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In the realm of internal controls and audit procedures, the process of
selecting controls to test is a critical step that significantly influences
the effectiveness and efficiency of the audit. The foundation of this process
lies in the auditor’s comprehensive understanding of the entity and its
business environment. Without this understanding, the auditor risks either
overlooking key controls or unnecessarily testing controls that are unlikely
to be effective. Therefore, the initial phase—where the auditor begins
selecting controls to test—is fundamentally rooted in gaining a deep insight
into the entity’s operations, risks, and control environment. This article
explores how auditors approach control selection by thoroughly understanding
the entity and its business, and how this understanding guides the audit
process.

Understanding the Entity and Its Business: The
Foundation of Control Selection

Before diving into control testing, auditors must develop a clear picture of
the entity's operations, organizational structure, industry context, and
internal control environment. This understanding enables auditors to identify
which controls are relevant, reliable, and effective in mitigating risks of
material misstatement.

Gaining Insight into the Entity’s Business Model
To accurately assess controls, auditors begin by understanding the entity’s
business model. This involves analyzing:

Products and services offered

Market positioning and competitive environment

Revenue streams and cost structures

Key business processes

Operational cycles (e.g., sales, procurement, payroll)



A comprehensive grasp of these elements helps auditors pinpoint where risks
of misstatement or fraud may arise, thereby guiding control testing efforts
toward the most critical areas.

Understanding Industry and Regulatory Environment
The industry in which an entity operates often dictates specific risks and
control requirements. For instance:

Regulatory compliance obligations

Industry-specific standards (e.g., financial services, healthcare,
manufacturing)

Technological trends and cybersecurity concerns

Familiarity with these factors allows auditors to tailor their control
testing to address industry-specific risks and ensure compliance with
relevant regulations.

Assessing the Entity’s Organizational Structure and
Governance
An understanding of the organizational hierarchy, decision-making processes,
and governance mechanisms provides insights into control ownership and
accountability. Key considerations include:

Management and board oversight

Delegation of authority and segregation of duties

Internal audit functions

This knowledge aids auditors in identifying controls that are embedded within
the organizational framework and evaluating their effectiveness.

Identifying and Evaluating Risks of Material
Misstatement

Once the auditor has a solid understanding of the entity, the next step
involves identifying areas with higher risk of material misstatement. This
risk assessment informs which controls are most critical to test.



Risk Assessment Procedures
Auditors perform various procedures to assess risks, including:

Inquiries of management and staff

Review of prior audit findings and internal audit reports

Analytical procedures

Observation of processes and controls

By understanding where risks are concentrated, auditors can prioritize
control testing in those areas.

Understanding Control Environment and Control
Activities
The control environment sets the tone of the organization and influences the
effectiveness of controls. Assessments focus on:

Management’s attitude towards controls

Employees’ competence and ethical standards

Policies and procedures in place

Evaluation of control activities—such as approvals, reconciliations, and
segregation of duties—helps determine which controls are designed effectively
to mitigate identified risks.

Determining Which Controls to Test

Armed with insights from understanding the entity and assessing risks,
auditors can now prioritize controls for testing.

Using a Top-Down Approach
The top-down approach involves starting with financial statement assertions
and working down to specific controls:

Identify significant accounts and disclosures

Determine relevant assertions (existence, completeness, valuation, etc.)



Assess risks associated with each assertion

Identify controls that address these risks

This approach ensures that the control testing focuses on areas with the
highest risk of misstatement.

Evaluating the Design and Implementation of Controls
Controls must be both properly designed and effectively implemented. The
auditor evaluates:

Design effectiveness—does the control address the identified risk?

Operational effectiveness—has the control been consistently applied?

Controls that are poorly designed or not operational are not suitable for
reliance and may require alternative procedures.

Assessing Control Risk and the Nature of Controls to
Test
Control risk assessment guides the auditor’s testing approach:

Low control risk—may allow for reduced substantive testing

High control risk—necessitates more extensive control testing

Based on this assessment, the auditor selects controls to test that provide
sufficient evidence regarding their effectiveness.

Types of Controls Commonly Selected for Testing

The controls selected for testing typically fall into categories based on
their purpose and nature.

Preventive Controls
Designed to prevent errors or fraud before they occur, examples include:

Authorization of transactions

Segregation of duties



Access controls over systems and data

Detective Controls
Identify errors after they have occurred, such as:

Reconciliations and reviews

Periodic physical counts

Exception reports and monitoring systems

Corrective Controls
Address issues identified by detective controls to prevent recurrence,
including:

Follow-up procedures and management review

Adjustment entries and remediation actions

Selecting controls from these categories depends on the assessed risks and
the control environment.

Conclusion: The Critical Role of Understanding
in Control Testing

In summary, the process of selecting controls to test begins with the
auditor’s comprehensive understanding of the entity and its business. This
understanding informs every subsequent step—from assessing risks to
identifying relevant controls and evaluating their design and operation. By
thoroughly understanding the entity’s operations, industry context,
governance, and control environment, auditors can focus their testing efforts
on controls that truly mitigate material risks. This targeted approach
enhances audit effectiveness, reduces unnecessary testing, and provides
reliable evidence to support audit conclusions.

Ultimately, the effectiveness of control testing hinges on the auditor’s
ability to connect their understanding of the entity with their evaluation of
controls. This strategic alignment ensures that the audit process is both
thorough and efficient, leading to higher quality audit outcomes and greater



confidence in the financial statements.

Frequently Asked Questions

How does understanding the entity influence the
auditor's selection of controls to test?
Understanding the entity helps the auditor identify key processes and risks,
enabling targeted testing of controls that are most relevant to achieving
reliable financial reporting.

Why is it important for an auditor to understand the
business before selecting controls to test?
A thorough understanding of the business provides context for assessing
control design and effectiveness, ensuring the auditor tests controls that
are significant to the entity's operations and risk profile.

What role does understanding the entity play in
determining the control testing approach?
It guides the auditor in prioritizing controls based on their relevance to
the entity’s objectives and risk areas, facilitating efficient and effective
testing procedures.

How can knowledge of the entity’s industry and
operations impact control selection?
Understanding industry-specific risks and operational nuances helps the
auditor identify controls that are critical to mitigating those risks,
leading to more focused and meaningful testing.

What are the benefits of beginning control selection
after gaining insight into the entity and its
business processes?
This approach ensures the auditor tests controls that are significant,
reduces unnecessary testing, and enhances the overall quality and relevance
of the audit evidence obtained.

In what ways does understanding the entity’s
internal control environment affect the auditor’s



testing strategy?
It helps the auditor evaluate control design and effectiveness, determine
areas of high risk, and develop a tailored testing approach that aligns with
the entity’s specific control environment.

Additional Resources
The Auditor Begins Selecting Controls To Test By Understanding The Entity And
The Business

Understanding the entity and its business environment is the foundation upon
which effective and efficient internal control testing is built. Before an
auditor can determine which controls to test, they must develop a
comprehensive grasp of the company's operations, risks, and control
environment. This initial phase ensures that the audit procedures are
tailored appropriately, focusing on the most significant and relevant
controls, thereby enhancing audit quality and resource utilization.

---

Introduction: The Importance of Understanding
the Entity and Business

In auditing, control testing is a critical component of obtaining sufficient
appropriate audit evidence. However, the effectiveness of this testing hinges
on the auditor's understanding of the entity and its environment. This
understanding informs risk assessment procedures, identifies areas of
potential misstatement, and guides subsequent control testing.

Without a thorough grasp of the organization's operational context,
processes, and risks, auditors risk selecting controls that are irrelevant or
ineffective, leading to inefficient audits or overlooked material
misstatements.

---

Fundamentals of Understanding the Entity and
Its Environment

The process involves collecting knowledge about various aspects that
influence the design and operation of controls within the organization. These
aspects include:



- Industry and Regulatory Environment: Understanding industry-specific risks,
compliance requirements, and economic factors.
- Nature of the Entity: Size, organizational structure, ownership, and
business model.
- Business Processes and Operations: Core activities, transaction cycles, and
key processes.
- Information Technology Environment: IT systems, applications, and controls
that support business processes.
- Control Environment: Management’s attitude, oversight, and control culture.
- Risk Assessment Processes: How the entity identifies, assesses, and
responds to risks.
- Previous Audit Findings: Past issues or control deficiencies that influence
current testing.

---

Steps for the Auditor in Understanding the
Entity and Its Business

1. Conduct Preliminary Inquiries and Interviews

- Engage with management and personnel to gather insights into key processes
and controls.
- Review organizational charts to understand reporting lines and segregation
of duties.
- Discuss recent changes in operations, systems, or personnel that could
impact controls.

2. Review of Internal and External Documentation

- Corporate policies, procedures, and manuals.
- Internal reports, audit reports, and previous control deficiency reports.
- Financial statements and disclosures.
- Regulatory filings and compliance reports.

3. Observation and Walkthroughs

- Observe processes in action to understand how controls are performed.
- Perform walkthroughs for significant transaction cycles to identify control
points and assess their design.

4. Analyze Business Cycles and Processes

- Break down the entity’s operations into key cycles such as revenue,
expenditure, payroll, inventory, and procurement.
- Map out transaction flows and identify control points within each cycle.

5. Evaluate the Control Environment



- Assess management’s philosophy and operating style.
- Review tone at the top and the organization’s commitment to integrity and
ethical values.
- Evaluate the competence and independence of personnel involved in control
processes.

---

How Understanding Guides Control Selection

Once the auditor has a comprehensive understanding, they can strategically
select controls for testing based on:

- Materiality and Risk: Focus on controls that mitigate risks of material
misstatement.
- Frequency of Transactions: Controls that operate frequently are often more
critical.
- Complexity of Processes: Complex processes may require more detailed
control testing.
- Previous Deficiencies: Controls previously identified as problematic merit
additional scrutiny.
- Inherent Risks: Areas with high inherent risk should have effective
controls tested.

---

Criteria for Selecting Controls to Test

1. Relevance to Financial Statement Assertions

Controls should be directly linked to assertions such as existence,
completeness, accuracy, valuation, and rights and obligations.

2. Effectiveness of the Control Design

- Controls should be properly designed to prevent or detect misstatements.
- The design should align with the identified risks.

3. Operating Effectiveness

- Controls must be functioning as intended.
- Past testing results or control assessments can influence selection.

4. Impact on Financial Statements

- Controls impacting significant account balances or disclosures are



prioritized.

---

Techniques for Control Selection Post-
Understanding

- Risk-Based Approach: Tests controls that address the most significant
risks.
- Sampling Techniques: Use statistical or non-statistical sampling to select
controls for testing.
- Focus on Key Controls: Those that directly prevent or detect material
misstatements.
- Control Environment Considerations: Controls related to the control
environment, such as management oversight, are also considered.

---

Deep Dive into Control Testing Strategy

1. Designing Test Procedures

- Determine the nature, timing, and extent of testing.
- Use inquiry, observation, inspection, and reperformance to evaluate
controls.

2. Performing Walkthroughs

- Verify that controls are designed and implemented as intended.
- Identify gaps or weaknesses in control design and operation.

3. Evaluating Operating Effectiveness

- Perform test of controls over multiple periods if necessary.
- Document findings and assess whether controls are operating effectively.

4. Addressing Control Failures

- Identify root causes of deficiencies.
- Decide whether to perform substantive procedures or perform additional
control testing.

---



Challenges and Considerations in Control
Selection

- Over-reliance on Controls: Avoid over-reliance on controls that are not
properly designed or functioning.
- Control Complexity: Complex controls require detailed understanding and
testing.
- Limited Documentation: Insufficient documentation may necessitate more
extensive walkthroughs.
- Changes in the Business Environment: Rapid changes may affect control
relevance and effectiveness.

---

Integrating Understanding Into the Overall
Audit Strategy

The insights gained from understanding the entity shape the overall audit
approach by:

- Determining the nature and extent of substantive procedures.
- Identifying areas where control deficiencies could significantly impact
financial statements.
- Planning the timing and resources for control testing.

---

Conclusion: The Critical Role of Understanding
in Control Testing

In essence, the process of selecting controls to test begins with a thorough
understanding of the entity and its business environment. This foundational
step ensures that control testing is focused, relevant, and effective. By
systematically analyzing business processes, risks, and controls, auditors
can identify the most critical controls to evaluate, thereby providing
confidence in the integrity of the financial statements and adhering to
professional standards.

This strategic approach not only enhances audit quality but also optimizes
resource allocation, reduces unnecessary testing, and helps auditors provide
valuable insights into the organization’s control environment. Ultimately, a
deep understanding of the entity and its business is not just the starting
point—it is the guiding principle that shapes the entire control testing
process.
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