
QUESTION 1:	(25 marks – 30 minutes)


You have been engaged by the management of Paris Hilton Inc. (PHI) to review its internal control procedures over the sale of Paris’ jewellery and perfume products over the internet (via her new website, “parisishot.com”). You have talked with various staff and have prepared the following notes which describe procedures at PHI:

· PHI prides itself on offering its employees variety in their work through frequent job rotation. This has led to high staff satisfaction, and one of the lowest turnover rates of accounting department staff in the retail industry. The staff you just finished interviewing described with great excitement how she input overnight sales into the accounting system, met with the merchandising department, and then got to make the day’s bank deposit.  

· PHI has very strict change controls over the sales prices of all products on its website. Sales prices were initially authorized by Paris herself, and any changes to price data must be approved by her Director of Operations, Nicole Ritchie.   

· Given Paris’ high profile, PHI has been subject to very high earnings pressure from Wall Street. In order to meet the aggressive targets that its analysts expect it to, PHI has relaxed its credit authorization process. Previously, no sale would be processed online without a valid credit card. PHI has recently started granting credit to all online customers to boost sales. The company is still considering the implementation of stronger collection procedures to collect the growing number of receivables. Account statements are presently only sent to customers on an annual basis.  

· To increase efficiencies, accounts receivable may be written off by any staff in the accounting department. PHI has no standard policy or procedures to guide when an account should be written off – staff are expected to use their own “professional judgment”. 

· Pre-numbered shipping documents are generated automatically by PHI’s accounting system each time a product is shipped to a customer. The system does not recognize revenue associated with the sale until shipment takes place, which is not to be processed by the system unless it is matched to a valid sales order (also pre-numbered). 

· Several staff report that Nicole Ritchie has been working very long hours since assuming the role of Director of Operations. It is customary for her to stay an extra 1-2 hours each day to review the processing and recording of the day’s online sales transactions. This makes some PHI staff uncomfortable that they are not trusted by management.  

· PHI has introduced very strict sales return policies. Goods may only be returned within 10 days of purchase, and an associated credit memo must be matched to a valid shipping document and sales order. PHI’s system automatically checks the quantity and unit price of goods returned per the credit memo to ensure they are properly valued.    


Required:

Identify five (5) internal controls in PHI procedures for the sales and collection cycle that appear to be effective.  For each control identified, indicate the test of control you might use as the auditor to verify it is working as described. 
Organize your answer as follows:

	Effective Internal Control 
(7.5 marks) – (1.5 marks each)
	Test of Control 
(7.5 marks) – (1.5 marks each)

	





	

	









	

	








	

	








	



	








	



Describe four (4) internal control deficiencies in PHI procedures for the sales and collection cycle.  Provide a recommendation for improvement to PHI management for each deficiency you identify. 

Organize your answer as follows: 

	Internal Control Deficiency 
(6 marks) – (1 ½  mark each)
	Recommendation for improvement 
(4 marks) – 1 mark each

	







	

	








	

	







	

	








	




ANSWERS


	Effective Internal Control 
(7.5 marks) – (1.5 marks each)
	Test of Control 
(7.5 marks) – (1.5 marks each)

	1

Good authorization of, and change control over sales prices. 



	1

Review any documentation supporting the initial authorization of prices by Paris, or approval of price changes by Nicole.

OR

Attempt to amend price data on PHI’s system to ensure the change control is effective.



	2

Revenue is not recognized by the accounting system until shipment occurs.


	2

Select a sample of sales awaiting shipment, and review the sales subledger to see if they have been recognized as revenue. 

OR

Select a sample of sales from PHI’s sales subledger, and trace to properly authorized shipping documents.


	3

Shipping documents are pre-numbered, and must be matched to valid sales orders.



	3

Select a sample of shipping documents, and ensure they have been matched to valid sales orders. 

OR

Process sample shipment transactions in the system, and ensure they must be matched to a valid sales order. 


	4

Good internal verification procedures present. An independent person checks the processing and recording of sales transactions on a daily basis.

	4

Review any documentation verifying the transaction review by the Director of Operations. 

OR

Interview the Director regarding what her daily review entails, and observe a review in progress.  


	5. 

Strong sales return policies (limit on when goods can be returned reduced potential cut-off error; credit memos must be authorized, and matched to the shipping document and sales order).



	

Select a sample of credit memos issued throughout the year, and ensure they have been matched to a valid sales order and shipping document.



Describe four (4) internal control deficiencies in PHI procedures for the sales and collection cycle.  Provide a recommendation for improvement to PHI management for each deficiency you identify. 

Organize your answer as follows: 

	Internal Control Deficiency 
(6 marks) – (1 ½  mark each)
	Recommendation for improvement 
(4 marks) – 1 mark each

	1
Inadequate separation of duties. Persons responsible for inputting sales and cash receipts transactions should not have access to cash.


	1
Stronger segregation of duties must be established over cash receipts. The person inputting sales should be separate from the person handling the cash, and doing the bank deposit.

	2

Credit is not properly authorized before a sale takes place. 



	2

Online sales transactions should not be processed without an appropriate credit check, or valid credit card.

	3

Collection procedures are very weak. Statements only sent to customers annually. 


	3

More stringent collection procedures need to be introduced. Statements should be sent to customers on a monthly basis. 


	4

No authorization appears to be required to write off receivable balances, and write-offs are not subject to management review. No policies or procedures have been established regarding when an account is to be written off. 

	4

Policies or procedures must be established regarding when an account is to be written off. Authorization should be required for all write-offs over a certain dollar limit. Senior management should review all account write-offs on a monthly basis.
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