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ABSTRACT

This paper presents a Control Objectives Reconciliation, a tool that independent auditors of
clients in the construction industry should find useful in performing a preliminary evaluation of
the client’s internal control system. Auditors are advised to compare their client’s control
objectives with those presented in Exhibits 1 through 7. Where the client’s system appears to
omit significant control objectives, the auditor should consider the risks brought on or magnified
by the omission during the preliminary evaluation of the client’s internal control system. The
Control Objectives Reconciliation is also potentially useful to Construction Company CFOs or
Controllers who may be concerned about the adequacy of their company’s internal control
system. The Reconciliation also highlights for Construction Company CFOs or Controllers those
internal controls deemed to be important to their external, independent auditors.

Keywords: Construction, Independent Audit, Internal Control Objectives

INTRODUCTION

his paper presents a tool that many independent auditors will find useful in performing a preliminary
assessment of the appropriateness and completeness of the design of the internal control system of a

client in the construction industry. This tool, called the Control Objectives Reconciliation (CO
Reconciliation), is potentially useful to auditors of both publicly-traded and privately-held construction companies,
as well as to controllers or CFOs of construction companies who may have concerns about the quality of their
company’s internal control system. The CO Reconciliation is important and timely because of current economic
conditions as well as recent changes in auditing standards issued by the Public Company Accounting Oversight
Board (PCAOB).

Effects of the Economy

Construction companies have been hit especially hard in the recent economic downtumn, which began in
December 2007 and continues as of this writing. The current recession has driven many companies (including
construction firms) into bankruptcy and has weakened countless others. The recession may lead an independent
auditor to increase his or her assessment of inherent risk for at least some financial statement accounts and
assertions. All other things being held equal, this increase in assessed risk would indicate a need for more effective
substantive testing of those accounts and assertions on the part of the auditor. As a result, the nature, timing and
extent of the auditor’s testing would be amplified.

The nature, timing and extent of an auditor’s substantive testing are also affected by his or her assessment
of the client’s control risk. In this economy, it is particularly important for auditors to exercise care in evaluating the
internal control systems of their clients. Several recent developments have affected the auditor’s study of a client’s
internal control system. Next, we highlight these recent changes.
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Recent Regulatory Changes

Section 404 of the Sarbanes-Oxley Act of 2002 requires management of publicly-traded companies to
assess the effectiveness of their company’s internal control system. It also requires the company’s independent
auditor to attest to (i.e., report on) this assessment by management as part of the audit engagement. The Public
Company Accounting Oversight Board (PCAOB) has released guidance to auditors performing such combined
engagements, in the form of two Standards. The first is PCAOB Auditing Standard No. 2, “An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With An Audit of Financial Statements” (Standard No.
2, issued in March 2004). The second, which superseded Standard No. 2, is PCAOB Auditing Standard No. 5, “An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements”
(Standard No. 5, issued in June 2007). The CO Reconciliation tool presented in this paper, while intended to apply
in the context of such a combined or integrated audit engagement under PCAOB standards, may nevertheless be
useful in performing various other kinds of audit engagements as well. The CO Reconciliation tool is consistent
with PCAOB Standard No. 5.

THE CONTROL OBJECTIVES RECONCILIATION

Exhibits 1 through 7 present the CO Reconciliation tool according to the significant business cycles for the
construction industry.

The significant business cycles highlighted for the construction industry include:

The Expenditure Cycle (outlined in Exhibit 1)

The Fixed Assets Cycle (outlined in Exhibit 2)

The Inventory Management Cycle (outlined in Exhibit 3)

The Payroll and Personnel Cycle (outlined in Exhibit 4)

The Billings Cycle (outlined in Exhibit 5)

The Treasury Cycle (outlined in Exhibit 6)

The Estimating, Job Cost and Revenue Recognition Cycle (outlined in Exhibit 7).

The first column specifies, for each business cycle, the principal business activities of that business cycle.
The second column provides, for each of these activities, a number of internal control objectives. Auditors are
advised, for each cycle and activity, to compare the control objectives of the client’s control system with those
shown in Exhibits 1-7. This comparison helps ensure that no important control objectives have been omitted from
the client’s system — and, in cases where one or more have been omitted, serves as a reminder to the auditor to
consider the potential negative effects of such an omission on the auditor’s preliminary assessment of the design of
the client’s control system. The third column lists the accounts affected by the control objective, as well as (in
parentheses) the assertions the auditor will be primarily concerned with (for each of those accounts) that would be
addressed by that control objective. '

The control objectives shown in Exhibits 1-7 are not intended to be all-inclusive, because each client and
each engagement is unique. For example, client management may have identified additional risks for which they
believe additional control objectives are necessary. Given the unique circumstances of the engagement, the auditor
may do the same. Although beyond the scope of this paper, an important subsequent step for the auditor to take
would be to consider which control activities would be necessary in order to provide assurance that each control
objective is being met.

! The assertions listed by abbreviation in parentheses in column 3 of Exhibits 1 through 7 are derived from, and in some cases
identical to, the assertions listed in AICPA auditing standards (AU) Section 326, paragraph 15 and discussed in AU Section
326 paragraphs 14 through 19, Codification of Statements on Auditing Standards, online.
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3. SUMMARY AND CONCLUSION

This paper presents a tool that is potentially useful to independent auditors performing a preliminary
assessment of the design of the internal control system of a client in the construction industry. This tool, the Control
Objectives Reconciliation, is important and timely because of both current economic conditions and recent changes
in PCAOB auditing standards. A comparison by the auditor of the control objectives of the client’s system with
those shown in Exhibits 1-7 will help ensure that no important control objectives have been omitted from the client’s
system — and in cases of omission, will serve to remind the auditor to consider the effect of the omission on his or
her preliminary assessment of the client’s control system. Construction company CFOs and controllers who have
concerns about the adequacy of their company’s internal control system will find Exhibits 1-7 to be practical
benchmark for comparison.
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