


knowledge to apply generally accepted
accounting principles in recording the entity’s
financial transactions or preparing its financial
statements).

— Inadequate design of monitoring controls used
to assess the design and operating
effectiveness of the entity’s control over time.

— Absence of an internal process to report
deficiencies in internal control to management
on a timely basis.

Failures in the Operation of Internal Control

— Failure in the operation of effectively designed
controls over a significant account or process,
e.g., the failure of a control such as dual
authorization for significant disbursements
within the purchasing process.

— Failure of the information and communication
component of internal control to provide
complete and accurate output due to
deficiencies in timeliness, completeness, or
accuracy, e.g., the failure to obtain timely and
accurate consolidating information from remote
locations that is needed to prepare the financial
statements.

— Failure of controls designed to safeguard
assets from loss, damage, or misappropriation.
This circumstance may need careful
consideration before it is evaluated as a
significant deficiency or material weakness.

— Failure to perform reconciliation of significant
accounts, e.g., accounts receivable subsidiary
ledgers are not reconciled to the general ledger
account in a timely or accurate manner.

— Undue bias or lack of objectivity by those
responsible for accounting decisions, e.g.,
consistent understatement of expenses or
overstatement of allowances at the direction of
management.

— Misrepresentation by client personnel to the
auditor (potential indicator of fraud).

— Management override of controls.

— Failure of an application control caused by a
deficiency in the design or operation of an IT
general control.

Conclusion

SAS No. 112 requires your auditor not only to
evaluate failings in internal control that were
uncovered during the audit, but also to evaluate
likely deficiencies in internal control which may
result in risks of material misstatement of the
financial statements due to error or fraud.  Clients
are encouraged to review and strengthen, if
necessary, key components of their financial internal
controls, document them, and train their employees
accordingly.

Items in this publication should not be considered official
statements of position, nor advice for individuals or organizations
without consulting a professional advisor.  This information is not
intended to be, nor can it be, used by any taxpayer for the purpose
of avoiding tax penalties. For more information, please contact the
director in charge of your account or John Haslbauer, Henry Freire
or Tom Sorrentino, members of PKF’s Accounting & Auditing
Committee.
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