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Internal Audit for SMEs in China

Understanding how Internal Audits can reduce risk and improve business management for SMEs in 
China

An internal audit is an evaluation of a business’s internal controls and an analysis of the degree to 
which an enterprise reaches its core objectives. Generally, the internal control framework consists of 
five factors: control environment, risk assessment, control activities, information and communication and 
supervision.

Historically an internal audit was often viewed as something that did not bring value to SMEs (small and 
medium enterprises). The good news is that SMEs owners are becoming more aware of the significance 
of sound internal controls. They are analysing the control environment, which is a critical component 
of the internal audit framework. However, the internal audits are still regarded as only relevant to 
large entities like publicly listed companies or governments. This is predominantly due to the business 
operation misconception that SMEs are relatively less complicated, and the business owner is always 
involved in the daily operations directly.

The control environment of SMEs may differ from large organisations. But they should be reviewed 
regularly to ensure sufficient risk management and also efficiencies. The risks may vary with the nature 
of the business and external factors, including the overall economic environment, government policies, 
etc.

What are the Benefits?

In the context of SMEs' controlled environment, the risk management effectiveness is deeply determined 
by the business' decision-makers. An SME must ensure awareness of the control environment and 
that management understands and have the right attitude and actions towards the internal control 
systems for achieving the SME’s overall objectives safely. The control environment sets the tone and 
the organization culture. And as a business grows and departmentalizes, and decisions needs have 
to start moving down the chain of command, it becomes even more important to have a solid control 
environment, and test and update this regularly according to the circumstances and needs at the time.

An effective control environment will ensure:

• Operations effectiveness and efficiency;
• Financial reporting reliability;
• Laws and regulations compliance;
• Assets safeguarding.
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An Overview of Internal Controls for SMEs

When dealing with an audited entity, internal controls will look to:

• Ensure the effective conduct of business activities;
• Protect the security and integrity of the assets;
• Prevent, detect and correct errors and fraud;
• Ensure the accounting to be true, lawful, and complete;
• Formulate and implement the relevant policies and procedures.

 

The audit will include management controls, accounting controls and internal audit controls, and several 
other areas, including all business parts and processes.

As important economic entities, SMEs are often on a small scale with simple business natures, but as 
they grow, they can become just as complex as large businesses, but without the resources to manage 
this complexity. The operations, though can often be more flexible, and resources allocation greatly 
improved by some simple tweaking.

All these characteristics are generally perceived as an advantage to SMEs. But they can also create 
specific problems, even being obstacles to having sound internal control systems for the company, with 
consequences as noted above.

Main Problems

Existence of Internal Controls Awareness

For some self-owned small-scale enterprises, the decision-makers do not believe that internal control 
systems are necessary as long as daily business management is under the chief executive's direct 
control.

There are always some implementation issues, even when establishing internal controls. For example, 
many internal staff are relatives of the business owners or managers, leading to an ineffective internal 
control system, even a potential fraud situation or issues falling through the cracks. For instance, who 
reviews expense claims of relatives and can question them without fear of consequences?

Inadequate Internal Control Systems for SMEs

Many SMEs lack a complete internal control system, which are not implemented in enterprises for all 
business areas and operations. Below are several examples for reference.

1. A considerable part of a company’s financial department still maintains original manual 
accounting methods, and accounting procedures are not adequately documented or are using 
simple accounting systems with no analysis of drill-down capability. The financial information 
presented could be conflicting with information gathered from operational departments because 
of the lack of tie-up.



2. The financial or accounting department may have only one or two employees responsible for 
accounting, treasury and financial management. It is difficult to ensure proper segregation of 
duties due to the limited number of staff.

3. Information provided to management to aid decision-making may be a patchwork with room for 
error or misrepresentation of the company's actual financial position.

Weaknesses of the Internal Control Function for SMEs

There are common weaknesses observed in SMEs internal controls, which generally include:

1. Internal audit department, if one exists, or those responsible for such reviews or governance 
lack independence and authority. The review or audit they performed is not independent of the 
practice of internal controls functions, and they are not correctly evaluating the enterprise’s 
financial information or department performance. Or they are too close to everything to be 
properly critical and or to see risks, issues and opportunities.

2. The staff of SMEs’ are lacking in training and experience on internal controls. Proper 
documentation and employee training are not prepared well enough for internal control 
procedures to implement correctly or at all, especially when significant staff turnover happens.

3. The monitoring control is required for the implementation of SMEs’ internal controls. It is an 
essential prerequisite for the personnel review with appropriate expertise.

4. The appropriate review policies are not being carried out. And nepotism hinders a proper 
independent review and implementation of controls. A proper system for reducing risk and 
aiding the business needs to be what is best for the business, outside of personal relationships 
and preferences.

Improving Internal Controls for SMEs

Strengthen the Awareness of SMEs towards Internal Controls

A sound internal control system can effectively improve the management efficiency of enterprises, 
including SMEs. SMEs should establish a correct understanding of internal controls, using a scientific 
internal control system in place of simple personnel management structures to improve efficiency. Every 
person involved should be well informed of the significance and the importance of compliance with the 
system.

As noted above, when a business grows, though, strong oversight over all aspects of the business 
becomes more complex, responsibilities need to be delegated, and therefore without the proper controls 
in place, the SME becomes prone to risks. Companies must always  review the internal controls 
according to the business at that time and adapting according to the circumstances



Clear Objectives and Purpose of Internal Controls

Internal control objectives are mainly to:

• Safeguard assets;
• Ensure the security, integrity and efficient use of a company’s assets and resources;
• Enable the provision of reliable and timely management information;
• Reduce unnecessary costs and expenses;
• Ensure the successful implementation and management of various functions to improve the 

effectiveness and efficiency of business operations;
• Prevent or detect errors, defects and fraud;
• Find the basis for the formulation of management policies and performance of a variety of 

legal obligations.

Specific targets of each functional department and the internal mechanisms are chosen to ensure proper 
coordination to help achieve the control or business purpose. It requires

• Efficient resources allocation among the departments;
• Various working objectives and work plans communicated to the relevant person in charge to 

understand the responsibilities of the department’s work;
• All or most department heads leading by example;
• Enhanced overall coordination of activities by the various departments.

The Chinese Ministry of Finance issued specifications for internal control of small enterprises in 2017 
for providing necessary guidance to companies, as it was seen as a critical part of business efficiency, 
operations and reducing risk.

Establish a Sound Internal Control System

The design of an internal control system must follow certain principles. Establishing a sound internal 
control system for SMEs could be achieved over several organized phases through a specific and 
convenient time frame. It is important that business owners see the significance and benefits of having 
sound internal controls, and then efforts can be put into creating a reasonable internal organization 
structure and segregation of duties. Without management buy-in, the maintenance of the improved 
internal controls will be challenging.

Mutual communication and understanding of various constraints are necessary, and in particular, SMEs 
should pay more attention to the riskier operating cycles, such as procurement and payment, sales and 
receivables, costs and expenses, and other aspects that are considered key to business operations.

The business owner's philosophy or management plays a vital role, particularly for SMEs long-
term survival and development. Understanding the enterprise's cultural development determines the 
SMEs direction and content, and establishing an internal control system will influence SMEs' cultural 
development, for it is often seen as the SME is growing and cooperating.

In summary, most SMEs have ineffective internal controls, whereas most of them have poor awareness 



of problems in their internal control system, part of the SMEs' developing internal environment. The 
global and local business environment has become more competitive and complex, and the subsequent 
ups and downs of the economic cycle seem to occur more frequently than previously and also changing 
government policies. As the SMEs’ owners or managers become more aware of their business 
environment, it is expected that a growing number of SMEs will be willing to allocate resources to 
establishing sound internal controls, which are excellent and helpful practice as the business develops 
and evolves.

To enquire about your specific company, please contact us by sending an email to enquiries@
lehmanbrown.com 
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About Us
LehmanBrown is a licensed China-focused accounting, taxation and business advisory firm, operating dedicated offices in Beijing, 

Tianjin, Shanghai, Shenzhen, Guangzhou, Hong Kong and Macau, and with an extensive affiliate network throughout China and 

in over 100 countries worldwide. 

LehmanBrown combines years of international expertise with practical China experience and knowledge, offering expert advice 

and support to both local and international clients. We are committed to providing individually tailored financial and business 

solutions for each of our clients, recognizing that each client is different. Through offering “whole of life” services, LehmanBrown 

offers clients assistance throughout every step of their business life cycle, from pre-conception to afterlife. LehmanBrown is 

registered with the PCAOB in the US and is able to conduct SEC work, as well as being accredited by accounting bodies in the UK 

and Australia.

关于我们
雷博国际会计是一家具有专业资质，主要从事有关中国范围内会计、税务和财务咨询服务公司。雷博在北京、天津、上海、

深圳、广州、香港和澳门设有专门办事机构，并且在全国范围和世界超过 100 个国家建立了广泛的联合专业服务网络。

综合多年的国际经验以及对中国市场的深刻理解和洞察，我们致力于为本地及国际客户提供高质量的专业服务和支持。

我们了解每位客户都是独一无二的，承诺为每一位客户量身打造适合自身的财务和商业解决方案。从前期策划到市场退出，

雷博通过提供“全生命周期”服务，为客户在不同商业生命周期的每一个阶段提供协助。雷博在美国公众公司会计监督委员

会（PCAOB）已注册，有资质开展美国证监会（SEC）相关工作，同时在英国和澳大利亚也得到会计方面的专业认证。



Professional Services

Audit & Assurance External Audit 

China Statutory Audit 

US GAAP Audit 

IFRS Audit 

Hong Kong Statutory Audit 

Internal Audit 

Fraud Investigation 

Forensic Accounting 

Special Purpose Audit 

Foreign Currency Audit 

Royalty Audit 

Capital Verification Audit 

Valuation Services 

Corporate Valuation 

Damage Assessment Valuation Intellectual 

Property Valuation Asset Valuation 

Special Purposes Valuation 

Corporate Finance 
Debt Restructuring 

Acquisition, Disposal & Financing 

Mergers & Acquisitions 
Transaction  Advisory 

M&A Divesture 

M&A Integration 

Financial Due Diligence 

Business Services

Company Registration & Maintenance 
Cash Flow Management 

Chop Custodian Services 

Market Entry Advisory 

Updating Company Certificates 

Annual Inspection & Reporting 

Company Secretarial Services 

Company Ownership Transferring/Corporate 

Restructuring Background/Credit Checking 

Company Deregistration & Bankruptcy 

HR Support Services 
China Visa Services for Expatriates 

Social Welfare Structures 

Outsourcing Services

Accounting & Bookkeeping 
Budgeting & Forecasting Financial Statement 

Preparation Head Office Reporting 

Financial Management 
Interim Financial Management Finance 

Manager Function 

CFO Function 

Treasury Management 
Set-up of Bank Account 

Payroll Services 
Payroll Processing Setup 

Expatriate Employees 

Local Employees 

Secondment & Temping Service 

Taxation Services

Individual Tax Planning (IIT) 
Tax Immigration & Investment Review 

US & Overseas Personal Income Tax Planning 

& Filing IIT Tax Payment Facilitation 

Application for Individual Income Tax Refund 

Expatriate Staff Individual Income Tax Staff 

Filing Local Staff Individual Income Tax 

Company Taxation (CIT) 

Tax  Consulting 

Corporate Tax Planning 

Business Restructuring 

Value Chain Review 

Onshore / Offshore Investment 

Transfer Pricing 

Tax Compliance 

Tax Due Diligence 

Tax Deregistration 

Negotiation of Tax Penalties 

Tax Refund Application 

Tax Representatives for Tax Audit 

VAT & Customs Duty Clearance 

PRC Tax Receipt Verification 

VAT Application 

VAT & Sales  Tax Filing 

Corporate Income Tax Reporting 

Specialist Accounting & Risk Management

Internal Controls 
Systems 

Risk  Management 

Sarbanes - Oxley (SOX 404) 

GAAP, SEC & IFRS Compliance 

US GAAP 

US GAAP Financial Statement Preparation 

US GAAP Conversion 

Other GAAP 

GAAP Conversion 

Public Company Compliance 

Financial Statement Preparation 

IFRS 

IFRS Accounting Repackaging 

IFRS Financial Statement Preparation 

IFRS Public Company Compliance 

SEC 

SEC Public Company Compliance 

Legal Services

Legal Advisory 

Labour Legal Advisory 

Workforce Downsizing Advisory 

Labour Tribunal Assistance & Advisory 

Labour Law Review & Audits 

Review & Preparation of Employment Contracts 

Corporate Legal Advisory 

Legal Due Diligence 

Corporate Restructuring Advisory 

Review & Preparation of Articles of Association (AoA) 

Review & Preparation of JV Contracts 

Review & Preparation of Repatriation Agreements 

Other Legal Services 

Dispute Mediation & Advisory 

Trademark & Intellectual Property Advisory 

Debt Collection Assistance 

Litigation Support 



Contact Us 联系我们
For further information about how we can add value and support your individual or business needs, please contact us. 

如需为个人或企业获取更多的增值服务及业务协助信息，请与我们联系。 

Beijing  北京 
6/F, Dongwai Diplomatic Building, 23 Dongzhimenwai Dajie, 
Beijing 100600, China 
中国北京市朝阳区东直门外大街 23 号东外外交办公大楼 602 

Tel: + 86 10 8532 1720 
Fax: + 86 10 8532 2746 
Email: beijing@lehmanbrown.com

Shanghai  上海 
Room 1501 & 1504, Wan Tai International Building, 
480 North Urumqi Road, Shanghai 200040, China 
中国上海市静安区乌鲁木齐北路（华山路）480 号万泰国际大

厦 1501 & 1504 

Tel: + 86 21 6249 0055 
Fax: + 86 21 6288 1636 
Email: shanghai@lehmanbrown.com

Guangzhou  广州 
Room 3317, China Shine Plaza, 9 Lin He Xi Road, Guangzhou 
510610, China 
中国广州市林和西路 9 号耀中广场 3317 室 

Tel: + 86 20 2205 7883 
Fax: + 86 20 2205 7880 
Email: guangzhou@lehmanbrown.com

Shenzhen  深圳 
Room 3206, News Building 2, Shennan Middle Road, Shenzhen 
518027, China 
中国深圳市深南中路 2 号新闻大厦 3206 

Tel: + 86 755 8209 1244 
Fax: + 86 755 8209 0672 
Email: shenzhen@lehmanbrown.com

Tianjin 天津 
Unit 2901-04, The Exchange Tower 2, 189 Nanjing Road, Heping 
District Tianjin 300051, China 
中国天津市和平区南京路 189 号津汇广场 2 座 2901-04 室 

Tel: + 86 22 2318 5056 
Fax: + 86 22 2318 5001 
Email: tianjin@lehmanbrown.com

Hong Kong 香港 
Suite 03, 16/F, Sino Plaza, 255-257 Gloucester Road, Causeway 
Bay, Hong Kong, China
中国香港銅鑼灣告士打道 255-257 號信和廣場 16 樓 03 室 

Tel: + 852 2426 6426 
Fax: + 852 2426 6427 
Email: hongkong@lehmanbrown.com

Macau 澳门 
Level 20, AIA Tower, 251A-301 Avenida Commercial De Macau, 
China
中国澳門商業大馬路 251A-301 號友邦廣場 20 樓

Tel:  + 853 8294 2434
Fax: + 853 8294 2399
Email: macau@lehmanbrown.com
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