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PREFACE

This book, on the principles of auditing, has been written primarily as a
text for college students. It represents a distillation of the author’s ex-
perience as a practitioner and as a teacher.

In each chapter relating to assets or equities, the major objectives of
the examination of the account are set forth. This is done so that the
student may relate the detailed procedures and techniques that follow
to these objectives. The procedures thus should become more meaning-
ful to the beginning student.

The purpose underlying each procedure has been emphasized, in an
attempt to make it become a part of the student’s background and to
permit him to apply the proper techniques to specific situations. At the
end of each chapter the major procedures are summarized. This should
remove the necessity of learning by rote long lists of audit steps.

The premise has been taken that the student who is ready to study
auditing has been well indoctrinated in accounting theory and valuation
principles. Although it is impossible to ignore these areas completely in
any discussion of auditing, their treatment has been minimized.

A sufficient number of audit working papers has been included to il-
lustrate the principles of working paper development and preparation.
It is assumed that the instructor will supplement these basic papers with
his own ideas and variations, either through problems or through the
use of an audit practice case.

Internal control plays such an important part in the structuring and
programming of any audit that, in addition to over-all coverage in a
separate chapter, each chapter includes a section relating internal con-
trol to the specific area covered by the chapter. In this way, the student
may apply general principles to specific accounts and observe the man-
ner in which controls are effected.
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The book is written in simple, easily understandable language. While
it is necessary to expound in detail at some points, generally there is a
brevity of treatment which permits retention by the student of major
procedures.

The questions and problems provide a helpful stimulus to the student.
Many of the questions included are based on the text material so that
the student may quiz himself on his grasp and understanding of the
material. Some of the questions and problems require the exercise of
judgment and should present a challenge to the better students. Other
problems present situations in which the student must choose from al-
ternatives. Solutions to these problems will depend on the circumstances
assumed.

The author wishes to express his gratitude to Professor Joseph E.
Hampton, Cornell University, and Professor Arthur Wyatt, University
of Illinois, for their painstaking reading of the draft and for their many
suggestions which added materially to the worth of the text. Professor
Richard V. Northrup, The Ohio State University, has cooperated with
the author in the usc of the material in the classroom and has made
many valuable suggestions.

The author will be grateful to users of the text who care to submit

critical comments.
W. B. Jencks
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Chapter 1

THE AUDITOR’S FUNCTION

MEANING OF AUDITING

*Auditing, per se, is the examination of the financial and related rx records
of a busmess, an individual, an mst1tut10n or a gi){/en{mcntal body. It
is as old as commiérce, trad” ¢, and taxes. Records dating back to 2000
B.C. indicate that auditing was a necessary part of the internal control of
the government of that day. The examination is concerned not only with

accounting records but also w1th _many_of the data and 1 papers that

comprise the Tnonfinancial records of the orgamzatxon Anlr document
that reflects_the conduct of the busmess Is of interest to the audltor

chhmcally, anyone who examines business records for the purpose of
ascertaining their accuracy is an auditor. Many individuals perform this
audit function in their day-to-day routine tasks. Although it must be
admitted that this is auditing in the broadest sense of the word, it does
not coincide with the common connotation accorded the term. The
usual concept of auditing assumes that the original record keeping has
all been done and that the auditor’s task is to review and test the ac-
curacy of this work.

CLASSES OF AUDITORS

Auditors may be classified into two broad categories, internal auditors
and public accountants. The distinction between the two classes is pri-
marily one of the relationship between the auditor and the management
of a company.

The internal auditor is part of the management team. As such he is
an employee of the company and, from the public point of view, unable

to express an independent opinion as to the fairness of the company’s
1
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financial statements. Internal auditors are employed by industry, by the
federal, state, and local governments, and by other nonprofit organiza-
tions. A large number of internal auditors have been drawn from the
ranks of public accountants.

The public accountant sets himself forth as an auditor whose report
attached to financial statements represents the considered opinion of an
independent professional accountant. He is completely divorced from the
management for whom he works and presents his opinion not only to
management but to owners, labor, government, and prospective investors.

The Internal Auditor

Prior to the Second World War little recognition was given to the
profession of internal auditing. Although some of the large firms utilized
an internal auditing staff, there was little general recognition of the scope,
duties, and responsibilitics of such a staff. In too many instances the
duties of these auditors, particularly the traveling auditors, were restricted
to the police function. Since 1940 many factors have led to the rapid
growth and recognition of this branch of the auditing profession. The
increased size of corporate structures, the widespread geographical loca-
tions of plants, and the inability of top management to oversee operations
directly, have all served to increase the usefulness of internal auditing.
The internal audit function will probably continue to expand as its usc-
fulness to management becomes better known.

According to a statement issued by the Institute of Internal Auditors,’

The over-all objective of internal auditing is to assist all members of
management in the effective discharge of their responsibilities, by furnishing
them with objective analyses, appraisals, recommendations and pertinent
comments concerning the activities reviewed. The internal auditor there-
fore should be concerned with any phase of business activity wherein he can
be of service to management.

In secking to attain this over-all objective, the internal auditor engages
in two types of auditing. One phase covers the general police function.
This includes the protection against loss of company assets, the general
amount of reliance that management can place on statements reaching
it, and the compliance or lack of compliance with company policy. In the
other phase the internal auditor delves into actual operations of the com-
pany in order (1) to review and appraise operating policies, procedures,

! “Responsibilitics of the Internal Auditor,” The Institute of Internal Auditors,
New York, 1957,
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and records, and (2) to review and appraise the performance under
these plans, policies, and procedures.

Under most company organization plans, the internal audit depart-
ment is strictly a staff function. The internal auditor reports to top man-
agement and depends upon top management tp take corrective or reme-
dial steps for any ﬁndmgs that he makes. The audltors position is weak-
ened and his work is made more difficult if he attempts to force into
effect at the operating level those rccommcndatlons he thinks necessary,

The intcrnal auditor shauld be independent. of t the various departments
or divisions of the company. This independence may be achieved only if
the individual to whom the mtcmal auditor reports is of eqy'll or hxghcr
rank in the orgamzatlon than any of the heads of dcpartmcnts which
he audits. It is only in such situations that the rccommcnd"mons of the
internal audltor “will be ccnam to receive serious consideration. The
exact title of the person to whom the internal auditor reports is of little
moment as long as the necessary rank is present.

The basic position of the internal auditor, like that of the independent
accountant, is as a reviewer. It follows then that the internal auditor,
if he is to be independent within the organization, should not perform
work of a constructive nature. That is, he should not be asked to perform
current operating tasks as a part of the line function of the organization.
In emergencies the internal audit staff often is called upon to carry out
current routine operations. However, in these instances its work should
be subject to the same appraisal and review that is accorded the work
of other line personnel. Obviously, this appraisal and review must be per-
formed by members of the intcrnal audit staff who had no part in the
constructive activities. Only in this way will the internal auditors main-
tain their independence in the eyes of company employees.

In summary then, the internal auditor performs many of the same
tasks as the independent accountant, but he is part of the management
team. He is independent, as between the different parts ¢ of the company,
and reviews the work that has been done. His activities are broad and
may carry him out of the office and into the factory or to branch loca-
tions. His work is part of the system of internal control and as such is
of great importance to the mdcpendent pubhc accountant

The Independent Auditor

As opposed to the internal auditor, the independent auditor offers his
services to all who need them. In most of the United States independent
auditing may be performed either by noncertified public accountants or
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by certified public accountants. The only real restriction placed upon
the noncertified public accountant is that he must not title himself a cer-
tified public accountant or use the initials CPA. In most jurisdictions
he performs the same types of services as does the certified public ac-
countant. In some states where public accounting has been carefully de-
fined, further restrictions have been placed upon the noncertified public
accountant and in a few states noncertified public accountants are being
legislated out of existence.

There are many noncertified public accountants who are just as capa-
ble, just as conscientious, just as highly considered, and just as aware of
their responsibilities as are most certified public accountants. In many
cases the only reason that these men do not have certificates is that they
have not spent the necessary time in preparing for and taking the CPA
examination. It is also true, however, that on the whole, noncertified
public accountants do not command the respect nor do they have the
ability of the certified men, since an individual need not meet any re-
quirements of education, training, or experience to set himself up as a
public accountant.

The author believes there is a place in our economic structure for
both noncertified and certified accountants. However, it does seem that
if these two classes are to work alongside each other successfully, there
must be a specific definition of public accounting and some restriction
as to the work of the noncertified accountant. Since one of the major
responsibilities of the certified accountant is to the world at large through
his expression of opinion on accounting statements, it would appear that
one of the restrictions to be imposed on the noncertified man is that he
must not express an opinion on statements. This would leave within his
sphere of activity the large amount of bookkeeping services that many
noncertified public accountants perform, tax work (although there is
some question here, particularly if at some futurc date the signature of
the certifying accountant must carry heavy weight with treasury depart-
ment officials), systems work, and work of similar nature. If, however,
the noncertified accountant is to express opinions on the fairness of state-
ments, then it would seem only just that he be bound by the same re-
strictions that guide the professional conduct of the certified accountant.
Since noncertified public accountants serve a useful function in the
variety of services they offer to small businessmen, it would be un-
fortunate if they were put out of business completely. For there is no
one else, at present at least, who is willing to offer this service to the
small businessman for the fee he can afford to pay. At some future date
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FUNCTIONS OF THE INDEPENDENT AUDITOR

The independent auditor makes examinations for a fee at the request
of clients and offers to his clients a variety of functions. Foremost among
them is the annual examination. The end result of most examinations
is the expression of an independent, professional opinion as to the fairness
of the financial statements, by an independent accountant who sets him-
self forth as an expert. However, there are other purposes for which
accountants’ scrvices are desired, and examinations for reasons other than
the rendering of an opinion.

In discussing the auditor’s functions it is often convenient to classify
the examinations as to the size of the business operation-—small, medium,
or large. For the purposes of this classification, it does not matter whether
the client is engaged in business for profit, is a nonprofit charitable, re-
ligious, or educational institution, or is some governmental unit.

Small Businesses

In one classification there may be included all units that have a very
small ownership group, or a small volume of business transactions, or a
small or inadequately trained accounting staff. These are the characteris-
tics usually associated with small business.

When the auditing profession was in its infancy, auditors usually were
called upon only for two purposcs. The bookkeeper might have made
an error and the books did not balance, or fraud might have been
suspected. The auditor, who was little more than an expert bookkeeper,
was requested to find the error and put the books back in balance. If
fraud were suspected, the auditor was engaged to make a detailed exam-
ination to determine whether or not fraud existed, and if so, the extent
of the loss.

Today the auditor expects to find the client’s records in error-free con-
dition. This expectation usually is modified in the case of the small busi-
ness where the bookkeeping task may be only a part-time affair or where
the bookkeeper is inadequately trained. Here errors of mechanics as well
as of principle may occur. Hence, one important purpose of the examina-
tion of small businesses, and large ones as well, is to determine that the
record keeping has been performed correctly and that the statements
reflect accurately the financial position and the operating results.

The auditor holds himself ready at all times to help in analyzing and
preparing entries for unusual or complicated transactions. While the
client’s bookkeeper may be competent in recording day-to-day transac-
tions, some may occur which are too complex for him to handle. Many
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auditors help in these situations by making monthly visits to the client’s
office and reviewing the work. In this way the audit is kept up to date and
both the auditor and the client are assured that no major errors have
been made.

It may also be that the bookkeeper is able to record the routine trans-
actions as they occur but is not able to prepare the accounting statements.
The auditor then may be called in to prepare monthly statements. Al-
though intended solely for management, these statements should be
marked “Prepared from the books without audit,” even though the audi-
tor may have applied some audit procedures and made some monthly
adjustments. Wherever a complete examination has not been made, this
fact must be stated, so that no one reading the statements will be misled
by assuming that they are the result of an examination.

The auditor may also be called upon to adjust and close the client’s
books at the year end. It is still common to find persons keeping records
in small concerns who are not able to accomplish this task. Consequently
the auditor performs a professional service, even though it is not strictly
auditing work. In some cases it is possible for him to train the record
keeper to do these elementary bookkeeping chores, and he will then
merely supervise the work instead of performing it.

An expanding field of activity for the professional accountant lies in
the area of business consultation. The owner of a business is usually
qualified in one particular field, such as selling or producing, but often
he is weak in other phases of his business. The auditor usually is experi-
enced in business organization, finance, taxes, costs, and systems. Many
of the businessman’s problems will be in one or more of these areas. As
taxes take a continually larger share of net income it is only common
sense to plan transactions to take advantage of alternatives that will re-
sult in a lower tax. If such planning is to be successful, the client must
be educated to consult the auditor before the transaction is consummated,
for it is necessary that the tax impact be studied before any action is
taken. In many fields of endeavor errors may be corrected at a later
date; taxwise, however, once a transaction has occurred there is no retro-
active action that can undo what has been done.

In areas other than taxes the auditor is also well equipped to help the
businessman in the solution of business problems that arise. Such ques-
tions as how best to obtain additional capital, the possible results of add-
ing a new product or dropping an old one, the profitability of replacing
an old machine with one which is more productive, or the advisability
of mechanizing some of the office operations, are just a few of the situa-
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tions wherein the auditor is qualified to advise management. The ex-
perience and judgment of the trained auditor supply small business with
skills and abilities which it otherwise might not be able to obtain.

In many instances in which the auditor is serving a client with a small
business there is no need for certification of the financial statements. The
owners are close enough to the business to know generally the results of
operations and there are no outside parties involved. The auditor, through
his intimate contact with the client and his records, knows that there
are no major discrepancies in the financial statements. As a consequence,
management places reliance on the statements that have been prepared
without asking for an opinion.

It may well happen that in certain circumstances an expression of
opinion may be needed for credit purposes or for some other reason.
The auditor must then ask himself whether he is too intimately connected
with the business to be able to express an opinion. There are three pos-
sible courses of action. If he feels that he is, in fact, still independent,
he may express an opinion. In all probability he will have to expand
the scope of his work to bring it into accord with generally accepted
auditing standards. Secondly, he may feel that while he may still express
an opinion, his connection with the client is so close (for example, a di-
rectorship or a minor stock ownership) that he must disclose the relation-
ship in his report.

Finally, there are extreme cases in which the auditor may be a salaried
officer or a major stockholder. He then may feel that his independence
would be questioned if he were to make the audit. In these cases he will
probably advise his client to engage another auditor to examine the
records and express an opinion. This is a problem that cach auditor must
solve for himself. Independence must be maintained at all costs. This
problem may arise with large clients, but it is more prevalent with small
clients where the relationship between auditor and client is very close.

In summary, then, for this first group of clients the major functions
of the auditor may be: (1) to aid the bookkeeper on accounting matters,
(2) to adjust and close the books, (3) to preparec monthly accounting
statements, (4) to provide consultation with respect to various business
problems that arise, and (5) in rare cases, to express an opinion as to
the fairness of the accounting statements.

Medium-sized Businesses

The second class of clients with whom the auditor has contacts is com-
posed of owners or managers of medium-sized businesses. It is normal to
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expect that the accounting departments in this group will be adequately
trained to handle all accounting transactions as they arise, to adjust and
to close the books, and to prepare the financial statements. The auditor’s
service to his client, and the purposes for which the auditor is engaged,
must be found in areas other than these.

It is common to encounter in this group companies that have stock
listed on exchanges or listed with brokers by stockholders for over-the-
counter sale. Hence a public interest is evidenced here which was not
present in the case of the smaller clients. The auditor’s position of in-
dependence now becomes paramount. He is in a situation where not
only the owner but outsiders also are going to place reliance on his
judgment and opinion.

In this situation the verification of the financial statements and the
expression of an opinion thereon becomes one of the major purposes of
the audit. In many instances no audit would be made if it were not
required by the Securities and Exchange Commission (for those com-
panies whose stock is listed on an exchange), the stock exchange itself,
or some other regulatory body. The auditor’s report on the examination
of these companies is closely examined by investors, analysts, and others
who are aware of its significance.

Another important purpose of the audit is to review the accounting
system and its inherent system of internal control, a matter which will
be considered at some length at a later point. Suffice it to say here that
internal control is composed of all the techniques and procedures used
by management to safeguard the assets entrusted to it and to obtain
the greatest possible return from the use of those assets. The review is
intended to disclose weaknesses in the accounting procedures that might
imperil the operation of checks and balances included in the system of
internal control. The auditor does not expect to find fraudulent trans-
actions existing. His assumption is that the client’s staff is honest, but it is
his responsibility to satisfy himself that the system of accounts and the
controls therein are conducive to the prevention of fraud. Prevention is
much better and much cheaper than detection. The mere fact that an
audit is being made is a psychological deterrent and preventive of fraud.
The review of the accounting system becomes an important part, then,
in the over-all system of internal control. Weaknesses, with recommenda-
tions for their correction, are brought to the attention of management.

Usually clients in this second category have become large enough that
management (or owners) have become somewhat separated from the
active sphere of operations. The owner here has lost the personal control
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that he exerted when the business was small. It now has become essential
for him to rely on others, not only for the correctness of the information
that comes up through the business, but also to see that the policies he
formulates are followed throughout the concern. By his examination the
auditor is able to provide management with reasonable assurance as to
both of these matters.

With this group, also, the auditor plays an important role in counseling
management. As business problems arise throughout the year the advice
and counseling may be done in conference, or it may be done through
the medium of the audit report. Many auditors, in writing the long-form
report, review the year’s transactions and discuss weaknesses and prob-
lems revealed by the examination. The auditor may be able to supply
his client with many important data that the client is not able to provide
for himself because of staff inadequacy. Obviously, if the client’s staff can
prepare such information, there is no value in repeating it in the audit
report. The auditor may also suggest changes in accounting procedures
which have a strengthening effect on the system of internal control. The
preparation of federal, state, and local tax returns is another service
offered by the auditor. The client may have staff men competent to pre-
pare these returns, but in many cases the auditor is requested to prepare
them. Thus, for this group, the major services offered are (1) the certi-
fication of the financial statements, (2) the review of the client’s system
of internal control, (3) consultation on business problems, and (4) the
preparation of tax returns.

Large Businesses

The emphasis in the audit is almost completely changed when the
auditor is making an examination for a large enterprise where a profes-
sional management group is in control of the business. Here the task of
major importance is the verification of management’s_representations

through the accounting s tam gement itself is very interested
in makm&_ertam 1in that the e statements, which reflect the flow of transactions
through the records, have been corrcctly prcparcd . While it may be as-

sumed [ that ma.nagement attempts to make a _@gy and reasonable_report
to the owners, there is always the possibility that errors of prmcxple may
be mcluded in_the statements. These may be intentional or ‘unintentional.
It is the purpose of the examination to determine that such misstatements
are corrected and that the final statements fairly present the financial posi-
tion and operating results of the business.

In many cases business has reached such a very large size and has be-
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come so complex that the stockholders know little if anything about the
business that they own. Even the elected representatives of the owners,
the directors, find it too large a task to satisfy themselves personally that
the policies determined by the stockholders and by the board of directors
have been carried down through the operating echelons and arc being
enforced. The auditor acts as a representative of the board of directors
and the stockholders in satisfying them that company personnel is acting
in compliance with these policies. Where an internal auditing staff exists
it will partially perform this function for top management and comple-
ment the work of the independent accountant. Where there is no internal
auditing staff the independent auditor must broaden the scope of his
responsibilities to include a review of compliance with established policy.

It is also the auditor’s responsibility to see that the accounting state-
ments that have been prepared comply with the rules and regulations of
the various governmental regulatory bodies to whom this client must re-
port. Since many of these bodies have diverse and sometimes contradic-
tory regulations, it is obvious that the auditor must kecp up to date and
be familiar with what is required for each of the agencies.

While it is expected that large businesses normally will have a good
system of internal control, the very size of the business makes it difficult
to oversee all the employees to determine that the various checks and
balances are being properly used. Another purpose of the audit, then, is
the dctermination by the examining accountant that the system of in-
ternal control is working effectively. The auditor will report on weak-
nesses that he finds in either the system itself or in the lack of compliance
on the part of any of the personnel. Unless there is constant review of
the system by both the internal auditors and the independent accountants,
over a period of time changes in procedures may slip into the system and
thus lessen the effectiveness of the control mechanism as a guard against
fraud and error. Although fraud is an ever-present possibility, the auditor
should be more concerned with the chance of errors arising in the ac-
counting records and thus resulting in unreliable data. As management
becomes further and further divorced from the general operations of the
business, it becomes more dependent on internal reports. Hence it is im-
portant that the reports and data reaching them be reliable. The auditor’s
review of the system of internal control and his verification of the ac-
counts both tend to assure management that the reports are reasonably
correct.

The final major purpose of the auditor’s examination of these large
firms is his expression of opinion on the fairness of the financial state-
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ments. Here the auditor has in mind not so much thc management as the
directors, the stockholders, interested governmental agencies, creditors,
and the public at large. The auditor says in effect, “These are the state-
ments of the management of this business. They are in my opinion fair
representations.” This statement is addressed to anyone who is interested
in the business, and it is on this statement that the auditor rests his reputa-
tion and his responsibility to the public at large.

The expression of opinion may take any form the auditor wishes. The
American Institute of Certified Public Accountants has suggested a stand-
ard short-form report which is rather generally accepted. This report is
reproduced at this point.

We have examined the balance sheet of X Company as of December 31,
19__, and the related statement(s) of income and surplus for the year then
ended. Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the accounting
records and such other auditing procedures as we considered necessary in
the circumstances.

In our opinion, the accompanying balance sheet and statement(s) of in-
come and surplus present fairly the financial position of X Company at De-
cember 31, 19__ and the results of its operations for the year then ended, in
conformity with generally accepted accounting principles, applied on a basis
consistent with that of the preceding year.

It is largely this report—this expression of opinicn—for which the
client pays the auditor’s fee. From the point of view of the large client
this report is in many instances the major purpose of, and in some cases
the only reason for, the examination. There are many companies, includ-
ing all those listed on stock exchanges, that are required to have their
statements examined and an opinion expressed as to their fairness. There
is some doubt as to whether all these companies would consider the ex-
pense of an audit necessary if this requirement were not in effect. It may
be said that governmental regulations have increased the work of the
independent accountant to some degree. It is fair to assume, though, that
most managements recognize the value of the other aspects of the ex-
amination and would continue having their books audited even though
it were not required.

Thus the points of emphasis in the examination of large businesses
include (1) the auditor’s position as a representative of the directors,
owners, government, and management, (2) the review of the system of
internal control, accounting system, and procedures, and (3) the certifi-
cation of the financial statements. Ordinarily the client’s staff is capable
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enough to provide the answers to most business and tax problems that
arise. The auditor, however, may be called in when an independent
opinion on a specific problem is desired.

THE CERTIFIED PUBLIC ACCOUNTANT

Regulation is provided by all states over the activities and actions of
the certified public accountant. The granting of the certificate is a state
right and each state sets up its own code of regulations. As a consequence
there is a great diversity of rules governing experience and education
requirements.

At present two types of legislation exist, restrictive and permissive.
Under the restrictive type of legislation either the noncertified man is
licensed, with no new licenses being issued, or there are no noncertified
public accountants. Under the permissive legislation anyone may set
himself up as a noncertified public accountant. In consequence, there is
no regulation whatsoever over such accountants. They have no fear of
their certificates being revoked since they have none. This makes for an
almost impossible policing problem. When noncertified public account-
ants run afoul of the law the odium is cast over all public accountants,
certified and noncertified alike.

Since the certification of the accountant is a right exercised by the
individual state, it is to be expected that there would be a diversity
of requirements pertaining to this certification. In general, there are four
types of requirements found in most state laws. These requirements deal
with (1) the moral character of the applicant, (2) his education, (3)
his experience, and (4) the passing of a written examination.

Most state laws require that the applicant be of high moral character.
The state accountancy boards attempt to determine whether or not this
is the case by requiring letters of reference from those who know the
applicant. It is also customary to find in most state laws the requirement
that the applicant be a resident of the state in which he wishes to take
the examination. This latter requirement is rather loosely applied in
some states.

With respect to the educational requirements, the minimum is found
in those laws which say nothing at all about education and the maximum
is found in laws similar to those of New York and New Jersey which
require the applicant to be a college graduate from a recognized school
of business with a major in accounting. Since a constant effort is being
made to strengthen all the requirements, any specific requirements
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written for a book such as this are apt to be out of date before the
book is printed. Therefore, no effort will be made to set forth the
requirements of a particular state. The state board of accountancy of
any state will furnish the requirements of that state on request.

The experience requirement varies from none in a few states to three
years, which is the most common experience requirement. Some state
laws are specific that this experience must be gained in the office of a
public accountant or in the practice of public accounting. Other state
laws are silent on that point but the state boards of accountancy incline
to interpret it as being public accounting experience. In many states some
credit is given for accounting work of other kinds.

In 1956 a committee composed of leading educators and professional
accountants produced a report dealing with proposed educational and
experience requirements for entering the public accounting profession.
The report was the result of several years’ study of this problem. The
committec made recommendations for both short- and long-range
objectives. These recommendations are summarized here.

Transitional Goal

1. College graduation, including completion of an accounting major
as part of the undergraduate program, or college graduation supple-
mented by completion after graduation of the cquivalent of an ac-
counting major

2. Satisfactory completion of the Uniform Certified Public Account-
ants Examination
. 3. A minimum of two years’ practical experience in public accounting
under the guidance of a CPA

Long-range Goal

1. College graduation

2. A qualifying examination

3. A professional academic program

4. An internship program

5. The Uniform CPA Examination

This is a very ambitious program and represents a considerable
change from conditions as they exist today. Further, the program quite
naturally considers only the training and experience of those students
planning on entering the public accounting profession.

In the past the CPA certificate has generally meant that the individual
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holding the certificate had proved himself by experience, training, and
passing the examination, to be capable of holding himself out as an
expert. Under the proposed program the passing of the CPA examination
will merely signify that the individual is ready to enter the public
accounting profession. There is considerable doubt in the minds of
many accountants that this is the meaning that should be imputed to
the CPA certificate.

Since 1952 the same certified public accountant’s examination has
been given to all candidates taking the examination in the “United
States and its territories. This examination is divided into five sections:
accounting theory, business law, auditing, and two sections on practical
problems. In some states an additional section is given in economics or
a kindred subject. The American Institute of Certified Public Account-
ants, which prepares the examination, also provides a grading service
which now grades the bulk of the examinations. It is to be hoped that
in the future more and more states will take advantage of this service so
that there is not only a uniform examination but also uniform grading.
Uniformity in the questions asked is not of too great value unless there
also is uniformity in the solutions and methods used in grading the
examinations.

The examination is difficult and many failures are recorded. At the
end of the two and a half day meeting most candidates are very fatigued.
However, it is not ncarly so difficult as the poor results would indicate.
There are two major factors contributing to the large number of failures.
One is the fact that many persons simply are not qualificd, by training or
experience, to take the examination. Some state boards apparently are
rather lax in screening candidates. The other reason is that many persons
who are qualified to write the examination do not spend the necessary
time in preparing for it. This is understandable because most of these
people are practicing accountants who are very busy with their day-to-
day activities. However, failure to prepare often results in failure to pass.
That the examination is not too difficult is proved by the fact that a
number of persons each time pass all parts of the examination at the
first attempt. Proper preparation plus a proper mental attitude aid in
giving the candidate a better than even chance of passing the examina-
tion the first time. The retaking of the examination for those who do
not pass all or any part of it is again a matter of local jurisdiction.
Suffice it to say that under most state laws portions or all of the examina-
tion may be retaken a stipulated number of times without additional
charge. However, it is also true in most states that if the examination is
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not passed completely after a stated number of attempts the applicant
loses all the credits he has gained and must start over again.

Periodically, the American Institute of Certified Public Accountants
makes an award for excellence in passing the examination. The award is
made to the candidates who pass all parts of the examination the first
time and receive the highest grades for that particular examination.
Many state societies of certified public accountants follow the same
practice and make an award to the successful candidates having the
highest grades in their states.

The pride and elation of the candidate on notification that he has
passed the examination should be tempered by the realization that he
must also assume grave responsibilities, which should control his relations
with his clients, with his fellow practitioners, and with that portion of
the public which is interested in the results of his work as an inde-
pendent practitioner. These responsibilities will be discussed in detail
in later sections dealing with professional ethics and legal liability.

QUALIFICATIONS OF THE PROFESSIONAL AUDITOR

It is assumed that if an individual today expects to enter public
accounting he will have an adequate educational background. To be
successful the auditor must be well versed in all phases of accounting
theory and practice. The technical proficiency of his work must be
beyond question. Adequate training in the theory of accounts, supple-
mented by on-the-job training and the acquiring of experience in the
practical aspects of business, will provide the auditor with the back-
ground necessary for this proficiency. Whether or not he will successfully
utilize his training and experience depends primarily on other charac-
teristics of the individual.

Accuracy is essential, with attention to detail a requisite for obtaining
it. At the same time, the auditor must be able to forget details and
consider entire situations from a broad point of view. He must be able to
visualize the effect of assumed facts on the business as a whole. He must
be able to take at least as comprehensive a viewpoint as does top
management.

Since much of the work of the professional accountant is analytical
in nature, it follows that he must possess the ability to analyze what he
finds in the client’s records. As opposed to the constructive work of the
industrial accountant, that of the auditor consists in taking what has
been done and breaking it down to determine if it has been done
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correctly. This work is of such importance that unless the auditor
has the ability to analyze accurately and quickly he is almost doomed to
failure.

The successful auditor must be a tactful person and a persuasive
one. He must at times convince a client that his treatment of certain
transactions is incorrect and persuade him of the desirability of treating
them differently. He will encounter some situations in which the client
or some of his staff will be antagonistic. Here the auditor must call
forth all his tact. Preferably he should overcome the antagonism, but if
he cannot he still must be able to obtain the information necessary to
complete the examination satisfactorily without further alienating the
client.

Leadership qualities are necessary if the auditor is to be successful
in leading and training the men who work under him. He must be able
and willing to take time to explain how he wants work done and why
it should be so done. He should take a reasonable amount of time to
answer questions and to explain how the work done fits into the audit.
The junior just starting in public accounting should receive rather
complete instructions as to how to approach and carry through his
assignment. Any other policy is shortsighted, since it probably will
require a greater expenditure of time to correct and complete the work
to the satisfaction of the senior than it would have taken to give
complete instructions and have the task done right originally.

In addition to his thorough knowledge of accounting, the auditor must
be well versed in taxes, both federal and local. Businessmen are recog-
nizing the importance of obtaining tax advice prior to the consummation
of important transactions. The accountant must be prepared to advise
as to the tax implications and as to alternative procedures that might
lessen the tax impact.

In the field of communications, a sound knowledge of English is of
prime importance. Both orally and in writing the auditor must be able
to so express himself that the listener or reader has no doubt as to
what he means. Practicing accountants report that inadequacy in the
art of communication is one of the most serious deficiencies of the
accounting graduate. By reading good literature in his spare time the
young auditor can make a start in overcoming this lack in his training.
Constant striving in all the written work that he does is another aid
in mastering the language. The speakers clubs of various kinds found
in most cities will afford an opportunity for training in oral expression.

The auditor must be conversant with the principles of economics,
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business law, corporation finance, and business organization. As he
assumes more and more responsibility he will find that his knowledge of
these fields will be put to constantly increasing use. The experience
that he gains through his practice will broaden his base of knowledge so
that he becomes each year of greater value to his clients.

Personal qualities of loyalty, willingness to serve, and integrity are
essential. The auditing profession basically is a service profession and
unless the work done is actually of service to the client it is useless.
If the auditor thinks first in terms of how he can best serve his clients
and what he can do for them, rather than placing primary emphasis
on the fee to be gained, it follows almost without exception that his
financial rewards will increase. The best advertising is to have a client
tell his friends about how well the auditor has served him.

The confidential nature of the auditor’s work is such that his integrity
must be above reproach. Since his reports are read and used not only
by his clients but by other interested groups, the auditor must maintain
an independent attitude at all times. He must be extremely careful not
to favor one group over another, and he must never use the information
he obtains from clients to benefit his personal financial condition.

Finally, the successful auditor must have sound business judgment and
common sense. Much of auditing is merely the application of common
sense to a situation in an endeavor to obtain an answer. Correct theory
must at times give way to the practical considerations. Preplanned pro-
grams must often be revised as the audit progresses. Only through the
application of sound business judgment, along with auditing principles,
can the auditor adjust his program and plan new procedures that will
advance the audit with a minimum of time and effort. Many situations
are not covered by the program and the auditor must devise his own
techniques to fit the situation. Judgment is as necessary as a knowledge
of auditing principles in the work of the professional accountant.

PROFESSIONAL ORGANIZATIONS

As a professional man the accountant should engage in the activities
of the organizations of his profession. Membership in these groups offers
opportunities for keeping abreast of current developments. New problems
are constantly arising in the ever-expanding field of accounting. Study
and research play a part in keeping up to date, and participation in the
discussions and activities of professional groups stimulates the growth
of the accountant. Such associations broaden his perspective and increase
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his general fund of knowledge. Membership also offers the opportunity
to become acquainted with leaders in the profession on a state and
national basis, as well as to make lasting friendships with local prac-
titioners.

The American Institute of Certified Public Accountants is the national
society that represents the certified public accountant. Organized in
1916 as successor to an earlier organization of public accountants, the
Institute has played an important role in the development of the
accounting profession. The objectives of the society are to represent
certified public accountants, to unite the public accounting profession, to
promote high professional and ethical standards, to assist in maintaining
high standards for the certified public accountant’s certificate, and to
promote accounting research and education. Membership is open to
those who hold a valid certified public accountant’s certificate and who
have had two years’ experience in public accounting.

The Journal of Accountancy, with a current circulation of over 70,000
copies, is the official monthly publication of the American Institute of
Certified Public Accountants. It also publishes The CPA, a newsletter
for members. As official spokesman for the public accounting profession,
the Institute also publishes bulletins dealing with current problems in
accounting and auditing, and other material dealing with matters of
interest to the accounting profession. As noted previously, the Institute
prepares the examination used by all states in examining candidates
for the CPA certificate.

Societies of certified public accountants have been organized in most
states. In some states the organization is divided into sections or chapters.
While there is no formal organizational link between the national group
and the state societies, there does exist a very close working arrangement.
All presidents of state socicties serve on the governing body of the
Institute.

Most of the state societies publish newsletters or bulletins for the
presentation of articles on accounting and for the dissemination of
information to members. Membership in a state society normally is
restricted to those holding a valid certificate granted by that state.
Associate memberships often are available for individuals holding valid
certificates issued by other states. The objectives of the state societies
are similar to those of the national group, with the added purpose of
safeguarding the worth of the certificate issued by the state through
advocating or opposing legislation affecting the certificate.

While the national and state groups mentioned above should be of
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primary importance to the public accountant, there are other organiza-
tions which are of interest and whose memberships include many certi-
fied public accountants. The National Association of Accountants (suc-
cessor to the National Association of Cost Accountants) is the largest
accounting organization, with more than 35,000 members. Membership
is open to all persons interested in accounting matters. The more than
one hundred chapters provide monthly meetings for the discussion of
current topics and the interchange of ideas. The NAA Bulletin is a
monthly publication. Its articles are of primary interest to the industrial
accountant.

The American Accounting Association originated as an association of
accounting instructors. Although its membership now contains a majority
of nonteaching accountants, its major objectives remain in the educa-
tional area, including research and the development of new thought. The
Accounting Review, published quarterly, contains articles and depart-
ments of interest to educators and to other accountants.

Other organizations of more restricted interest and membership are
the Controller’s Institute, the Institute of Internal Auditors, and the
American Society of Women Certified Public Accountants. There is also
the National Association of Public Accountants for thosc public ac-
countants who do not hold a certificate as a certified public accountant.

HISTORY OF THE PUBLIC ACCOUNTING PROFESSION

Public accounting has been in existence since the seventeenth century.
The first public accountants were little more than expert bookkeepers.
Some served different clients as bookkeepers. Others were engaged to use
their skills to discover errors made by bookkeepers. Audits, as they are
known today, did not exist.

By the end of the eighteenth century there were enough people
engaged in public accounting to merit a separate classification in some
city directories. Sufficient interest was evidenced in the practice of
accountancy for some restrictions to be placed on those who could
engage in it. For example, in 1790 Charles Emanuel III, of Italy,
recognized “chartered” accountants as the only ones qualified to dis-
charge the duties of public accountants; and in 1805 Napoleon of
France decreed that an accountant would not be permitted to practice
until he had passed a required examination and had served three years
with an approved accountant.

The title “chartered accountant” was adopted in Edinburgh in 1853
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and in England in 1880. In this same year the Institute of Chartered
Accountants in England and Wales was organized. This Institute soon
began to require the passing of an examination, after an extended period
of apprenticeship, as a condition of membership and use of the title
chartered accountant. By this time many English companies were having
their books audited by independent accountants.

In the United States the American Association of Public Accountants
was formed in New York in 1887. Nine years later the legislature of
New York passed the first CPA law. This bill was used as a model by
many other states. By 1921 all the states had passed acts regulating use
of the title certified public accountant.

In 1916 the American Institute of Accountants was formed as suc-
cessor to the American Association of Public Accountants. In 1957 its
name was changed to the American Institute of Certified Public
Accountants. It has become the official voice of the public accounting
profession. Its pronouncements carry great weight not only with the
practicing accountants but also with the various governmental bodies
affected. However, the value of any pronouncement must be measured
by its adoption in practice.

Although the public accounting profession had made a place for itself
by the beginning of this century, its field was very limited in scope.
Much of the work was for the purpose of detecting errors or fraud.
Although some companies had certified statements prepared for publica-
tion (United States Steel, for example, has published certified statements
since its organization in 1901), most managements regarded the ac-
counting statements as being private information and not for public
consumption. Consequently, there was no particular incentive to have
audited statements prepared. As business expanded, auditors were called
in to make examinations primarily as an assurance to management that
the accounting work was being properly done and that the statements
were dependable.

The introduction of the federal income tax law provided a stimulus
for the accounting profession. Not only was the preparation of the tax
return considered a proper task for the public accountant, but in an
increasing number of cases the auditor found it necessary to make an
examination of the accounts as a first step in the preparation of the
return.

The tremendous increase in productive facilities caused by the First
World War brought with it increasing problems in accounting. Com-
panies turned to the public accountants for help in establishing account-
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ing systems that would help solve these problems and handle the in-
creasing flow of paper work necessitated by the further divorcing of top
management from operating levels. As a natural consequence many of
these companies requested the auditors to make annual examinations of
their accounts and records.

The next factor causing increased demands on the public accountant
was the large number of security issues brought forth in the 1920s. Many
companies sought capital from the public for the first time. Many others
greatly increased their capital stock issues. In most cases, prior to the
issuance of the securities, there was a demand for certification of the
balance sheet. Relatively little attention was paid to the income state-
ment.

Gradually, however, during the 1930s, there was an increasing demand
for an expression of opinion on the income statement as well as on the
balance sheet. This further increased the pressure on the accountant’s
time. The many regulatory laws passed by Congress during this period
also added to the accountant’s work.

In the next decade, the Second World War caused a still further
increase in the amount of accounting work to be done. At the same
time accounting firms were depleted by the entry of their staff members
into the armed forces. During this same period the scope of auditing
work had been increasing. Extended audit procedures were being applied
to accounts receivable and inventories. All these demands on the limited
time of auditors brought sharply into focus the subject of internal control
and the part it should play in the auditor’s examination. Greater
emphasis was placed on the auditor’s appraisal of internal control. Where
it was found to be effective, tests of transactions were limited. Attempts
were made to strengthen weak situations so that the auditor could place
more reliance on the internal control and thus reduce the amount of
time necessary for test checking. The auditor thus was able to concen-
trate more on problems of greater magnitude and significance.

In light of the constantly increasing demands mentioned above and
in view of the country’s constantly expanding national product, it is
not surprising that the number of persons engaged in all phases of public
accounting work has increased from approximately 1,000 in 1900 to
90,000 in 1951, according to a recent estimate.*

The auditor is faced in the future with such challenges as the in-
creased use of mechanical and tabulating equipment, the use of elec-

*CPA Handbook, Vol. I, American Institute of Certified Public Accountants,
New York, 1952, pp. 3—4.
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tronic equipment by the larger companies, and the constantly expanding
demands of governmental regulatory bodies. The question has recently
been raised as to the effect of electronic equipment on the accounting
profession. Some have feared that these marvelous machines would
supplant accountants, both industrial and public. Such fears appear to
be groundless. It is true that much bookkeeping work will be done on
this type of equipment. But the whole history of mechanical equipment
suggests that as the equipment is developed, more uses are found for it,
requiring more accountants rather than fewer. Further, while <laims
have been made for some electronic equipment in the judgment-making
area, certainly at present there is no satisfactory substitute for the
application of human judgment. It should also be realized that these
electronic masterpieces are so costly and so large that they can be used
economically only by the largest corporations. The hundreds of thousands
of other business concerns must still rely on well-trained accountants for
the accumulation and interpretation of their business data.

The public accountants must learn new approaches and new tech-
niques for the auditing of records produced by mechanical and electronic
equipment. These machines will do only what they are told to do. The
auditor then must be prcpared to look for errors on the part of the
personnel instructing the machine. It must also be recognized that the
machines sometimes break down and give incorrect answers. The auditor
must know cenough about the mechanical equipment to recognize these
shortcomings and to devise audit techniques that will disclose such
errors,

THE PUBLIC ACCOUNTANT'S OFFICE

Organization

The internal organization of the accountant’s office will vary with
the size of the staff. Many differences will also arise because of individual
habits and policies. However, it is possible to build a hypothetical
organization that will be reasonably typical of many office organizations.
The chart shown in Exhibit 1-1 indicates generally the strata of
personnel. Titles of ranks vary as between firms.

The partners (or principal, if a sole proprietorship) initiate policies,
are responsible for supervision of all engagements generally, talk with
prospective clients, discuss with clients major problems arising during
the audit of their records, and administer the affairs of the firm. Theirs
is the ultimate responsibility for all audit reports issued. Theirs is the
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liability for all transactions carried on in the firm name, and to them
the profits or losses accrue. Many firms have adopted a policy of sharing
these profits with employees through some bonus or profit-sharing plan.

In many firms there are enough partners that some degree of
specialization can be gained. One partner may be particularly skilled
and experienced in audits of public utilities, another may have special
knowledge of oil and mine accounts, while still another may have
particular skills in tax matters. Although this type of specialization may
occur within a firm, rarely does it extend to the entire firm. That is,
almost all firms want, and have developed, a diversified clientele, not

Exhibit 1-1

| Partners |

| | |

Supervisor Supervisor Supervisor
Manager Manager Manager Office Manager
Principal Principal Principal

]

I Typists ] lSecretari»s I I File Clerks]

Semi-Seniors

Juniors

only as to industrial classification but also as to the size of the client.
This is just a matter of prudent business management and a recognition
of the proverb about not putting all the eggs in one basket.

The partners delegate a considerable amount of authority concerning
the supervision of audit engagements to those in the next rank. These
men, called principals, managers, supervisors, or some similar title, have
charge of a number of concurrent engagements. It is the responsibility
of the supervisors to see that these engagements are proceeding properly,
and it is to them that the seniors turn for answers to questions or
problems for which they do not wish to take complete responsibility.
Similarly, the supervisors will discuss with partners those problems which
they feel require a top-level decision.

One of the responsibilities of supervisors, in most firms, is the review
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of the audit working papers prepared by the staff auditors. This review
should be conducted at the client’s office. In many cases, it is a periodic
review, with the supervisor reviewing on each visit the work that has
been done since his last visit. However, there is merit in waiting to begin
the review until the audit is completed, or almost so. All the papers may
then be reviewed at one time and the component parts related to each
other. By making the review near the completion of the examination,
before the report is written, any changes required will cause a minimum
of friction and confusion. The supervisors are the top personnel who
have an intimate knowledge of the audit engagements.

Below the supervisory rank are the staff auditors: the seniors, semi-
seniors, and juniors. Here again titles may vary, but the groups range
down from seniors who are ready to move into the supervisory level to
the novice who is ready to start his first day in public practice. The work
and responsibilities of these men vary according to their ability, ex-
perience, and the size of the engagement. Normally, a senior has com-
plete responsibility for the progress of the audit. It is his task to plan
the audit program, to supervise the work of his staff, to instruct his
staff, to assign work and review its progress, and to review the papers
prepared by the staff. On large engagements a sizable portion of the
senior’s time will be spent in these administrative tasks. On smaller audits
the senior will have more time to spend in the actual performance of the
examination. Semisenior accountants and junior accountants aid the
senior in his examination of the books and records of the client company.
The part that each man plays in the engagement depends upon his ability
and the size of the engagement. These men work under the direct super-
vision of the senior in the conduct of the examination.

The well-organized accounting office needs typists, secretaries, file
clerks, mechanical duplicator operators, and other personnel for the
proper administration of the office. Many of the larger firms have one
person in charge of personnel. Depending on the size of the firm, this
may be someone trained in personnel problems, it may be a partner,
or it may be a staff member who handles this function on a part-time
basis.

Types of Audits

Some accountants feel that it is necessary to distinguish between
different kinds of audits. It seems to the author that there are only
two types of examinations worthy of the name. One is the examination
in which an opinion is given as to the fairness of the statements; the
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other is the special or partial examination of a specific portion of the
records or an examination in which no opinion is reported. In the
first class we have what are commonly called balance sheet examinations
and general audits. The difference between these two types of exam-
inations is one of degree, with additional work being done in the general
audit.

A balance sheet audit is an examination in which each balance sheet
account is verified and those operating accounts directly related to the
balance sheet accounts are also examined. In the balance sheet audit
the auditor expresses an opinion only on the balance sheet or statement
of financial position. This type of examination is becoming rare.

A general audit is one in which, in addition to the balance sheet
audit, a more intensive examination is made of the operating accounts.
In the general audit the auditor expresses an opinion upon the statement
of operations and the statement of surplus, as well as the balance sheet.

In some cases the client may want to have only a certain account or
accounts examined. He may suspect fraud and want a detailed cxamina-
tion of the cash and receivables accounts. He may want some other
account such as plant and equipment examined, with a report giving
the scope and results of the examination but with no opinion expressed.
The client may not even want an examination; he may merely want
statements prepared from his records as they now exist. The auditor
must be extremely careful to present these statements in such a way
that there is no question in any reader’s mind as to just how much
work he has done on them and how much responsibility he is willing to
take with respect to the fairness of the statements.

Billing the Client

Basically, there are three methods of determining the final charge
that is made to the client. In the first of these methods the auditor
charges a flat fee for making the examination. This is advantageous to
the client in that he knows beforehand exactly what the audit cost is
going to be. It may not be good for the auditor, particularly in first
engagements, since it is easy to underestimate the costs of the engage-
ment. This results in underpayment or in an examination that is not
as complete as it should have been.

Under the second method, the auditor charges a straight per diem
rate according to the abilities of the various men who work on the
engagement. That is, a partner may be charged to a job at $300 a day,
a supervisor may be charged at $150 a day, a senior in charge may be
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charged at $100 a day, semiseniors at $60 a day, and juniors at $30 a
day. Under this method of billing the client does not know exactly how
much his bill is going to be until after the job is completed. It has the
advantage to the client, of course, that he pays the auditor only for
the amount of time that he has spent on the engagement.

A third method is one which attempts to use the advantages of both
of these types. Under this method the auditor gives to the client a
guaranteed price. At the same time he indicates to him that the final
charge will be based on the per diem rates regularly used by .the
firm and that, should the total charges be less than the maximum fee,
the client will be charged on that actual basis.

Of these methods, the per diem method is by far the most advan-
tageous from the accountant’s point of view. The client knows that he
is getting an examination that has been carefully made and on which
there has been no hurrying or cutting of corners. He must depend on
the accountant to make certain that no unnecessary procedures are being
followed that tend to lengthen the job beyond what it normally should be.

Regardless of the method used in billing the client, the method used
in building up the time reports and building up the costs of the job is
much the same for all accounting firms. As a man is placed on the staff
a basic rate is set for which his work is charged. This may be from two
to three times his salary rate. As he works on different engagements he
keeps a record of the time he spends on each and reports either weekly
or semimonthly the amount of time spent on each engagement. The
method of reporting this time will vary considerably from firm to firm
and in some instances will be shown in much greater detail than in
others. Basically, all time in the regular work week must be accounted for
and classified as to time spent productively. The time reports prepared
and submitted by the auditors are then costed and posted to cost sheets
for the individual engagements. The total cost of the engagement is thus
accumulated. While this cost becomes a basis for the charge against the
client, it is subject to modification. In some cases the fee is intentionally
reduced drastically because the work has been done as a semipublic
service. Even though the auditor knows that for one reason or another
the fee will not be based specifically upon his accumulated time, none-
theless it is his responsibility to make certain that he accounts accurately
for all the time that he spends on the engagement. In some firms this
time allocation is kept to no less than a quarter of an hour; in others no
less than one-half an hour is charged.
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Like people in other professional organizations, public accountants
have, over the years, built up a code of ethics for self-discipline. The
American Institute of Certified Public Accountants has been the leader
in the development of this code. It has been rather closely followed by
most state societies of certified public accountants and by many state
boards of accountancy. '

Professional ethics are of such importance to the profession as a whole
that it is considered worthwhile to list all these rules of conduct and to
add explanatory material at some places. The reader will note that most
of the rules deal with problems arising within the profession. There are
some others that deal with the relationship of the auditor to his client,
and still others that deal with the relationship of the accounting profes-
sion to the general public. The rules have been regrouped here to show
the composition of these three classes, but they are numbered as they ap-
pear in By Laws—Rules of Professional Conduct.* The rules dealing with
accountants themselves are:

1. A firm or partnership, all the individual members of which are mem-
bers of the Institute, may describe itself as “Members of the American In-
stitute of Certified Public Accountants.”

2. A member shall not allow any person to practice in his name who is
not in partnership with him or in his employ.

3. Commissions, brokerage, or other participation in the fees, charges, or
profits of professional work shall not be allowed directly or indirectly to the
laity by a member. Commissions, brokerage or other participation in the
fees, charges or profits of work recommended or turned over to the laity as
incident to services to clients shall not be accepted directly or indirectly by
a member.

4. A member shall not engage in any business or occupation jointly with
that of a public accountant, which is incompatible or inconsistent therewith,

8. Direct or indirect offer of employment shall not be made by a mem-
ber to an employee of another public accountant without first informing
such accountant. This rule shall not be construed so as to inhibit negotia-
tions with anyone who on his own initiative or in response to public adver-
tisement, shall apply to a member for employment.

10. A member shall not advertise his professional attainments or services.

11. A member shall not be an officer, director, stockholder, representa-

* Copyright 1959 by the American Institute of Certified Public Accountants, New
York.
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tive or agent of any corporation engaged in the practice of public account-
ing in any state of the United States or District of Columbia.

14. A member shall not make a competitive bid for professional engage-
ments in any state, territory, or the District of Columbia, if such bid would
constitute a violation of any rule of the recognized Society of Certified Pub-
lic Accountants or the official board of accountancy in that state, territory,
or District.

15. A member of the American Institute of Certified Public Accountants
engaged in an occupation in which he renders services of a type commonly
rendered by public accountants, must observe the by-laws and rules of pro-
fessional conduct of the institute in the conduct of that occupation.

17. A member in his practice of public accounting shall not permit an
employee to perform for the member’s clients any services which the mem-
ber himself or his firm is not permitted to perform.

18. A member who receives an engagement by referral from another
member shall not extend his services beyond the specific engagement with-
out consulting with the referring member.

Rules which have to do with the general public:

5. In expressing an opinion on representations in financial statements
which he has examined, a member may be held guilty of an act discreditable
to the profession if

a. he fails to disclose a material fact known to him which is not disclosed
in the financial statements but disclosure of which is necessary to make the
financial statements not misleading; or

b. he fails to report any material misstatement known to him to appear
in the financial statement; or

¢. he is materially negligent in the conduct of his examination or in
making his report thereon; or

d. he fails to acquire sufficient information to warrant expression of an
opinion, or his exceptions are sufficiently material to negative the expression
of an opinion; or

e. he fails to direct attention to any material departure from generally ac-
cepted accounting principles or to disclose any material omission of generally
accepted auditing procedure applicable in the circumstances.

6. A member shall not sign a report purporting to express his opinion as
the result of examination of financial statements unless they have been ex-
amined by him, or an employee of his firm, a member of the Institute, a
member of a similar association in a foreign country, or a certified public
accountant of a state or territory of the United States or of the District of
Columbia.

12. A member shall not permit his name to be used in conjunction with
an estimate of earnings contingent upon future transactions in a manner
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which may lead to the belief that the member vouches for the accuracy of
the forecast.

13. A member shall not express his opinion on financial statements of an
enterprise financed in whole or in part by public distribution of securities,
if he owns or is committed to acquire a financial interest in the enterprise
which is substantial either in relation to its capital or his own personal for-
tune, or if a member of his immediate family owns or is committed to ac-
quire a substantial interest in the enterprise. A member shall not express his
opinion on financial statements which are used as basis of credit if he owns
or is committed to acquire a financial interest in the enterprise which is sub-
stantial either in relation to its capital or his own personal fortune, or if a
member of his immediate family owns or is committed to acquire a substan-
tial interest in the enterprise, unless in his report he discloses such interest.

19. A member shall not permit his name to be associated with statements
purporting to show financial position or results of operations in such a man-
ner as to imply that he is acting as an independent public accountant unless

he shall:

(1) express an unqualified opinion, or (2) express a qualified opinion, or
(3) disclaim an opinion on the statements taken as a whole and indicate
clearly his reasons therefor, or (4) when unaudited financial statements are
presented on his stationery without his comments, disclose prominently on
each page of the financial statements that they were not audited.

The rules which deal with the relationship of the accountant to his
client are:

7. A member shall not directly or indirectly solicit a client by circulars
or advertising, nor by personal communication or interview not warranted
by existing personal relations, and he shall not encroach upon the practice
of another public accountant. A member may furnish service to those who
request it.

9. Professional service shall not be rendered or offered for a fee which
shall be contingent upon the findings or results of such service. This rule
does not apply to cases involving federal, state or other taxes, in which the
findings are those of the tax authority and not those of the accountant.
Fees to be fixed by courts or other public authorities, which are therefore of
an indeterminate amount at the time when an engagement is undertaken,
are not regarded as contingent fees within the meaning of this rule.

16. A member shall not violate the confidential relationship between him-
self and his client.

The American Institute of Certified Public Accountants has a trial
board which sits in hearings when complaints are brought before it. The
board may recommend suspension or expulsion from the Institute if the
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member’s actions are flagrant. A member may write to the Committee on
Professional Ethics requesting a ruling on a particular ethical situation.
Many of the state societies of public accountants also have professional
ethics committees. The national board ordinarily will await the ruling
of the state body or the courts before making a ruling. State societies also
consider seriously any action taken by the national committee.

The accountant must be ever alert to live within the rules set up for
his professional well-being. In connection with rule 3 it should be noted
that one member may do work for another member, for which the-sec-
ond member may receive a commission or “forwarding fee.” For exam-
ple, an auditor in New York, examining a client’s records, finds that a
branch has been opened in St. Louis. If the auditor does not have a
branch in or reasonably near St. Louis, he may arrange with a St. Louis
auditor to do some work at the branch. The St. Louis auditor may bill
the New York auditor at his regular rates, less the forwarding fee of 10
to 20 per cent. The New York auditor will include the full amount in
his bill to the client. Since neither auditor is a member of the “laity,” the
rule has not been violated. However, consider this example. A client is
considering a pension plan. An insurance agent approaches the auditor
and says “Convince this client that he should accept our plan and I will
pay you $1,000.” It is unethical for the auditor to accept the fee even if
he is convinced, and convinces the client, that the agent’s plan is the best
plan.

Rule 8 is provided to prevent “pirating” of staff members. The disad-
vantages of such a practice are obvious, particularly in times when work
is heavy and accountants are scarce.

Rule 10 is similar to rules in the codes of other professional bodies.
Advertising is considered suitable for business but not for professions.
Probably the most important reason for this is the intimate personal
contact the professional man has with his client. He sells services, not
commodities. The service is based on his professional skill and ability,
which are difficult to appraise in advertising form.

The same reasoning underlies rule 11. The close personal relationship
between the auditor and his client rules out the concept of the cold, im-
personal corporation. Further, the professional man should be in a posi-
tion where he personally can be held liable for his errors and indiscre-
tions. The use of the corporate form of organization might protect him
against such liability.

Rule 5 deals with the auditor’s professional work. It is probably the
most important rule of the entire code; certainly it is the one which con-
stantly touches the everyday acts and practices of the auditor. In every
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report that he issues the auditor must consider whether or not he has
conformed to this rule. It is under this rule that the most stringent penal-
ties are applied. It is through failure to comply with these general con-
cepts that auditors are brought to trial in court. Ignorance of the provi-
sions does not excuse the auditor. Most of the material in this text deals,
directly or indirectly, with the basic concepts of rule 5. The proper ap-
plication of the procedures and techniques included in this material
should satisfy the auditor that he has conformed to the primary require-
ments of this rule.

Rule 13 deals with one facet of the auditor’s independence, which is
his greatest asset. No one will place much faith in the auditor’s report
if he feels that the auditor is biased. The provisions of this rule indicate
what might be construed as a lack of independence. It is difficult to
measure accurately what has been described as a “mental attitude.”
The ownership of securities is only one means of attempting to make
such a measurement. It is the auditor’s clear responsibility to conduct
himself in such a fashion that no one will raise the question of bias.

There are two basic situations covered in this rule. If the client’s stock
is sold by public distribution, implying a wide distribution of ownership,
the auditor must not have a substantial financial interest in the enter-
prise. Most firms solve the question of substantiality by making certain
that none of the partners own any stock in client companies whose stock
is sold in public markets. If, however, the company is a small, closely
held company and the statements are to be used in obtaining credit, a
substantial interest in the company may be held by the auditor if it is
disclosed in his report.

Another situation that leads to the question of bias occurs when the
auditor is a director of the client company. The auditor may be a di-
rector without having a substantial financial interest in the company.
Where there is a public distribution of securities it is fairly obvious that
this situation should not exist. It is much more common to find the audi-
tor as a director in a small, closely held company. Here again the ques-
tion of mental attitude is all-important. Disclosure of the relationship in
the audit report is imperative. Since the question of the auditor auditing
his own work is ever present, the proper solution is to refuse to serve as
a director. This should not prevent the auditor from attending the direc-
tors’ meeting for purposes of consultation and advice.

Almost as important as the independence concept is the confidential
relationship between the auditor and his client, covered in rule 16. The
client bares to the auditor all his records and data. If the auditor fails to
keep this material confidential it is a foregone conclusion that he will
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lose his clientele in short order. It is immaterial whether he releases the
information to others or uses it for his personal benefit. Several states
have written into the accountancy law a “privileged communication”
clause which excuses the accountant from being forced to testify in court
regarding information obtained from his client. This indicates the im-
portance of the matter. Prior to the widespread publication of financial
statements it was common for auditors to refuse to disclose even the
names of their clients. This practice is still general with respect to chcnts
whose statements are not published.

The Accountant’s Liability

The accountant is being held to constantly higher standards of examin-
ing and reporting. A cursory examination of cases reported in the past
few years—cases brought by the Securities and Exchange Commission or
by third parties—bears out this statement. It is, therefore, of growing
importance that the accountant’s work be performed in such a way that
it will always stand up under court examination. No auditor wants or
expects to become involved in litigation, but the number of cases that
have been heard by courts indicates that the possibility certainly exists.

The accountant’s liability has developed under common law and also
through statutory legislation. Under the common law the accountant’s
liability is of three basic types: (1) breach of contract, (2) simple
negligence, and (3) gross negligence (fraud).

Breach of contract occurs in instances where the auditor agrees to
make an examination and then for some reason fails to complete it. His
liability extends only to the client. A breach of contract might occur in
which the client would not bring suit. This would happen where the
client is dealing with some illegal matter, and the auditor refuses to com-
plete his contract when he discovers the illegality.

Simple negligence occurs in cases where the auditor makes a mistake
—mnot an error of judgment but a mistake—in accepting what should not
be accepted; or in not doing what should be done; or in failing to do
what should be done in a manner in which most public accountants
would do it. For example, the auditor might accept the inventory listings
his client hands him without making any tests of the accuracy of the
listings. Such acceptance would certainly constitute negligence by the
auditor if the inventory is material and he gives an unqualified report.
In simple negligence the client is again the only person to whom an
auditor would be liable. Privity of contract is set up here as a defense
against third parties.
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However, in those cases where negligence is so great as to constitute
constructive fraud, the auditor’s liability has been extended to innocent
third parties who have been damaged by his gross negligence. It is almost
inconceivable to visualize a case of gross negligence where the client is
not also at fault, either actually or constructively. Hence, it is only logical,
reasonable, and just that the liability extend through the client to the
third parties. In cases of fraud the auditor must know that he is making
a misstatement. He must also be aware of the fact that this statement is
to be used to the detriment of some third party and he must then
also be aware of the fact that that statement was so used. If such is
the case and the third party is damaged by his reliance on the auditor’s
report, the courts have held that he can collect for the damages he has
suffered.

Statutory liability has arisen mostly through the Securities Act of 1933
and the Securities Exchange Act of 1934. Under these laws the public
accountant is held liable for the financial statements that he certifies. If
there is any material misrepresentation in those statements, any plaintiff
who has suffered loss and can prove that the loss came about because of
misrepresentation may sue the accountant. The best defenses against suits
brought under the statutory laws are

1. Proof that the statements as presented in the auditor’s report or in
the registration statement were at the time of presentation honest, truth-
ful, correct statements

2. Proof that the copies presented in the registration statements are
not fair copies of the statements that the auditor prepared

3. Proof that the plaintiff possessed knowledge of the incorrect state-
ments at the time that the securities were purchased

4. Proof that the loss of the investor was caused by reasons other than
the accountant’s error

5. Proof that the auditor acted in good faith in conformity with a
regulation of the Commission

6. Proof that the accountant relied upon a technical expert for some
phases of the financial statements and that he had no reason to question
the accuracy of the figures of that technician.

AUDITING STANDARDS AND PROCEDURES

While there has been a considerable amount of material written on
the technical phases of auditing and on the specific procedures and tech-
niques for making an examination, relatively little has been written
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about auditing standards as such. In 1948, the Committee on Auditing
Procedure of the American Institute of Certified Public Accountants
prepared a special report titled “Tentative Statement of Auditing Stand-
ards, Their Generally Accepted Significance and Scope.” In 1954, this
statement was revised and issued under the title of “Auditing Standards.”
This was the first serious effort to reduce to black and white what had
been vague generalities and very broad measurements of intangible and
nebulous qualities. However, it was becoming apparent that there was
an accumulation of demands on the part of the public and of the regula-
tory bodies for a method of qualitative measurement of accountants’ work.
It is probable that unless the profession had made such a start, it would
have been done by some regulatory body. It is to the credit of the ac-
counting profession and of the regulatory commissions in this country that
in almost all instances the profession has been able to make sufficient
progress to satisfy the regulatory bodies. There have been relatively few
dogmatic dicta pronounced by these commissions with respect to profes-
sional accounting work.

One of the objectives of this special committee was to make a distinc-
tion between auditing standards and auditing procedures. Standards may
be defined as broad over-all gauges by which the quality of the perform-
ance of the examination may be measured. Procedures are those technical
steps and processes by which the auditor fulfills the auditing standards.
These procedures are composed of such things as reconciliations of
various types, analyses, work with books of original entry, proof of
footing and posting accuracy, and other similar techniques. It is around
these audit procedures that the major portion of this book is built, and
it is these audit procedures which fill the everyday work of the practicing
accountant.

General Standards

1. The examination is to be performed by a person or persons having
adequate technical training and proficiency as an auditor.

2. In all matters relating to the assignment an independence in mental
attitude is to be maintained by the auditor or auditors.

3. Due professional care is to be exercised in the performance of the
examination and the preparation of the report.

Standards of Field Work

1. The work is to be adequately planned and assistants, if any, are to
be properly supervised.
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2. There is to be a proper study and evaluation of the existing internal
control as a basis for reliance thereon and for the determination of the
resultant extent of the tests to which auditing procedures are to be re-
stricted.

3. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmation to afford a reasonable
basis for an opinion regarding the financial statements under examina-
tion.

Standards of Reporting

1. The report shall state whether the financial statements are pre-
sented in accordance with gencrally accepted principles of accounting.

2. The report shall state whether such principles have been consistently
observed in the current period in relation to the preceding period.

3. Informative disclosures in the financial statements are to be re-
garded as reasonably adequate, unless otherwise stated in the report.

Materiality in Auditing

One of the most important things to which the auditor must daily
give careful thought is the materiality of the items with which he deals.
Materiality, as it is used in auditing, may be defined as the relative im-
portance of a procedure, omission, error, or item under review, in a par-
ticular situation. Materiality is applied to the field work and to the re-
porting. The most difficult task is the determination of what is or is not
material. There are a number of guides which the auditor may use to
help him make a judgment as to whether or not an item is material.
Some of these are listed below:

1. Percentage of item to total of the group

2. Percentage of item to total assets

3. Percentage of item to net profit

4. Percentage of item to net worth

5. Absolute dollar amount of the item

These, however, are merely guides. No one of them should be used as
a conclusive factor. It is only when all these guides are added together
and the auditor has had an opportunity to observe the effect of each on
the total picture that he may make an intelligent judgment as to the
materiality of the item. From the point of view of the reader of the
statement, if the omission of an item, when judged in all its ramifications,
would have an effect on an intelligent reader’s opinion, then the item
is material.
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Materiality also plays a part in the differences that arise between the
auditor and his client. It is recognized that many honest differences of
opinion will arise. The auditor must realize that the client has spent con-
siderable time in arriving at the decision to treat the transaction as he
has on his books. Before he takes up the matter with the client, the
auditor must prepare his own case carefully and satisfy himself that he
is treating the transaction in the best possible manner. Even with care
shown on both sides, the proper treatment of a transaction may be in
dispute. In this situation, the auditor must make a judgment, based
primarily on three elements, as to the disposition he wishes to make of
the item. He must ‘consider the theoretical correctness or incorrectness
of the treatment as recorded, the practical effect of the current treatment,
and the materiality of the item, as it affects the financial statements.
From these factors he must make a decision and stand by it.

QUESTIONS AND PROBLEMS

1. What is the major difference in the end result of an audit of a small
business as compared with an audit of a very large business?

2. What factors have caused the tremendous growth of the public ac-
counting profession?

3. What implications are there in the auditor’s short-form report when it
states that the examination was conducted in “accordance with generally
accepted auditing standards”?

4. What advantages of specialization are gained in the large public ac-
counting firm, as compared with a single proprietorship?

5. It is common to find in a business organization an individual called
auditor or internal auditor whose function is to examine and make final ap-
proval of invoices before they are paid. Is this auditing? Explain.

6. What services does the independent auditor offer to his clientele, other
than auditing?

7. What is the law in your state with respect to the practice of public ac-
counting?

8. What methods are there for billing clients? Which is preferred?

9. What are the requirements in your state for obtaining a certified pub-
lic accountant’s certificate?

10. What are the major national accounting professional organizations?
Which have chapters in your city?

11. A certified public accountant has for a client a small, closely held
company. Discuss the ethical points involved if he

1. Is a director of the company.

2. Is a director and a major stockholder of the company.
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3. Is a director, a major stockholder, and a salaried officer of the com-
pany.

12. Would the situation be different if the client were a large company
with many widely distributed stockholders?

13. Why is competitive bidding for accountants undesirable?

14. A prospective client asks you to cut your fee 10 per cent in exchange
for a five-year contract to examine the books. Would such an arrangement
be ethical? Explain.

15. A prospective client asks you to compute your fee as 10 per cent of all
net profit above $100,000. Why is this considered unethical?

16. Distinguish between auditing standards and auditing procedures.

17. Define materiality as it is used in auditing.

18. What is the difference in the auditor’s liability between simple negli-
gence and gross negligence?

19. Your current examination of the Abel Company indicates that it is
virtually insolvent. Later, in examining the Blue Company you find that it
has large amounts due from Abel and is not aware of Abel’s financial diffi-
culties.

How will you handle this situation, in light of your ethical obligations to
each client?

20. If engaged to make a balance sheet audit to determine only the finan-
cial position at a given date, would you consider it necessary to examine the
income and expense accounts?

21. Discuss the independent accountant’s responsibilities to (1) his cli-
ent, (2) his fellow accountants, and (3) the public.

22. You are asked to audit the accounts of a company which has thus far
been audited by another accountant in good standing. Will you accept the
engagement? Give reasons.



Chapter 2

BEGINNING THE AUDIT AND INTERNAL CONTROL.

BEGINNING THE AUDIT

How Auditors Are Selected

Ideally, auditors for a corporation should be chosen by an impartial,
independent committee selected from the nonoflicer directors. The selec-
tion of this committee should then be submitted at the stockholders’ meet-
ing for ratification by the stockholders. Actually, in many instances, the
auditors are selected by an officer of the company, either the president or
the treasurer. There can be no great complaint about this method as long
as the size of the company is such that the interests of the selecting officer
are inextricably bound up with the affairs of the company. That is, where
the auditor reports to top management and where top management
represents the substantial ownership of the company, such a method may
be satisfactory. Wherever there is a substitution of professional manage-
ment for owner management, then there should be a divorcing from
management of the selection of the auditor so that the interests of the
owners are fully protected.

Businessmen are sometimes requested by their banks to have audits
made as a prerequisite for loans. The banker may suggest the name of
an auditing firm that he knows. In effect the banker selects the auditor,
although the depositor usually has the right to select some other firm.

Many auditors are chosen for engagements because the businessman
has heard from some of his business friends of the fine work the firm does.
Satisfied clients constitute the best advertising the auditor can have.

Interview with the Client

The first interview is one of the most important meetings that the
auditor will have with his client. It is essential that a full understanding
be reached in this meeting on the essential points of the engagement.

38
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One of the first questions to be asked of the prospective client is the
purpose of the audit. Why is an audit needed? Is it because of a demand
by a bank in connection with granting credit? Because the owner of the
business feels that there is a possibility of fraud taking place within his
company? Because the owner of the business feels that the business is
getting so large that he cannot keep track of all the details himself and
wants to be assured that everything in his company is in good order?
There are any number of reasons why an owner might want an audit
made. The auditor, of course, is interested in determining just what that
purpose or reason is, so that he may pay particular attention to that
point. It may well be that the auditor may have a little difficulty in de-
termining the purpose of the audit. This might be particularly true if
the owner suspects some fraudulent transaction but does not have proof
and is reluctant to make accusations. In any event, it is important that
the auditor understand what the client expects in so far as the examina-
tion is concerncd.

If this is not a first audit, it is wise to determine, if possible, why the
client is changing auditors. Some companies follow a specific policy of
rotating auditors every two or three years. Others, having once found
an auditor who is satisfactory to them, may not change auditors for
many years. There are instances in which an auditing firm has made
annual examinations of a company for fifty years or more. This being
true, it is of intcrest to the auditor to determine why the client was dis-
satisfied with his predecessor and why he has been approached. In fact,
it might not be amiss, after negotiations have been fairly well settled, for
the auditor to contact the preceding auditor to determine, if possible,
whether or not there is anything questionable about the client or the
examination. In some instances the auditor might be interested in sctting
up a rotating arrangement with the predecessor for the exchange of
permanent-file information with respect to this and other jobs.

The scope of the examination should be discussed in some detail. It
should be determined whether this is to be a general examination or just
a review of certain accounts for some special purpose. If it is to be a
general examination, is an opinion desired? If the client expects to place
certain limitations on the auditor’s work, they should be considered at
this point. The auditor should indicate clearly the results of these Jimita-
tions particularly as they might affect his opinion of the reasonableness
of the financial statements.

While the examination usually covers a period of one year, it is essen-
tial at the first meeting that the auditor determine the exact period of
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time to be covered. If this is a first audit for the client it may well be that
the period to be covered will be for more than one year. On the other
hand it may be that the client wants only a quarter or a half year covered.
It is important that this matter be determined and set down in the audi-
tor’s notes so that no question will arise at a later date.

The auditor should indicate to the client the condition that the records
are to be in before the examination is started. That is, the books should
be in balance, although not necessarily closed. Subsidiary records should
be in agreement with control accounts, and reconciliations of such ac-
counts as cash in bank should have been made. A trial balance of the
general ledger should have been made. In other words, the clerical staff
should have completed all the routine work and the records should be in
such condition that the accounting statements can be prepared. When
this is agreed upon the client can then indicate to the auditor approxi-
mately at what date the records will be ready for examination.

It is important that the auditor determine when the client must have
the audit report. The client may want the report in such a short period
of time that the auditor is required to work a considerable amount of
overtime in order to meet the deadline. This not only increases the cost
of the examination but also is apt to give poorer results than would be
true if overtime were unnecessary. Some engagements require that the
audit report be in the client’s hands within ten or fifteen days after the
end of the fiscal year. Fortunately, most companies now recognize the
unsatisfactory position of the auditor in this situation and are changing
the dates of their annual meetings so that there is not quite such a rush
at the end of the year. In any event, in order to plan his work properly,
the auditor should determine just when the client must have the finished
report.

The auditor should come to an understanding with the client at this
point as to just where he is to work. For the ordinary audit, the auditor
certainly would want to work in the client’s office. For the very small
audit, he may take the books and records to his own office and work on
them there, although such a situation is not usually the most satisfactory.
If he is to work at the client’s office, he should determine exactly what
space is to be made available to him. This is done so that when he does
come to work, there is not a lot of time wasted trying to find a place
for him.

Usually at the first interview the client will be very happy to conduct
the auditor through his plant. The auditor needs the tour of the plant
to give him necessary background for his examination. He will learn on
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this trip what kind of machinery the client uses, what kind of raw mate-
rials are necessary, where they are stored, and the flow of materials
through the plant. He will also gain an understanding of the type of
labor that is used and the amount of skills necessary in producing the
client’s product. He should at this time also absorb information with re-
spect to the type of product produced and the possibility of any over-all
proofs that might be made in terms of units or product rather than in
dollars. He should gain a very general understanding of papers and
documents used for information and control in the plant. Intelligent
questions asked at this point should also aid him in his understanding of
some of the problems with respect to inventories. He might even discuss
with the client, as they examine the warehouse, what the inventory prob-
lems are, how often an inventory is taken, and what provisions are being
made for an inventory at the audit date.

As the visit reaches the office, the auditor should be introduced to the
key personnel with whom he will be working. In many cases it is helpful
to draw a rough floor plan of the office, inserting thereon the desks of
these key personnel, their names, and the books for which they are re-
sponsible. This chart may later be integrated with the organization chart.
The auditor should gain a general idea of the flow of paper work through
the office. He may also determine roughly what books of accounts are
kept.

The client will be anxious to determine how much the audit is going
to cost him. As indicated in the preceding chapter, there are various ways
of determining the total charge. The auditor should explain these meth-
ods and should attempt to satisfy the client with the use of the per diem
rate basis. If he will not be satisfied with this, obviously some other
method must be chosen. It is important for the client to understand that
if a per diem rate is used, the daily charge is based on the client’s normal
working day. In many instances it is necessary for the auditor to work
overtime. The client should understand that if his office works a regular
seven-hour day and the auditor puts in fourteen hours in that particular
day, then the client will be billed for two days’ time.

It is also important for him to understand that not all the work will
be done in his office. Much of the final portion of the audit may be done
in the auditor’s office. In all cases the report will be typed in the auditor’s
office. Whether or not the auditor charges typing time to the client is a
matter that varies with firm practice. Certainly if such time is to be
charged to the job and billed to the client, the client cannot hope to keep
track of such costs. It is, however, not unusual for clients to keep track
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of the number of days that the auditors work and then to try to correlate
the days worked with the final billing.

In some instances the fee charged by the auditor does not represent a
proper fee for the amount of time and professional ability used in the
examination. It is, of course, natural for the young accountant to be
tempted to take an engagement at almost any price in an effort to build
his practice. This is a shortsighted policy which will boomerang to his
later dissatisfaction. One exception occurs where the client also is just
starting in business. Here an agreement may be reached where the audi-
tor bills at a low rate until the client is making satisfactory progress. Rates
should then be adjusted upward.

Another point that should be settled during the first interview is the
auditor’s observation of inventory taking. It is assumed that this initial
interview with the client takes place prior to the end of the client’s year.
In those instances in which the year has already ended, the auditor must
explain to his client the necessity of qualifying his audit report with re-
spect to the inventory observation. The auditor might also explain at this
point that it is possible to take inventories at some date other than the
balance sheet date. This probably will not be necessary in the usual
medium-sized examination, but as the size of engagement increases the
auditor and the client may find it helpful if the inventory is taken at
some date prior to the balance sheet date. If the inventory has not yet
been taken, the auditor should review the inventory instructions which
have been set up for the inventory crews. If none have been set up,
he may well want to make suggestions to be incorporated in those in-
structions.

A generally accepted auditing procedure requires that the auditor re-
quest a direct statement from customers as to the amount they owe the
client company. This request for confirmation of customers’ balances
should be explained to the client if he is not familiar with it. The con-
firmation of accounts receivable has now become so widespread that
there usually is little question by the client as to the advisability or the
necessity of requesting confirmations. The client may then determine
whether or not he will want any of his staff to help in the preparation
of the confirmation requests.

The auditor will also want to explain to the client that it will be
necessary for him to send confirmation requests for various other items,
including cash, notes receivable, and accounts payable.

By the time this stage of the interview has been reached, the auditor
should have a fair idea as to whether or not he is going to make the ex-
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amination. If he is, one important matter to be considered now, at least
generally, is the system of internal control. A complete study is much too
large a task to be attempted during this preliminary interview, but the
auditor may obtain now broad outlines of the plan that is in effect. It
may well be the client has set down on paper the elements of internal
control existing in the firm. The best way to start on this review is to
obtain a copy of the client’s organization chart. If such a chart is not
available, the auditor can prepare one in rough form. With this chart
he should be able to sketch out the accounting responsibilities and to
visualize fairly well the checks and balances that are, or should be, in
use to afford the necessary controls. In many companies where there is
no internal control, or where it is weak, there also will be no formal
organization chart. This may be because the company has grown so
rapidly or so haphazardly that no one has bothered to give any attention
to this particularly important item. The development of an organization
chart will stress or point out the responsibilities that each person should
have and the ways in which these responsibilities may be made to dove-
tail with those of other individuals. In this way it is very simple to set
up an elementary system of control that will provide some safety factors.

The auditor will want to determine whether or not the client is in-
terested in receiving comments about the strengthening of his accounting
system. Some persons believe that any changes in the accounting system
necessarily indicate a reduction of personnel, and it may well be that the
client will want to avoid disturbing his staff by having such suggestions
made. During the study of the system of internal control the auditor
may find opportunities for making suggestions with respect to changes
in the accounting system.

Another point to be covered in this preliminary interview is the work
to be done by the client’s staff. It is to be assumed that the client’s staff
will have completed the routine work. The amount of work that may
be done in addition to this bookkeeping work, as an aid to the auditor,
will depend largely on two factors. One of them is the willingness of
the client to have his staff spend their time doing work for the auditor.
The other is the auditor’s concept of the abilities of the clerical staff.
It is to be understood, of course, that the work the client’s staff may do
is all of a clerical nature. There are many such tasks that the office force
can perform. Any work that can be done by them serves to reduce the
total number of hours that the auditor works and thus to reduce the
total charge to the client. Although it would seem to be an economical
move to have the staff do this work, in some cases the client feels that
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his staff is already overburdened and that there is no great gain to be
made. In cases in which the client wants his staff to help, the following
list of tasks is suggestive of the work that may be done:

1. The preparation of a working trial balance for the auditor. This is
not a substitute for the regular trial balance that the client’s staff pre-
pares as a part of its regular accounting work.

2. The preparation of a bank reconciliation for the auditor. Here
again, this reconciliation is for the auditor’s working papers and is not
a substitute for the reconciliation prepared by the staff for its own pur-
poses.

3. The preparation of a schedule of investments owned.

4. The listing of accounts receivable on aging schedules, or the actual
aging of the accounts.

5. The listing of notes receivable.

6. The preparation of a schedule listing all the insurance policies held
during the year.

7. Analysis of any of the other prepaid expense accounts which the
auditor wishes.

8. Schedules of any long-term investments.

9. Analyses of fixed asset accounts and of the related accumulated de-
preciation accounts. The analyses should be accompanied by all the pri-
mary documentary evidence necessary to support the changes made dur-
ing the year. This is one of the most timesaving tasks that can be done for
the auditor if there has been any volume of changes.

10. The scheduling of any deferred charges.

11. The preparation of a listing of open accounts payable.

12. A scheduling of the notes payable.

13. Analyses of any accruals, together with the documentary evidence
supporting them.

14. For those companies which keep thiir own capital stock records,
a listing of the certificate holders and the fiumber of shares owned.

This list will indicate to the reader the type of tasks that may be per-
formed by the client’s staff. In each case the auditor must satisfy himself
that the work has been done accurately. He must accept nothing at face
value but must test and check until he is satisfied as to the accuracy of
the final result. The client’s staff should use paper supplied by the auditor
so that the work may be filed in his working papers. There is nothing
professional in the nature of the work that the client’s staff has done.
It is purely copy work, filing work, or searching—tasks that the office
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help can do just as adequately as the accountant and in some cases more
quickly because of their familiarity with the filing system and records.

A final point to be discussed is whether the auditor may come in to do
preliminary work prior to the year end, assuming of course that the inter-
view takes place prior to the year end. Much of the necessary detailed
work may be done at some interim date, and if this is to be a first audit,
most of the investigative work dealing with prior years may be done
early. It is advantageous to both the auditor and the client if arrange-
ments can be made to start the examination before the year end.

When the auditor has returned to his office from this preliminary in-
terview with the client he probably will want to make some formal
notation of the results of his conversation. In many instances these notes
are written up in a document called an engagement memorandum. An
illustrative memorandum is shown in Exhibit 2-1.

If the client has agreed to engage the auditor and the auditor has
agreed to accept the engagement, it may be that the auditor now will
want to formalize the agreement to some extent. Here again practice
varies according to the accounting firm. In some instances a formal con-
tract will be drawn up and signed by both parties. In other cases, the
auditor will write a letter to the client covering in general the points made
at the time of the preliminary interview, specifically covering the type
of audit, the date it is to be started, the date it is to be finished, and the
fee to be charged. In some cases the client is asked to sign a copy of this
letter and to return it to the auditor. In many repeat engagements the
only contact made is when the client calls to say that the books are ready
and that the auditors may come in any time.

Summarizing, these points should be discussed with the client in the
initial interview.

The purpose of the audit

Why a change of auditors is desired

The scope of the examination

The period the examination is to cover
The condition the records are to be in
When the audit report must be completed
Where the auditor is to work

Tour of the plant

The audit fee

10. Inventory observation

11. Requests for confirmation of various accounts

© PN O RN
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Exhibit 2-1

ENGAGEMENT MEMORANDUM

Client (exact name)
Address

Telephone
Service desired

Starting date
Contact

Address report to

Report needed by

Number of copies of re-
port

Men needed

Estimated time

Per diem rates

Account to be charged
Type of organization
Type of business

Books located at

Client interviewed by
Staff assigned: In charge
Assistants

Hoffman Manufacturing Corporation
1102 Fourth Street )
Pickerington, Ohio

Halifax 7-4123

General audit, year ended 12/31 /61
Federal and city income tax returns
January 20, 1962

Mr. J. E. Hoffman (Treasurer) or
Harry Jonas (Controller)

Board of Directors and Stockholders
March 18, 1962

Five long form; ten short form

1 senior, 3 juniors

Senior 4 weeks, 2 juniors 2 weeks, 1
junior 3 weeks

Partner $200, senior $75, juniors $40

Hoffman Manufacturing Corporation

Ohio corporation

Manufactures electronic devices

Above address

J. O. Hanscomb

John Leary

Harry White, Joe Green, James Black
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12. Work to be done by the client’s staff
13. Whether any preliminary work may be done

BEGINNING THE AUDIT

When the year’s work has been completed by the client’s staff and the
books are ready for audit, a scnior is appointed to take charge of the
examination and the necessary staff men are designated to help him. If
this is a new job for the senior, he should review the preceding year’s
working papers, audit report, and permanent file. If it is a return en-
gagement, he should review the correspondence between the client and
the firm for the year under review. If the client is one of an industry
with which the senior has had no contact previously, he should make
some study of the basic problems of the industry. Only with this back-
ground may he make an intelligent examination.

Having familiarized himself with the client’s record and correspond-
ence and with the specific problems involved, the senior next proceeds
to the obtaining of the necessary supplies for the engagement. He should
take worksheets of various sizes and ruling. Working paper may be ob-
tained in columnar pads in almost any number of columns from two to
fifty-six, or even more. For most small or medium-sized engagements,
pads of two-, four-, six-, thirteen-, or fourteen-column paper will suffice.
Horizontally ruled paper for making notes and drafting reports should
also be included. In addition, the auditor will need scratch pads, a supply
of letterhcads and envelopes, confirmation requests, colored pencils,
erasers, paper clips, seals, tape, ruler, and rubber bands. In most cases,
the client will furnish any postage needed.

If this is a return engagement, the senior should also take with him
last year’s working papers, a copy of the report prepared last year, last
year’s tax returns, and the permanent file, containing papers of long-
time interest. All this material along with the current working papers
should be kept locked in a brief case when not required for immediate
use. If this is a new job for the senior, it is probable that the partner who
had the preliminary interview will write for the senior a letter of intro-
duction to the client. For a return engagement he will need no such
letter. All that will be necessary is that the firm arrange with the client
the date on which the examination may be started.

Having arrived at the office, the question always arises as to just how
the examination is to get started. Probably the most important task is to
lay out the work assignments for the assistants. There are listed below
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some tasks that may be started immediately, many of which are often
assigned to junior staff members.

Count the petty cash.

Count the cash on hand.

Prepare accounts receivable confirmation requests.

Prepare bank confirmation requests.

Age the accounts receivable.

Foot the cash books.

Trace postings from cash books to ledgers.

. Prepare the gcncral ledger trial balance.

ThlS last item is included to illustrate a point. One of the most im-
portant tasks of the senior is the training and supervision that he accords
to the men under his direction. The senior must determine for himself
the junior’s ability and should assign to him tasks which will use that
ability to the fullest degree. It is the senior’s responsibility to train the
junior in such a way that he is able to accomplish work of greater and
greater responsibility. Hence, it might well be in this situation that this
particular junior had advanced to where he was able to schedule the
trial balance and start analyzing the accounts. In assigning tasks the
senior, however, should remember that it is cheaper for the client if
the necessary detailed work is done by auditors of the lowest pay level.

The senior should always take time to spell out clearly just what it is
that he wants his assistants to do and just how it fits into the audit. The
junior staff members should feel that they are contributing something to
the examination. It is the senior’s responsibility to explain to the junior
that the work that he is doing, even though it does appear to be
monotonous and wearisome, is of benefit and is an important part of the
examination.

After he has started the junior on one of the above tasks, the senior
is ready to go to work. Probably one of the most satisfying ways that he
can spend the first part of this first morning is to talk with some of the
men in top management positions. Certainly he will want to spend some
time with the controller of the organization, discussing with him any
changes in the accounting system or changes in internal control that have
taken place during the year. He might also want to talk with the treasurer
or the president about any conditions that have developed that were not
present at the time of the preceding audit. In this way the auditor can
gain a considerable amount of information that will be useful to him as
background material in his examination of the records. Having con-
cluded his conversations with the officers, the senior may then turn to any
of a half-dozen tasks that require his attention early in the audit.

]9 N0 o 0
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One of these is the reading of the minutes. This should be done at
an early enough stage so that the senior is familiar with the important
transactions and actions that have taken place during the year under re-
view. The senior might reserve to himself the task of taking off the trial
balance. This is advantageous from several points of view. First, the
senior is thus able to obtain quickly a broad picture of what has happened
to the company during the year. Obviously, there will not be enough de-
tail here to lend a meaningful translation to the picture, but at least he
can see what major changes have been effected during the year. Secondly,
the senior will be interested in any accounts that have been opened and
closed during the period. Also he is interested in any new accounts that
now appear in the trial balance. For these reasons many auditors prefer
to take off the trial balance themselves. If the client has already pre-
pared the trial balance for the auditor, he then compares the trial balance
with the ledger accounts to satisfy himself that all are included, that the
balances shown on the trial balance are those in the accounts, and finally
that the trial balance is in balance.

If this is a first examination, early in the audit the senior will want
to examine the articles of incorporation and the bylaws of this company.
He will also want to start a permanent file for this client and will sum-
marize the pertinent data in the charter and the bylaws. After he has
accomplished all these things, the next step will be to start the verification
of account balances and the operational review.

INTERNAL CONTROL

Internal control may be defined as all the techniques, procedures, and
measures used by management (1) to establish maximum reliability for
the accounting and other statistical data relating to operations, (2) to
protect and safeguard company assets and reduce potential losses, (3) to
encourage adherence to prescribed managerial policies, and (4) to in-
crease plant and worker efficiency. This is a considerably broader defini-
tion than is usually visualized when many accountants refer to internal
control. Generally they are thinking of the part of the over-all system
that applies specifically to financial data and to the checks and balances
included in the accounting records. While these are an important part
of the system, they do not constitute all of it. Controls and safeguards
existing in the plant, for example, the internal security force, are also a
part of the system.

Although the system of internal control is exceedingly important to the
auditor, basically it is a managerial tool. Management is charged with
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the responsibility of safeguarding the owner and creditor interests and
of producing correct financial statements. Good internal controls are a
means of accomplishing this end. The independent auditor, however, is
interested in the system of controls as its effectiveness is a consideration
in determining the extent of his tests in arriving at an opinion as to the
fairness of the statements.

Basic Principles of Internal Control

The basic principles of internal control relate to the physical castody
of assets, the separation of custody and accounting, the subdivision of
functions, and the assignment of accountability and responsibility. These
principles are set forth in the statements listed below. The auditor must
bear them in mind as he makes his examination of the internal control
system and of the accounts.

1. No person should have complete control of a business transaction.

2. There should be a separation of physical custody and record keep-

3. All cash receipts should be deposited intact, daily.

4. All disbursements (except for petty cash) should be by check.

5. All employees in positions of financial responsibility should be
bonded.

6. All employees in positions of financial responsibility should be re-
quired to take an annual vacation, with their work being performed by
some other employee.

7. Functions should be divided and subdivided as much as is reason-
able and practicable to provide cross checks.

8. Authority must accompany responsibility.

9. Mechanical equipment providing automatic proofs should be used
wherever feasible.

10. Control accounts and subsidiary ledgers should be used as much
as possible.

The Auditor’s Review of the System of Internal Control

The auditor’s review of the system of internal control should have two
major objectives. First, the review should indicate to the auditor whether
or not he is justified in placing any reliance on the representations of
management, as they are reflected in the books of account. In other
words, is the actual operation of the system proceeding satisfactorily
enough so that the auditor may express an opinion on the statements as
a whole, based upon his usual examination?
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Second, the review should disclose to the auditor those points at which
the internal control is not functioning as prescribed, or where the control
could be strengthened. It is the auditor’s duty to make recommendations
to management for strengthening the system. In fact, particularly in
smaller concerns, this is one of the fields where the auditor can be of
great service to his client. The auditor’s experience in the field of internal
control will enable him to point out rather quickly those areas in which
a further development of the control system is needed. Conversely, he is
able to indicate any situation in which an unnecessary amount of control
is exerted. The auditor should point out the weaknesses and recommend
the steps necessary for their correction. Management may then decide
whether or not his recommendations should be adopted. The strengthen-
ing of the internal control and, as a corollary, the increasing operating
cfficiency may result in a much greater service to the client, from a
managerial standpoint, than does the certification of the statements. Par-
ticularly for smaller companies the auditor’s role as a consultant and
advisor is just as important as is his role as an examiner.

The first review of the system of internal control should be undertaken
at a date prior to the examination. The laying out of an audit program,
with a consequent expansion or contraction of the normal audit pro-
cedures, is dependent on the findings with respect to internal controls.
At the time of this review, the auditor must of necessity apply some audit
procedures. It is not enough to inquire into how things are done and to
review the prescribed features of the system as set forth in. the accounting
manual. To satisfy himself as to the adequacy of the system, the auditor
must review actual transactions and determine whether or not they are
handled in accordance with instructions. These tests will be augmented
at the time of the examination by additional tests and observations.
Where the client company is very large or has a widespread geographical
structure, it is impracticable to review the entire system at one time. A
rotating plan is usually followed, with the expectation of a complete re-
view every two or three years. However, for the smaller client, the entire
system should be studied prior to the beginning of the examination. The
completion of the review will usually be made in connection with other
phases of the audit program.

Ordinarily, the review of the system of internal control is undertaken
through the use of an internal control questionnaire. Many accounting
firms have standardized these questionnaires to a point where they may
be used for most engagements. The questionnaire shown below is typical
of those used. There are many excellent treatises available on the subject
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of internal control and on the related internal control questionnaire.
Hence, it is felt that in this text it is necessary to note only the importance
of the review as an over-all audit standard and the use of the question-
naire as a tool for accomplishing this objective. It is to be further noted
that each of the chapters concerned with assets and equities will contain
a separate section devoted to the internal controls relating to that partic-
ular phase of the examination.

INTERNAL CONTROL QUESTIONNAIRE

A. General matters

1

2
3.
4.

o o

=<}

10.
11.
12.
13.
14.

15.
16.

17.

Does the company have an internal audit staff?

. If so, do we review and test their work?

Do we have a current organization chart?

Are responsibilities and accountabilities clearly defined by the or-
ganization chart?

Are all officers and employees required to take vacations?

. Are their duties performed by other employees while they are on

vacation?
Are all general journal entries authorized by a responsible em-
ployee?

. Are all general journal entries properly substantiated?
. Is there prompt comparison monthly of budgeted and actual op-

erations?

Are major variances promptly investigated?

Are all employees in positions of trust bonded?

Are securities kept in a lockbox, locked safe drawer, or by an
independent custodian?

Is there joint responsibility for the physical control of securi-
ties?

Does a third person keep a record of securities, including a record
of certificate numbers?

Must all securities transactions have board of directors’ approval?
Is a periodic proof made of income actually received relative to
income that should have been received?

Do the internal auditors make surprise counts of the securities
and cash funds?

B. Sales, accounts receivable, cash receipts

1.

2.

Is the credit department divorced from the accounts receivable
and sales departments?

Are all orders approved by the credit department before accept-
ance?
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10.
11.

12.

13.
14.

15.
16.
17.
18.
19.

20.
21.
22.
23.

24.
25.

26.

27.
28.
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Are invoices prepared for all sales?

Are invoices prenumbered?

Are all numbers accounted for?

Is a second independent check made of prices and extensions
used on invoices?

Is there a proper proof that all invoices are shipped and that all
shipments are billed?

Do the routines provide for the same treatment for partial ship-
ments as for complete shipments?

Are the routines for miscellaneous sales (scrap, fixed assets) the
same as for regular sales?

Is there a proper distinction of these sales in the accounts?

Is a proof of sales (independent of the accounting department)
regularly prepared and checked to recorded sales?

Is the keeping of accounts receivable divorced from the credit-
granting, sales, shipping, and cash-receiving functions?

Are statements sent to all customers each month?

After the statements have been prepared, does an independent
employee prove the statements to the individual accounts and to
the controls?

Does this same employee mail the statements?

Are customer complaints routed first to this employee?

Are subsidiary ledgers proved to control accounts monthly?

If not, how often is this done?

Are the accounts receivable aged periodically and passed to the
credit department for review and follow-up?

Are credit memoranda prenumbered?

Are credit memoranda numbers accounted for?

Must all credit memoranda be approved by a responsible
executive?

Must bad-debt write-offs be approved by a responsible executive
not in the accounting or credit department?

Are adequate allowances for doubtful accounts maintained?

Is adequate control maintained over accounts that have been
written off?

Do the subsidiary ledgers contain other than trade accounts
receivable?

Are the subsidiary ledger posting clerks rotated periodically?
Are the duties and functions of the person receiving cash sep-
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29.
30.
31.
32.

33.
34.
35.

36.
37.
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arated from the work of the accounts receivable and billing
departments?

Are cash register tapes controlled by someone other than those
responsible for the cash?

Is incoming mail controlled and opened by employees who have
no responsibility for recording or depositing cash?

Do these employees prepare duplicate lists of receipts?

Is one copy of this list sent to an employee (independent of
the cashier’s office) who periodically compares the list with the
details of the cash receipts book?

Are deposits of all receipts made daily?

Is a duplicate deposit ticket stamped by the bank?

Is this ticket returned to the employee who received the list of
receipts (question 32)?

Are all bank accounts properly authorized?

Is an independent control established over such miscellaneous
receipts as dividends, interest, scrap sales, etc.?

Purchases, accounts payable, cash disbursements, petty cash

4

1. Are all purchases made by the purchasing department?

2. Are all purchases supported by properly authorized requisitions?
3.

4. Are requisitions routed through a financial officer for financial

Are limits of authority observed with respect to requisitions?

control?
Is there enough separation of function that collusion between
requisitioner and purchasing department is improbable?

. Are prenumbered purchase orders used?
. Are all purchase order numbers accounted for?
. Are all purchase orders properly approved?

Are company policies relating to competitive bids followed?

. Are ‘“‘emergency” purchases supported by regular purchase

orders?

. Are emergency purchases excessive?

. Is there any evidence of favoritism in purchasing?

. Are receiving reports prepared for all shipments received?

. If not, is the purchasing department notified by some other

means of the receipt of goods?

. Does the purchasing department compare the receiving report

(or other notification) with the purchase order?

. Are purchase returns controlled so that the accounting depart-

ment is automatically notified of all returns?
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18.

19.
20.
21.
22.
23.

24.
25.

26.

27.

28.

29.

30.
31.

32.
33.
34.
35.
36.

37.
38.

39.

40.
41.
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Are all invoices received directly in the accounting department?
Are supporting documents received and compared with invoices
in the accounting department?

Is the distribution of charges from invoices independently
checked?

Are all invoices checked for extensions and footings?

Are invoices for services approved by a responsible employee?
Is there proper approval for payment of all invoices?

Are routines so arranged that all invoices are presented for pay-
ment before the discount date?

Does the company use a discounts lost account?

Are open invoices totaled and compared with the control
account periodically?

Are monthly statements from creditors compared with balances
in the subsidiary payables record?

Are discrepancies reported to a responsible employee (other
than the accounts payable clerk) for investigation?

Does a responsible official periodically review invoices for the
necessity and reasonableness of the purchase, and the existence
of the vendor?

Are checks prepared only on presentation of invoices, properly
supported and approved?

Are blank checks ever signed for emergency purposes?

If so, does the check signer later satisfy himself ‘as to the sup-
porting evidence?

Are the functions of check writing and check signing separated?
Are two signatures required?

If so, does either of the cosigners ever sign checks in advance?
Does the check signer examine the supporting evidence for pro-
priety and approvals?

Are the invoices stamped or perforated as checks are signed, by
the check signer or an assistant, to prevent reuse?

Are signed checks sent directly to the mail clerk for mailing?
Do all supporting documents remain attached to the invoice
when it is filed after payment?

Are spoiled checks properly voided and retained for accounting
by check numbers?

Is a check-writing machine or other protective device used?

Is a check-signing machine used?
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42. If so, is the signature plate controlled by the person whose sig-
nature is on it?

43. Are bank accounts reconciled regularly?

44. Is the employee who does this someone independent of the
person receiving cash and/or writing checks?

45. Does this employee receive bank statements directly from the
bank?

46. Is the imprest system used for petty cash?

47. Is there a maximum limit for individual disbursemefits from
petty cash?

48. Are reimbursements of petty cash approved by someone other
than the petty cashier?

49. Are surprise counts of petty cash made by persons independent
of this section?

50. Is complete responsibility for each petty cash fund vested in
one person?

51. Are other funds ever mingled with petty cash?

52. Are petty cash vouchers perforated or stamped PaID at the time
of reimbursement?

. Payroll

1. Are personnel placed on and removed from the payroll only on

written authorization?

2. Are these authorizations approved by an executive?

3. Does the personnel department keep records of employees’ wage

rates?

4. Does the internal auditing department make tests of authorized

rates against rates paid?

5. Are all changes in wage rates noted on employees’ records along

with the authorizations therefor?

6. Are clock cards (or time sheets) the basis for the preparation of

the payroll?

7. Do responsible employees supervise the punching of clock cards?

8. Are “floor checks” made reasonably often?

9. Are clock cards compared with labor charges (job tickets)?
10. Does a separate payroll department make up the payroll register?
11. Is the gross payroll proved against total labor charges?

12. Is there written authorization for all payroll deductions?

13. Is a proof made of all payroll calculations?

14. Are specimen signatures of employees on file?

15. If so, are these signatures tested against payroll check endorse-

ments?
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16. If payroll is paid in cash, are employees required to give
receipts?

17. Is payroll distributed by an employee who did not participate
in its preparation?

18. Do the internal auditors make surprise distributions of pay
checks?

19. Are unclaimed wages returned to a responsible employee not
in the payroll department?

20. Must employees produce proper identification and give a receipt
to obtain unclaimed wages?

21. Do the internal auditors make audits of unclaimed wages on a
surprise basis?

When the initial review of the internal control system has been
completed, the auditor should be in a position to evaluate its effectiveness.
He can tell, from the answers to the questionnaire and his tests of the
answers, which areas of the audit need expansion or which may be
contracted. He may feel that the entire system is so effective that a
severe contraction of the audit program is possible. Conversely, the
systems of controls may be so weak, or even nonexistent, that a consid-
erable expansion of all areas of the examination is required. The student
should realize that it is possible to make an audit even when there are
no internal controls. The cxistence of a system of contrcl is not essential
to an examination and the expression of an unqualified gpinion, but the
work necessary for such an opinion is greatly increased where there are
no controls.

Forms of Fraud

One purpose of a system of internal control is to prevent or control
fraudulent practices. If the auditor is satisfied as to the effective oper-
ation of the system he may lessen his watchfulness for evidences of
fraud. Most cases of fraud occur because there is no internal control
or because some phase of the system has been circumvented.

Modern audit programs are based on an extensive use of tests. They
are not designed to disclose all fraudulent practices but place reliance
on the internal control system to prevent fraud. While the detection of
fraud is not the major purpose of an examination, the auditor knows that
fraud may occur at any time and in any of several forms. He must be
constantly alert to notice signs which may indicate fraudulent practices
and he should know the methods commonly used. It is essential that
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he be able to recognize thesc signs or clues as he performs his regular
work.

Most fraud takes place in the cash, accounts receivable, and accounts
payable areas. Some common practices used and methods of disclosing
the practices are shown below.

Practice. Fail to ring up a cash sale on the cash register and keep the
cash received.

Disclosure. This is generally difficult to disclose at the time. It may
show up through a lower than normal rate of gross profit. ¥se of
spotters may disclose if the practice is general.

Practice. Overstate cash discounts and abstract the cash. A variation
is to allow a cash discount when none was taken.

Disclosure. This practice is disclosed by making individual tests of
the discounts granted. Application of the discount rate to the amount
credited to accounts receivable will disclose the practice immediately if
the cashier has been too greedy. It is necessary to know the firm’s
practice with respect to late discounts and to compare sales invoices
with cash receipts to disclose the variation.

Practice. Underfoot the cash column of the cash receipts book and
some credit column other than accounts receivable. Abstract cash by
the amount of the underfooting.

Disclosure. Foot the cash receipts book, preferably all columns.

Practice. Lapping. This is a method of deferring credits to customers’
accounts, withholding cash in the amount of credit deferred. For
example, A pays $100. The cashicr keeps the money and makes no
entry. B pays $129.42. The cashier credits A $100 and either keeps the
balance or credits B.

Disclosure. Obtaining statements from customers as to the amounts
they owe the company is the best means of disclosing this practice. A
clue may be provided if a scanning of the customers’ accounts indicates
an unreasonable number of odd credits posted to the accounts. Most
customers will pay by invoice, by monthly balance, or in round amounts.
If there are many odd credits, relative to the debits, the investigation
should be extended.

Practice. Overfoot the cash column and an uncontrolled debit column
in the cash disbursements journal.

Disclosure. Foot the cash column and all uncontrolled columns of the
cash disbursements journal.

Practice. Present fictitious invoices for payment. Present actual invoices
for payment a second time.
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Disclosure. Normally this method requires collusion with an outside
party. The auditor should demand supporting documents (in addition
to the invoice) for checks written. He should also satisfy himself as to
the existence of the creditors.

Practice. Kiting. Two bank accounts are necessary. A check on bank
X, preferably located in another town so that the time lag is longer,
is deposited in bank Y shortly before the year end. No entry is made on
the books either for the check drawn or for the deposit. Thus, the cash
balance in banks is increased by the amount of the deposit. This device
is used to cover an existing shortage.

Disclosure. All bank transfers near the year end should be verified.
Cutoff statements from both banks should be requested, as well as direct
advice of all charge-backs.

Practice. Payroll padding. This may take the form of fictitious em-
ployees, excessive payments to actual employees, or retention of an em-
ployee’s name on the payroll records after he has been separated.

Disclosure. Review the internal control as it relates to the payroll
procedure. Observe the distribution of payroll checks on a surprise
basis. Obtain the list of employees from the personnel department and
compare it with the payroll sheet.

The practices listed above are typical of fraudulent activities en-
countered by the auditor. The list certainly is not exhaustive and
is included only to indicate to the student some of the devious ways
in which cash disappears, and how the auditor applies his techniques
to disclose the irregularities. It should be recognized that where an
adequate system of internal control exists these methods would be diffi-
cult if not impossible to put into practice. However, where collusion
exists almost any system of control may be defeated.

QUESTIONS AND PROBLEMS

1. How should a company’s auditor be selected?

2. Name ten points that should be covered in the first interview with the
client.

3. Name ten things that the client’s staff may do to aid the progress of
the examination.

4. What supplies should the auditor take with him when he starts an en-
gagement?

5. You are starting an engagement tomorrow, on which you worked last
year as a junior. This year you will have one experienced junior to assist
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you. Outline your program for the first morning’s work for yourself and for
your junior.

6. Define internal control.

7. Who has the primary responsibility for the maintenance of an effec-
tive system of internal control? Why?

8. Why does the auditor review the system of internal control?

9. How does the auditor proceed to review the internal control system?

10. Outline a system of internal control for a small store, club, fraternity,
or other business with which you are familiar. .

11. In auditing the accounts of a small manufacturing concern you find
that the manager (who is not a stockholder) has a contract with the com-
pany which provides that he is to receive, in addition to his salary, a com-
mission on all the company’s sales in excess of $400,000. The books show
net sales of $850,000. You also note that the sales manager acts as office
manager, supervising the accounts and the granting of credits.

Under these conditions what matters would receive your special attention
during the audit?

12. List five methods of obtaining cash fraudulently from cash receipts,
and indicate the audit method necessary to disclose each.

13. Four situations are shown below. After examining each one as to the
internal control, or lack thereof, indicate where you would expand or con-
tract your audit program in each case.

1. The cashier records cash receipts and posts to the accounts receivable
subsidiary.

2. The cashier records cash receipts and disbursements. He does not have
access to the receivables ledger but does control the paid and unpaid voucher
file.

3. Cash receipts are listed in duplicate by mail clerks. The cash, checks,
and original listing are sent to the treasurer’s office where the daily deposit
is made up. The duplicate list goes to the cashier and from him to the ac-
counts receivable clerk. The monthly bank statement goes directly to the
treasurer’s office and is reconciled there. The cashier writes but does not
sign checks in payment of vouchers. The checks go from the check signer di-
rectly to the mail room for mailing to the payee. Vouchers are stamped PAID
after the checks are signed.

4. The payroll is computed from time cards and entered in the payroll
book by a payroll clerk. This clerk also computes the amount of cash neces-
sary for the payroll, obtains a payroll check from the cashier, cashes it, pre-
pares the pay envelopes and pays off the employees.

14. Why should the auditor make a tour of the plant?

15. What are some of the basic principles of internal control as it applies
to the financial aspect of operations?



Chapter 3

THE AUDIT PROGRAM AND
AUDIT WORKING PAPERS

THE AUDIT PROGRAM

When the study of the system of internal control has been completed
and the auditor has evaluated its efficiency and determined the weak
and strong areas, he is ready to prepare an audit program for the
examination. The audit program is a map or guide for the conduct
of the examination. It is preplanned and in some cases set down in detail,
but it is always subject to revision in light of the circumstances en-
countered. Its use as a check list is valuable provided the auditor does not
feel that he is restricted to the steps on the program or needs to go no
further when his curiosity about a particular item, or area is aroused
by what he finds.

There are accountants who claim that they would not think of using
a program of audit. Probably what they mean is that they would not use
a formalized printed audit program. Every auditor who starts to make
an examination must have some idea as to how he is going to approach
the task. There must be some plan in his mind as to his general ap-
proach, otherwise his time used in completing the task would be
excessive.

Most firms of any size have found that it is advantageous to have
a preplanned guide. In some instances this is not set down in any great
detail but contains only the broad scope and characteristics of the work
to be done. In other cases, the audit program is a detailed schedule of
audit procedures to be followed. There are advantages to each of these
types of program, but the greater flexibility and other advantages of
the detailed schedule favor its use. It is conceded that the program
must be flexible and that seniors in charge must have full authority for

61



62 AUDITING PRINCIPLES

making necessary changes. If these factors are present, the advantages
well outweigh the disadvantages. The use of some type of formalized
audit program results in the following advantages:

1. The program serves as a guide for the engagement. Its use results
in a minimum of lost time in the following out of the routine procedures.

2. It aids in the division and assigning of work to be done. This is
particularly true on the bigger jobs where a rather large staff is
used. With a detailed audit program available the senior can go through
the program and make the assignments. He thus is able to get a better
diversification for his staff. Through preplanning he can also do a
better job in assigning work at the different levels to proper personnel,
with respect to experience.

3. It is an aid in the placing of responsibility for work done. Many
firms use the audit program in this manner by having the auditor who
does the work initial the program to indicate that fact. Much of the
work done does not result in the preparation of audit working papers.
For these tasks, responsibility is thus indicated specifically. For those
situations in which working papers are prepared, the signature of the
auditor on the working paper places the responsibility for that portion
of the work.

4. The use of an audit program enables a2 man coming on the job to
find his place quickly. It sometimes happens that the senior in charge of
an engagement is called off that job to start a new one. To the new man
taking charge the audit program is very helpful in enabling him to
determine what has been done and what remains to be done.

5. It is useful as a guide in planning the succeeding audit. The proper
time for planning next year’s audit is at the close of the current audit.
All the information is fresh in the auditor’s mind, and he has ideas
at that time as to changes that should be made in the audit program.
However, it is unusual to find an audit program being made up at this
time. The senior on the job usually is busy writing his report and
looking forward to the next engagement. Hence, the succeeding engage-
ment is usually planned shortly before the first work is done on it. At
that time, the audit program plus the “notes for next year’s audit” work-
sheet provide a basis for making the plans for the current examination.
In extremely large engagements there may be a plan for rotating the
examination of the various units of the business. Here the audit programs
for the preceding two or three years will aid in determining what phases
of the business should next be examined. In many situations of this
nature there is a master plan covering a period of many years, showing
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the component parts of the organization which are to be audited in
specified years. This master plan is also subject to revision as circum-
stances change.

6. The program enables the reviewer to make a better review with
respect to standards and procedures. An audit program is helpful in
determining the scope and adequacy of the procedures followed in the
examination.

There are some disadvantages alleged for the use of an audit program.
Some auditors claim that the audit program results in restricting the
man in charge to the items that appear on the program, and as a result
his initiative is minimized. It must be recognized that the program must
be flexible, and that the senior should expand or contract the audit
steps as circumstances require. This alleged disadvantage will depend
more on the auditor than on the use of a program. If the auditor is a
mechanical auditor and is without initiative, the examination will reflect
it whether an audit program is used or not.

There is illustrated in Exhibit 3-1 a section of an audit program, which
is indicative of the type of direction usually employed in setting forth
the audit steps to be followed. The parts of the audit program having
to do with the examination of specific accounts will be developed in the
related chapters.

Exhibit 3-1

AUDIT PROGRAM

, Petty Cash
Secure or place under seal all cash and negotiable securities.
Count and list all cash and noncash items found in the petty cash fund.
Have the client’s representative observe the count.
Obtain agreement from the client’s representative as to the total count.
Remove by journal entry all noncash items.
Return fund to custodian and obtain release.

Make a second count on a surprise basis if deemed necessary.
Vouch petty cash transactions for test periods.

AUDIT WORKING PAPERS

In making an examination the auditor prepares or fills in many types
of worksheets, schedules, analyses, extracts, questionnaires, and related
papers. These records comprise the audit working papers and represent
a summary of the auditor’s work on the examination. Their importance
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to the auditor will be developed below in relation to the purpose they
fulfill. Their major objective is to substantiate the audit report that
is made to the client. Sample working papers will be included in the
following chapters so as to give the student a fair idea of the part that
they play in the examination of a business.

Purposes of Audit Working Papers

As the basis for writing the report. The audit working papers are
prepared during the course of the examination. They contain sufhmaries
of the transactions reflected in the client’s records and they contain a
record of the work performed by the auditor in the various phases of
the examination. They are devised in such a fashion that they accumulate
the information which the auditor needs for forming an opinion as to
the fairness of the financial statements and for writing the formal report.
If the papers are deficient or poorly prepared, the difficulties encountered
in writing the audit report are increased tremendously.

As a basis for reviewing the report. As the engagement progresses,
a rather detailed review of the audit working papers is usually made
by the individual next in rank above the in-charge senior. This may be a
supervisor, a manager, or a partner, depending upon the size of the
engagement and the size and structure of the audit firm.

It is through a review of the audit working papers and the audit
program that the reviewer determines whether or not the engagement
was carried out in accordance with generally accepted auditing stand-
ards. These standards have now become fairly well formalized and it
is up to the individual practitioners and accounting firms to make
certain that their examinations conform.

After the engagement has been completed and the audit report
written, there must be a review of the report to determine that the
material it contains is supported by the information included in the
working papers. The accounting firm takes full responsibility for the
audit report and it is only natural that there be some review of the
report before it is issued. This review is made either by an individual in
the upper echelon of the firm or by a report department, to determine
not only that all statements made are supported by the working papers
but also that the report has been prepared in accordance with the
practices and policies of the firm.

An incidental use of the working papers is that the reviewer gains an
impression of the abilities of the various men who work on the job. The
working papers constitute one measure of the quality of their work.
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Complete and carefully prepared papers usually are an indication of
thoroughness in the conduct of the examination. Where two men are
equal in other abilities, the one who prepares the better working papers
will certainly forge ahead more rapidly. The ability to prepare good
working papers must be developed in the field, but certainly a start
may be made at the college level.

As a defense in case of litigation. While no auditor looks forward to
spending a day in court because a client or an investor has suffered a
loss and is suing for recovery, such an eventuality may occur. These
suits often claim that the auditor’s report was misleading or that the
audit was deficient. The auditor’s best defense is that he has made
a proper audit and that in his opinion the client’s financial position was
fairly presented. The proof of his defense lies in his working papers.
The papers should indicate clearly the audit procedures followed, the
points in dispute, the decisions made, and the work done. Then, in the
light of the generally accepted auditing standards and procedures in
force at the time of the audit, a decision may be reached by a judge
or a jury as to the adequacy or inadequacy of the examination. Obvi-
ously, if the auditor’s papers are in such poor shape that they do not
support his claims, he must avail himself of such other defenses as
he can and attempt to prove his point without the aid of these papers.
Since the auditor is constantly held to higher and higher standards and
responsibilities, it is of growing importance that the working papers
be of such character that they will stand up under judicial examination
and scrutiny. '

As an aid in future examinations by Internal Revenue agents. Again,
if the papers have been properly prepared, the auditor will be able to
answer quickly many of the questions asked by the examining agents.
This is true particularly with respect to income tax returns. Since most of
the questions that arise are of the accounting nature, most of the answers
should be in the working papers. Even where the client has prepared
the tax return, the auditor should have reviewed it and should have
taken note of any questionable items, satisfying himself that the items
are proper and noting in his working papers the basis for the inclusion
or noninclusion. The ability of the auditor, aided by his working papers,
to provide satisfactory answers to the questions raised by the agent is
a service to the client that inures, indirectly at least, to the auditor’s
benefit. If the auditor has prepared the tax return, he should have a
special set of working papers that will include most of the material that
may be questioned.
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As an aid in succeeding examinations. In repeat examinations, one
of the auditor’s first steps is to review the preceding year’s working
papers. This review refreshes his memory as to the basic problems he
is apt to encounter on the engagement. It also reminds him of any
special characteristics of peculiarities of the client’s business and will
enable him to recall their treatment. His review of the “notes for next
year’s audit” will recall to his mind the special points which he wants
to take up during the current examination. If the examination is a
new one for the auditor, the preceding year’s working papérs will
supply him with a vast amount of background material which will
enable him to proceed with his work without asking many time-con-
suming questions. While most clients are happy to answer the auditor’s
questions, they do get tired of answering the same questions year after
year. The working papers should contain most of the basic information
relating to the examination.

At the same time the auditor should not rely too heavily on last
year’s working papers. This initial review of the papers should be made
with the thought in mind that they may be improved. Each year the
auditor should attempt to prepare better papers than the preceding set.
This does not necessarily mean more papers. It may well be that some
papers should be revised or eliminated. The best set of working papers
is the one which presents the most information on the least number of
pages without confusing the issue. A different type of working trial
balance or a different method of scheduling certain accounts may result
in the elimination of several working papers and a net saving of time.
Certain papers may have lost their significance and should be dis-
continued. As each paper is prepared, the auditor should ask himself,
“What is the purpose of this working paper? Is it necessary to a complete,
truthful reporting of the account? Or is it prepared only because it was
prepared last year?” Only a critical and continuing analysis will result
in improved working papers.

As source material for other services. The expansion of public ac-
counting into the field of management services is increasing. This is
particularly true for clients with small businesses. The advisory service
that the auditor can furnish the client on managerial problems is con-
stantly expanding. The auditor’s wide experience enables him to bring
to the client abilities that most small clients could not hope to engage
on a full-time basis as an integral part of their organizations. Prepara-
tion of budgets, development of different types of cost systems, the appli-
cation of machine accounting, the new field of electronics, methods of
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financing, the tax aspects of anticipated transactions represent just a few
of the managerial problems for which the auditor can render valuable
services to the client. Many of the basic data necessary for a studied
opinion should be included in prior years’ working papers.

As indicated earlier, many clients wish to have recommendations
made with respect to changes in their accounting systems. The working
papers should include information necessary for recommendations as to
changes in policies, procedures, or systems. Where a complete reorgan-
ization of the accounting system is desirable, much of the necessary back-
ground information should be found in the working papers of prior
years and in the permanent file.

Contents of the Completed Set of Work Papers

The completed set of work papers is composed of the following
materials:

Pencil draft of the audit report and financial statements. The audi-
tor’s pencil copy of the report and of the accounting statements should
be filed with the working papers. Presumably, this set has been used as
the rough copy from which the final report was typed. After the typing
has been completed, the copy should be returned for filing with the
working papers.

Index. For easy reference and review, an index of the working papers
should be prepared. This index is essentially a table of contents, showing
in brief outline the major categories and subdivisions in which the
papers are filed. '

General information about this and future audits. Ordinarily, the
next section of the papers is devoted to general information with respect
to the current audit and to future audits. Exhibit 3-2 is typical of the
general data sheet. There will also be included here the agenda sheet
(Exhibit 3-3) on which the auditor has raised questions of particular
problems that were not answerable at the moment or problems on
which he feels some record is necessary to point up a decision that has
been made.

There should also be a sheet dealing with the succeeding audit. All
points on which the auditor wishes to comment with respect to changes
in audit program, changes in the make-up of working papers, or other
phases of the examination for the ensuing year should be included.
This sheet is one of the most helpful that can be prepared, particularly
if a different staff member is given the engagement the next year. If
a formal audit program has been used, it should be included here.
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Exhibit 3-2

AUDIT PROGRAM

General Data
Report data
Client — -
Title of report .. . _
Date of report— . . ___ .
To be addressed to e
Number of copies . - . -
Report needed by . S
General data
Exact name of client . . . . __
Address: Home office .
Branches - ——— —
Scope of examination — - —
Date of starting .
Type of organization
Date organized o
Officers and key employees__.

Attorneys.
Directors, trustees, partners —

Personnel making examination
Partner.
In-charge senior
Assistants ——

Who reviewed post-balance sheet events.

Many firms file the internal control questionnaire with the permanent
file, but in those instances where it is filed in the current working papers,
it may be included with this section of the papers.

Working trial balance. Most auditors will use a preclosing trial bal-
ance as the basis for their working trial balance. There are many forms
that this trial balance may take. A typical one is shown in Exhibit 3-4.
The auditor should develop a form to suit the particular circumstances
of the engagement. Some examples of different types of trial balances
are shown in Exhibits 3-5 and 3-6.

The working trial balance is the auditor’s most important working
paper. He may measure the progress of his examination through con-
trols set up on the working trial balance; he reviews much of the
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Exhibit 3-3
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operational work through the operating columns of the working trial
balance; and finally he prepares the accounting statements from figures
developed on these sheets. Consequently, this particular worksheet should
be prepared early in the engagement.

Regardless of its design, the working trial balance should include a
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trial balance of the preceding year. Most auditors are content to include
only the balance sheet accounts. Some, however, insert also the oper-
ating account balances. The inclusion of the preceding year’s balances
serves several purposes. Of most importance to the auditor is the fact
that, having taken these figures from the client’s books, he may now
compare them with the amounts reported in the last year’s audit
report, either by referring to the report itself or by comparing the
amounts with those shown in his last year’s working papers. This com-
parison enables the auditor to make certain that the adjusting “journal
entries of the preceding year have all been recorded by the client. He
will also be able to determine whether or not any additional changes
of which he was unaware were made prior to the closing of the client’s
records. Of more importance, the preparation of the beginning and
ending trial balances in contiguous columns enables the auditor to make
a quick comparison to determine the major changes which have taken
place during the year. A review of the two trial balances will give him
some idea of what to expect to find in his examination of the records.

Each shect of the trial balance should contain the client’s name, the
date of the audit, the initials of the auditor who prepared the sheet, and
space for the proper referencing of the working papers. Where many
sheets are included in the working trial balance the auditor usually
will save time if he totals each sheet separately and on the last sheet
recapitulates the page totals to arrive at the grand totals. Unless the
auditor is very familiar with the accounts, it is good practice to enter
the accounts from the ledger on every other line. This method may
waste a few lines, but it is better to have a few vacant lines than to
have to crowd the items on the worksheet. In fact, for such accounts
as cash and accounts receivable, where numerous adjustments are
anticipated, it is well to leave additional lines blank. Regardless of the
way in which the general ledger is set up, the auditor should list the
accounts on his trial balances in statement order. Further, there should
be separate sheets for assets, liabilities and net worth, income, and
expenses. This makes easier the preparation of the financial statements.
In extremely large engagements the auditor may very well find that
the general ledger is composed only of control accounts, with subsidiary
ledgers supporting these accounts. In such instances the auditor will
want to prepare a trial balance of each of the subsidiary ledgers to sup-
port the general ledger trial balance.

Exhibit 3-4
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Adjusting journal entries and reclassification entries., As the examina-
tion progresses the auditor may find it necessary to make entries to
adjust or correct the accounts as they appear on the general ledger.
These entries should appear in two or three places in the audit working
papers.

1. Each entry should appear on a chronological listing of journal
entries.

2. The entries should be posted to the working trial balance.

3. In all cases where there is a supporting schedule or analysis dealing
with the account involved, that portion of the journal entry applying
to the account should also appear on that schedule or analysis.

As the auditor encounters situations where adjustments are necessary,
he sets up these adjustments on a chronological list of journal entries.
The entries that he makes should use the account titles preferred by
the client so there will be no question as to the meaning of the entries.
At the end of the engagement the auditor will give to the client the
complete list of journal entries so that they may be recorded. It should
be remembered that the auditor is not responsible for the preparation
of the accounting statements but merely submits an opinion as to their
fairness. Thus it is essential that the adjustments he makes be incor-
porated in the books prior to the issuance of the statements. Only if
this is done will the accounting statements reflect the accounts shown
in the ledger. Each entry should contain a concise explanation so that
the client will be able to set up the entries without calling the auditor
for assistance. In some situations the client puts the entries on the
books as soon as the auditor prepares them. Obviously, the client must
agree to the entry before the auditor makes it.

In addition to adjusting entries, it may be necessary to make reclassi-
fication entries for statement purposes, which the client probably will not
want to put on his books. Illustrative of this type of entry would be a
reclassification of vendors’ debit balances as accounts receivable. In
recording these reclassifying entries, it is good practice to use a different
identifying system. If the regular entries are numbered, these may be
lettered, or vice versa.

The adjusting and reclassification journal entries should be posted to
the working trial balance as they are set up on the list of entries. Some
type of posting mark should be placed against the amounts in the list
of entries as they are posted. A different mark may be used to indicate

Exhibit 3-5
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74 AUDITING PRINCIPLES

whether or not the item has been posted to a supporting schedule. Two
types of adjusting journal entry working papers are illustrated in Exhibits
3-7 and 3-8.

Analyses, schedules, etc., relating to each phase of the examination.
The bulk of the working papers will be composed of this group of papers.
Included therein will be such items as analyses of the balance sheet ac-
counts, bank reconciliations, accounts receivable aging schedules, con-
firmations of various types, inventory schedules, investment schedules,
fixed assets and depreciation schedules, expense account analyses, and
all the other papers that support the final account balances. There is il-
lustrated in Exhibit 5-9 (page 139) a summary schedule for cash, and
in Exhibit 5-6 one of the supporting schedules, in this case a bank recon-
ciliation.

Abstracts of minutes, contracts, and other documentary evidence.
This section of the papers contains abstracts of various nonfinancial
documents which will be needed during the examination. Copies of
minutes, leases, contracts, royalty agreements, and other such documents
may be made available to the auditor for inclusion in his working papers,
saving copy time. If duplicated minutes are provided the auditor should
ask the secretary of the company for a statement certifying that the du-
plicates received are true copies of the original minutes.

Preparation of Working Papers

Working papers may take any of many forms as they are developed to
fit particular situations. While there is a natural flow of material that
tends to dictate the form to be used for the particular working papers,
the auditor should be constantly alert to develop his papers along lines
that will give the most information with a minimum of effort. To a de-
gree, the type of paper and the form it takes are dependent on the type
of service that is being rendered. If the audit being made is strictly a
balance sheet audit a particular working paper may take one form, but
if a general audit is being conducted it may need some expansion or re-
vision. The important fact to remember is that the working papers should
contain the information necessary to support the report and opinion.

Regardless of the particular form that the various working papers
take, each sheet should incorporate certain desired information. While
there may be a variation among particular firms as to the spacing or

Exhibit 3-6
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Exhibit 3-7
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Exhibit 3-8
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78 AUDITING PRINCIPLES

placing of this material, its inclusion is almost universal. Somewhere on
each sheet there should be shown the following:

The name of the client (or a number)

Date of audit

Title of the particular sheet

The body of information

Explanation of audit marks used

Program of work done

Auditor’s signature or initials

. Reference or cross-reference marks

Thc reader should examine Exhibits 3-9 and 5-6 to see where and
how these eight items are shown on the working papers. The client’s
name or number is essential to the working papers in case some of them
are separated from the bulk of the papers. Because of the very confiden-
tial nature of these papers, some auditing firms elect to use a number in-
stead of the client’s name, so that if the papers do fall into unauthorized
hands, the information shown will be meaningless. The date of the bal-
ance sheet should also appear on these sheets as further identification.
Each worksheet should contain a title descriptive of the material it bears.

As the auditor makes his examination it is customary for him to place
various marks against the amounts shown on the schedule. The purpose
of these audit marks is primarily to indicate work performed. Some firms
use a series of standard marks. Others leave this to the auditor’s ingenu-
ity. Where there is no standardization it is essential that the auditor ex-
plain on each sheet the meaning of the marks that he has used. It may
be necessary at times to make audit marks on the client’s books. These
marks should be so small that they do not deface the records. In some
cases the position of the marks is meaningful to the auditor. For exam-
ple, a small @ under a total may mean that the auditor has proved the
total. If it is placed to the left of the total, it may mean that he has
crossfooted a series of totals. Where many marks are made in the client’s
books and there is no standardization, a separate worksheet should be
prepared for inclusion in the working papers showing the symbols used
and the meanings to be attached to them.

Many of these marks, particularly as shown in the working papers
themselves, will mean that certain audit procedures have been followed.
Unless there is a full explanation of the meaning of these marks, their
value is lost. Oftentimes, additional audit steps will be taken which are
not identified by any particular marks. In these cases, a separate listing
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THE AUDIT PROGRAM AND AUDIT WORKING PAPERS 79

of the steps taken should be filed with the papers relating to the account
examined.

The auditor who prepares the working paper should take responsibility
for that portion of the examination. He should initial or sign each sheet
as an indication that he performed the work and assumes the responsibil-
ity therefor. Even where one auditor makes the complete examination
himself he should initial the papers so that there will be no question at
any future time as to who made the examination.

Since the working papers are of such importance, care should be taken
in their preparation. The following qualities are characteristic of a well-
prepared working paper:

1. It should be neat. Not only does this result in a pleasing appear-
ance, but also it makes the paper easier to read and understand.

2. The writing should be legible. It does not make much difference
how valuable the information on the sheet is if it cannot be read. Since
time is such a factor in auditing, it is easy to get into the habit of writ-
ing hurriedly, which sometimes results in illegibility.

3. The paper should be understandable; that is, the information
should be so arranged that there is a logical development of the data.
This makes the paper much easier to review and understand.

4. The paper should be complete. All the various data and explana-
tions discussed above should be included. More important, the informa-
tion shown in the paper should be informative and complete enough so
that the reviewer does not have to ask for additional information con-
cerning the account.

5. Finally, in the interest of legibility and clarity, only one side of the
paper should be used.

In developing working papers the auditor should give thought to the
design and form of the sheet before he starts. Nothing is more time wast-
ing than copying working papers because they were not arranged cor-
rectly the first time. The time taken in developing the paper mentally
before a start is made is time well spent.

The Account Analysis

One of the most commonly used audit papers is the account analysis.
The purpose of such an analysis is to disclose the component parts that
make up the final balance of the account and to indicate the sources of
the entries. The data in the account may be set down in different ways,
according to the auditor’s wishes. In Exhibit 3-9 the information is
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