Problem #1

The accompanying flowchart depicts the activities relating to the sales, shipping, billing, and collecting processes
used by Newton Hardware, Inc.
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Identify the weaknesses in internal control relating to the activities of (a) the warehouse clerk, (b) bookkeeper A,
and (c) the coliection clerk. Do not identify weaknesses relating to the saies clerk or bookkeepers B and C. Do
not discuss recommendations concerning the correction of these weaknesses.



Problem #2

An auditor's working papers include the narrative description below of the cash receipts and billing portions of
Southwest Medical Center’s internal control. Southwest is a healthcare provider that is owned by a partnership
of five physicians. It employs 11 physicians, including the five owners, 20 nurses, five laboratory and X-ray tech-
nicians, and four clerical workers. The clerical workers perform such tasks as reception, correspondence, cash
receipts, billing, accounts receivable, bank deposits, and appointment scheduling. These clerical workers are
referred to in the narrative as “office manager,” “clerk #1,” “clerk #2,” and “clerk #3.” Assume that the narrative
is a complete description of the system.

NARRATIVE

D Ab.out two-thirds of Southwest's patients receive medical services only after insurance coverage is verified by the
office manager and communicated to the clerks. Most of the other patients pay for services by cash or check
when services are rendered, although the office manager extends credit on a case-by-case basis to about 5% of
the patients.

When services are rendered, the attending physician prepares a prenumbered service slip for each patient and"

gives the slip to clerk #1 for pricing. Clerk #1 completes the slip and gives the completed slip to clerk #2 and a
copy to the patient. ’

Using the information on the completed slip, clerk #2 performs one of the following three procedures for each
patient. '

* Clerk #2 files an insurance claim and records a receivable from the insurance company if the office man-

ager has verified the patient's coverage; or :

* Clerk #2 posts a receivable from the patient on clerk #2's PC if the office manager has approved the
patient’s credit; or )

*  Clerk #2 receives cash or a check from the patient as the patient leaves the medical center, and clerk #2
records the cash receipt. o '

At the end of each day, clerk #2 prepares a revenue summary.

Clerk #1 performs correspondence functions and opens the incoming mail. Clerk #1 gi\/es checks from insur-
ance companies and patients to clerk #2 for deposit. Clerk #2 posts the receipt of patients’ checks on clerk #2's

PC patient receivable records and insurance companies’ checks to the receivables from the applicable insur-

ance companies. Clerk #1 gives mail requiring correspondence to clerk #3. :

Clerk #2 stamps all checks “for deposit only” and each day p;épares a list of checks and cash to be deposited in

~ the bank. (This list also includes the cash and checks personally given to clerk #2 by patients.) Clerk #2 keeps .

a copy of the deposit list and gives the original to clerk #3.

~

Clerk #3 personally makes t.he daily bank deposit and maintains a file of the daily bank depoéits. Clerk #3 also
performs appointment scheduling for all of the doctors and various correspondence functions. Clerk #3 also
maintains a list of patients whose insurance coverage the office manager has verified.

When insurance claims or patient receivables are not settled within 60 days, clerk #2 notifies the office man-
ager. The office manager personally inspects the details of each instance of nonpayment. The office manager
converts insurance claims that have been rejected by insurance companies into patient receivables. Clerk #2
records these patient receivables on clerk #2's PC and deletes these receivables from the applicable insurance
-companies. Clerk #2 deletes the patient receivables that appear to be uncollectible from clerk #2's PC when
authorized by the office manager. Clerk #2 prepares a list of patients with uncollectible balances and gives a
copy of the list to clerk #3, who will not allow these patients to make appointments for future services.

Once a month an outside accountant posts clerk #2's daily revenue summaries to the general ledger, prepares
a monthly trial balance and monthly financial statements, accounts for the prenumbered service slips, files pay-
roll forms and tax returns, and reconciles the monthly bank statements to the general ledger. This accountant
reports directly to the physician who is the managing partner.

All four clerical employees perform their tasks on PCs that are connected through a local area network. Each
PC is accessible with a password that is known only to the individual employee and the managing partner.
Southwest uses a standard software package that was acquired from a software company and that cannot be
modified by Southwest’s employees. None of the clerical empioyees have access to Southwest's check-writing
capabilities.

-



(A) Using only the information in the narrative, describe the strengths in Southwest’s internal control that an auditor
most likely could consider in assessing control risk below the maximum level.

B) Using only the information in the narrative, describe the weaknesses in Southwest's internal control that could
permit material misstatements to occur in the financial statements. In addition, for each weakness, identify one
. _._internal control activity that most likely could help correct that weakness. Use the following format.

Weaknesses | Internal control activities




Problem #3

The accompanying flowchart depicts the activities reiating to the purchasing, recéiving, and accounts payable

departments of Model Company, Inc.
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Based only on the flowchart, describe the internal control procedures (strengths) that most likely 'would prov?de
reasonable assurance that specific internal control objectives for the financial statement assertions regarding
“purchases and accounts payable will be achieved. Do not describe weaknesses in internal control.



