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T he internal audit function is yearly gaining more recognition
in both la rge a nd small concerns. In the large concern this function
is carried on by a separa te auditing depa rtment; in the small concern, while a sepa ra te fu nction, it is lik ely to be delega ted to someone
in the accounting depa rtment with other duties to perform. But
the need of constant internal audit and control exists in every business, and it is importa nt that this need be recognized and proper
steps taken to provide the internal check and audit of routine transactions. In the present issue of the Bulletin this need and plans
and procedure for meeting it a re discussed by a general auditor for
a la rge oil company, a nd pa rtners of two pu blic accou nting firms.
T he au thor of ou r first article is G. T . Bodman, General Au ditor
of the Continental Oil Co., with headqu arters in Ponca City, Okla horna. Mr. Bodman began his business ca reer representing the Na tional Cash Register Co. in Colorado. After six yea rs in this work
he entered pu blic a ccounting with Ha sk ins & Sells, lea ving a fter two
years to join the Continental Oil Co., of Colorado, which wa s later
orga nized into the present Continental Oil Co. Mr . Bodman's a rticle
was prepa red for delivery before ou r Ka nsas City Cha pter.
Ou r second article is by Victor H . Stempf, who entered the field
of pu blic accou nting with Tou che, Niven & Co., following his gra du a tion from St. Lou is University in 1915. He b ec a m e a m em be r o f th e
firm in 1920 and in 1927 assu med his present position in the New
York office. Fr om 1920 to 1923 he acted as instru ctor in auditing
and accounting a t St. Louis University. Mr. Stempf has been most
active
N. A. C. A. A cha rter member of th e St. Louis Cha pter,
he serve d a s it s Vi ce Preside nt b efor e m ovin g to Ne w Yo rk . Du ring
1933 -34 he served as Presiden t of the Ne w Yo rk Cha pter a nd is now
a m emb er of the Na tiona l Board. Mr. Ste mpf is a C. P . A. of Missouri, New Yo rk a n d Mic higa n, a nd a mem ber o f the Ameri ca n I nstitu te of Accou nta nts a nd the America n Society of C. P. A's.
T he third of our trio of authors is Henry H . Thompson, who
came to California from Scotland in 1892, and has been a resident
of that sta te ever since. His first experience was gained du ring
ten yea rs with the passenger and freight accounting depa rtments of
the Atc hison, T opek a a nd Sa n ta Fe R a ilwa y. There followed severa l
yea rs a s the chief accounting officer for a la rge manu factu ring, wholesale and retail food products company. His experience in public
accounting has been gained over a period of 20 yea rs. H e is at
present a pa rtner in the firm of Thomson, Cooper & Thomson. Mr .
Thomson has been most active in various accounting organizations.
Besides being a cha rter member of our Los Angeles Cha pter and
ha ving served a s its President in 1925 -26, he has served a s President
of the Los Angeles Cha pter of the California Society of C.P.A.'s, is a t
present a Na tiona l Dire cto r of th e Am eri ca n Society of C.P.A.'s and
a member of the America n Institute of Accountants.
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I N T E RN A L A UD I T I N G F O R A LA RG E OI L COMPANY
By G. T. Bodman, General Auditor,
Continental Oil Co., Ponca City, Okla.

Definition
may be a common understanding of the extent of
SOthisTHERE
discussion, I quote from "Accounting Terminology," published under the auspices of the American Institute of Accountants,
which defines "Internal Auditing":
"An audit made by members of the staff of the concern
audited. Frequently staff auditors, traveling auditors, or inspectors are employed to make continuous or periodical audits of some or all of the transactions. The scope is not definite, and their work is frequently supplemented by examinations made by public accountants."
At first it may appear difficult to determine the functions of an
internal auditing organization and those to be performed by the
public accountants. This has offered no obstacle to us, probably
because of the close cooperation between the two organizations and
the fact that we have auditing manuals for the guidance of our
personnel and reference by the public accountants, thus avoiding
duplicate efforts.
In some companies, internal auditing may refer to the specific
auditing work of an internal staff and in others only to a routine
system so designed as to afford an automatic internal check. Proper
organization for adequate internal auditing requires both in order
to realize the optimum of auditing effectiveness.
George E. Bennett in his book "Fraud —Its Control Through
Accounts" has so concisely defined the system of automatic audit
that I take the liberty of quoting him:
"A system of internal check may be defined as the coordination of a system of accounts and related office procedures in
such a manner that the work of one employee independently
performing his own prescribed duties checks continually the
work of another as to certain elements involving the possibility of fraud."
807
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Purposes
Regardless of what may be considered the principal purpose of
an audit, prevention and detection of fraud must remain an important part of the work of the public and the internal auditor.
The prevention of fraud is more to be desired than its detection.
Primarily, this involves the establishment of accountability for
the assets of the employer, regardless of the form in which they
may exist and, secondly, the confirming of the discharge of this
accountability in an approved manner . This principle of charge
and discharge is a basic concept in auditing, and it is a mistake
to neglect either incoming charges or outgoing discharges as possible avenues of criminal activity. In the establishment of a satisfactory system of internal check, provision should be made for
charging each person, not only with what actually comes into his
possession but with that which in usual course should come into
his possession; and to discharge each person only with that which
leaves his possession by due authority.
I have observed, and other auditors have confirmed this observation, that more stress is usually placed upon the auditing and confirmation of disbursements for which there is usually documentary
evidence available than upon a search for unreported income, in
which field there is greater possibility of emblezzlement.
Auxiliary to these general purposes of an audit are the verification of the correctness of the records; safeguarding of funds; compliance with bonding company requirements, both before accepting the risk and later in effecting settlement for losses; and, most
recently, requirements of the Securities Exchange Act.
In their instructions under Form 10, the Securities and Exchange Commission states:
"Accountants (public) may give due weight to an internal
system of audits regularly maintained by means of auditors
employed on the registrant's own staff. In such case the accountants shall review the accounting procedures followed
and by appropriate measures shall satisfy themselves that
such accounting procedures are in fact being followed."
Thus a properly organized and functioning internal auditing organization can materially reduce the auditing time of the public
808
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accountant, required to supply the necessary reports under this
Act.
I sincerely feel there is a further purpose of an adequate internal auditing system, and that is the discharge of the moral obligation of the employer to the employee. Some auditors appear
to be unable to understand that employers owe their employees a
reasonable chance to be honest and that the abstraction of even a
few dollars or the deliberate alteration of a set of books is decidedly serious. If an employer is negligent and an employee
receives a physical injury in the course of his work, a liability
is created which must be discharged under the workmen's compensation laws of the state; but what provision is made in the
absence of a proper method of audit, to safeguard the morals of
an employee who is constantly subject to the temptations of a
loose and careless system of handling cash, stocks, and other portable assets?
Organization
Frequently the internal auditing staff is under the supervision of
the treasurer or the controller and thus audits the operation of the
department of which it is a part. This type of organization does
not encourage a critical analysis and frank statement of conditions,
and I suggest for consideration an auditing department whose head
reports directly to the chief executive of the company and, further,
that this department have no operating or accounting responsibility, confining itself exclusively to auditing. Naturally, the more
independent the auditing department is of the accounting and
operating departments, the more unbiased should be its findings.
Auditing Personnel
Whether the auditing personnel should be recruited from the
ranks of the company, from the staffs of public accountants, or
from applications of individuals who have had years of auditing
experience depends upon the supply of men in the company who
have the necessary technical knowledge of accounting and auditing practices.
There are several advantages in the use of company employees.
Their knowledge of the business, its organization, policies and
operations is invaluable in facilitating the work and passing judg809
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ment upon the audit findings. Much of the work of the internal
auditing organization is or should be concerned with the compliance of the various departments and divisions with company regulations; and, naturally, an employee of the company is more familiar with these requirements than an outsider who may have been
employed only for his technical knowledge and experience. This
policy also affords opportunity for advancement to qualified and
deserving employees of accounting departments for whom promotions have been slow during the past few years due to low rate
of personnel turnover.
Because of the contacts which the auditor must make, a pleasing
personality is essential; yet he must be firm in his convictions and
logical in his conclusions. Under no circumstances must he permit any obligation on his part to other employees of the company,
customers, vendors, etc.; otherwise his report may be biased.
In few positions is the requirement of unquestionable honesty
and high moral standards as essential as in the position of internal
auditor.
Scope and Procedure
Rather than discuss the scope and procedure of internal auditing in an abstract manner, I feel that I can convey my views much
better by discussing the methods employed by our staff, and personal references are made only to illustrate procedures which we
feel have given us the maximum of protection and have met the
requirements of our public auditors.
Our work may be subdivided into:
Station audits;
Detailed audits;
Supervision of accounting policy, procedures, and forms.
Station audits comprise the audit and inspection of service stations and wholesale bulk plants. Detailed audits are made of office
procedures and accounts in our administrative offices, division
offices and district offices covering production, manufacturing and
marketing departments. Excepting station audits, the largest volume of our work is in auditing the marketing division, and general
accounting offices.
810
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We also periodically audit the treasury and other accounting
divisions, various service departments, and all subsidiary c ,nipanies.
Our supervision of accounting policies, procedures and forms, is
primarily for the purpose of insisting upon a division of responsibility, assuring an adequate, automatic internal audit of all transactions, avoiding duplication of records and reports, and establishing uniformity.
Audit Procedure

Two comprehensive auditing manuals are used; one a station
auditing manual, the other a general auditing manual. These
manuals have been prepared with special reference to our individual requirements but, in general, follow recognized auditing
principles.
Each audit is covered by a questionnaire similar to those supplied by the larger public accounting firms to their auditing staff.
Question numbers refer to the auditing instructions in the manual.
Any negative situation developed by the audit must be completely
detailed in the audit report. In addition, necessary schedules and
work papers become a part of the auditing department's files.
STATION AUDITS
Audit schedules and itineraries for station auditors are prepared
by a Supervisor of Station Auditors at our home office. As particular circumstances may be apparent to the auditor which would
warrant a surprise audit in a less than regularly scheduled period,
the auditor not only has the option but is expected to suggest
these out -of- ordinary audits. We also permit our division offices
to request emergency audits due to sudden change of agents, failure to report collections, discrepancy in stock accounting, etc.
However, the home office must receive a copy of all communications between the division office and the auditors. Contrasted
with the organization previously maintained, our station auditors
are independent of the marketing department, and are responsible
only to the general auditor. This arrangement has brought about
a more frank statement of conditions, resulting in better operation.
Also, it permits special assignments to audit outlying district
811
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offices of other departments and refineries at a minimum of time
and traveling expense.
Station Auditing
This is primarily a confirmation of the discharge of accountability for stocks, accounts receivable, cash, and properties.
Service station and bulk station operators must account for all
products delivered into their custody . It becomes the duty of the
station auditors to determine that these stocks are either on hand
or accounted for by proper charge sales invoices or their equivalent in cash.
Field verification of accounts receivable is desirable, but it has
been necessary to counteract the tendency of our division credit men to request verification only of past -clue accounts. Experience has taught us that the embezzling employee will ordinarily
take steps to avoid a misappropriated account becoming past due.
Excepting accountability for cash sales and payments on accounts, the amount of cash handled by stations is relatively small,
and disbursements are audited in the course of our regular disbursement audits.
Marketing properties are inventoried once each year and also at
the time agents are changed. Loaned equipment is inventoried
at time of change of agents and checked at regular intervals for
continued sales by reference to sales reports. Confirming actual
possession of property or bolding the agent accountable, we feel,
has materially reduced losses that might have been occasioned
through the sale, misappropriation, or other unauthorized disposal
of equipment .
In addition to these regular auditing functions, station auditors
make a minute inspection of the premises and equipment and report on the appearance, maintenance, safety, and economical operation of these properties.
From time to time, sales policies and practices are inaugurated,
and the station auditors report the progress made by the agents
in complying therewith. Division managers and division accountants receive copies of the auditors' reports; and in the general
office a sales manager and the general auditor each receive a
copy. The superintendent of safety and sanitation receives a
copy of the inspection report so that safety factors may be ob812
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served. In this manner, all interested persons are immediately
informed of the findings of the audits, and these reports become
the basis for taking corrective action.
RETAILED AUDITS
Bank and Cash Reconcilernents and Verifications
All general office bank statements are secured directly from the
bank and reconciled by the auditing department. At least four
times a year all division office bank accounts, petty and working
funds, special deposits, etc., are verified by the auditing department.
Reconcilements include the examination of check endorsements,
checking the footing of cash records and the handling of cash
transfers.
All cash and checks received must be deposited intact daily,
small disbursements being made from an office petty fund and
supported by receipts approved by other than custodian of the
fund.
The cashier must not have access to ledgers nor prepare or
approve vouchers.
Accounts Receivable
Collections are systematically followed by an employee not having access to cash or accounts. Our credit department must approve all cash discounts. Any special allowances or credits for
merchandise returned must be approved by the division manager
or in such manner that there is assured a proper internal check
of the transaction.
Any uncollectible accounts to be charged off must be submitted
to the general office for approval with such evidence of uncollectibility as is available. Within certain minimum limits further collection activities are carried on from the general office.
At the time of the division office audit, independent verification
of accounts receivable is made. From 75 to go per cent of the
accounts are verified. It has been advisable to send second requests, on about the fifteenth of the month, to those not replying
to the first request.
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Coupon Books

Companies using coupon books or similar media have probably
found that the accounting and auditing of these items is more involved than cash itself. We audit all books, starting with the
printer's invoice and carrying through not only to the ultimate
sale but to the actual cremation of the redeemed coupons.
We insist that the custody of the books, record of books received and consigned, and the accounting for sales of these books
be divided among three persons. The auditing department personally inventories all books and verities all consignment stocks
at date of audit.
Redeemed coupons are canceled immediately as received and
proper steps taken to avoid substitution of canceled coupons for
cash received. The hazards of redeemed coupons are as great as
or greater than unsold coupons an-1 require ingenious planning
to protect the company.
Merchandise
ertJzandise
A coordinated system of accountability between the various units
of the company is essential to assure that stocks transferred from
production centers are accounted for by the pipe line department
and the refineries, and subsequently by the terminals, bulk stations, and service stations.
Not only is it necessary to know that the quantities have been
accounted for, but that they have been accounted for at the prices
applicable to the stock classification and the customer sold. In the
petroleum industry, the jobber, dealer and consumer price differentials make it possible for an unscrupulous agent to divert sales
revenue to his personal use and the auditor must be constantly
alert to this possibility.
Independent physical inventories in whole or in part are indispensable to a proper auditing system. Our station stocks are
audited and inventories on a ninety -day basis and adjustment
made with the agent at that time. It is also a part of our function to determine the adequacy or inadequacy of the stocks carried
for efficient operation. It is interesting to note how proper stock
turn -over goes hand in hand with profitable operation.
814
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Supplies
This deals with warehouse supplies used for construction, replacement, and operations, including stationery and office supplies.
We always are concerned that the petty cash fund balances and
that there is no variation of even one cent in the bank accounts;
but when once the values represented by cash are converted into
values represented by merchandise, supplies, and physical property, the auditing interest so often is lost.
Many of the supplies purchased by corporations can either be
converted into cash by unscrupulous employees or used for some
personal purpose. On the other hand, there may be no intentional waste of property, but excess stocks and careless warehousing may cause a loss, which in dollars and cents may easily
exceed a loss in unaudited petty cash funds which we would not
accept.
Especially in printed forms and seasonable supplies is the company likely to sustain large losses because of excess stocks. One
of the benefits of the depression has been the enforced investigation as to the necessity for large stocks, with attendant losses and
unnecessary taxes, interest, and insurance. This is an important
auditing function.
Fixed Assets
Supplementing the test check by the public auditors, our auditing staff makes a detailed examination of disbursements, especially
with regard to those items which should be expensed and those
which should be capitalized.
In our company, it is necessary to secure an authorization for
expenditure on unusual expense items and on all capital items
exceeding a very small maximum. This assures a proper authorization for the disbursement, a logical capitalization policy, and
establishes an accountability from the moment of acquisition.
It is surprising the number of concerns having millions of
dollars invested in capital assets whose possession has not been
verified by inventory since acquisition nor whose condition has
been made known to the management by an inspection. Recent accounting literature indicates an enlivened interest in this subject,
accelerated, no doubt, by the Securities Exchange Act, treasury
815
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decisions with regard to depreciation allowed, and the factor of
obsolescence which accrued during the depression.
A well - defined and systematically conducted inventory policy
will avoid losses on this class of assets due to failure to establish and verify discharge of accountability therefor. Excepting
inventorying of marketing department equipment by station auditors, the auditors take no inventories of fixed assets but we do
assure ourselves that company policies are complied with and
that inventories and disposals are properly supervised.
Manuals, Catalogs, and Personal Equipment
There are few companies who have not issued manuals and
catalogs at considerable expense for the guidance of their employees. And we all know of the large number of brief cases,
engineering and other technical equipment which is replaced each
year. It is just as essential to establish accountability for these
expensed items as those whose values are carried on our books;
therefore systematically we verify by inspection the possession
of this equipment.
Other Assets and Liabilities
In the course of our detailed audits, the correctness of accounts
for other assets and for the various forms of liabilities are verified
by detailed examination.
Revenue Accounts
As previously stated, there is greater possibility of loss in unreported revenues than in overreported disbursements; and because of the very nature of these items, the ingenuity of the auditor is taxed to outwit the plans of those who would defraud the
company of its rightful income. The degree to which the responsibility for this income is divided is the degree of assurance of
income protection.
Disbursements
On all home office disbursements, a comparison of the check
with supporting papers is made before remittance is mailed. This
is accomplished by having an auditor of disbursements stationed
in our general accounting department who examines every check
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before it is signed and checks supporting papers for any alteration in dates or amounts, proper approval, calculations checked,
distribution, whether the disbursement is in connection with company business, etc. This has not involved any increase in personnel, as prior to the establishment of the position of auditor of
disbursements it was necessary that these checks be examined for
correctness after preparation by the accounts payable unit.
Division office payments are audited approximately four months
out of the year. This requires comparison of canceled checks with
supporting papers. The same requirements for supporting papers apply to marketing divisions as to general office and include
among those previously mentioned, that invoices be in the name
of the paying company and that items dated prior to sixty days
preceding date of payment, or duplicate invoices be properly investigated to avoid duplicate payment.
Auditor must have a good knowledge of the company's requirements so as to detect any inclination to purchase items for other
than company purposes. A division of responsibility has been
established which requires the approval of some one other than
the person incurring the obligation, and vouchering by a third
person, which, together with signature and counter - signature to
the checks and examination by auditor of disbursements, reasonably removes possibility of collusion.
Payrolls
We all know the many opportunities to embezzle afforded the
employee who has access to payrolls. Here again the depression
has automatically brought about a control that is very effective
in protecting the company's interests.
With the establishment of personnel requirements, the addition
of one name requires the removal of another name or executive
approval for increase in the staff. The auditing department, from
time to time, compares payrolls with the executive - approved per sonnel records for rates and authority for employment. In addition, payroll checks are occasionally delivered to the individuals
by the auditors or mailed direct to employee in envelopes bearing
auditing department return corner card. Payment by check or
by some armored car service where cash payment is necessary
affords a further automatic check on payroll abuses.
817
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Consideration should also be given to rotation of employees
which will bring to light any fraudulent practices.
Purchasing
We believe a reasonable internal audit of purchasing has been
effected by the following procedure:
Requisitions are signed only by authorized persons; and,
further, are approved by department heads;
Purchase orders are issued only upon receipt of properly
approved requisitions and are issued to responsible firms,
either on competitive bidding or on published discount sheets,
which features are audited by the auditing department;
Vendor's invoices are approved for payment by price clerks,
in the purchasing department, who were not instrumental in
placing the orders;
All purchasing orders must be supported by material received reports. In order to take cash discount, payment may
be made within discount period and the purchase order held
open for receipt of material received report. All cash discounts lost by the company are charged to the employee responsible therefor.
Personal purchases for employees are discouraged; but in
the few cases permitted, distribution must be made to accounts receivable, and a small handling charge added to the
cost.
Postage
Firms u sin g l arge a mou nts of postage a re sus cep tib le to los ses
unless they avail themselves of one of the several methods of protection.
Th er e ar e two or t hr ee mak es of p os ta ge met er s on t he mar ke t
which afford protection and assurance against pilferage of postage.

For offices that cannot justify a postage meter the use of pre canceled stamps affords reasonable protection at no additional cost.
Accounts Examination
During the course of the detailed audit, the internal auditor
is required to make a reasonable test check of entries to all accounts to satisfy himself, first, that proper accounting principles
t� 1S
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have been observed; second, that there has been proper authority
for purchasing and writing off or otherwise disposing of company's
assets; third, that liability has been incurred only in connection
with company business. Initiative and a thorough knowledge of
company policies and good accounting principles rather than prescribed audit procedure are essential in this examination.
Inspection and Economy Survey
It is surprising the housekeeping results that are obtained
throughout the year by an annual surprise inspection of offices,
desks, files and other equipment. The initial inspection will bring
out many hidden records that have long been considered lost.
The surplus of stationery and office supplies that will be turned
into the stationery room is surprising, but best of all the added
efficiency of the individual workers will well repay the time spent
in this inspection. It must be tactfully presented and the office
manager or chief clerk should accompany the auditor on this
inspection, which should be in the presence of the office worker.
Through his broad experience gained by the audit, inspection, and
survey of all of the company's offices, the auditor should be in
an especially good position to recommend economies of operation.
This obtains if the auditing staff can be changed in their assignments from time to time. It has been our practice to change the
territories of our station auditors at least once a year. Internal
auditors are not sent back on the same assignment in succeeding
years, and, if possible, two years intervene. In this manner the
auditing organization is more fully developed and each auditor
better informed on company affairs.
Special investigations can probably be better conducted by the
auditing department due to its members being equipped through
specialized training, access to records, and experience.
It is incumbent upon the auditor at all times to bear in mind
that he is a part of the company and that there is only one name on
the pay check which he and his fellow worker, whom he is auditing, receives. His every thought, word, and action should be
directed towards improving the morale of the organization and
increasing, through better operation and closer control, the profits
of the company whose every transaction has been opened up to
his inspection. He should realize his responsibility for contril)w819
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ing in a major way to the development of a smooth - running, cooperative personnel free of any petty jealousies, and should believe
that in the discharge of his duties the interests of the company
have been well protected and safeguarded from careless and irresponsible employees.

I N T E RN A L A UD I T C O N T RO L
By Victor H. Stempf, Partner,
Touche, Niven & Co. , New York City
HE N you open a bank account, rent a safe- deposit box,
apply for a license, join a club, or do any one of a thousand
other things, you think of the routine as excessive formality —
involving the pink ribbon used for tying up official papers —in

W

other words, red tape.
Needless to say, the man who directs accounting does not escape
the word, and by the time I shall have finished my remarks, some
of you may gather the impression that the ultimate object of conducting a business is to provide an excuse for maintaining records,
and that all of the red tape of internal audit control is just a means
of enlarging the accounting bureaucracy. Heaven knows, we find
a more than adequate analogy in the trend of government 1
What we all seek is the limitation of red tape to the types of
control which are (a ) essential to the protection of our property
(b) necessary for the elimination of waste and inaccuracy in our
operations and (c) requisite in assuring the correctness of our
records of transactions.

Objective of Control
Two decades ago, in discussing the responsibilities of public
accountants, someone turned a neat phrase which has reappeared
in accounting literature, i.e.: "The character of the examination
undertaken should provide reasonably adequate safeguards at a
cost which will be within the limits of a prudent economy." A
prudent economy in internal audit control contemplates that the
cost of establishing the check will be commensurate with the utility
820
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of the control provided. No reasonable man spends a dollar to
save a dime!
Let's get back to one fundamental which the New Deal has
somewhat obscured. The primary aim of business is profits, and
without profits the Better Life cannot be provided for the great
majority. The attainment of profits involves the conservation of
the values owned and the enlargement of such values through
skill in operating the business. Internal audit control has a vital
bearing upon both the conservation of assets and the effectiveness
of operating methods.
Definition
Internal audit control may be defined as the arrangement of
routine whereby the work of each employee is counter - checked
by the work of another employee. A complete system of countercheck presupposes an organization large enough to warrant departmental segregation of accounting functions. Complete control
of all details is rarely found even in the largest organizations, nor
is it suggested, because the cost of safeguarding certain types of
transactions may be greater than the losses which might arise
through the absence of such safeguard. The problem is one of
evaluating the hazards and of establishing safeguards commensurate with the hazards.
Effectiveness

of Prescribed Control

The major prerequisite of internal audit control is effectiveness.
We must "practice what we preach." Prescribed routine is worthless unless it be enforced. Reliance upon prescribed routine may
prove to be a "fool's paradise" unless we assured its effectiveness
by internal audit.
Coordination of Internal and External Audit
Most of you are as familiar with the A.B.C.'s of internal control as I am, but it may be well to review them, particularly from
the viewpoint of the proper approach, and the coordination of the
internal control and internal audit with the work of the controller
and external auditor. The financial position and result of operations of a business find expression in the reports submitted to
stockholders, credit grantors, and others, from time to time. These
821
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reports are essentially the representations of management relative
to the state of affairs of the business, and management must rely
primarily upon the ability of the controller to so marshall his
accounting material as to assure the preparation of financial statements which present and interpret all material facts to which
stockholders, credit grantors and others may be entitled. Financial
statements are largely the reflection of judgment, and accounting
is, therefore, as much an art as a science, seeking to present
financial situations by the consistent application of recognized conventions to the interpretation of the ascertainable facts in a given
case. The purpose of management in obtaining a financial audit,
therefore, is to secure confirmation of the fairness of the financial
statements before submitting reports to interested parties. The
financial statements are representations made by the management,
and the public accountant is called upon to express his considered
opinion relative to the fairness of the statements. The controller
and the public accountant have a common purpose, therefore, viz:
a fair disclosure of all material facts relating to the financial position and result of operations of the business. The approach of
the controller differs from that of the public accountant only to
the extent that he has the opportunity of interpreting transactions
as they arise, whereas the auditor passes upon everything in retrospect in connection with the annual financial examination.
Method of Approval

The controller's most effective safeguard to assure accuracy of
the records lies in the prescription of a manual of accounts and
internal control, and the maintenance of internal audit to prove
that the routine is being observed. Briefly, an inventory of all
personnel and records provides the basis for memoranda regarding the character of work which each individual and each class of
employee performs in the preparation, checking, recording or approval of transactions which find their way into the books of
account; and, these memoranda must be coordinated to produce a
properly counter - balanced accounting set -up. A word of warning will not be amiss. We should always strive to provide flexibility in our chart of accounts; in the manual provided in respect
of the use of the accounts, and in the prescribed system of internal control. It should be possible to expand or contract any
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such system without devising a completely new set -up. Similarly,
a rigid program of internal audit may be dangerous, by enabling
the examiner to rely entirely upon prescribed mechanics. Auditing involves an exceptional degree of judgment, requiring a constant and conscious play of imagination and analytical thought.
Accounting operations often become perfunctory, and internal
control often breaks down through the improper shifting or combination of clerical duties such as have been effected in the interests of apparent economy in the last several years of depression.
Rudimentary Essentials
In the realignment of duties, there are a few essentials Mitch
are rudimentary:
( i ) The proper discharge of duties requires that each employee
shall be weighed as to physical fitness, native ability,
knowledge and experience requisite to handle the position.
( 2 ) Every member of the staff should be required to take a
vacation at least once a year, and employees should be rotated to the extent which may be practicable.
(3) Officers and employees responsible for cash, securities. and
valuable merchandise should be bonded.
(4) Access to securities should be had only by two or more
officers jointly.
(5) Custodians of notes receivable and securities should take
no part in keeping the general ledger or accounts receivable.
(6) Checks, notes and acceptances should be signed and countersigned by executives.
(7) Substantial expenditures for fixed assets should be made
on specific appropriations by the proper authorities.
It should be emphasized again that no system of internal control can be satisfactory without provision for internal auditing, including at least the following:
(a) Verification and reconciliation of bank balances.
(b) Verification of petty cash funds.
(c) Verification of branch operations and of current assets held
at branch offices.
(d) Periodical confirmation of receivables.
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(e) Tests of book inventory records by physical count.
(f) Test of the approval of vouchers before payment.
(g) Verification of cash sales.
In smaller businesses, internal auditing may be united with the
rotation of duties. Thus one branch accountant may be assigned
to audit the records of another. While the development of an
internal auditing staff normally takes this form, it has inherent
weaknesses which emanate from the human characteristic of
"scratch my back and I'll scratch yours." Technically, the internal
auditor exercises a function which should be divorced from all
other entangling alliances. The controller should be responsible
directly to the board of directors, and the internal auditor should
be responsible directly to the controller only. The results of the
examinations conducted by internal auditors should be reported in
writing by the examiners. The reports should be used by the
controller as a basis for remedial measures, and should be retained for review by the external auditors. These reports, or
other evidences of internal audit, may serve the external auditor
in expediting tests of the effectiveness of the system of internal
control, and in general the line of authority and responsibility, the
rotation of employees, the retention of internal audit reports will
have a material bearing upon the character of examination undertaken by the external auditor. Needless to say, the work of the
internal auditor may not be substituted for that of the external
auditor, but the evidence which the controller may adduce to
support his representation that internal control is effective will
influence the extent of related work undertaken by the external
auditor.
It is impossible to cover all phases of internal control and internal audit in the time available for this discussion, but it is desirable to deal briefly with some of the more important details:
Purchases and Expenses
All purchases should be made by a delegated authority through
the medium of a purchase order. Purchase orders should be
numerically controlled and should be prepared in manifold for
the use of the purchasing department, receiving department and the
accounting department.
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Purchase invoices should not be approved by an executive for
payment unless the goods or services shown on the invoice are
supported by a proper purchase order and are billed in accordance
with the terms, prices and other conditions shown on the purchase
order, and there should be approvals on the supporting documents
indicating that the goods have been received and are of the type,
quantity and quality billed on the invoice. The supporting documents should also bear an approval indicating that all extensions,
footings and other calculations of the invoice have been verified
and a further approval indicating the accounts to which such
purchases are to be charged.
A voucher system is ordinarily desirable as it affords a basis
for relating every check issued to an audited invoice or voucher.
After an invoice or voucher has been approved for payment the
check number should be noted thereon, in order to prevent duplicate payment.
A record of purchases returned to shippers should be kept by
the shipping department. This record should be checked by a
representative of the controller's department, to assure the receipt
of proper credit from suppliers.
Vouchers for expenses should be paid only upon the approval
of an authorized official. Traveling expense vouchers should be
sufficiently detailed to indicate the propriety of the charges.
Expenditures for postage, where substantial, should be protected
by the use of postage meter machines and /or by reports from
postmasters.
Heads of departments should approve departmental usage of
postage as a check on the postage reported as consumed by mailing departments. Mailing departments should be so organized
that an employee having custody of postage stamps does not have
access to the records in mailing departments or other departments
which establish the accountability for postage in his possession.
The internal audit of these transactions would involve a complete examination or a partial test of the purchase and expense
journals or voucher records together with supporting invoices and
vouchers to establish the fact that the following details had been
handled satisfactorily:
825
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Authorization by purchase order.
Approval of receipt of goods or services.
Approval of prices and calculations.
Reasonableness and propriety of subject matter.
Classification of expenditure.
Approval for payment.
Notation of check numbers used in payment.

In the case of a partial test, the journals relating to the periods
not examined should be scanned to see that they appear regular.
Records of returns (as maintained in the shipping department)
should be checked against the journals of returns.
The postings and footings should be checked or tested.
Sales
Sales should be so safeguarded as to prevent the delivery of
merchandise or the performance of service without a record of the
sales transaction being made. Manifold sales tickets ordinarily
afford a basis for the satisfactory check of cash sales. Merchandise
should be checked against cash sales figures by a second employee
before the delivery of merchandise to customers, or customers
should present paid sales tickets in order to receive delivery of
such merchandise. Numerical control of cash sales tickets should
be provided. These tickets should be verified as to prices, extensions, and totals by an employee other than a inember of the sales
or cashier's departments. The daily total of cash sales should
be determined by such independent person.
Orders relating to charge sale should also be controlled numerically. No merchandise should be shipped other than through the
medium of an accepted sales order, and no merchandise should
be shipped v ithout proper approval of credit. Quantities should
be checked before shipment and sales invoices should be controlled
numerically. Sales invoices should be prepared from sales orders
which indicate dates of shipment and credit approval. Office copies
of sales invoices should be supported by the sales orders, and
should form the sales record from which customers' accounts are
posted and from which the summary of sales is made for control
purposes. Sales invoices should be verified as to prices, extensions, totals, discount, etc., before being transmitted to customers.
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Credit memoranda for returned sales and allowances should be
supported by advices from the receiving department or froin other
independent officials indicating the quantity, description and condition of the merchandise returned or the reason for an allowance.
Memoranda recording allowances and credit for merchandise returned to the sales department should be independently approved
as to the allowance and as to the quantity and condition of the
merchandise returned.
The details of sales and sales returns and allowances should be
retraced and checked in detail or by test, as circumstances may
prescribe: Additions and postings of related records should be
tested; sales tickets should be checked as to quantities and calculations, all sales ticket numbers should be accounted for; cash
register tapes should be reconciled with recorded sales; shipping
tickets should be checked with sales invoices; receiving records
should be checked against journals to make certain that returns
were actually received in proper quantities and condition and
that allowances have been properly approved by an official independent of the cashier's office.
Cash Receipts
The routine should assure the prompt recording of all receipts
in money. Cash registers or other mechanical devices should be
used to record such receipts. Regular readings of registers should
be compared with recorded cash receipts by an employee other
than a member of the sales force or a member of the cashier's department. Cash registers should be so controlled as to assure no
interference with the correct recording of sales through manipulation of the locking devices of machines or the removal of tapes.
In the absence of cash registers or similar devices, numerically
controlled sales tickets should be used, and consecutive numbers
should be accounted for periodically. A summarization of these
tickets should be compared at regular intervals with recorded cash
receipts, by an employee other than a member of the sales force or
of the cashier's department. In the event that both cash registers
and sales tickets are used, the register readings and totals of sales
ticket summaries should be compared with the cashier's record
by an independent employee.
827

April 1, 1936

N. A. C. A. Bulletin

no

in

Similar control should be provided in respect of collections on
C.O.D. sales and in respect of cash collections received directly
by cashiers in settlement of accounts receivable.
The proper control of cash received through the mail is very
often lacking. The opening of the mail should be under the supervision of a responsible employee other than a member of the
cashier's department and an independent listing of cash received
through the mails should be made by such employee, the details
of which should subsequently be compared with the cashier's record of receipts, in order to assure that all such receipts have been
properly accounted for in the cashier's department. Miscellaneous
receipts arising from the sale of scrap, insurance claims, etc.,
should be reported to the controller independently of the report
which accompanies the cash to the cashier's department, and the
controller should compare the details of such report with the
cashier's record of receipts.
Cash received by outside salesmen and collectors should be confirmed by notations on invoices submitted to customers or otherwise, and customers should be advised that all checks should be
made payable to the order of the company and not to the order
of salesmen or collectors. The checking of salesmen's orders and
collectors' cash should be performed by employees independently of
the cashier's department.
All cash receipts should be handled and recorded by a receiving
maintaining either the general ledger
cashier who has
part
or accounts receivable ledgers and who has access neither to such
ledgers nor to the statements sent to customers. All cash receipts
should be deposited promptly and intact, and deposits should be
taken to banks by employees other than the cashier, incident to
which duplicate deposit slips should be obtained or a confirmation
of the amount of deposit mailed by the bank direct to the controller. This is particularly desirable when deposits include large
amounts of currency, and will prevent shortages therein being made
up by cashiers without the knowledge of the controller.
Deductions for cash discounts, allowances, etc., should be checked
to establish the correctness thereof.
The effectiveness of cash control should be substantiated by
the internal auditor by a comparison of recorded receipts with reports or summaries of :
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Cash register readings.
Cash sales tickets.
Duplicate receipt tickets.
Cash received by mail.
Collectors reports.

Footings and postings of cash receipts records should be checked,
total receipts and total deposits should be reconciled, and itemized
cash receipts should be checked against copies of original deposit
slips (to be obtained from bank). Discounts and other deductions from settlements should be vouched.

Major Cash Disbursements
All major cash disbursements should be made by check so that
bank accounts will furnish independent substantiation of such
transactions. All checks should be numbered serially and such
check numbers should be recorded in cash disbursement records.
Every voided check should be retained and accounted for, and
every check should be definitely related by stamp or other device
to the invoice paid or to the voucher authorizing the disbursement.
A list of all checks prepared for payment should accompany the
checks submitted to executives for signature, so that such executives may retain actual records of all checks signed. These lists
should be retained by such executives for the use of the internal
auditors in comparing the checks entered on the cash disbursement
records. No one should be asked to sign a check unless there be
presented to him simultaneously the invoices or underlying vouchers to which such checks relate. Particularly in respect of major
disbursements provision should be made for the counter- signature of checks, and care should be exercised to see that such
counter- signatures are not perfunctory. It is obvious also that
blank checks should never be signed in advance. Disbursement
checks should be prepared by an employee who has no part in
keeping the general ledger, accounts payable ledger, or voucher
record and to whom access to such records is denied.
Many defalcations have been effected by the use of improperly
approved credit memoranda or adjustment slips, and similar items
for which checks have been drawn. Such disbursements should
be supported by approved memoranda, and such approval should
be by responsible parties outside the accounts payable department.
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The internal auditor should reconcile all bank accounts, accounting for all prenumbered checks, by comparing all paid checks with
check registers, noting particularly the names of drawee and endorser, as well as propriety of signatures. He should vouch
disbursements, incident to the transcription of check numbers on
vouchers, as to the propriety of all items referred to under purchases and expenses. He should investigate particularly the propriety of partial payments, if any, as to authority, conditions, etc.
Postings, footings, and extensions should be checked, and great
care should be exercised in tracing cash transfers between banks
and between offices to determine that these are simultaneously recorded at both ends.
Minor Cash Disbursements
Where it is necessary to make minor cash disbursements iv
currency, the imprest system should be used. Under this system
the following controls are basic:
(a) The amount of the imprest fund should be fixed at the
smallest possible amount and reports of disbursements
should be made periodically.
(b) All imprest fund disbursements should be approved by responsible parties on a regular, prenumbered voucher.
(c) A receipt should be obtained for each disbursement. Petty
cash vouchers should be completely prepared in ink and
the amount should be written in. Petty cash vouchers and
supporting invoices should be stamped with the date and
number of the reimbursing check, in order to prevent
subsequent re -use.
Proper control forbids the disbursement of funds emanating
from cash receipts. All cash disbursements should be made from
imprest funds. Such disbursements should be checked by the
internal auditor against invoices and vouchers, noting particularly:
(a ) approvals of reimbursements, (b) dates of invoices and receipts, (c) alterations and erasures. Postings and classification
of disbursements should be checked in detail or by test.
Accounts Receivable
The maintenance of accounts receivable should be a separate
functional sub - division of the accounting department. Bookkeepers
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engaged on such ledgers should have no connection with the cashier's work and, per contra, cashiers should have no access to
ledgers nor to statements sent to customers.
There should be also a distinct separation between the credit
department and the accounting department, and a systematic
method should be employed in the collection of accounts. Collection follow -ups should never be entirely under the control of the
accounts receivable bookkeepers. Entries in control accounts
should be based upon totals compiled in other departments, and
accounts receivable ledgers should be balanced with controlling
accounts at regular intervals, and should be checked and confirmed
periodically by employees other than those who normally maintain
the ledgers.
Accounts charged off as uncollectible should be supported by
memoranda bearing the approval of an authorized official. Such
accounts should be carried in a separate ledger and collections
should be recorded therein by the accounting department and not
by collectors. Periodical lists of collections should be submitted to
the principal in charge of collections and the lists should be approved by him after he has compared them with his collection files.
In auditing the effectiveness of internal control, the examiner
should check postings of control accounts and detail ledgers either
in detail or by test. He should examine all accounts written off
to assure proper authorizations and approval, and he should review collection department correspondence and if possible obtain
from attorneys lists of collections on accounts previously written
off.
Inventory
Perpetual inventory records of stock on hand ordinarily afford
the most satisfactory check of physical count, and provide a safeguard against losses through theft or inefficiency. Controlling
accounts for stock on hand should be maintained and should record
all materials received, purchased, manufactured, issued, and sold.
The perpetual inventory records should be balanced periodically
with general ledger control accounts. In industrial enterprises the
stores ledgers should be subjected to periodical check by physical
count by persons outside the stores department. Adjustments of
these records should be approved by an authorized official.
831

N. A. C. A. Bulletin

April 1, 1936

Instructions relative to methods to be pursued and records to
be maintained in taking physical inventories should emanate from
the controller's office. The internal auditor should have a copy
of these instructions, and, if competent, should, on occasion, serve
as "inventory manager." These instructions necessarily include
rules concerning cut -off, physical count, recording and calculating
inventories, providing prenumbered tickets and forms for the
several operations to provide requisite control of the final summarization. Particular attention should be given to goods in
transit, on consignment, in public warehouses, out for processing,
etc., as well as to defective, damaged, obsolete, or otherwise unmerchantable goods. Schedules should be prepared from shipping
department and receiving department records with regard to the
effective cut -off of inventory and related adjustments of receivables and payables. Similarly, schedules should be prepared relative to purchase and sales commitments with due regard to questions of market prices in relationship to costs and with further
regard to the relation of commitments to normal requirements
and /or facilities of the business.
Commonly, as to perpetual inventory records, the general ledger
accounts should be scrutinized to determine that entries therein
are proper and regular; guarding against fictitious debits and
credits, and tracing to original sources if deemed advisable. Adjustments of perpetual inventories, based on physical counts staggered through the year, should be checked in detail and should
be approved by someone in authority. I shall not burden this
paper with the ramifications of examining cost records. This is
a subject unto itself.
f

Branch Ofices
Branch offices may take the form of sales units, production
units, or completely independent organizations. The type of control of branch operations imposed will, therefore depend upon the
basis of operations at branches.
When branches are merely sales offices, branch expenses should
be paid from an imprest fund. Reports of disbursements accompanied by receipted invoices or approved vouchers should be sent
to the head office for reimbursement. When branch offices oper-
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ate, more or less, as complete units, the following items are typical
of the controls to be established:
(a) A perpetual inventory of all goods shipped to or purchased by the branch should be kept at the head office.
(b) Copies of all branch sales invoices should be sent to the
head office where a controlling account of the branch accounts receivable should be maintained.
(c) A trial balance of branch ledgers should be sent to the
head office each month.
(d) Copies of all approved credits and journal entries should
be sent to the head office for examination.
(e) Cash collections should be deposited in a local bank account over which the branch has no control. All checks
on this account should be drawn by the head office.
(f) Copies of branch cash records and duplicate deposit slips
should be sent to the head office.
(g) Bank statements and paid checks should be sent directly
to the head office by the local bank.
(h) Properly approved disbursements for petty cash expenses
should be reimbursed by the head office on the imprest
system.
When the branch operations are too elaborate for these types of
control to be sufficiently effective, it naturally follows that adequate
check of the operations of such branches may be effected only
through traveling auditors.
If the head office adequately controls branch operations, it is
possible that internal audits of such records may be made without
visiting branches. Usually, however, field examinations are made
as a matter of policy if not of necessity, and the details of the internal audit depend upon the character and extent of the activities
of the branch.
Accounts Payable
Accounts payable ledgers and voucher registers should be under
the control of a separate unit of the accounting department. Bookkeepers engaged on such records should have no connection with
the cashier's work and in turn cashiers should have no access to
accounts payable records nor to statements received from creditors.
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Trial balance of voucher registers and accounts payable ledgers
should be agreed with controlling accounts at regular intervals by
individuals other than those who regularly maintain the records.
Statements received from suppliers should be reconciled monthly
by representatives of the controller who are independent of the
accounts payable or cashier's departments.
In cases where invoices are sent to various departments before
entry in purchase ledgers, an invoice register or some similar
record should be used as a means of tracing invoices and of determining liability for merchandise in transit or held in receiving
rooms. All invoices received should be entered in the register and
should be checked off when they are entered in purchase ledgers.
Adjustment of accounts payable for errors or other causes should
be approved by responsible employees.
The phases of the internal audit of accounts payable which relate
to purchases and expense have been covered previously. In respect of the accounts payable as such, footings and postings from
cash, purchases and other records should be checked in detail or
should be appropriately tested.
Payrolls
The functions of timekeeping, preparing payrolls, and payoffs
should not be combined under the control of one employee. This
work should be performed by different employees or departments
and should be checked independently before payrolls are released.
Ordinarily, the following controls should be provided:
(a ) Payrolls should be prepared in the paymaster's department
from time -clock cards or from other forms of time reports submitted by timekeepers.
(b) A labor recapitulation should be prepared in the accounting or cost department from time tickets or piece work
production records.
(c) The accounting or cost department should verify the payroll prepared in the paymaster's department and reconcile
such payroll with the labor recapitulation.
(d) Payrolls should be approved for payment by an official,
after he has satisfied himself that the necessary internal
verification of the payroll has been made.
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(e) Payrolls should be paid in the presence of a witness, who
should have no connection with the preparation or verification of the payroll.
In addition, certain rules should be observed in connection with
payroll accounting, as follows:
(a) Payroll departments should be operated on the imprest plan
so that the paymaster must account for all money in his
hands at all times.
(b) Timekeeping should be based on automatic time records.
If such recorders cannot be provided, daily time reports
should be made by timekeepers and approved by foremen
or other officials to whom employees report.
(c) No name should be added to the payroll except on formal
authorization of the person responsible for employment.
(d) All rate changes should be approved by the head of the
department affected.
(e) Every employee should be provided with a receipt on which
the name, identification number, amount, and pay period
are shown. On pay day each employee should turn in to
the paymaster a receipt, with his name and address signed
by him, in exchange for his pay envelope (there are, of
course, infinite varieties of this type of control).
(f) Lists of unclaimed wages should be prepared and submitted to the controller's department. The controller's department should examine all receipts for amounts subsequently paid. If unclaimed wages are held intact for
a time, provision should be made periodically for the return of such funds to general cash.
The internal audit of payrolls naturally involves a re- examination of payrolls in complete detail or by appropriate test, as follows:
(a ) Check time records against payroll.
(b) Check rates against rate records.
(c) Check extensions and footings.
(d) Check receipts obtained from employees.
(e) See that payrolls are approved by designated officials.
(f) Compare totals of payrolls with payroll checks drawn.
(g) Check addition and removal of names against employment
department records.
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(h) Compare totals of payrolls with labor recapitulations of
cost records.
(i) Account for extraordinary fluctuations of payroll during
period under review through budgets or otherwise.
(j ) Vouch payroll deductions for absence, merchandise, rentals,
etc.
(k) Vouch subsequent payments of unclaimed wages, examining receipts and tracing name of employees and
amounts to original payrolls.
While the foregoing details cover much territory, you will realize
that they barely scratch the surface of the many variants of practice which are peculiar to individual businesses.
Internal audit plays an important part in supplying reliable data,
upon the analysis of which future remedial measures depend, relative to the elimination of waste, the institution of economies, and
in the determination of standards of performance. Management
has found internal audit an essential factor in keeping posted on
the state of the business and in bringing to light all material facts
relative to the conduct of the business.

I N T E RN A L A UD I T I N G F O R T RA D I N G A N D
MA NUF AC T URIN G CONC E RNS
By Hen ry M. Thomson, Par tner,
Thomson, Cooper & Thomson, Los Angeles, Calif.
Purpose
HE principal function of auditing is to insure accuracy in accounting records and to see that all cash, materials and other
evidences of value are properly accounted for. Losses may occur
as the result of dishonesty on the part of employees or officials
and also by reason of honest errors through reliance being placed
on incorrect statements of financial condition and operating results.
Examinations by professional accountants are a necessary part
of business procedure. However, unless such examinations are
made with sufficient frequency and care, it may happen that losses
are discovered after it is too late to effect recovery. It is therefore
of great importance that a system of internal audit control be main -
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tained to provide a check on the accuracy of the recording of transactions as they occur or within a very short time thereafter.
A proper method of internal control will greatly reduce the possibility of errors, and reduce, if not entirely eliminate, the opportunity for fraud on the part of dishonest persons and those who
may not be inherently dishonest but may not be strong enough to
resist temptation.
Application
The principles of accounting and auditing are more or less fundamental. However, their application will vary somewhat according to the type of business involved.
Since it is impossible in one article to cover the detail relating to
all kinds of business or even all the details of one kind of business,
this discussion, while of a general nature, will consider more particularly the problems of trading and manufacturing institutions.
So that we may proceed in an orderly manner it is perhaps best
that we consider separately the different kinds of transactions to
which internal auditing principally applies.
Cash Received
Particular attention should be paid to the control of incoming
cash. Since currency and coin are as liquid to the individual as to
the business, are easily transported and almost impossible to identify, they are more susceptible to theft than are securities or goods.
Under a proper system of accounting control the receiving and
recording of cash should be delegated exclusively to the cashier.
All receipts should be deposited in the bank daily and no payments
made out of such cash. The cashier may prepare the receipts for
deposit, but it is preferable that some other person take the deposit
to the bank.
Cashiers should not have access to accounting or sales records,
nor should they be required or permitted to assist with the bookkeeping.
Members of the accounting department, particularly those
charged with keeping customers' accounts. should not have access
to cash funds nor be used as relief cashiers.
When the cashier's record of receipts is posted in the accounting department any discrepancies therein will soon be discovered.
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The internal auditor, or some member of the accounting department, should secure direct from the bank, the monthly statement
with the paid checks. This statement should be reconciled with
the accounts, and the banks' record of deposits, also the duplicate
deposit tickets, should be compared with the cashier's record of
receipts.
The total cash sales as compiled from cash sale tickets or orders
is also to be compared with the cashier's record of cash sale receipts. In many instances, particularly in retail stores, this comparison is made daily.
When statements of customers accounts have been prepared by
the bookkeepers they should be compared with the ledgers and
trial balances by the internal auditor and by him placed in the mail.
This practice, together with a constant and careful review of the
status of the accounts by the credit department, which should be
distinct from the accounting department, will provide reasonable
safeguards against misappropriation of customers payments by the
cashier.
Disbursements
As previously stated all cash receipts should be deposited and
all payments made by check with the exception of small items
which are paid out of a petty cash fund. If this is done misappropriations through disbursements are more difficult and usually require collusion with other employees in the same institution or with
employees in other institutions.
Receipts for petty cash payments should be numbered and should
be approved by the controller or some one in authority. When
the petty cash fund is reimbursed the receipts should be checked
against the total voucher and the vouchers filed where the cashier
will not have access to them for the purpose of using the same
receipts or vouchers again to cover petty peculations.
Checks should be drawn by the disbursement clerk only on
proper authority and they should be passed to the controller with
the authorizing vouchers. The controller before countersigning
the check must see that it is made out complete for the correct
amount and payable to the proper party. He must also see that
all necessary supporting documents are attached, that they have
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been checked as to receipt of goods or services, prices, terms and
computations and that the voucher is plainly stamped with the date
and reference to entry in the voucher record and the date and number of the check issued in payment.
The vouchers should accompany the checks when they are
passed to the Treasurer for final signature and he should also be
careful to note that the check is completely and properly drawn
and that the voucher is properly numbered and stamped as to
entry and payment and should have the checks delivered to the
payees direct through his office.
This procedure is necessary to provide reasonable safeguards
against duplicate payments and against increasing the amount of
the check or changing the name of the payee after the check is
signed.
kVhen checks are issued in payment of notes, interest charges,
etc., memorandum vouchers should first be made and authorized.
It is then the duty of the accounting department to follow up such
items and see that the proper documents are promptly received
and the voucher made complete.
.Sales
In retail stores sales tickets are prenumbered and issued to the
sales force in books. When a sale is made the goods are checked
against the sale ticket and wrapped for delivery by some person
other than the one making the sale. The wrapper retains a copy
of the sale ticket which is turned in to the accounting department.
The totals of the tickets representing cash sales are compared with
the collections from cash sales and the tickets for sales on account
are totaled as a proof against the subsequent ledger postings. The
tickets are then checked against the register copies in the sales
books to see that all tickets are accounted for.
In manufacturing and wholesale houses, deliveries are commonly
made through a shipping department and the sales originate in the
sales department. Neither of these departments should receive cash
and the personnel should not have access to the accounting records.
It is preferable that sales orders in all cases be prenumbered.
However, this sometimes causes too much delay and additional
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work through the necessity of recopying too many orders, particularly those sent in by outside salesmen.
A satisfactory method is for the sales department, when it has
prepared and approved an order, to pass it to the accounting department to be numbered. The accounting department will retain
one copy to serve as a register.
Before making shipment or delivery the shipping department
must see that the order is properly approved by the sales department, numbered and initialed by the accounting department and
either stamped paid by the cashier or approved by the credit department.
After delivery has been effected and an invoice made, the orders
are returned to the accounting department, where a daily total is
first made to establish a controlling figure. The original orders
may be used for ledger posting or duplicates of the invoices may
be used for that purpose provided the duplicate invoices have first
been proven with the original sales orders.
The original sales orders are then checked against the copies
which constitute the numerical register. This method should
serve to account for all deliveries on sales orders as having been
properly recorded in the accounts.
Credit memorandums should be prenumbered and should be
registered and checked in the accounting department in the same
manner as sales orders.
Credits issued for price or policy allowances are to be approved
only by authorized executives. Credits for goods returned are
also to be properly approved and supported by evidence from the
receiving department that the goods have actually been returned.
Purchases
A proper control of purchasing is necessary to any business.
No committments should be made for the purchase of merchandise, materials or equipment without the issue of an authorized
purchase order. This will also apply to the purchase of some classes
of services as well as materials, even though such purchases are in
the nature of special contracts.
Purchase orders must be prenumbered and should be issued only
in the purchasing department. Should the requirements originate
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in some other department a request should be made on the purchasing department for the issue of a regular purchase order.
Purchase orders should be made with at least three copies; one
for the vendor, one for the purchase department file and one for
the receiving department.
The copy for the receiving department should be a notice of
what goods to expect and should preferably show only reference
to the vendor and the kind of goods, omitting any reference to
quantities or prices. This makes it necessary for the receiving department to actually count or measure the goods, otherwise they
might automatically check the quantity as shown on the purchase
order.
Vendors invoices are to be checked in the purchasing department against the copy of the purchase order, approved as to prices
and terms and passed to the accounting department.
Upon the receipt of goods the receiving department will return
the purchase order copy to the accounting department together
with a receiving record, which should also be issued in numerical
order. In some cases it will be necessary to send a copy of the
receiving slip to the department where the goods are to be used
and where they will be approved as to quality.
When all documents relating to the receipt of goods have arrived in the accounting department they will be checked against
and attached to the invoice. If found to be in order the invoice
will then constitute a voucher approved for payment.
Invoices for taxes, insurance, public utility services or other
charges for which purchase orders have not been issued, may be
checked in the accounting department against any contracts, agreements or other documents which may be available and are to be approved by the controller or by the executive or department head
responsible for incurring the charge.
It has been found of advantage to have vendor's invoices go first
to the accounting department to be recorded in the invoice or
voucher record before being sent to the purchasing or other departments for approval. This tends to avoid invoices being mislaid or held in departments for an unnecessary time, but requires
the issue of debit memorandums to charge back any corrections
which may be made when the invoice is checked.
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Payrolls
The entry of employees names on the payroll, the removal of
names therefrom, changes in pay rates and transfers from one department to another should be authorized on forms provided for
that purpose. These forms should be approved by the employment
department and by the superintendent, foreman or supervisor
under whose direction the employee performs his or her duties.
Where pay is on a piece -work basis, production tickets should
be approved by inspectors and by foremen. If on a time basis,
the clock time cards should be approved by the timekeeper and
either the individual cards or the completed payroll for each department should be approved by the superintendent, or the executive responsible for the department.
Before the payroll is completed, the footings and computations
of time or piece units and amounts should be rechecked by a second
person. When the pay checks are drawn they should go to the
controller with the payroll.
It is advisable to draw pay checks on a separate bank account
in which may be maintained a minimum balance sufficient to cover
payoffs between pay days. A voucher check is then drawn for the
total of the payroll and this check deposited in the payroll account.
Before countersigning the voucher check the controller should
prove the payroll footings and compare the total with a total run
separately from the pay checks.
Pay checks should not be delivered to employees either by the
timekeeper, superintendent or foremen or by the payroll clerk.
They may be delivered to the treasurer or cashier to be called for,
or they may be distributed by a clerk from the accounting department delegated to that purpose.
It is advisable for pay checks to be delivered occasionally by the
auditor, controller or other officer as a test check.
Merchandise and Materials
The principal features of the control of merchandise are mentioned under the headings of Sales and Purchases. Additional control may be secured through a stores department entirely separate
from receiving, shipping and production departments, with an adequate system of requisitions to cover the movement of goods.
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The maintenance of perpetual inventories with provision for
checking these records frequently against the actual stock on hand,
will be found of great value wherever practicable.
Space does not permit of going into detail regarding the operation of these methods at this time.
Other Features
Transactions other than those pertaining to the routine operation
of the business, such as interest on notes receivable and investment
securities, rents from tenants on company property, disposition of
items of equipment and other capital assets, sale of scrap, receipts
from sale of capital stock and issues of bonds and notes, should also
be subject to internal control.
The accounting department or controller should maintain schedules of notes, securities, rented property, etc., and check these
schedules regularly against the cash received record.
Scrap material and items of equipment should move through
the store and shipping departments on regular sales orders in the
same manner as merchandise sales.
Where there is but one entrance or exit to the plant it may be
possible to charge a gateman with the responsibility of seeing that
no goods or equipment are taken from the premises unless covered
by proper documents to show that the transaction has been
recorded
The accounting department or controller should also have detail lists of outstanding stock, bonds and notes payable and should
have access to the records of the secretary and the treasurer for
the purpose of verifying the lists.
Duties

of the Internal Auditor

Where the position of internal auditor is specifically provided
for, the duties of that person or department will consist principally
of following up the provisions for internal control to see that they
are faithfully adhered to and not in any way relaxed. In addition
there will be certain specific duties to be performed, some of which
are :
Verifying the monthly bank reconciliation, also cash book
and payroll footings;
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Periodically tracing cash receipts to the bank, proving footings of other records, comparing checks with supporting
vouchers and vendor's accounts;
Making tests of purchase order and sales order registers
with the completed records, checking time cards and pay
checks to the payroll and personally making delivery of pay
checks to employees;
Checking ledger trial balances, comparing customers statements with the ledger accounts and personally mailing the
statements.
The internal auditor should be thoroughly familiar with all the
operations of the business, so that he will be on the alert to note
any unusual transaction, or any breakdown or weakness in the
system of control.
This person or department should report directly to the Board
of Directors and should not be subject to supervision by any department executive.

General
Obviously it would be impossible in one article to outline a complete system of audit control for all kinds and sizes of business
enterprises or to cover every conceivable transaction which might
occur.
An attempt has been made to cover in a general way the principal routine transactions. I have assumed an organization sufficiently large so that each function will be performed by a different
department or person, thereby providing that the work done by
one employee will automatically constitute a proof of the work
clone by another.
In smaller organizations where the functions are not so readily
separated, the outline here given would have to be somewhat curtailed and consequently the control would he less complete.
In larger organizations, particularly those with branch plants
or offices, this procedure would necessarily have to be extended
and elaborated upon.
In the case of very small business, where one, two or three employees handle all the office work, it will be necessary, in order to
provide any reasonable control, for the proprietor to personally
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perform some of the functions outlined under "Duties of the Internal Auditor." Also examinations by professional auditors should
be made much more frequently in such cases.

Conclusion
In conclusion let me say to those who may be interested in a
more detailed and comprehensive study of this subject, that much
valuable material will be found in a book titled "Internal Audit
Control," written by C. Aubrey Smith and published by The University Co- operative Society, Austin, Texas.
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CINCINNATI CHAPTER PLANS
BIG THINGS FOR JUNE
CONVENTION
17th International Cost Conference to be held
in one of America's most beautiful modern
hotels.
Netherland Plaza's efficient air - conditioned
plant and service will insure comfort of guests,
no matter what the weather conditions
may be.
Arrangements for plant visits, trips, golf and
entertainment already under way as Host
Chapter devotes itself to preliminary
preparations.
Railroads have assured us fullest cooperation
in planning stop -overs and side trips so that
delegates may combine convention attendance with vacation trips visiting points of historical interest and vacation resorts en route,
at special convention reduced fare rates.
Plan now to make your vacation trip during the
last of June to take in the Cincinnati
convention
June 22, 23, 24 and 25, 1936

