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ABSTRACT

Identifying risks and taking precautions should be taken into consideration for maintaining
the activities. The negative effects of risks increase exponentially. In this risk determination
and taking precaution process, internal control system holds a crucial position. Internal
control system is affected by all stakeholders can ensure the reliability of financial
statements, the protection of their assets and compliance with legal regulations. In this
study, the change of internal control system from past to present have been put forward, the
elements to be considered in the design and valuation process, and the problems
encountered in this process are mentioned. Also, in order to compare the theoretical ground
and its private sector application of internal control system, a company operating in Bursa,
was selected by convenience sampling. In this study, semi-structured interview and
document review method were used. Based on this, this company’s strong and weak sides
related to internal control system was put forward.
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ic KONTROL SISTEMININ ETKINLIGININ
DEGERLENDIRILMESI VE BIR VAKA ANALIZI

(074

Risklerin belirlenmesi ve karsi onlemlerin alinmasi faaliyetlerin stirdiirebilmesi agisindan
g6z Onilinde bulundurulmalidir. Risklerin olumsuz etkileri katlanarak artig gostermektedir.
Risklerin belirlenmesi ve bunlara karsi 6nlem alinma siirecinde i¢ kontrol sistemi kritik bir
noktada yer almaktadir. I¢ kontrol sistemi; tiim paydaslardan etkilenen, finansal tablolarin
giivenilirligini, varlhklarm korunmasini ve yasal diizenlemelere uygunlugunu
saglamaktadir. Ele alinan ¢aligmada, i¢ kontrol sisteminin gegmisten giiniimiize degisimi,
kurulum ve degerleme siirecinde dikkate alinmasi gereken faktdrler ve bu siirecte
karsilagilan sorunlar ele alinmistir. Ayrica, i¢ kontrol sistemi ile ilgili teorik ¢ergevenin dzel
sektor uygulamalarindaki i¢ kontrol sistemi ile karsilastirilmas: i¢cin Bursa’da faaliyet
gosteren bir firma kolayda oOrnekleme yontemiyle se¢ilmistir. Bu ¢alismada yar
yapilandirilmig goriisme ve dokiiman incelemesi yontemi kullanilmistir. Buna bagli olarak
firmanin i¢ kontrol sistemiyle ilgili giiclii ve zayif yanlar1 ortaya konulmustur.

Anahtar Sézciikler: i¢c Kontrol, COSO, Denetim, Vaka Calismasi, I¢ Kontroliin Etkinligi.
JEL Kodlari: M10, M40, M42.

1. INTRODUCTION?!

Identifying risks and taking precautions should be taken into consideration
for maintaining the activities. The negative effects of risks increase
exponentially. In this risk determination and taking precaution process,
internal control system holds a crucial position. Internal control applications
are techniques for companies to compete under intense economic
conditions. Internal control practices ensure that risks are predetermined and
reveal possible opportunities and deficiencies for firms.

Measures should be taken in order to achieve specific goals and control
activities measure the degree of achieved goals (Kaval, 2005: 4). The
common objective of the audit activities provided by the Board of Directors
is to increase the reliability of the enterprise by meeting the reliable
information needs of both internal and external stakeholders and thus to
maximize the company value.

Auditing is a systematic process of collecting, evaluating, and reporting to
interested parties to determine the degree to which results of economic
activities and events comply with predetermined criteria by independent
persons (Giiredin, 2010: Arens, Elder & Beasley, 2012: Bozkurt, 2015:
Yilanci, Yildiz & Kiraci, 2016).

Internal auditors are responsible within the company to make the auditing
and they are first line of defense. They try to determine the extent to which

! This study was developed from the master's thesis entitled ‘ASSESMENT THE EFFECTIVENESS
OF INTERNAL CONTROL SYSTEM AND A CASE STUDY’ which was accepted unanimously on
10.07.2014.
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the tasks determined by the senior management are performed. According to
Giiredin (2010) “The purpose of internal audit is to investigate whether the
business assets are protected against all kinds of losses, and the activities are
carried out in accordance with the determined policies. The internal audit
activity aims to measure the effectiveness of the controls in the enterprise
and to evaluate these controls”. In line with Giiredin, according to Bozkurt
(2015) the main activities of the internal auditors are “to investigate whether
the business assets are adequately protected, to determine whether the
accounting documents and information are reliable, to monitor the degree of
compliance with the policies and procedures determined by the management
of the company, to create an opinion on whether the business activities are
effective and efficient, and to cooperate with independent auditors”.

The auditing process can be outsourced or it can be provided from internal
sources. The most important auditing tool provided from internal sources is
“Internal Control System”.

Rest of the paper is organized as follows: In the second section,
development of the internal control is explained. In the third and fourth
section design and evaluation of internal control system and the problems
encountered in this process are explained. Fifth section is about the
evaluation of the effectiveness of selected company’s internal control
system for the purpose of case study. Last section concludes the paper along
with its limitations and future directions.

2. DEVELOPMENT OF THE INTERNAL CONTROL SYSTEM

Instantly changing economic conditions have increased the need for internal
control systems. Some reports and regulations increased the awareness
toward internal control system and made the world realize this fact. The
most known of these reports and regulations about the internal control
system are; COSO, CoCo, Sarbanes-Oxley Act, INTOSAI and Turnbull
Report.

Committee of Sponsoring Organizations of the Treadway Committee
(COSO) released the Internal Control-Integrated Framework (main
framework) in 1992. This framework has been widely accepted and used
throughout the world. The text was accepted and adopted as a guiding
framework in the design, implementation and performing of internal control
and in evaluating the effectiveness of internal control (Tiirkiye I¢ Denetim
Enstitlisti Yayinlari, 2016).

CoCo is another which aimed to increase control. The report includes the
definition of control and the criteria for effective control in firms. In the
CoCo report, the components consist of purpose, commitment, capability,
monitoring and learning (CoCo, 1995).
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Due to corporate scandals, Sarbanes-Oxley Act was accepted at the United
States Congress on 2002. Corporate scandals such as Enron and WorldCom
cause great damage to the market. The common points of these scandals are
senior management bent the rules, inadequate internal control structure,
inadequate independent auditing, failure to comply with segregation of
duties etc. Sarbanes-Oxley Act effected internal and external auditors,
senior management and other interested parties and cause internal auditing
to gain legal applicability (Moeller, 2014, p. xi).

The growing importance of internal control system which is started by
COSO report, was also stressed at the 17th INTOSAI meeting held in Seoul
in 2001. The action plan came to the agenda at the 50th meeting in Vienna
on October 2002 and was accepted. During the meeting held in Brussels on
February 2004, the draft was discussed and generally accepted. The purpose
of preparing the report is to develop guidelines for the establishment and
continuity of effective internal control for the public sector. Using this guide
helps public administrators to establish the infrastructure for the
establishment and operation of internal control in their own institutions
(INTOSALI, 2004, pp. 1-2).

Another international report which is The Turnbull Report was first
published in 1999 and set out best practice on internal control for UK listed
companies. On October 2005 the Financial Reporting Council (FRC) issued
an updated version of the guidance with the title “Internal Control:

Guidance for Directors on the Combined Code” (www.governance.co.uk,
19.12.2016).

Besides international reports and regulations, also domestic regulations
about internal control system have been made. Regulations related to the
internal control system in the public sector in Turkey are discussed in the
framework of the Public Financial System and Control Act of 5018. Within
the framework of this law, articles 55-62 of Section 5 contain definitions
related to internal control. In these articles, the purpose, structure and
functioning of the system are explained. Also, who is in charge and what are
the duties and responsibilities of this person is explained.
(www.mevzuat.gov.tr).

The importance of internal control has been increasing exponentially with
the realization of international and domestic reports and regulations. The
emergence of the internal control system and the increase in its importance
stem from events that occurred in the past. These events caused great
damage to both companies and countries and thus brought corporate identity
to the fore. The most important of these events are Barings Bank, Daiwa
Bank, Allied Irish Bank, Societe Generale, Enron and Anderson, WorldCom
and Parmalat. The common point of these events is that they do not comply
with the general requirements of the internal control systems. This situation
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increases the likelihood of fraudulent events. In an ineffective internal
control system where employees have a chance to hide fraudulent activities,
more serious events occurred. Consequently, in these cases, some
companies suffered from great losses and others face bankruptcy.

The circumstances and the events experienced have led the countries to
address different aspects of the system given in the definition of internal
control. In this study, COSO’s internal control definition is used because it
covers both the private and public sectors. Also, Turkey, where the case
study took place, has integrated the COSO’s internal control definition into
its regulation. According to COSO Report, internal control is defined, “as a
process, effected by an entity’s board of directors, management and other
personnel, designed to provide reasonable assurance of the achievement of
objectives such as effectiveness and efficiency of operations, reliability of
financial reporting and compliance with applicable laws and regulations”
(Tiirkiye I¢ Denetim Enstitiisii Yaynlari, 2016).

In order to achieve the goals of an effective internal control system in the
COSO Report, the system must be designed and evaluated properly. The
design and evaluation process is the nucleus of an effective and efficient
internal control system. In the next section, these processes are explained in
detail.

3. DESIGN AND EVALUATION PROCESS

The design of the internal control system is crucial for the effective
operation and supervision of this system. To ensure the design of internal
control, the system must be built on strong foundations. The COSO Report,
which forms the basis of internal control, deals with the components of this
system.

According to the COSO Report, there are 5 components of the internal
control system which are; (1) control environment, (2) risk assessment, (3)
control activities, (4) information and communication and (5) monitoring.
The framework sets forth seventeen principles that demonstrate both the
five components of internal control and the basic concepts associated with
these components. In the COSO report, (1) control environment is the set of
standards, processes and structures that constitute the basis for the internal
control to be carried out throughout the organization. (2) Risk assessment
covers a dynamic and iterative process that identifies and analyzes the risks
for achieving the objectives of the organization and provides a basis for how
these risks should be managed. (3) Control activities are actions determined
by policies and procedures that help ensure the implementation of the
instructions to reduce the risks for achieving the objectives. It is within the
(4) information and communication component that the organization needs
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information to perform its internal control responsibilities in a way that
supports the achievement of its objectives and provides the employees with
both internal control responsibilities and their understanding of the
importance of these responsibilities in reaching their goals through
communication. (5) Monitoring is to determine whether each of the five
components of internal control, including controls affecting the principles
within each of the internal control components, is present and in operation
(Tiirkiye I¢ Denetim Enstitiisii Yaynlar1, 2016). The following figure shows
which sub-principles are in relation to the five components of internal
control.

Figure-1: COSO Components Principles

Control Environment Principles Control Activities Principles

ethical values.

2. The board of directors demonstrates independence from
management and exercises oversight of the development and
performance of internal control.

3. Management establishes. with board oversight, structures,
reporting lines, and appropriate authorities and responsibilities
in the pursuit of objectives.

4. The organization demonstrates a commitment to attract,
develop, and retain competent individuals in alignment with
objectives.

1. The organization demonstrates a commitment to integrity and [ 10.  The organization selects and develops control activities that contribute

to the mitigation of risks to the achievement of objectives to
acceptable levels.
The organization selects and develops general control activities over
technology to support the achievement of objectives.
The organization deploys control activities through policies that
establish what is expected and in procedures that put policies into
action.

Information and Communication Principles
The organization obtains or generates and uses relevant, quality
information to support the functioning of internal control.

significantly impact the system of internal control.

5. The organization holds individuals accountable for their [14. The organization internally communicates information, including
internal control responsibilities in the pursuit of objectives objectives and responsibilities for internal control. necessary to
support the functioning of internal control.
15.  The organization communicates with external parties about matters
affecting the functioning of internal control.
Risk Assessment Principles Monitoring Principles

6. The organization specifies objectives with sufficient clarity to [ 16.  The organization selects, develops, and performs ongoing and/or
enable the identification and assessment of risks relating to separate evaluations to ascertain whether the components of internal
objectives. control are present and functioning.

7. The organization identifies risks to the achievement of its{17. The organization evaluates and communicates internal control
objectives across the entity and analyzes risks as a basis for deficiencies in a timely manner to those parties responsible for taking
determining how the risks should be managed. corrective action, including senior management and the board of

8. The organization considers the potential for fraud in assessing directors, as appropriate.
risks to the achievement of objectives.

9. The organization identifies and assesses changes that could

Source: Tiirkiye I¢ Denetim Enstitiisii Yaymlar1 (2016), I¢ Kontrol —
Biitiinlesik Cerceve: Cerceve ve Ekler, 1.Baski, Istanbul

The essential factors in the efficient functioning of the components of the
COSO Report are employee participation, qualification and intention. Even
if the standards of the system appropriately designed, the lack of qualified
employees required for the protection and development of the system, the
failure to give the necessary importance to the system, employee intention
on the error and the fraud, will undermine the operation of the control
mechanism and will cause harm to the companies. For these reasons, each
individual who is in relation with the company within the internal control
system has a responsibility and everyone must completely fulfill these
responsibilities. The operation of the internal control system requires the
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active participation of the main actors. These actors are; Board of Directors,
senior management, audit committee, employees and independent auditors.
Board of Directors, senior management, audit committee and employees are
the main actors inside the company. Board of Directors is responsible for
the establishment and development of the internal control system. Under the
leadership of the Board of Directors, all internal stakeholders play a crucial
role in ensuring the functioning of the system.

Proper installation of the internal control system and making its
sustainability is fragile. This system, as mentioned in the COSO Report, is
affected by many factors. The main factors that influence are; organizational
structure, distribution of authority and responsibility, independent
evaluation, separation of duties, proper installation of communication
channels, risk identification, etc.

Organizational structure is a critical factor in the internal control system.
This structure is a foundation of what the company will do and how it will
be accomplished. In the design and analysis stage of the organizational
structure division of labor and specialization, authority structure and degree
of centralization, degree of complexity, the extent of control area, degree of
formalization and degree of division should be considered. Organizational
structure may vary depends according to the companies’ characteristics and
sectors they operate. This structure holds is an important element in
ensuring the control activities and providing auditing (Moeller, 2004: Efil,
2005).

In the distribution of authority and responsibility, the knowledge and skills
of the employees, their experience in business, their reactions to the risks
they face should be carefully analyzed and distributed. As soon as the
authorized and responsible employees are clearly identified, the transactions
are determined and the necessary measures are taken quickly.

Internal control system is also analyzed by independent auditors. In the
auditing process, the auditors try to identify the effectiveness of the system.
Based on this, auditors try to evaluate the auditing risk they will face.
Independent auditors can provide different perspectives on the internal
control system, shed light on the deficiencies of the system and cause
solution suggestions for their removal.

During the phase of reviewing the internal control structure, auditors must
adequately recognize the internal control environment, accounting system,
control procedures, risk evaluation processes, management’s and
personnel’s perception of internal control and workflows. Auditor’s main
aim for reviewing the internal control structure is to identify control risk in
the determination of auditing risk. Identifying control risk is part of the
process for preparing audit programs. (Giliredin, 2010: Bozkurt, 2015:
Yilanci, Yildiz & Kiraci, 2016).
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In short, the control environment is an effective component in the design of
the internal control system because it is the infrastructure of the system. The
internal control system is like a wheel, and the control environment is the
infrastructure of this wheel. Even if all the components are operating
properly if the foundation is damaged, then all other components are
affected negatively and the wheel can break. For this reason, in the design
stage, procedures about the control environment should be carried out
cautiously.

After making a solid foundation, identifying risks is the second phase in the
design process. In this process, the segregation of duties, proper installation
of communication channels makes the risk identification timely and reliable.

Segregation of duties is useful in the risk assessment phase and therefore in
the design of the internal control system. In the course of a workflow, no
employee should be present as the sole authority until the end. In the
presence of such a situation, the probability of fraud becomes stronger. By
applying this, companies can create an auto-control mechanism. Because in
the segregation of duties, each employee is responsible for single work in
the workflow. Thus, every responsible employee controls the work that
comes before (Bozkurt, 2016, p. 119: Yilanci, Yildiz & Kiraci, 2016, pp.
128-129). It is not enough to match the principle of separation of duties only
with the risk assessment standard. This principle plays a vital role in the
standard of control activities as well.

The establishment of the control environment and risk assessment processes
separately is not sufficient for the design of the internal control system. To
ensure the effectiveness of this system, timely and appropriate
communication is required. The proper installation of the communication
channels and the timely provision of the information needed are the
essential tools used in the control mechanism. There is a close relationship
between organizational structure and communication channels.

COSO components are taken as a whole. Separate functioning of the
components creates value, but when working as a whole, the outcome is
much more than the individual result. Also, deficiency in the one component
affects others as well. Components of the systems do not give the desired
result on their own. For this reason, is crucial that the system must work as a
whole. When there is a deficiency in the system’s operation, precautions
should be taken and the root cause should be solved immediately.
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4. PROBLEMS ENCOUNTERED IN THE DESIGN AND
EVALUATION PROCESS

Internal control system brings many advantages to the companies. For
instance, it increases the value of the financial reports submitted by the
firms in the view of the stakeholders, ensures the protection of the most
important items of the companies to sustain their activities and ensures
compliance with the regulations brought by the legal environment within the
important stakeholders. Although the operation of the system provides
significant advantages to the companies, there are substantial obstacles to
the proper functioning of the system. In the internal control system, if
uncorrected errors affected the reliability of financial statements, they are
called “material weakness”. Auditors are responsible for determining
whether errors are material or not. Examples of material weaknesses are
failure to reconcile certain general ledger accounts on a timely and regular
basis and lack of management review of certain reconciliations, inconsistent
application of accounting policies, including capitalization policies and
procedures for determining unrecorded liabilities, failure of financial
management in certain operating segments to properly supervise personnel,
enforce and follow policies and procedures, and perform their assigned
duties, lack of adequately staffed accounting departments, lacking of key
control activities, unable to apply segregation of duties, failure to protect
valuable assets etc. (Doyle, Ge & McVay, 2007: Arens, Elder & Beasley,
2012). According to Kaval (2005), the internal control structure of a
business is particularly affected by “the size of the enterprise, the ownership
structure, the sector in operation, the quality of the information
communication system used and the legal regulations”. As the size of the
business grows and the sector becomes more complex, it becomes difficult
for the internal control system to function effectively. On the other hand,
increasing the quality of the information communication system and
ensuring a high degree of compliance with legal regulations will contribute
positively to the effectiveness of internal control.

Making public disclosure is another obstacle in ensuring an effective
internal control system. Making internal control deficiency disclosure (ICD)
may cast doubt on the reliability of financial statements. This situation
arises criticism from the market and firm’s cost of capital and profitability
ratios affected negatively. Besides, management’s reputation and potential
investors’ decisions affected negatively. However, if there is a new
management change, this management will disclose ICD’s without
hesitation because the responsibility of this ICD’s lies on the predecessor
management (Ashbaugh-Skaife, Collins & Kinney, 2006, p. 189).

To make the internal control system work effectively and efficiently, a
structure that conforms to the components and criteria in the COSO Report
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should be established and the risks should be minimized for the operation of
this structure.

5. CASE STUDY TOWARD THE INVESTIGATION AND
EVALUATION ON INTERNAL CONTROL SYSTEM

5.1. Aim of the Study

This study aims to determine whether the requirements of the internal
control system are fulfilled in the private sector by case study method and to
show the strong and weak sides of the internal control system of the selected
company. In the auditing literature, some studies that examine the
effectiveness of the COSO based internal control system. Unkaya and
Dursun (2018), examine the use of whistleblowing to increase the
effectiveness of the system while Coskun and Teraman (2018) interviewed
with auditors to shed light the effectiveness COSO based system. Gokgen
and Tipi (2019) made a research to show the influence of the internal
control system towards preventing potential frauds in manufacturing that
operates in BIST.

Also, in this study, it is aimed to determine to what extent the theoretical
framework of the internal control system corresponds to a case in the
practical field. By accomplishing these aims, the authors contribute to the
auditing field by revealing the theoretical framework application degree of
an internal control system in a case study.

5.2. Scope of the study

In this study, the effectiveness of ABC2 Company’s current control structure
is evaluated. ABC Company operates in a private sector in Bursa, and they
produce air springs. The ABC Company selected through convenience
sampling method.

5.3. Data Collection

In this study, the authors used case-study, semi-structured interview, and
document review techniques to evaluate the efficacy of the internal control
system.

The case study is a systematic process of research beyond formal
constitutions and formal structures in a specific context about one or more
organizations or groups (Zainal, 2007: Magrane and Malthus, 2010:
Altunisik et al., 2012).

The case study method used in the auditing field because of this method
contains primary data and shows the actual situation of the selected
companies. In Arena et al.’s (2006) study, authors carried out a multiple

2 In this study, real name of the company is not mentioned due to confidentiality agreement. For this
reason, the name of the company is used as ABC Company.
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case study that compares the Internal Audit Departments of six Italian
companies, gathering evidence by interviews with chief internal auditors, by
obtaining examples of internal audit reports, policy documents and
corporate briefing notes. Also, Getie Mihret and Wondim Yishaw (2007)
based their study upon a case study of a large public sector higher
educational institution in Ethiopia, examine how internal audit quality,
management support, organizational setting, auditee attributes, and the
interplay among these factors, influence internal audit effectiveness.
Besides, Gethie Mihret and Zemanu Woldeyohannis (2008), Chen et al.
(2010), Magrane and Malthus (2010) and Aslan (2019) based their studies
upon a case study method. Aslan (2019) examined the necessity and
importance of the internal control system in the case of Enron. Also,
Ozgetin and Uzay (2018) used primary data in their study. The authors tried
to evaluate the internal control system effectiveness at dairies and compare
their results with Brazilian companies. They did surveys with top managers
to obtain primary data to draw reliable conclusions.

In the data collection phase, semi-structured interview technique was used.
To gather detailed information about the internal control system of the ABC
Company, the authors chose flexible questions in the interview. According
to Merriam (2013), “this format allows the researcher to respond to the
situation at hand, to the emerging worldview of the respondent, and new
ideas on the topic”. In this context, interviews made with the administrative
affairs & finance manager and quality manager of the ABC Company and
detailed information collected about the company. Also, these managers
provide documents about the company as well. Akin and Giingér Tang
(2019) also used a semi-structured interview to examine the internal control
system in the process of export operations. They did interviews with
customs brokers and export experts of companies.

Along with a case study and semi-structured interviews, the document
review method used in the study as well. “Document review covers the
analysis of written materials containing information about the cases or facts
intended to be investigated. In qualitative research, document review can be
used together with other data collection methods. In this respect, the
combination of interview and document review serve the purpose of
diversifying the data and contributes to the validity of the research”
(Yildinm and Simsek, 2013, pp. 217-220). Based on this, conducting a
document review along with semi-structured interviews in a case
strengthens the validity of this research.

5.4. Information About the ABC Company

ABC Company began producing air springs in Bursa in 1986. It mainly
operates in the key and subsidiary automotive industry sectors, along with
agricultural machinery and vehicles, industrial applications, railway
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systems, and construction applications sectors where air springs are utilized
effectively; and is currently exporting over 1200 types of products to more
than 80 countries in 5 continents, with production facilities in 2 different
locations in Turkey and delivery channels in 4 different locations including
USA and Europe. It carries out all its productions under ISO/TS 16949, ISO
9001, ISO 14001, and OHSAS 18001 quality standards, and produces
highly durable and long-lasting air springs for heavy vehicles, trucks,
tractors, buses and trailers.

5.5. Evaluation of ABC Company’s Current Internal Control Structure

In this study, based on document review and semi-structured interview in
ABC Company, the authors tried to evaluate the effectiveness of ABC
Company’s internal control system. Based on the methods used, evaluations
are divided into 4 main topics which are: quality standards, organizational
chart, proper job description, and delegation of authority.

5.5.1. Quality Standards

Conducting the activities in line with quality standards is an indication that
internal control activities take place. To have a quality certificate, the
activities must be carried out in accordance with the desired standards. This
means all the activities should be made correctly and if there is a difference
in what is being done and what should be done, preventative actions should
take place.

ABC Company has quality standards such as ISO/TS 16949, ISO 9001, 1SO
14001, and OHSAS 18001, and this is an essential clue for internal control
structure. In addition, to ensure institutionalism, transparency, and control
system in the company, the objectives, vision, mission, as well as honesty,
responsibility, product reliability, high quality, efficiency, customer
orientation principles, are adopted and the goals are clearly stated on the
company’s web site. The adoption of these criteria by the company and the
public disclosure of them is an indication of institutionalism and all the
activities will be aimed at realizing these goals. In case of exceeding the
determined targets, the control mechanism will be activated and the
necessary precautions will be taken.

The fact that the ABC Company has quality certificates causes the audit
work to be carried out intensively within the company. As a result of the
interviews conducted with the quality manager, it was learnt that the
external audit had been conducted once a year for the quality audit and
certification audit has been done in every two years. Internal audit, process
and general audits are also carried out by the company’s personnel. In the
process audit, examinations are made as to whether the works are performed
correctly or not under the quality standards. In the overall audit, all
departments are examined. The process control carries out the system’s
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functionality and whether there are errors in the system. These reports
include suggestions for solving mistakes. The principle of limitation of
access also applies here. Reports are published electronically over a public
network. The other studies related to the audit are performed by the certified
public accountants (CPA). The financial statements of the company are
prepared by the CPA’s who act as their personnel and the documents are
kept within the company. Control activities and observation standards are
effectively used in the internal control system as an indicator of all these
situations. The main reason for this is that the company’s activities are
carried out under the quality standards.

Kara’s (2019) study shows the effect of quality management system
certificate to internal control system. In this study, Kara investigated
whether there is a difference between the effectiveness of the companies
that have a quality management certificate with the support of the consultant
or their own quality management team. As a result of the results, it is
concluded that the companies that have quality management certificate with
the support of the consultant are more effective in the control environment,
control activities, risk valuation and information and communication
headings, but there is no statistical difference in terms of monitoring
activities. Overall, these results indicate that having a quality management
certificate effects internal control system effectiveness. This result supports
the conclusion that “conducting the activities in line with quality standards
1s an indication that internal control activities take place” at ABC Company.

5.5.2. Organizational Chart

Having an organizational chart and public disclosure of it adds value to the
internal control system’s effectiveness. ABC Company has a detailed
organizational chart. This shows that the boundaries of the internal
workflows of the company are plotted and it is an added value for the
internal control system. The organizational chart of the ABC Company can
be seen in Figure 2.
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Figure-2: Organizational Chart of the ABC Company

sistant

Accounting Sales&Marketting
Director Director (Mr. Y)

Human Resource
Manager

Logistics and
Planning Specialist

When looking at the organizational chart, it is observed that it has a
structure required by the internal control system hierarchically. When the
hierarchical places of senior executives examined, it is seen that there is no
specialist on the same level as managers. However, the presence of a single
employee in the administrative affairs and finance department of such a
large firm is contrary to the internal control system. When the requirements
of the internal control system considered, it is emphasized that a single
employee is not authorized from the beginning to the end of any process,
and segregation of duties is required. A negative situation arises in the
finance department because there is one employee who has the authority and
responsibility to do all the activities and transactions related to this
department. In such a case, the detection of erroneous and fraudulent
transactions becomes difficult. Although all managers depend on top
management, the fact that no additional employee works for the finance
department creates a negative situation for the firm’s existing internal
control structure.

Considering the company’s characteristics and organizational chart, the
company that sells high rates of goods abroad and does not have an import
and export department. The sales and marketing manager seems to have
gathered both domestic and international transactions. This situation may
overload sales and marketing manager’s work.

Muhasebe ve Vergi Uygulamalar: Dergisi

Ankara SMMMO

IMIVUE/ 2020-2



IMIVLE/ 2020-2

ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL CONTROL SYSTEM AND A CASE STUDY

The logistics department has an essential place in the company’s working
with foreign countries. The logistics department ensures that the needs of
the customers met on time. There must be a logistics and planning manager
within the company to ensure that the product is sold in accordance with
customer requirements. Considering the organization chart for the ABC
Company, there is only one employee for this department and he is also in
charge of the responsible position. The adverse situation stated for the
finance department is also valid for this department. In addition, the
authority and responsibility of the sole employee in the department are also
one of the missing aspects of the control system.

The fact that the top responsible for human resources is not in the same line
with managers is a negative situation for the internal control system. It is a
negative situation that this employee is at a level between the manager and
specialist. Because ABC Company operates abroad as well and human
resources is a significant element in the internal control system. In such a
large firm, this department should be represented at the highest level to hire
suitable candidates within the framework of the company’s culture and
internal control system.

The internal control system requires that no employee should be in charge
from the beginning to the end of any transactions. Also, no employee should
not have the authority and responsibility of more than one department.
Considering the organizational chart, Mr. Y who is the top manager of the
ABC Company, responsible for the company’s operation as well as the
Sales and Marketing Department. The existing situation causes the
authorities and responsibilities to be intertwined. As a result, it indicates an
adverse condition for the internal control system.

5.5.3. Proper Job Description

In the internal control system, proper job description means that duties and
responsibilities should match. In the study, the information obtained from
the company includes job descriptions for the accounting department.
Within the organizational chart, the accounting department consists of one
manager and two specialists. Figure 3 and 4 show the job descriptions of the
accounting manager and specialists for the ABC Company:
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Figure-3: Accounting Manager Fundamental Duties and Responsibilities
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21.
22.

23.

24,

25.

26.

27.

28.

To inform the general manager by following the relevant legislation in financial matters andto make suggestions.

Dailyand monthly bank movements checks and inspections

To keep track of the credit and financing paymentsand to check the records.

To follow employee sequestration, Social Security Institution and Individual Pension System payments.

Monitoring of accounting records of loans.

To prepare the necessary documents for financing needsfor banks.

Control of the transfer of the edited and collected checksto the accounting records.

Import invoice, registration of inventoryinvoices.

To check monthlyinvoices, to perform accounting integrations.

Current- accounting comparisons and controls andto define the current and accounting codes.

To make the accounting recordsandthe VAT list.

Toreport import-export figures with monthly purchase / salesfigures.

Doing the month-end closing work.

To prepare monthly profit-loss of general operations.

Tosendthe monthly expense itemsto the related units.

Toconduct a consolidated table work every three months.

Declaration of Tax, concise, temporary tax, corporate tax etc. issuance, control to the finance department.

To prepare annual balance sheet

Explaining the cost reflections, foreign exchange differences andthe account plan and making the work sheet quarterly.

To organize and follow up Trade Registry Gazette, Investment Incentive, Capacity Report, Industry Registration Certificate, Annual
Business Chart, credit closing transactions.

Tracking of VAT return reports.

To keep the motivation at the highest level by ensuring that current accounting personnel work in sericusness by controlling their
state and movements.

To participate in corrective and preventive actions and to cooperate withthe relevant departments.

Determinethe target and performance criteria for processemployees’ duty and responsibility.

To measure and analyze process performance and to initiate necessary activities when planned target values are not reached, to
monitor activities.

To cooperate with departments related to the issues in the ABC Company Integrated Management System Duties and
Responsibilties matrix

Totake occupational hea lth and safety measures andto ensure that the department employees comply.

Preparing training plans and monitoring the activity in line with the demands and needs of the department employees.

Figure-4: Accounting Specialist Fundamental Duties and Responsibilities

LoNONRAEWLNR

12.
13.

14.
15.
16.

Perform control by accounting for purchase and sales invoices.

To process supplier payments.

To report weekly supplier balances.

Control of insurance policies.

Control of VAT list and comparison with accounting.

To close the monthly exchange rate differences of the suppliers.

To follow the Plant Machine and Asset List and to inform the new ones.

Processing of bank account statements.

Keeping the motivation of current accounting personnel to work in seriousness by controlling
their behavior and state.

Supporting accounting and finance

To participate in corrective and preventive actions and to cooperate with all relevant
departments.

To act according to Occupational Health and Safety instructions.

To perform other duties assighed by the Head of Section and to participate in training and
activities.

To promote waste management by participating in the collection and separation of waste.

To participate in risk analysis studies and to follow the action plans.

To take part in activities that will keep the occupational safety at the maximum level.

When the job descriptions of the accounting manager and the accounting
specialist examined, it was determined that these descriptions are not
intertwined, and thus this shows a positive situation for the internal control
system. Also, the accounting manager’s job description within the
framework of the follow-up of the work is an indicator of the existence of
continuous control. As a result, necessary control mechanisms will be
provided for the detection of faulty and/or fraudulent transactions.
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When the job descriptions of both employees are examined, participating in
corrective and preventive activities is an essential value for the internal
control system. As a result of face-to-face interviews conducted with the
Quality Manager of ABC Company, it was determined that corrective and
preventive actions are applied if a problem occurs in workflows. The nature
of the job and the answers given according to the level of importance vary.
Within the Company, preventive activities are taken for the problems arising
within the workflows. This is especially used in the production section but it
is tried to be applied in the same way for other departments. To apply
preventive activities, the root cause of the problem tried to be reached and
necessary actions are carried out to prevent the repetition of the problem.
The participation of all departments in these studies is among the factors
that increase the efficiency of the internal control system to ensure the
widespread application and to create different ideas.

The quarterly consolidated statements of the accounting manager and the
trial balance also included in the control activities. In this way, the
compliance of the transactions is determined.

Among the job descriptions within the accounting department, taking part in
the required training according to the quality standards is one of the
procedures to be followed in the internal control system. Continuing
education provides the development of staff and helps to gain the relevant
practice. As a requirement of quality standards, they perform their business
under these objectives. Conducting the work done to specific standards also
facilitates the control of the work. In case of not complying with the
standards, necessary precautions were taken immediately.

In the accounting specialist’s job description, disseminating the waste
collection activities and making them widespread within the company is a
factor that ensures environmental sustainability. Necessary works are
carried out in accordance with the Environmental Standards owned by the
company and efforts are made to ensure the effectiveness of the resources.
One of the factors involved in the definition of the internal control system is
the provision of resource efficiency in the company. The studies aimed at
realizing this purpose.

One of the crucial components of the internal control system is risk
assessment. In the risk assessment process, the risks that the enterprise faced
will be determined and the degrees of effect will be reduced and if possible,
the risks tried to transform into opportunities. Among the job descriptions of
the accountant is to participate in the risk analysis studies, and to follow up
the action plans. In this way, risk studies carried out within the company and
follow-up of the transactions will be provided. As a result, work flow under
the standards required by the control system will be made.
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As part of the case study, the job description of the Administrative Affairs
and Finance Manager was obtained. On figure 5, the job description of this
manager can be seen.

Figure-5: Job Description of Administrative Affairs and Finance Manager

1. Checking daily and monthly bank movements | 1. To follow the monthly cash flow.
and performing their entry. 2. According to current and liquidity ratios, offers
2. To follow up the payments of Credit and buying, selling, holding stock etc.
Financing and to get their records. 3. Making  consolidated financial  statement
3. Employee sequestration, Social Security quarterly.
Institution and Individual Pension System | 4. To arrange and follow wup credit closing
payments, to follow, to follow the salary transactions.
payments. 5. Transfer of insurance policies of plant machinery
4, Meeting daily cash needs. and fixtures to accounting
5. To take the credits into the accounting records. | 6. To participate in corrective and preventive
6. Prepare weekly risk limits. actions and to cooperate with relevant
7. To prepare the monthly and weekly financing departments.
plan, determine the needs and provide the | 7. Determine the target and performance criteria
projections. for process employees’ duty and responsibility.
8. Preparing and delivering the necessary| 8. To measure the process performance, to analyze
documents for financing needs from banks. and to initiate necessary activities in case the
9. To plan the checks to be written and to follow planned target values are not reached, to follow
the checks in the receivables. up the activities.
10. Plan the supplier payments and make | 9. To cooperate with departments in the ABC
payments for other costs. Company Integrated Management System Duties
11 To report import-export numbers with and Responsibilities matrix.
monthly purchase-sale figures. 10. To take occupational health and safety and
12. Preparation of monthly general operating security measures, to ensure that the department
profit-loss. employees comply with it.
11. To prepare training plans and to monitor their
effectiveness in line with the demands and needs
of the department employees.

The finance department is one of the most important departments in terms
of providing efficiency and effectiveness while meeting the commercial
activities of enterprises. It is expected that there will be more than one
employee naturally, and there will be differences in job descriptions. As
mentioned earlier, only an employee is employed in the department of
administrative affairs and finance of the company, and he has been doing all
the work related to the department from the beginning to the end. When the
job descriptions are examined, “Checking daily and monthly bank
movements and performing their journal entries” creates a negative situation
for the internal control system. Leaving the bank account entries’ authority
and responsibility of a person increases the likelihood of error and fraud and
makes it difficult to determine the situation in case of occurrence of
fraudulent transactions. Administrative affairs and finance manager also set
weekly risk limits. This duty is not among the duties and responsibilities of
the accounting manager. If the preparation of the weekly risk limits were
prepared by both the accounting manager and the administrative affairs and
finance manager together, a practical result would have been obtained for
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the internal control system and at the same time, a suitable situation would

have been made for the principle of segregation of duties.
5.5.5. Delegation of Authority

In the scope of the study, the delegation of authority is evaluated.

Delegation of Authority table of ABC Company can be seen in Figure 6.

Figure-6: Delegation of Authority Table of ABC Company

puTY

AUTHORIZED

DELEGATION OF AUTHORITY
15T PERSON

DELEGATION OF AUTHORITY
20 PERSON

General Manager

General Manager

Production Group Manager
(Excluding Commercialand
Financial Activities)

Pidministrative Affairsand
Finance Manager

Production Group Manager

Production Group Manager

General Manager

Commercial Group Manager

General Manager

Quality Management Manager

Quality Management Manager

General Manager

Administrative Affairsand
Finance Manager

Administrative Affairsand
Finance Manager

General Manager

Sales - Marketing Manager

Sales - Marketing Manager (
General Manager)

Customer Representative

Customer Representative

Accounting Manager

Accounting Manager

General Manager

Production Manager

Production Manager

Production Group Manager

Production Specialist

Production Specialist

Production Leader

Logistics and Planning

Logistics and Planning

Production Planning

Specialist Specialist Specialist

R&D Manager R&D Manager Production Manager Project Leader (Method)
Project Leader (Design) Project Leader (Design) R&D Manager

Project Leader (Product Project Leader (Product RE&D Manager Project Leader (Design)
Compound) Compound)

Project Leader (Method) Project Leader (Method) RE&D Manager

Technical Service and Maintenance Technical Service and Production Planning Project Leader (Method)
Specialist Maintenance Specialist Specialist

Technical Supervisor

Technical Supervisor

Project Leader (Design)

Quality Management
Documentation Specialist

Quality Management
Documentation Specialist

Quality Management
Manager

Purchase Manager

Purchase Manager

General Manager

Purchase Specialist

Purchase Specialist

Purchase Specialist

Purchase Manager

Purchase Specialist

Purchase Specialist

Purchase Specialist

Purchase Manager

Purchase Specialist

Entry Quality Control and Warehouse
Specialist

Entry Quality Control and
Warehouse Specialist

Entry Quality Control Employee

Warehouse Personnel

Entry Quality Control Employee

Entry Quality Control
Employee

Entry Quality Control and
Warehouse Specialist

Warehouse Personnel

Warehouse Personnel

‘Warehouse Personnel

Entry Quality Control Employee

Entry Quality Control and
Warehouse Specialist

Sales - Marketing

Sales - Marketing

Customer Representative

Specialist Specialist
Sales - Marketing Sales - Marketing Sales - Marketing Customer Representative
Specialist Specialist Specialist

Customer Representative

Customer Representative

Customer Representative

ales - Marketing

Bpecialist

Having a delegation of authority table is a factor that increases the
effectiveness of the internal control system. Continuity of the activities
should be ensured in case of emergencies or where employees are on leave.
For this reason, if an employee cannot be on duty with such excuses,
another employee with his authority should ensure the continuity of the
operations. The fact that ABC Company has this table shows the importance
they give to the continuity of activities and it is a necessity for the internal
control system to ensure transparency and continuity.

When comparing the organizational chart and delegation of authority table
of the ABC Company, it was detected that some deficiencies arise. On the
delegation of authority table, production group manager, commercial group
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manager and sales-marketing specialists are included but not included in the
organizational chart. This indicates a negative situation for the internal
control system because key roles in the delegation of authority tables are not
mentioned in the organizational chart.

5.6. Discussion

The ABC Company applies its internal control activities intensively and has
an essential position in the market. It is not possible to say that the firm has
fully implemented the requirements of the internal control system.
Considering the organizational chart, job descriptions and delegation of
authority table, there are significant deficiencies in the standards. The
factors affect on this result are listed below;

e Lacking risk assessment department,

o Significant exposure to the risk of error and fraud as the principle of
segregation of duties is not carried out properly,

e There is no organizational chart in accordance with the structure of
the company,

e There is a mismatch between the delegation of authority and the
organizational chart,

e Lack of a separate internal control unit.

In case of the existence of factors not supporting the internal control system,
the presence of crucial factors that adds value to the internal control system
does exist. The importance is given by the ABC Company to quality
activities significantly affects the functioning of the system. The fact that
both internal control and external auditing activities are carried out
intensively for quality certification, and the presence of the delegation of
authority shows that the control activities and monitoring are fulfilled from
the standards. The information and communication standard is provided
electronically within the company and the information reaches the desired
department quickly. Risk assessment activities distributed among
departments. The functioning of the system generally provided within the
ABC Company despite deficiencies. If the shortcomings eliminated, the
probability of experiencing errors and frauds reduced significantly and the
targets determined according to the quality standards will be reached easily.

6. CONCLUSION

There is intense competition in the era of digitalization and globalization,
where there is enormous data roaming. As a result, firms aim to increase
their value in the view of their customers while performing their activities.
The concept of an audit makes a vital contribution to the realization of these
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objectives. Ensuring continuous control of operations, maintaining and
recording of transactions under specific standards provides convenience in
achieving the goals.

The internal control system, which reduces the possibility of errors and
frauds in the enterprises and aims for efficiency in the resources and ensures
compliance with the legal environment, is an absolute must for companies.
To establish the system and ensure its effectiveness, companies should make
intensive efforts and set targets for this purpose.

The design of the internal control system is the infrastructure to ensure the
continuity of the system. When establishing the system, interviews should
be made with all departments of the company, job descriptions of all
employees should be determined, boundaries should be determined
precisely, tasks should be separated, authorities and responsibilities should
be determined and all employees should be involved in this process. To
ensure the continuity of the system, the employees should get the necessary
training. The organization chart should be made according to the structure
of the company and the requirements of the sector, and the information and
communication systems required by the era should be adopted. The internal
control system is a continuous process. Keeping up with the requirements of
the period is among the absolute must of the system. To realize this
function, risk assessment activities should be carried out continuously and
continuous development and training should be provided and qualified
personnel needs should be met.

Audit regulation changes in Turkey increased the number of companies that
subject to independent audits. This development positively affects the
emphasis given to the internal control system. In the independent audit, after
the audit agreement was signed, audit firms first look at whether the firm
has an effective internal control system or not. Firms with effective internal
control tend to regarded as less risky by auditors than firms with an
ineffective system. In the valuation of audit risk, control risk is about the
effectiveness of the internal control. An effective internal control system is a
process that supports the efficacy of independent audits. Low inherent,
control and determination risk means low audit risk. In this situation,
auditors collect reliable data and based on this data auditors produce reliable
reports.

In addition, it is not right to evaluate the control system only by its own
standards. Factors such as quality control circles, activities to obtain quality
certificates, public disclosure status, and companies that meet the criteria set
by independent auditing standards, independent auditing of the companies
and regulations of the legal environment positively affect the internal
control systems. These factors will enable the firms to compete in
environments where there is intense competition.
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This study has some limitations. The main limitation is that only a company
in the private sector that produces air springs was involved in the study.
Another issue is that the authors were not able to fully include into the ABC
Company internal control system. That withholds authors to fully evaluate
the effectiveness of the internal control system. In future studies, to
generalize the effectiveness of the internal control system, more than one
firm of the same sector should be analyzed. Also, by interviewing all the
departments, substantial generalizations could be made on the companies.
To make international comparisons, companies working in the same sector
from different countries can be researched.
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