DISCUSSION AND OBSERVATION TESTING
In Module # 3, you reviewed and evaluated specific internal control techniques in the billing function of MII.  You isolated those control techniques on which you felt you could rely to reduce audit risk and included audit program steps to test those controls.

One way to perform tests of controls is to discuss the techniques with the individuals responsible for them and to observe the people performing them.  If the control techniques result in documentation, you can also go back to the documentation for the period you are auditing and observe whether the control technique was effective for the whole period.

In performing discussion and observation tests, it is important for the auditor to be cautious and skeptical.  One of the client’s employees could mislead the auditor as to how a control is performed.  The employee could perform the control differently while the auditor is present than during the rest of the time.  As a result, the auditor asks lots of questions designed to test the employee’s understanding of the risks inherent in the control he is performing and to understand precisely how the control really works.

The auditor will be particularly interested in how the control works in unusual circumstances.  For instance, what happens when the employee normally responsible for a control goes on vacation?  Under what circumstances would the control be bypassed?  When business is extremely heavy, is the control done only on a spot basis?

In addition, the auditor would be interested in what kinds of exceptions are kicked out as a result of the control.  He would want to know how many of each type of exception are found and reported and how they are corrected.

Based on what he was told, the auditor would want to examine whatever documentation is available and to make observations to determine that the evidence supports what he was told.  If the evidence contradicts what he was told, the auditor must resolve those discrepancies.  Otherwise, he cannot conclude the control technique is working effectively.

After the auditor completes his test, he must exercise his professional judgment.  Most control techniques are not 100% effective.  Consequently, judgment is required to decide whether, in spite of the deficiencies noted, the auditors can still rely on the control techniques to reduce the amount of substantive testing of the related risks.  If the auditor decides he cannot rely on the control technique, he must change the anticipated audit plan.
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The auditor can document his compliance testing in a variety of ways depending on the nature of the test and the conventions adopted by his firm.  The way that Morgan, Noonan, Abend  & Co. has chosen to do this is to have its staff prepare a Discussion and Observation Worksheet (DOW).  The staffperson responsible for the order entry function on the MII audit has prepared a DOW for the test of a control technique in that function.  As this discussion of how to document a discussion and observation test progresses, you can observe that completed DOW at DOW.

The DOW schedule, like all workpaper schedules, needs to be headed up, indexed, and signed and dated.  The first and second columns provide space to reference back to the audit program step and the TFR schedule related to the test.  The control technique from the TFR should be summarized on the DOW so a reviewer will not have to refer back to the TFR to know what control technique is involved.

The third column provides for the names of the employees interviewed and the date of the interview.  The column should include not only the person’s name but also his position, because usually the senior, manager, and partner do not know everyone who works at a client or what their assigned duties are.

The column headed “Visual Observations” is for documenting what the auditor saw while he watched the performance of the control technique.  The auditor needs to describe what he saw concisely, but he must include everything critical for the effective performance of that control.  If he noted any deficiencies in the control, he should document them here or indicate that he noted none.

The nest column is for the auditor to summarize the documents from throughout the year he examined to determine the control was operating all year.  Depending on what documents or batches of documents he examined, he might list individual document numbers, batches, days or periods examined.  Again, he documents the results of his examination, noting deficiencies he noted, if any.  He then concludes regarding the significance of the deficiencies or exceptions noted.

The “Exceptions” column is not for the auditor to list the exceptions or deficiencies in the control he noted in his test.  Here the auditor describes the kinds of exceptions the control techniques is designed to uncover.  

Control techniques are supposed to prevent or detect errors and exceptions.  If a control technique does not kick out exceptions, it is either not working properly or it is probably an unnecessary control.  If it were not working properly, the auditors would not want to rely on it.  If it is unnecessary, it is not significant enough that the auditors should spend time testing it.  Consequently, the information included here is critical in deciding whether the control works effectively.  The auditor describes the nature of the exceptions the control is designed to discover and how many times the exceptions are 
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found.  This information is derived from discussions with the employees, examination of documents during the test, review of management exception reports, etc.  

If the control technique should find a certain kind of exception but does not, this deficiency should be noted and evaluated by the auditor in this column.  The auditor should also indicate whether the information regarding the nature and frequency of exceptions indicated was consistent with his observations during the test.

The client’s procedures for clearing the exceptions kicked out by the control technique should be summarized in the next column.  For each kind of exception, the client should have follow-up procedures to make sure the errors are corrected or the accounting records are adjusted.  If this is not the case, the auditors cannot rely on that control.

After the auditor completes the compliance test, he has to decide “Yes” or “No” whether the control technique operates effectively and the audit team can rely on it.  He cannot answer “Maybe” or “Sometimes”!  His decision is documented in the last column.  If he answers “No,” there should be some description of the resulting change in the audit plan.

After completing your review of the completed DOW, print a copy of it for use in class, return to the Module # 3 program, and sign off on program step 1.
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