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EDIT ORIAL DE P AR T M E N T NO T E
T h e subject of internal auditing has taken on new importa nce in
recent months. In response to dema nds for more informa tion on
this subject, the Research Depa rtment of the Association is now in
the midst of a questionnaire stu dy on "T h e Pl a c e of Interna l Au diting in Industrial Companies." At the same time the Pr og ra m Committee for the Atla ntic City Convention is planning a panel discussion of "Interna l Check and Au dit" for Thu rsda y afternoon of the
Convention. In addition, we a re presenting in this issue of the
Bulletin two articles dealing with internal auditing in bank s. While
to many these may appear to deal with a somewhat limited application of internal auditing, a reading of the articles will show that
they contain mu ch which is applica ble to indu strial compa nies. Banks,
more often in the past than industrial companies, have recognized
and developed the internal auditing function. Undoubtedly, there
is mu ch the indu stria l a ccou nta nt ca n lea rn from them.
Ottma r A. Wa ldow, au thor of ou r first article, has had a wide
experience in the bank accou nting and auditing field. At the present
time he is Au ditor of T he National Bank of Detroit, which is the
la rgest bank in the city and one of the la rgest in the country. H e
ha s served in this capacity since the bank wa s organized in Ma rch,
1933. Pr io r to his connection with T he National Ba nk of Detroit,
Mr. Wa ldow wa s Controller of the Guardian Detroit Union Group,
Inc., and for sev er a l ye a rs b efo re th a t wa s Au d it or of the Highla nd
Sta te Bank, Hig hla nd Pa r k , Mich. He ha s ha d indu stria l a ccou nting
experience also, being employed for a period of approxima tely four
yea rs in t he cost a n d ge ner a l a cco u nt ing div isio ns of t he Ford Mo tor
Co. Mr. Wa ldow's accounting education wa s obtained from the
Detroit Institu te of Technology, the Wa lsh I nstitu te of Accounta ncy,
and the University of Detroit. H e is a former President of the
Detroit Conference of Bank Au ditors and Comptrollers, and has
long been active in the National Association of Ba nk Au ditors and
Comptrollers. Mr. Wa ldow is a member of our Detroit Chapter,
and for several yea rs ha s been on the Board of Directors of the
Chapter. H e is a t present Director of Member Attenda nce.
J o h n J . Driscoll, Jr., a u thor o f ou r second a rtic le, gr a du a te d from
Temple University in 1 92 0 , a nd in 19 2 4 beca me a C. P. A. in Pennsylvania. H e ha s been with the firm of Driscoll, Millet & Co., since
1926, specia lizing in ba nk work . He ha s be en C onsu lta nt to the Committee on Bank Costs of the New York Sta te Ba nk ers Association
since 1929, a nd is a T ec hnic a l Advisor t o th e Na tion a l B a nk i ng C ode
Committee. Fo r seventeen yea rs he has been a member of the
Philadelphia Chapter of our Association. Mr. Driscoll is a member
of the fa cu lty in the Gra du a te School of Ba nk ing, Ru tgers University,
and a member of the Pennsylvania Institu te of Certified Pu bl ic Accountants. H e is the au thor of many articles and treatises on bank
ma na gement, bank a na lyses, and ba nk cost a ccounting.
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T H E DU T I E S A N D RESPONSIB ILITIES O F A B AN K
AUDITOR
By Ottmar A. Waldow, Auditor,
The First National Bank of Detroit, Detroit, Mich.
H E PRO PE R auditing of a bank is a major responsibility
Tand
requires an individual who is well versed in all of the
operations of a bank. In addition, he must have tact, a pleasing
personality, good judgment, and the courage to follow through to
its final disposition any transactions or conditions which appear to
be irregular.
The auditor is a subordinate of the controller and, under his
supervision, is responsible for the internal audit and verification
of accounts. To properly discharge his responsibilities, however,
the auditor should have direct access to the Board of Directors
on any matter of major importance. This can be accomplished
by having all detailed reports of examination clear through the
controller, while a monthly summary report prepared and signed
by the auditor should be directed to the Board of Directors.
In the past, a great deal of reliance has been placed on examinations made by the various bank examiners, but it is now realized that such examinations cannot fully cover all of the operations of a bank. A bank examiner is primarily interested in the
asset condition or solvency of a bank. His interest is to protect
primarily the depositor and secondarily the shareholder. The
auditor's job is primarily to protect the proprietor or shareholder
and this should be done by insisting upon the conservation and
safety of assets and safeguarding of earnings through proper
controls.
The word "protect" is to be taken in its fullest meaning. The
auditor should be more than a mere checker. He should know
or find the reason for every operation covered and be in a position to constructively criticize inefficiencies in operations as well
as protect the bank against fraud and loss through negligence.
Although the auditor should not be directly in charge of operations, he should check up to see that the performance in every
department of the bank is in accordance with policies adopted
and best known operating practice.
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As a general rule, bank employees are of unquestionable integrity. Otherwise they would not have been placed on the payroll. However, there may come a time when circumstances tempt
some of them beyond their capacity and, if proper audit safeguards do not exist, an individual who may be financially embarrassed may take advantage of lack of audit control and temporarily borrow funds in one form or another. These things usually start out on a small scale, eventually running into large figures.
It is the purpose of the auditing department to prevent such occurrences through proper controls. While it is not always possible to prevent or immediately detect defalcations, nevertheless
the methods of audit should be such that no defalcation can continue over a protracted period of time without being discovered.
With these thoughts thoroughly in mind, the auditor should be
prepared to consider his audit program along the four following
lines: ( I ) internal automatic controls, (2) continuous internal detail audits, (3) external verifications, and (4) reports.
I.

INTERNAL AUTOMATIC CONTROLS

An important test of a good audit program is the existence of
automatic controls within the organization which disclose abstractions at the time they take place. What auditor has gained any
real satisfaction by stumbling upon an abstraction that has run
along for a period of years? The future of some unfortunate individual has been ruined, which probably could have been avoided
had proper safeguards been in existence. The total abstraction
will more than likely be large and involve the additional cost of
replacement insurance. News of large abstractions usually finds
its way into the newspapers and the resultant publicity is harmful
to the institution.
A study made by insurance companies covering 7,000,000 cases
discloses that approximately Ioo out of each Io,000 individuals
cannot resist temptation, and that I.4 individuals out of each
Io,000 deliberately plan a dishonest act.
These statistics seem
to indicate that the audit program should concentrate on methods
of prevention rather than the placing of too much emphasis on the
periodic audit.
Briefly, automatic control is the distribution of duties in such
a manner as to avoid the possibility of abstraction except through
1106
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collusion of two or more individuals. Some of the principles involved may be summarized as follows:
(a ) Separation of bookkeeping from the handling of cash and
items that can be easily converted into cash.
(b) Dual control of the bank's investments, collateral, safekeeping and trust investments. The dual control, to be effective, should follow through to conclusion all items so
controlled.
(c) Control of income and certain expenses through an effective accrual system which, in addition, automatically gives
a duplicate control on earning assets.
(d) Separation of billing from collections.
(e) Certain separations of duties within the bookkeeping departments.
( f) Periodic personnel shifts.
2. CONTINUOUS INTERNAL DETAIL AUDITS
With proper operating automatic controls, the necessity for frequent detail audits of the departments so controlled is reduced,
permitting the auditor to check more frequently the departments
that cannot be so controlled.
Careful planning of an audit is essential and there is no better
way of planning than to set down in writing what is to be done.
Before auditing a department, the auditor should prepare a list
of the audit operations to be performed. He will find this helpful
in that he will be certain that all the points will be covered and
confusion will be eliminated because each assistant will definitely
know what is expected.
The detailed audit provides an ideal opportunity for the auditor
to study the personnel and general operations of the department
under audit and it is his duty to recommend any changes that,
after careful study, he feels certain will correct existing inefficiencies.
No hard and fast audit rules and procedure can be set for all institutions. Local problems vary in each bank, and the auditor
must use vigilance and discretion in dealing with them. Generally
and briefly, the instructions given by the auditor to his assistants
1107
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for their guidance in detailed audit procedure should be as
follows:
Cash
At least once each month count the cash held by each teller.
Verify count with the proof sheet. Verify the total of the proof
sheets with the cash as shown on the general ledger.
After completing the audit of an individual teller, instruct
the proof department to report any change in the teller's cash
figure.
See that all returned items are directed to the auditor's desk before they are returned to the originating department.
In planning audits, the element of surprise is a large factor.
Rotate the order in which tellers are audited. Should the general
plan be to audit tellers in the morning, make an occasional afternoon audit. For the protection of the auditor, require the teller
to remain with the cash at all times.
Do not permit tellers to carry cash items or to cash their own
checks. Require all cash items to be under the control of a
specially appointed teller. Require each item to bear the initial
of an officer. Count the cash of all tellers simultaneously at least
three times a year. Do not permit any teller to carry a larger
amount of cash than the limit allowed. Require all over and
short items to be O.K.'d by an officer.

Clearing House
Summarize checks by banks from the proof sheets and compare
totals with recapitulation. Enclose a letter of confirmation with
return envelope in each batch of checks forwarded to the clearing
house.
Station a member of the auditing department at the returned
items desk for two days or more to intercept and scan all returned
checks.

Due Bills
List ledger, verify with general ledger. Check all outstanding
bills as they are paid.
1108
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Return Items
Semi - monthly scrutinize all return items, noting any irregularities.
Transit
Prepare summary of checks by banks from proof sheet. Run
totals of checks and compare with summary. Enclose letter of
confirmation with return envelope, with each batch of checks
forwarded. Station a member of the auditing department at the
returned items desk for five days or more to intercept and scan all
returned checks.
Due from Banks
Check and reconcile daily statements received from all banks.
Investigate all exceptions, such as advice debits and credits. Examine for endorsement and signature all drafts in amounts of
$00 0. 00 and over and all drafts in amount of $000.00
and over,
paid over own counters.
Periodically make a complete examination of all accounts as of
a certain date, thus:
Prepare reconrilements of accounts, listing all outstanding
drafts.
Number on lists all drafts one month or more outstanding.
Check paid drafts against register, reviewing endorsements
and signatures.
Check old drafts paid against list prepared at prior examination.
Items in Transit
Periodically list all outstanding items and compare with general
ledger. Number each item on list and have all advises of payments from date of audit forwarded to auditor's desk until all outstanding items have been accounted for. At certain intervals, confirm all outstanding items by direct correspondence.
Accounts Receivable (Including Cash Items)
See that all cash items bear officers' initials. Once each month
list all items and balance with general ledger. Report and refer
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items ten days or more old. Scan other accounts receivable
monthly for authenticity and work -out of large items.
Bills of Exchange
See that the individual receiving payment does not post ledgers.
List bills of exchange ledger and compare with general ledger.
Advice of payments from date of audit should be checked against
list until all outstanding items have been paid. About twice each
year verify outstanding bills of exchange direct through correspondence. Verify interest and exchange computations.
Collateral and Ledgers
Place all collateral under dual control. Check collateral against
collateral cards. Verify by direct correspondence al collateral not
in office.
See that stock certificates are endorsed in blank or accompanied
by powers of attorney. See that necessary hypothecations are on
file and in proper order. See that notes held as collateral are
proper and in order. See that all assignments are signed in accordance with the names appearing on the certificates and properly witnessed.
Check all bonds as to bearer or registered. See that coupons
are attached. See that bills of lading, warehouse receipts and
insurance policies are in order and negotiable. Verify land contracts for proper assignments of equities.
Test -check to determine that sufficient collateral is held to secure loans. Verify savings withdrawals used as collateral with
the ledgers as to signatures, sufficient balances and proper holds
on accounts. Check all guarantees. See that proper resolutions
are on file for pledge of collateral by corporations.
Once each year verify liabilities and collateral direct with borrowers (see notes, secured and unsecured).
Liability Ledger
Run liability ledger according to sub - controls and balance with
general ledger. Note all lines over legal limit.
Mortgage Notes and Ledgers
List mortgage ledgers and compare with general ledger. Compare notes with mortgage ledgers. When filing of notes is
1110
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identical with mortgage ledgers, notes can be checked against run
of ledgers.
Check mortgage files to ascertain whether all necessary papers
are on file and in proper order, as appraisal, mortgage, priority
of lien, title insurance policies. See that proper record of taxes
is kept and periodically checked. See that proper record of fire
insurance is kept and controlled as to due date.
Verify all mortgage notes not in the office direct by correspondence. See that mortgages are properly recorded. Periodically prepare list of all mortgages on which interest is 3o days
or more past due.
Determine whether or not borrowing corporations have filed
with bank copy of resolution made by Board of Directors and /or
stockholders of the corporation and authorization to Create coin pany debt.
Notes, Secured and Unsecured
Li st n ew not es ea ch day. Verify total on "Made" register,
also charge to general ledger. Check daily for officers' initials.
Arrange to receive copies of Discount Committee and Executive Committee authorizations. Verify signatures of all notes over
$5,000.00 and test -check others.
Periodical Audit
List notes and balance with general ledger as to each classification. Watch notes for officers' initials. Follow all dummy notes
and notes out for collection direct through correspondence, although receipts may be in file. Watch dates on notes and detail
all past -due notes. See that charged -off notes and interest notes
are properly controlled.
Determine whether or not borrowing corporations have filed
with the bank copies of resolutions by boards of directors and
authorizations to create company debt. See that notes are properly signed.
Make direct verification with customers at least once each year.
( See Collateral and Ledgers. These two verifications may effectively be combined. If verifications are regularly made, no other
control procedure is necessary. Checks on the negotiability of
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notes and collateral will be continued and statistical work may be
timed in relation to verification to serve as an intermediate proof.)
Securities and Ledgers
Place actual securities under dual control. Maintain a constant check on all securities in an d out of vaul t. Periodically
make an actual count of securities, verifying direct through correspondence with holder all securities not in vault.
See that all stocks and bonds payable to registered holder are
in name of bank. List bond ledger. Check with general ledger.
Check par and book value of bond ledger against accrual cards.
Watch for matured bonds.
List all non -book assets. Unless proven absolutely worthless,
see that each is carried at $i.00. See that all matured coupons
are detached and all unmatured coupons attached. Test -check
authorizations and prices of purchases and sales.
Banking Houses and Equipment
Check daily all changes in these accounts and see that they are
proper. Examine deeds covering banking house and ascertain that
they have been recorded. Ascertain if the land or building is
encumbered in any way and if so, whether the bank is liable on the
encumbrance. See that insurance is sufficient and paid. See that
proper depreciation is being taken.
Other Real Estate
Check daily all changes in this account. See that they are
proper. Expense items should not be charged to this account.
List ledger and verify with general ledger. Check files to ascertain whether all necessary papers are on file and in good order.
Examine for unpaid taxes, liens, judgments, etc. Examine insurance policies, see that sufficient insurance is being carried.
Determine if any is being held in violation of banking laws.
Verify with occupants receivables on non - accrual parcels.
Capital Stock Ledger and Register
List ledger. See that it agrees with total capital stock on general ledger. See that proper stamps are attached to cancelled
certificates. See that all cancelled certificates are stamped
1112
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"Cancelled." If there is any change in authorized capital stock, see
that proper legal procedure has been accomplished.
Cashier's Checks
List all outstanding checks; compare total with general ledger.
Place check number before each check on list outstanding one
month or more. Compare all paid checks with register. Check
old drafts paid against list prepared at previous examination.
Watch endorsements and signatures on checks $ioo.00 and over
paid in own bank, $5oo.00 and over paid in other banks. Pay
special attention to all checks cashed in office. Watch purchaser
of all checks drawn payable to your bank.
Certified Checks
List all outstanding checks; compare total with general ledger.
Place maker's name before each check on list outstanding one
month or more. Compare all paid checks or receipts with register.
Check old checks paid against list prepared at previous examination. Watch endorsements and signatures on checks $ioo and
over paid in own bank, $5oo and over paid in other banks. Test check to depositors' accounts checks over $too certified since last
examination for certification against insufficient funds.
Commercial Ledgers
List a number of ledgers each month. (Run all ledgers at least
twice each year.) List overdrafts; compare with overdrafts reported that day. List all controls. See that recapitulation agrees
with general ledger. Instruct the statement clerk to report to
Auditor any statements delivered to officers or employees of the
bank. (Send out confirmations of balances $o,000.00 and over.
Follow through returns.) Watch for inactive accounts.
Due to Banks
Send reconcilement blanks to banks at end of each month. Reconcile with ledger balances. Verify signatures on reconcilements.
Follow through all exceptions.
Expense Checks
List all outstanding checks, compare total with general ledger.
Place check number before each check on list outstanding one
1113
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month or more. Compare all paid checks with ledgers and vouchers. Check old checks against list prepared at prior examination.
Watch all endorsements.

Suspense Accounts
See that all charges and credits bear the OK of an officer. Scan
accounts monthly, verify large withdrawals.

U. S. Government
Periodically verify direct with U. S. Treasurer.

War Loan
Periodically verify direct with U. S. Treasurer.

Dormant Ledgers
List ledgers and compare with controls.
monthly.

Verify withdrawals

Certificates of Deposit
List all outstanding certificates; compare total with general
ledger. Place certificate number before each certificate on list
outstanding one month or more. Compare all paid certificates
with register. Check old drafts paid against list prepared at previous examination. Watch endorsements and signatures on items
over $ioo paid in own bank, $5oo and over paid in other banks.
Pay special attention to all certificates cashed in office.

Postal Savings
Verify with local postmaster once each month. Verify interest
paid.

Savings Ledgers
Run all ledgers at least twice each year. Verify totals of withdrawals for several days with charges to general ledger. Check
signatures. Verify interest paid. Send out confirmations of bal$o,000.00 or over. Follow through returns.
ances

Acceptances
Determine customers' liabilities to bank at date of audit for
drafts accepted by the bank for their accounts. Determine bank's
1114
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liability to others for drafts accepted. Check with general ledger.
Check all guarantees to provide funds to meet acceptances at
maturity. See if there are any acceptances paid by bank not taken
up by customers.

Letters of Credit
Determine customers' liabilities to bank under letters of credit.
Check with general ledger. Determine bank's liability under letters of credit. Check with general ledger. Check outstanding
letters of credit as to arrangements, and to see that they are in
order.

Collection Department
All tracers should be delivered directly to the auditing department each day by the mail clerk, the auditor to investigate the
delay in remitting. All examiners' requests and verification forms
should be received by the auditor.
Periodically, a complete audit of all outstanding collections
should be made to be checked out as remittance or advice of credit
is received. Auditor should check and examine the corresponding
remittances carefully to see that no changes have been made and
that they are legitimate.

Land Contracts Left for Collection
Use numbered payment book. Keep a memorandum balance,
developed by each audit from previous balance by adding new
collections taken and deducting payments received. Balance collections held with control. Check disposition of proceeds. See
that proper authorities are on file.

Corporate Authorities
Check all authorities on new accounts opened between audits.

Expenses
Verify that all disbursements for the period are properly supported and approved. Verify distribution of expenses from
vouchers. Verify payroll disbursements against actual payroll.
Verify interest paid— savings, certificates of deposit, etc.
1115
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Foreign Department
Follow same procedure as laid out for like accounts under balance sheet audits. Count cash. Value all foreign currency at
American dollar value. Reconcile Due from Foreign Banks
(Nostro). Send requests for statements to foreign banks. The
ledger balances will be kept in both foreign currency amounts and
American dollar equivalents. Check the dollar equivalents with
rates current on day of audit. Reconcile Due to Foreign Banks
(Vostro). Send out statements and request confirmations.

Safekeeping
Items deposited for safekeeping should be under dual control.
All receipts for safekeeping should be serially numbered; the
required number of copies should be prepared from actual securities. One copy should go to custodian direct from typist without
passing through hands of teller. Custodian must account for all
receipts by securities checked into vault. One copy should go
from typist direct to addressograph. From it a plate will be prepared. The addressograph department will withdraw plates only
against custodian's copy signed by him. Run of addressograph
plates serves as basis of periodical audit.
Custodian holds one combination to vault or vault compartments in which securities are kept. No deposits or withdrawals
may be made without his presence. His open file of receipts
should ( i ) represent securities in vault, ( 2 ) check at any time
with ledger, (3) check at any time with addressograph run.
When releasing securities, customer should sign receipt. The
required number of "Release of Securities" forms should be prepared, numbered serially. Periodically a complete examination
should be made of all safekeeping items. At least once each year
all items deposited for safekeeping should be verified direct with
depositor.

Travelers' Checks
Periodically verify all travelers' checks on hand with issuing
banks. See that travelers' checks carried at branches are controlled at main office.
1116
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Trust Department
Procure addressograph list of securities both trust and safekeeping. Check securities to these lists. Obtain general ledger
statement.
Run asset cards, sub -total each trust, check these sub - totals
to the investment control of each trust and balance the whole to
general ledger figures. Check the addressograph list to the asset
cards.
Make a run of income and principal cash balance to statement
and verify the balance shown in trust deposits account of the
bank. Verify directly any deposits in outside banks. List any
overdrafts of net income and principal cash. Overdrafts should
not be carried. An advance from banking department should be
arranged. List outstanding trust checks and check those paid on
previous outstanding list.
With respect to stocks and bonds, see that proper assignments
of stocks are attached, watch coupons on bonds, and watch registered bonds.
With respect to mortgages and real estate, see that all necessary notes and papers are in the files. Require written appraisal
figures. Check to see if taxes and insurance are paid. Check
recommendations of mortgage department pertaining to holding or
disposal of property. See that all mortgages and real estate are
set up at a value. Check rents received and list those past due.
In the case of individual trusts, prepare a trial balance of each
trust audited. Check all securities from original signed inventory.
Check the complete trust under whatever class it may come, as
to necessary papers, and see that the trust is administered according to trust indenture.
Check all purchases and sales of investments; ascertain that
proper entries were made to principal cash. Check income on investments; see that it has been received and properly recorded on
asset card; also that entry was made to income cash account.
Check computation, collection and recording of trust department
fees; check all disbursements. In trusts where there are no investments, determine that all provisions of the trust indentures are
being complied with and that necessary documents and papers
are on file.
1117
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Safe Deposit Department
At the initial audit set up in the accrual department a card for
each box. Arrange cards for rented boxes: ( I ) by rental dates,
and ( 2 ) numerically in each date. Arrange cards for vacant
boxes numerically. Verify Standard rentals on cards.
At initial and all subsequent audits:
I. Determine vacancies by key check.
Check with vacant
file in accrual department.
2. List past due boxes and dates from which past due from
the ledger. Check with accrual department.
Periodically take proof of accrual. This may, but need not
be done in conjunction with the audit procedure. Check contracts,
signature cards and authorities. Check signatures on a few days'
entry slips.
General
Twice a year check one day's debits and credits (other than
customers' checks and deposits) to commercial ledger for authorization. Twice a year check one day's general ledger debits and
credits as above.
Proofs of all income and expense accounts should be taken periodically.
Charged-Off Assets
See that all charge -offs to "Reserve, Loans and Discounts" and
"Reserve, Security Losses" have been approved by action o f the
Board of Directors. Periodically prepare a list of charged -off
items showing progress made. Maintain a memorandum control
of other charged -off items; check new items and recoveries.
3. EXTERNAL VERIFICATIONS
Direct verification with depositors, borrowers and other customers has long been considered an effective method of uncovering
errors and embezzlements, but banks have not generally used this
means of checking because of their fear that customers might not
understand the procedure and become alarmed. However, properly worded letters covering verification, probably limited to
amounts in excess of $I,000, and setting forth the fact that the
certification is for the benefit of the customer as well as the bank,
should eliminate most of the danger of misinterpretation or misunderstanding.
1118
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4. REPORTS

The aud itor 's depa rtmenta l d etai l r epor ts shou ld be d ire cted to
the con tr ol le r of th e ba nk a nd a copy se nt t o th e he ad of th e de partme nt exa mined.
Th e va l u e ob t a i n e d b y t h e b a n k fr om a de ta i le d r ep or t of an
audit and the action taken on suggestions and criticisms in the repor t a re la r ge l y dependent u p on t h e wa y i n wh i ch t h e r e p or t i s
presented.
Th e la n gu age a nd st yl e of the report is important. An article
in the third revised edition of Accountants' Reports by Bell,
quoted below, is an excellent guide for the preparation of reports
by t he a ud it or :
Paragraphs should be neither so long as to make it difficult to
grasp the central idea, nor so short as to give the impression of a
fragmentary development of the thought. In many paragraphs
short topic sentences, sentences of summary, and sentences of transition can be used to advantage. Long, round -about sentences should
be avoided. Short, simply framed sentences are the easiest to
understand, though as to the length of the sentence, the principle
of variety should not be lost sight of; and, of course, there should
never be any question about the grammatical correctness of a
sentence.
As for words and phrases, the principle of simplicity obtains here
as well. Heavy, polysyllabic words and cumbersome turns of
phrase should give way to simple idioms and Anglo -Saxon words
wherever possible. Colloquialisms and slang, it is needless to say,
are always out of place in a report. Simplicity of style never required the use of an expression that is not in reputable standing.
Then, too, a midway course should be steered between prolixity of
style, on the one hand, and undue brevity, on the other. The facts
should be made clear, but in as few words as possible.
As respects the tone of a report, a few cautions may be helpful.
Sarcasm and flippancy lower the tone of a report and should always
be avoided. Dignity and impersonality of tone are to be striven for;
and these qualities can be secured only when the accountant expresses himself in his report succinctly and directly, and in accordance with the canons of good taste. It is the facts, not the embellishments of the facts, that clients look for and must have if
they are to mend their technical and managerial mistakes of omission
and commission.
The d etail report shou ld include exceptions found, recommendations for improvements, and comments upon outstanding ability
of individuals.
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The auditor, in writing his reports, should constantly endeavor
to be fair in his appraisal or treatment of facts, and to be tactful
and yet direct in his statements. Above all, the auditor should
strive for the co- operation of both the officers and employees. If
he imparts the idea that he is a friend, and, if he finds that it is
necessary to criticize, suggests something better to take the place
of that which he criticizes, his task will not be a difficult one.
Directors' Examinations
Although there is nothing in the National Bank Act that requires that directors make examinations of their bank, the Comptroller of the Currency recommends that provision for such examinations once each year be incorporated in the by -laws of the
bank. Many state banks are required, either by law or by regulation of the state banking commissioner, to make provision for an
examination by the directors at certain intervals, usually once or
twice each year.
In some banks the directors call in outside accountants to conduct an examination of the bank for them. In other banks the
directors rely on the Controller- Auditor to handle the routine of
the examination following a predetermined plan outlined as to
major points by an examining committee. This committee is appointed by and represents the entire board of directors and should
include only non - operating directors.
The directors' examination should be very thorough. In addition to the routine for simultaneous audit, as previously outlined
in the "audit procedure," this examination should also include the
evaluation of assets. The New York State Ba nking Law outlines in some detail the requirements of a directors' examination
and points out, with respect to the evaluating of assets, as follows:
It shall also contain a statement, in detail, of loans, if any, which
in their opinion are doubtful or worthless, together with their
reasons for so regarding them; also a statement of loans made on
collateral security which, in their opinion, are insufficiently secured,
giving in each case the amount of the loan, the name and market
value of the collateral, if it has any market value, and, if not, a
statement of that fact, and its actual value as nearly as possible.
Such report shall also contain a statement of overdrafts, of the
names and amounts of such as they consider worthless or doubtful,
and a frill statement of such other matters as affect the solvency and
soundness of the institution.
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INTER NAL A UDIT O F B ANK S
By John J. Driscoll, Jr., Partner,
Driscoll, Millet & Company, Philadelphia, Pa.
are subject to many and varied audits or examinations
BANKS
each year. These consist of two by the immediate supervising authority, being the Comptroller of the Currency in the case
of national banks and the State Commissioner of Banking in the
case of state banks or trust companies; and one or two by the
Federal Reserve Board, if they are a member of the Federal Reserve system, although, frequently, this examination is carried on
simultaneously with that of the supervising authority. The Federal Deposit Insurance Corporation may examine for themselves
occasionally and the directors of the bank are usually required by
law to make two examinations a year themselves with or without
outside assistance.
In addition to these examinations, the majority of larger banks,
and frequently smaller banks, have their own audit departments
which make continuous audits throughout the year. It is with the
function of the bank's own audit department that we are concerned in this paper.
The Pennsylvania Banking Code recognizes the existence of
an audit department within a bank when it provides, in connection
with directors' examinations, that "a certificate by an auditor or
comptroller of an institution employing a continuous audit control, or similar system, approved by the Department, may be accepted by the Department in lieu of the examination required by
this section."
Functions of Controller and Auditor
In bank organization we have a function entitled "Control and
Accounting," and internal bank auditing is a subdivision of this
function. In order that we may approach this subject with the
same viewpoint, I would like to discuss this function briefly.
Many banks have a controller or an auditor who is responsible
for this function, and the larger banks frequently have both a
controller and an auditor. Under this function, the controller
is responsible for devising ways and means for determining the
extent to which the bank's policies are applied, any divergencies
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therefrom, and the results of their application, while the auditor
is responsible for the safeguarding of the bank's assets.
The auditor should not be subservient to officers and others
whose work he is supposed to audit. If he is to be of value to the
bank, he must not prepare any of the records he is to audit, nor
should he be required to report to anyone other than a committee
of directors, the chairman of the board or the senior officer of the
bank.
Some Fundamental Principles
Before taking up the detail procedure of internal bank auditing,
it would be well to summarize certain fundamental principles that
should be followed:
i. The function of recording should be separated from that of
handling cash, securities and other negotiable instruments.
2 . Tellers and persons handling cash should not make permanent records.
3. Persons handling securities should not have charge of them
or make permanent records of them.
4. Securities owned, collateral and safekeeping items should be
under the joint control of two or more persons, or an adequate system of vault control should be in effect.
5. One person should not perform two or more functions,
usually cared for by two or more persons, without providing
extra precautions.
6. The system in use should provide a steady stream of wort:
from one department to another, to prevent the accumulation of checks and slips in any one department.
7. Employees should be shifted from one department to another without notice.
8. All persons should be required to take annual vacations.
9. All employees should be bonded.
Since these fundamentals will be discussed as we consider the
details of a plan of internal audit, we shall merely state them
here.
The Audit Program or Schedule
As internal bank audits are usually spot audits, that is, they
concern themselves with certain departments or items at a
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particular moment rather than with the batik as a whole, it is
necessary for the auditor to draw a schedule showing the frequency with which certain departments or items are to be audited.
We shall discuss this angle as we proceed.
The plan of audit will be concerned with the assets and liabilities of the bank as they appear in its daily statement or balance
sheet, the income and expense accounts and such departments as
do not appear in either of these classifications, as Safekeeping
for Customers, Safe Deposit Departments, etc. Trust department
audits could be made a separate paper in itself and I shall not
attempt to discuss them here.
Listed below are the items that appear on the daily statement
01• balance sheet of a typical bank:
ASSETS
Cash
Cash Items
Exchanges
Federal Reserve Bank- Reserve
Acct.
Due from Banks
Federal Reserve Bank - Deferred Acct.
Bonds & Securities
Loans & Discounts
Mortgages
Other Real Estate
Bank Building
Furniture, Fixtures & Equipment
Prepaid Expenses
Accrued Interest Receivable
Overdrafts

LIABILITIES
Demand Deposits
Checking Accounts
Trust Funds
Cashier's Checks
Certified Checks
Time Deposits
Savings Accounts
Club Accounts
Certificates of Deposit
Unearned Discount
Reserve for Contingencies
Reserve for Interest
Reserve for Taxes
Capital Stock
Surplus
Undivided Profits

In addition to these items, others will occasionally be found
but these will usually be of a special nature.
Cash
This item represents the total cash carried by tellers in their
tills and in the vault. The balance for which each teller is
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accountable is kept separate and the total of all tellers equals the
general ledger account. If the audit of cash is made at the close of
business, the audit department takes possession of all cash simultaneously by placing a man with each -teller while he is balancing
or picking up each cage after the teller has balanced. If the examination is made in the morning before opening for business,
then each teller's cash box or vault is examined by a member of
the audit department and those not immediately examined are
kept under seal. All paper currency is counted, including packages, unless bound with metal bands by the bank from which it
was received. Sometimes packages of smaller denominations,
viz., of $5, $ 2 and $i notes, are counted as packages and every
third or fourth package opened and counted in detail. Loose silver
and minor coins are counted and those in bags tested. When the
bag bears the seal of another bank that is authentic, it is accepted
at face value. Rolled coins are inspected for comparative size
and occasionally for weight, while an occasional test of a roll may
be made by breaking it open and verifying the contents.
Occasionally, the following plan has been used to cut down the
time required of the audit department in examining and balancing
cash. In the morning, before opening for business, a teller's cash
box is turned over to another teller with instructions that the teller
receiving it is charged with a certain amount of cash, being the
balance shown by the original teller the night before. If an error
appears in balancing the cash, the teller that received it must immediately report it for his own protection. Under such a plan,
cash may be
two tellers do not exchange cash, but Teller No.
turned over to Teller No. 4, while Teller No. 4's cash may be
turned over to Teller No. 3, and so on. Cash and the following
asset of cash items should be audited at least once a month.

Cash Items
This asset, usually considered as a part of cash, consists of receipts obtained by tellers for cash paid out, or checks or other
items that will be converted into cash in a short time. Better practice as an aid to audit and control insists that all cash items be
turned over to one teller at the close of business each day and he
alone has the authority to include such items in his balance of
cash. An additional precaution is to have at least two lists of cash
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items prepared each day, one to be retained by the teller as a permanent record and one given to an officer so that he may know
what is being carried. Of course, all cash items should be approved by an officer before they may be carried. Without these
precautions, cash items can frequently be a source of trouble. The
audit department makes a list of these items with a complete description and inspects them for proper authorization and authenticity. Liquidation of the items appearing in this schedule is followed by the audit department.

Exchanges
This asset consists of checks received on deposit or from some
other source drawn on other banks in the same city, and are payable by presentation at the clearing house. The audit department
takes possession of these checks, usually sorted into packs, one for
each bank on which they are drawn. Each pack is sealed in an
envelope and a letter is enclosed asking the receiving bank to signify that the checks total a given amount and that they consist of
proper items which are honored for payment. Any checks returned unpaid are closely examined and their final disposition
checked out. Any items charged back to depositors are mailed
direct by the audit department to assure their receipt by the depositor whose account has been charged. As more checks payable
at these banks will be received in the morning before presentation
to the clearing house, these additional checks are included as an
adjustment to balance the clearing house settlement.
Checks issued by the bank to other clearing house banks in payment of checks presented and drawn against our bank are numbered and such checks unissued are inspected to determine that
all numbers are accounted for.
Exchanges should be verified at least twice a year.

Federal Reserve — Reserve Account
Banks that are members of the Federal Reserve system are required to carry a given percentage of their deposits on deposit with
the Federal Reserve Bank of their district. This balance may not
consist of any items in the process of collection but must represent a balance immediately available for use.
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Daily statements of this account are received from the Federal
Reserve Bank and, after reconciliation, are compared with the
general ledger account. Monthly, a reconcilement of this account
is prepared and forwarded to the Federal Reserve Bank over an
official signature. This reconcilement will show all open items
that account for the difference between the balance as shown by
our bank and that shown by the Federal Reserve Bank. These
open items are followed through until they are cleared out to detect any improper item. Any unusual items or those that have not
been cleared for some time are given particular attention.
Due From Banks
Balances carried with banks other than the Federal Reserve
Bank are reconciled by obtaining statements of these accounts at
least monthly. If the accounts are particularly active, they may be
reconciled daily or weekly. A copy of the reconcilement is forwarded to each bank monthly over an official signature and open
items appearing in these reconcilements are followed as discussed
previously under the Federal Reserve — Reserve Account. Particular attention should be given to items returned by these banks
after having been forwarded by us for deposit or collection.
Federal Reserve—Deferred Account
Checks and items sent to the Federal Reserve Bank which require one or more days to collect are carried in this account and,
as collected, are transferred to the Federal Reserve — Reserve Account. The audit department prepares a schedule of the letters
forwarded to the Federal Reserve Bank of its district, or to the
Federal Reserve Banks of other districts, showing the date of the
letter, the bank to which forwarded, the amount and the date on
which it will be available for transfer to the Reserve Account.
The items in this schedule, which should total the balance shown
in this account, are followed through until settled. It is noted
whether these items are being transferred to the Reserve Account
on the proper days and whether they agree with the advices received from the Federal Reserve Bank. This account is reconciled
monthly along with the Reserve Account and a copy of the reconcilement forwarded to the Federal Reserve Bank over an
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authorized signature. Any unexplained or uncleared item appearing on this reconcilement is thoroughly checked through.

Bonds and Securities
Bonds and other securities owned by or carried for the account
of the bank involve a number of angles in internal bank audits:
i. The investments may be carried in the bank's own vault
and if such is the case, they should be under dual control
of the auditor and an officer. In addition, "in" and "out"
tickets should be provided for all items placed in the vault
or withdrawn. These tickets are in duplicate, serially
numbered, and must be signed by the two people entering
the compartment in which the securities are kept. One copy
goes to the audit department and this copy is used to trace
out the transaction to its final disposition. In addition,
the securities are physically examined periodically, usually three or four times a year, at which time it is noted
that coupons not yet due are attached and that those which
are due have been detached and that registered securities
and stock certificates are made out to the bank.
2. In a great many cases, these securities are left with the
Federal Reserve or with correspondent banks for safekeeping. In such case, they are verified by asking for a
certified list of the securities held by such bank. The dual
control is extended to cover these securities by requiring
a signature of an officer and the auditor for their withdrawal.
In addition, purchases and sales are checked out by the auditor.
The approved entries for these transactions are compared with
the invoices or advices received from the brokers. It is determined
that the price is comparable to the present market price, that they
have been properly extended, that the accrued interest has been
correctly figured, and that the profit or loss on a sale has been
properly set up. These items are also checked for delivery in or
out of the vault or to or from the safekeeping agent. It is customary for the auditor to maintain a running inventory of all securities. Write -downs and other value adjustments are reviewed
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for proper approval. Securities of little or no value are carried at
$i so that they may be controlled and not lost sight of.

Loans and Discounts
This asset is usually subdivided on the general ledger and will
show discounts, Time Loans Unsecured, Time Loans Secured,
Demand Loans Unsecured and Demand Loans Secured, with such
additional classifications as may be desirable. Many banks carry
a separate classification for past due notes.
A continuous audit is maintained by inspecting all new and renewed notes daily to see that they are properly drawn and properly approved. Test - checks of signatures are made by comparison
with signature cards. The totals of these notes and payments received are accumulated daily and compared with the entries to the
general ledger.
These notes are audited at least twice a year, at which time they
are listed and the totals compared with the respective general
ledger accounts. Notes out for collection are scheduled and verified directly with the bank or person holding them. Notes out for
signature, endorsement, etc., or turned over to someone to be held
for a specific purpose, are verified and scheduled. These items
and items out for collection are traced from these schedules until
final disposition is traced.
The liability ledger, which consists of an account with each borrower showing his line, is listed and reconciled with the general
ledger total of notes. Tests are made of the postings of notes to
these accounts.
Past due loans are reviewed with interested officers and their
current condition determined. Uncollectible items are recommended for charge -off. Guaranties of loans are reviewed to determine that all are accounted for and that notation of a guarantee
has been made on the proper record.
Borrowing resolutions, which should be obtained from all corporate borrowers, counties, cities, etc., should be examined to see
that they are current, in proper order and have been obtained in
every case where necessary.
Charge -offs and write -downs on loans are checked for proper
approval and the entries resulting therefrom reviewed and checked
out. Annually charged -off or written -down loans sh ould be
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verified direct with the borrower to ascertain that all payments on
account of principal or interest have been properly accounted for.
Collateral pledged to secure loans should be placed under dual
control of a member of the audit department and a member of
the note cage. In this manner, a continuous audit is maintained.
One copy of serially numbered receipts for collateral deposited or
withdrawn is retained by the auditor. At the time of receipt of
collateral, the auditor compares it with the receipt, determines it is
in proper order and that it is deposited in the collateral truck or
compartment. These receipts are compared, at the close of business, with the note register of collateral loan transactions to ascertain that all collateral that should have been received has been
received; while a receipt is secured from each customer withdrawing collateral and the auditor determines that the property being
returned agrees with this receipt. This is carried on in the presence of a member of the note cage and such receipts should bear
the approval of an auditor. If the withdrawal is for part of the
collateral, the auditor should determine that the remaining collateral is sufficient to protect the loan and provide the necessary
margin established as a matter of policy or by regulation.
A record is kept of all collateral out of the bank for sale, transfer, exchange, etc., and these items are checked through until final
disposition.
If a dual control is not maintained, this collateral should be examined and compared with the collateral records quarterly. Where
the dual control is maintained, the examination of collateral need
not be as frequent. Such examination is always made in the presence of one of the persons responsible for this collateral. It is
well occasionally to verify collateral direct with borrowers.
Mortgages
These are loans made against real estate and are evidenced by
a bond or note and mortgage agreement. Normally, they should
all be first mortgages, but occasionally, a bank takes a second or
third mortgage as additional security for a debt previously contracted. These are usually referred to as D. P. C. Mortgages, and
among bank examiners this abbreviation has been interpreted to
mean "Damn Poor Collateral."
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The mortgages are listed to see that they agree with the general
ledger control, and it is noted that all necessary papers are on file.
These would be:
i. A bond or note and mortgage for each loan which bears
evidence of being recorded.
2. A brief of title or a title insurance policy.
3. An appraisal at a reasonably current date, not over three
years old.
4. Sufficient fire and other insurance clearly showing the
bank's interest.
5. Notation that taxes and assessments have been paid.
At least once a year, all new mortgages should be checked in detail to see that they conform with the regulations under which the
bank is operating and that all accompanying papers are in proper
form.
Partial payments and interest payments should be checked to
see that they are properly recorded on the bond or note. Mortgages out of the bank for collection, recording, etc., should be confirmed directly with holders. Those in default of principal or interest should be scheduled and these items traced out to final disposition.
Particular attention should be given to mortgages that have
been foreclosed, etc., to see that they are transferred to Other
Real Estate at the proper amounts. Any one person should not be
allowed to have complete control of all mortgage records.
Other Real Estate
Since the break in 1929, this item has become of importance in
many banks and usually consists of real estate taken over under
the foreclosure of mortgages or acquired in some other manner in
payment or part payment of debts.
A schedule should be prepared of the items in this account and
its total reconciled with the general ledger. It should be determined that deeds are on file showing these properties to be in the
name of the bank. Insurance of various types, for example, fire,
public liability, etc., should be in evidence and should be sufficient
to protect the bank.
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A separate subsidiary account should be kept for each property
showing all income, expense and capital expenditures and these
should all be audited for propriety and approval.
Current appraisals should be on hand to substantiate the values
at which the properties are carried and when carried at a value in
excess of these appraisals, write -downs to appraised value should
be recommended.
Charge -downs and write -offs should be reviewed for proper approval and the entries in connection therewith checked out. The
profit or loss arising from the sale of Other Real Estate should
also be completely checked.
At least once a year, all of these things should be done.
Bank Building
The changes in this account should be analyzed annually and
their propriety determined. It should be noted that reasonable depreciation is being taken and that insurance of various types and
of sufficient amount is being carried. It is desirable to subdivide
this account into land and building. These comments also apply
to furniture, fixtures and equipment.
Prepaid Expenses
This item usually consists of prepaid insurance, prepaid taxes
and, occasionally, such items as stationery, etc.
A list of all insurance policies is made and the unexpired premiums calculated and reconciled with this account. It should be
determined that the policies are current and in force, and that adequate coverage is provided.
Any other prepaid items are scheduled and their propriety determined. This should be done annually.
Accrued Interest Receivable
This asset represents interest earned but not yet due or collected on time and demand loans, securities, mortgages, etc.
Usually, the audit department runs a subsidiary record on each
loan, security or mortgage to which is posted interest when due
and payments of interest received. Totals picked up from these
subsidiary records are reconciled with the amounts shown in the
general ledger. Any debits made to these accounts should be
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examined thoroughly, while bills for interest should be turned over
to the audit department after their preparation for comparison
with these subsidiary records and then mailed by the audit department. Any item remaining open for a period of time is given
special consideration.
These items are audited monthly or quarterly, depending upon
volume. In many banks, income and expense are subjected to
daily continuous audit by the use of complete accrual systems.
This we shall take up later.

Overdrafts
Monthly, a list of overdrafts is prepared, at the same time that
commercial or checking accounts are listed for proof by the audit
department. This list must agree with the general ledger account
and it is checked in detail to the individual accounts overdrawing.
Any items not of a current nature should be given extra attention
and all items are followed to their final disposition.

Checking Accounts
As the postings to customers' statements are completed at the
end of a month, the audit department takes possession of these
statements, lists them and reconciles them with the general ledger
control account.
Assistance is secured to make possible the inspection and preparation of cancelled vouchers and statements before they are delivered to customers. This is accomplished under the supervision
of the audit department with assistance secured from other parts
of the bank, but preferably not including tellers or bookkeepers.
These statements are kept under the control of the auditor until
delivered to the post office for mailing. Statements to be delivered
over the counter are kept under the control of the auditor and
their delivery supervised by his department. Exceptions reported
by customers and those encountered in the preparation of these
statements are reported direct to the auditor. This should be done
at least twice a year.
Some banks require that any statements released at odd times
throughout the month must show the initialed approval of the
auditor on the statement and ledger card.
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Trust Funds
Uninvested and undistributed cash of the trust department carried on deposit with the bank is confirmed by sending a statement
to the trust department and asking for a copy of its reconcilement
of the account.

Cashier's Checks, etc.
Cashier's checks, other official checks and drafts issued by the
bank should be audited at least twice a year.
The open items appearing in the register of each of these items
are listed and reconciled with the respective general ledger accounts. Drafts issued against other banks are checked to the reconcilement of the "Due from Bank Accounts."
For a period prior to and immediately following the date of this
audit, all checks presented for payment are scrutinized for endorsements and source of clearance, items for larger amounts being given special attention. The notation of the payment of these
items in the register should be made by someone other than the
tellers issuing these checks. The unissued checks should be examined to determine that all numbers are accounted for.
Some banks provide a stub attached to these checks showing
number, date, to whom payable and amount, which stubs are detached by the officer signing the check and deposited in a locked
box on his desk from which they are removed by the auditor and
compared with the general ledger entries for the day.

Certified Checks
The open items appearing in the register of certified checks
should be listed and reconciled with the general ledger account at
least twice annually.
All such checks above given amount, depending on the size of
the bank, should be traced back to the depositors' accounts to
verify that sufficient balance existed to cover them at the time of
certification.
Paid certified checks or a receipt from the depositors to whom
they have been delivered should be on hand, and test checks should
be made to ascertain if this is being done.
1133

N. A. C. A. Bulletin

May 1, 1939

Savings Accounts
The accounts in this department are taken over by the auditor
and listed, and the total is then compared with the general ledger
account. Usually a sub -total is carried in the department for each
box or group of accounts.
All deposit and withdrawal tickets are daily turned over to the
audit department which lists them to prove the total debits and
credits to the control account on the general ledger. Tests are
made by comparing the signatures on the withdrawal slips with
the authorized signature of the depositor.
At interest posting time, a member of the audit department is
placed in the savings cage to compare the balances shown by passbooks presented with those shown by the ledger records.
Mechanical equipment has been devised for the posting of both
the passbook and the ledger card at the same operation and a
locked journal of all transactions is kept in the machine with the
key retained by the auditor. When properly used, such a system
provides a satisfactory continuous audit.
Club Accounts
Most banks have some form of Christmas, Vacation, Travel
Clubs, etc., into which small periodical payments are made. Occasionally, these aggregate a considerable sum. The cards or
ledgers are listed and compared with the general ledger accounts.
They should be kept currently posted and in balance. Periodically,
they mature and are paid off, which provides a final audit of them.
Old accounts not called for or for which checks have been issued
but not cashed are usually set up under separate controls, and
changes in these controls should be reviewed.
Certificates

of

Deposit

These may be demand or time certificates, the distinction being
that interest is paid on time certificates. A register of these certificates is kept and a list of open items should equal the total of
the respective general ledger accounts.
It is a liability that may easily be misstated by the person issuing them, and accordingly, some control is needed. Some banks
have stubs attached to the certificate which are removed when
signed by an officer and placed in a locked box which the auditor
1134

May 1, 1939

N. A. C. A. Bulletin

picks up at the end of the day. Other banks have the certificates
made in duplicate on a typewriter with pinpoint type.
Interest paid on certificates should be credited to the customer's
account or paid by check to provide a receipt for the payment and
to control the amount paid. The auditor usually keeps a running
record of these items and compares the interest paid with that
shown by his record.
Unearned Discount
When a note is discounted, the interest is collected in advance;
thus the discount or interest collected but not -yet earned is credited to unearned discount rather than direct to earnings.
Daily, the discount collected on notes is checked and credited
to unearned discount by checking the items as they appear in the
discount register. Periodically, the interest earned is transferred
from this account to discount earned.
Rebates or refunds of interest on these loans, occasioned when
a loan is paid in advance of its due date, should bear an official
approval. These are checked by the audit department, as is the
amount removed from the unearned discount account.
Every three months the balance in this account should be
proven, and it is well to do this when these notes are being audited.
The notes are listed by amounts in the different maturities and
grouped by rates. The unearned discount is then computed on
each group for the period from the date of audit to the date of
maturity at the respective rate. The sum so obtained, when
totaled, should equal the balance appearing in the unearned discount account. The interest earned up to the date of audit should
be transferred to earnings.
Reserve for Contingencies
This reserve, consisting of credits transferred from undivided
profits or surplus, is a provision for undetermined or not accurately determined losses. All entries to the account should be reviewed and the contra entries likewise checked. All entries should
have the approval of the proper officer.
All losses charged to this account should be recorded elsewhere
to provide adequate control over the items charged off. Partial recoveries should be entered on the respective instruments. The
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conditions and facts surrounding compromise settlements should
be reviewed to see that the bank has received all to which it is
entitled.
Reserve for Interest
This reserve is a provision for interest that has been earned by
depositors' accounts or certificates of deposit and which will not
be credited to these accounts until the end of the interest period,
or in the instances of certificates of deposit, will not be paid until
maturity.
The adequacy of this reserve is determined by the application
of the ratios of interest paid in previous periods to the average
deposits, while on certificates of deposit, this is a total of the accrual determined on each item. The contra entries to the credits
to these accounts are reviewed to see that they are proper and
have been charged to the proper interest expense accounts.
The interest calculations on the individual savings accounts
should be at least test - checked by reference to interest tables or
by calculating machine computation and the total of such calculations should equal the debit to the reserve account. The interest
paid on certificates of deposit is checked by comparison with the
supplemental records maintained by the auditor. Interest paid before the end of an interest period is audited and if the accrual for
interest does not approximate the amount paid at the end of a
period, the reason for the discrepancy should be determined. Any
interest credit to a specific account exceeding a previously established sum should be checked for propriety and the account to
which it is credited likewise reviewed. Adjustments made after
interest has been credited to specific accounts should be reviewed.
This should all be done quarterly.
Reserve for Taxes
The adequacy of this account is determined quarterly. The contra entries to the credits to this account are reviewed for propriety
and the debits are compared with receipted tax bills.
Capital Stock
Once a year, the capital stock certificate books should be listed,
and the total shares of stock outstanding, when multiplied by the
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par value per share, should equal the figure at which capital stock
appears on the daily statement.
A record of transfers should be kept, and those occurring since
the last audit should be reviewed for cancellation, endorsement,
witness and signature, while the new certificates issued to replace
them should be compared for number of shares, stamp tax, etc.
The entries to the stockholders' ledger for these changes should
be checked out. The stockholders' ledger should also be listed
and should show the same number of outstanding shares as do
the stock certificate books.
Surplus
All entries to this account should bear proper official approval
and should be passed upon by the Board of Directors and incorporated in their minutes. Each entry in this account should be reviewed monthly, or at least quarterly, to see that charges to this
account have been properly applied and that the contra entry to
credits to this account has been charged to the proper accounts.
Undivided Profits
This account should be reviewed quarterly, and if the profit and
loss accounts are closed out monthly, then this account should be
reviewed monthly.
All entries closing out profit and loss accounts to undivided
profits are checked for accuracy and propriety, while direct entries to this account are reviewed for approval and propriety and
the offsetting entry also should be reviewed.
General
Some practices can be made of material aid to the audit department, and others can be of aid to the officer or the Board of Directors to whom the auditor should report.
The sound allocation of duties so that the work of one person
may act as an automatic check against the work of another, is a
problem to which the auditor should give considerable thought.
In setting out to provide the best method of internal audit for
the control of principal invested and assuring the receipt of all
income that is earned on this principal, it has been found that the
application of a sound and complete accrual system accomplishes
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this best. It is for this reason that you hear such a system termed
a "system of internal audit," and this is primarily what it is.
Space does not permit me to discuss with you the basis for the operation of such a plan and its detail application.
A report should be prepared monthly by the auditor and submitted to the party or parties to whom he is responsible, showing
the last date at which each item has been checked or audited and
whether open matters have been cleared up. These audit steps or
items should be grouped according to the frequency with which
they occur, that is, daily, weekly, monthly, etc. From such a report, the management can quickly learn if the audit program is
being adhered to and if not, in what respect it has fallen behind.
Safekeeping
Items left with the bank for safekeeping by customers should
be recorded on triplicate numbered forms with one copy going to
the customer as a receipt, one held by the safekeeping department
as its record and the third copy going to the audit department. A
clear description of the property left with the bank should be entered on these forms. Upon return of the property to the customer, his receipt and the department's copy of the form signed
by the customer, acknowledging the return of the property, are
turned over to the auditor.
Two or three times a year the auditor checks his slips with the
actual property in the department, and as this is usually a temporary function for the bank's customers, reports any property
held for a period of time.
In this paper, I have only had an opportunity to discuss most
of the standard procedures in internal bank audits, and many of
these were not treated in detail. To cover the subject with any
degree of completeness would consume more space than I have
available. If I have succeeded in giving you a partial appreciation
of the problems confronting the auditor of a bank, I shall be well
pleased.
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