedure tor reflecuing necessary general ledeer corrections
46. Continuing education programs
47. Formal policy for capitalization and amortization
48. Flowcharts of control system
49. Prompr processing of billings and credits
50. Each day's receipts deposited intact that day
S 1. Paid notes cancelled and retained
52 Organizational charts
53 Jobdescniptions
V.J INSURANCE
51 Insurance and hdelity honds
595. Backups tfor master tiles)
56. Retennon purd of source documens wape and dise files (son, tather, grand
tather)

55



VI ACCESS

97 Dual stenatures required for access woosecarities and adjustments on a4 timely
frisis

S5 Physi sl access restrictim

39 Sades, ere locked endesures o pritect wssets trom people and physical
Fazards

00 Controlied custody

(1 Password procedures in EDP svaem

2 Movement of inventory subject to venificution by the area assuming responsi-

bality torat

03 1D tags or senal numbers afhxed to assets

(4. Guards and/or alarm system used

(5. Empluyees identfied by badge or card

06, Unissued checks locked up

VIL AUDIT (ex post analysis)

(7. Regression analysis for forecasung expected acuvity level

6:8. Physical counts

(9. Internal auditing

70. Varunce analysis

7 1. Periodic compliance audit

7 2. Intercompany accounts balanced regularly

VI COMPLIANCE WITH GAAP

73 Assignment of responsibility and establishment of procedures for accumula-
tion of notes to financial satements including a review

7 4. Revenues recognized on long-term projects based on engineering estimates

75 Formal policies for assigning lives and depreciation method

76 Allowances for depreciation regularly reviewed for adequacy

77 Leases reviewed for classification as capital or operating

7R Intercompany profits ehminated

70 Periodic analysis of intangible assets; review tor loss in value

80 Formal policies for idenufying, reporung permanent and nming differences

#1 Timing differences allocated between current and non current

82 Waurranty reserve regularly reviewed for adequacy

83 Estimated costs to complete long term contracts regularly reviewed,

X. Munagement Controls

8:1. Appropriate cost system in use (job v process v standard v direct cast)

85 Compliance with loan covenants and lease agreements monitored

S0y Current intercompany accounts zeroed out regularly

537 Investments previously written off, or fully reserved, regularly reviewed for
possible realization

S8 Selling and administrauve expenses under budgetary control

H9O Employees handling receipts bonded
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Appendix 11

Alternate Taxonomy of ICP's
thy number)

A Orgamzanonal Controls
2086010, 15. 26, 27. 28, 29, 30, 3‘, 32,33, 3739 40,041,124, 44,
19, 16, 17,49.50,52,53,73
B, Repetition and Matching Type Controls
R.9. 11,12, 13, 14,18, 22.24,25,68,72, 76
C  Authorizauon and Supervision
1,4.34,35,57,62
D. Physical Controls
7.21,51,55,56. 58,39, 60,61, 63, 64, 65,66
E. Audit Type Controls
48,67,69,70,71
F Economic Compensation Contrels
54, KO
G. Process Moment Controls
loe, 17,19, 20, 23
H  GAAP Ubedience Controls
74,75,.77.78,79.80,81,82,83

Appendix 11

A Taxenomy of Errors

[. PROCEDURAL ERRORS
L. Lack of approval
5. Unauthorized adjustment
I'1. Goods shipped to bad credit risk
17. Assets unnecessarily exposed to unauthorized use
25. Unauthorized services performed
27 Lack of communication between departments (purchase v, production depts)
resulting in overstocking of useless materials
1. COMPUTATION ERRORS
2. Bad total
32. Miscalculation for depreciation
39. Miscalculation of contingent lease payments
[1I. ACCOUNTING ERROR
3. Incorrect posting
19. Sales discounts not recognized, or recognized when they shouldn’t be
23, Musapplication of overhead
29, Sales musclassified
35. Misclassification of long- or short-term debt
[V. INTEGRITY ERROR
4. Incorrect amount
6. Missing transaction
7. Duplicate transuctnon
3. Musing assets
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0. Sales recorded but yoods not shipped
[0, Goods shipped but notmvoiced
13, Inflated payroll

L1 Misappropriation of lunds (cash recencd posted ar lower amounts or aor 4t
ally

22 Accepung shipments of unauthonzed qualityquantity

24, Ficutious employees

8. Capital leases not recorded/operaung leases recorded

4.2, Dividends paid to wrong partiesiwrong amounts

i9. Investment losses not monitored

406. Goodwill, patents, other intangibles carried in excess of value
49 Investment losses not reflected in accounting records

V. TIMING ERROR

1 2, Sales recorded in wrong period

16. Conditions affecting accounting valuatons not recognized on a timely basis
43. Profits recognized prematurely on intercompany sales

47. Intangibles remain on books after disposal or expiration

48. Tax liability/expense not reflected in accounting records

V1. GAAP ERROR
15. Nonconformity to GAAP
26. Computation of LIFO inventory does not meet [RS regulations

VI1I. IRREGULARITIES

18. Defalcation and fraud

33. Kickbacks

36. Pledged assets not disclosed

44, Management conceals permanently impaired value of investment (uncollecti
bility of intercompany receivable)

Vill. LEGAL ERRORS

37. Violation of restrictive covenants resulting in default

40, Unauthorized sale of shares (violates legal requirements)

41, Unauthorized stock options exercised (violates option terms)

MISCELLANEOUS MANAGEMENT ERRORS

20. Financial reports do not fairly represent firm

21. Receiving or producing poor quahty assets

30. Idle assets not identified

3 1. Undetected deterioration of property

34. Company becomes obligated for debts at unfavorable terms
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