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Introduction

The Self-Assessment of Internal Control, commonly referred to as the Internal Control Questionnaire (ICQ) is a tool to be utilized by the NPPO and VA Nonprofit Research and Education Corporations (NPCs) to assist in confirming the presence of a sound system of internal controls. 
It is not only good business practice for NPCs to have sound internal controls, it is also mandated by VA.  Following are excerpts from the VA Office of Inspector General’s Report No. 07-00564-121, of May 5, 2008:

“The NPPO is responsible for providing oversight and guidance affecting operations and financial management, performing substantive reviews of the annual reports submitted by each NPC, compiling the information for VA’s annual submission to Congress, improving accountability, and ensuring deficiencies are corrected.”

“NPCs did not implement adequate controls to properly manage funds, safeguard equipment, and guard against conflicts of interest. This occurred because VHA did not…(have in place) minimum control requirements for NPC activities.”

“Without effective internal controls at NPCs, VHA has no assurance that NPCs are complying with Federal laws or regulations or that NPCs are effectively managing research and education funds and acting in the best interest of VA. VHA needs to improve its oversight of NPCs by establishing…minimum control requirements.”

4.  “We recommended that the Under Secretary for Health develop and implement  oversight procedures to perform substantive reviews of NPC financial and management controls to ensure NPCs fully comply with Federal laws, VHA policies, and control standards.”
This Self-Assessment of Internal Controls is designed to help NPPO and NPC’s comply with the foregoing recommendation.  Effective internal controls will also expedite the work of independent outside auditors, and, therefore, should help to reduce audit fees.

Yes, this questionnaire is long and detailed.  But it is broken up into sections or cycles.  If anyone feels that the questionnaire is too long to be completed in one sitting, then it is suggested that it be approached piecemeal.  This approach will make it less burdensome.  It should be noted that internal control questionnaires much longer than this one are routinely used by independent auditors in their audits of publicly-held companies.  

A proper system of internal control provides reasonable assurance that the financial statements are fairly presented and that management’s goals are being properly pursued. Such a system includes fully documented policies and procedures which accomplish among other items the following: 

A. Transactions that are executed according to management's general or specific authorization.

B. Transactions that are recorded as necessary to:

1. prepare the financial statements to conform with generally accepted accounting principles, and

2. account for assets, liabilities, net worth, cash flow, and revenues and

           expenses.

C. Access to assets is permitted only according to management's authorization.

D. The asset records are compared with the existing assets at reasonable   intervals and action is taken to reconcile any differences.

The ultimate responsibility for strong system of internal control rests with management. Periodically, when submitting financial statement information, management must attest to the accuracy of that information along with the soundness of internal controls. The ICQ should be used as a key tool in making these assertions.

The ICQ consists of the following sections and accounting cycles:

· Control Environment 

· Financial Reporting Cycle

· Budget Reporting Cycle

· Cash Receipts Cycle

· Accounts Receivable Cycle

· Purchasing/Accounts Payable Cycle

· Human Resource Cycle

· Inventory Cycle

· Capital Assets Cycle

· Computer Security Cycle

· Investment Cycle

· Debt Cycle

· Income Tax and Information Returns Cycle

Within each cycle, except the control environment, five internal control elements are to be reviewed. Many aspects of internal control are currently documented in relevant VA Handbooks, especially Handbook 1200.17 which is specifically for NPCs.  

The Nonprofit Program Office should be contacted for any questions concerning this questionnaire. This internal control questionnaire should be maintained for review and audit.

Internal Control Framework

Note: This Framework contains information adapted from the Committee of Sponsoring Organizations of the Treadway Commission’s Internal Control – Integrated Framework, published in 1992.  This Internal Control Questionnaire is adapted from one used by the State of North Carolina for its many diverse operations.
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The VA NPCs are highly significant organizations both fiscally and in number of employees and locations. The NPCs combined contributions to VA research approximate nearly one fifth of research resources. Every Veteran is touched by the results of VA research and education. In order to successfully manage the NPCs they must be effectively managed. Internal control enables management to effectively deliver services to VA researchers and Veterans. Internal control also helps ensure the reliability of financial statements and compliance with laws and regulations.

Because of the crucial importance of internal controls and the complexity of NPC operations, the NPPO has composed this Framework to establish a single definition of internal control applicable to VA NPCs and also to detail the elements which a sound system of internal control should possess.

Internal Control…A Definition

Internal Control has often meant radically different things to different people. Common understandings of internal control have centered on the routine actions surrounding certain transactions meant to ensure correctness and reduce risk of loss. While those actions are indeed examples of specific internal controls, a more comprehensive definition is required. Following is the generally accepted definition of internal control:

Internal control is broadly defined as an integral process, effected by an entity's governing body, management and other personnel, designed to provide reasonable assurance regarding the achievement of objectives in the following categories:
1. Reliability of financial reporting.   

2. Compliance with applicable laws and regulations.

3. Effectiveness and efficiency of operations.

This definition establishes that internal control:

· Affects every aspect of the NPCs - all people, processes and infrastructure.

· Is a basic organizational element and not an add-on feature.

· Is dependent upon people and will succeed or fail depending on people.

· Provides a level of comfort (reasonable assurance) regarding the likelihood of achieving organizational objectives.

· Assists the NPCs to achieve their mission.

Elements of Internal Control

Internal control consists of following five interrelated elements:

· Control Environment

· Risk Assessment

· Control Activities 

· Information and Communication

· Monitoring

These elements connect all the business processes of an organization and must be in place and properly functioning for an effective system of internal control to flourish. The following paragraphs offer detail on how these elements function within a system of internal control.

Control Environment

The control environment sets the tone of an organization, influencing the control consciousness of its people. It is the foundation for all other elements of internal control, providing discipline and structure. Control environment factors include the integrity, ethical values and competence of the entity's people; management's philosophy and operating style; the way management assigns authority and responsibility, and organizes and develops its people and the attention and direction provided by its governing body. As the foundation, if the control environment of an organization is compromised, all internal control elements will face severe problems.
The tone set by top management is particularly important because it sets an example for all others in and around the organization.  The right “tone at the top” is of paramount importance.
Risk Assessment

Every entity faces a variety of risks from external and internal sources that must be assessed. For risk assessment to function properly, objectives must be set and risk tolerance known. Risk assessment is the identification and analysis of relevant risks to achievement of the objectives, forming a basis for determining how the risks should be mitigated. Because conditions change, risk assessment must be a perpetual activity.

Control Activities

Control activities are those specific policies, procedures and tasks that help provide reasonable assurance that objectives will be met. They help ensure that necessary actions are taken to mitigate risks. Control activities occur throughout the organization, at all levels and in all functions. They include a range of activities as diverse as approvals, authorizations, verifications, reconciliations, reviews of operations, security of assets and segregation of duties.

Information and Communication

Information pertinent to the operation of an organization must be identified, captured and communicated in an effective form. Effective communication must occur in a broader sense as well, flowing down, across and up the organization. Employees must have a clear understanding of management’s expectations and management must hear and understand employees’ concerns.  Management and VA must have access to necessary information. With modern communication means available, a NPC has little reason not to communicate information properly.

Monitoring

Monitoring is a process that assesses and seeks to mitigate the risk that internal controls within the NPC will not provide reasonable assurance that operational, reporting and legal/regulatory objectives are met. Although external audits conducted by independent auditors and VA units do provide a monitoring function related to controls, primary monitoring must be a function internal to the individual NPC. Such internal monitoring can occur within the following formal activities:

· Internal Audit Activities

· Self-Assessment of Internal Control Questionnaires

Also important to the monitoring element are the procedures that are performed by a NPC that allow its management to attest to the accuracy of financial reporting information regularly submitted to VA and others. Monitoring must also occur on a less formal basis as a part of management’s operation of the NPC.

· Control Environment

· Risk Assessment

· Control Activities

· Information and Communication

· Monitoring

These components should be considered inextricably linked both with one another and with the definition of internal control. The objectives of a system of internal 

control cannot be achieved without the working of each element within the system. NPCs should strive to achieve the internal control objectives of efficient and effective operations, sound financial reporting, and compliance with laws and regulations. These five elements are the means of achieving reasonable assurance that those objectives will be met.

Reasonable Assurance

As stated in the definition and repeated above, internal control aims for reasonable assurance. Even a highly effective system of internal controls cannot guarantee that an organization will meet all objectives. Any system designed to strive for such a goal would consume too many resources and inhibit the delivery of services. A sound system of internal control finds the balance between assurance and operations and offers a reasonable assurance that objectives will be met.

Responsibilities

Everyone in an organization has responsibility for internal control. Management must implement the system and set the “tone at the top” but all levels within an organization must take ownership of internal control. Responsibilities must be effectively communicated to all levels.  Support of the system of internal control must be considered a part of proper workplace performance. When necessary, understanding must be communicated through formal training methods.

Note: In authoring the Framework many sources both within and outside the NPPO and VA have been consulted, particularly the State of North Carolina.  Also, as with all work related to internal control, this Internal Control Questionnaire owes much to the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Their groundbreaking work is reflected in much of this document, as it is in nearly all discussions related to internal control.
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