INFORMATION TO USERS

This material was produced from a micrcfilm copy of the original document. While
the most advanced technological means to photograph and reproduce this document
have been used, the quality is heavily dependent upon the quality of the original
submitted.

The following explanation of techniques is provided to help you understand
markings or patterns which may appear on this reproduction.

1.

The sign or ‘‘target” for pages apparently lacking from the document
photographed is “Missing Page(s)”. If it was possible to obtain the missing
page(s) or section, they are spliced into the film along with adjacent pages.
This may have necessitated cutting thru an image and duplicating adjacent
pages to insure you complete continuity. ,

. When an image on the film is obliterated with a large round black mark, it

is an indication that the photographer suspected that the copy may have
moved during exposure and thus cause a blurred image. You will find a
good image of the page in the adjacent frame.

. When a map, drawing or chart, etc., was part of the material being

photographed the photographer followed a definite method in
“sactioning’’ the material. It is customary to begin photoing at the upper
left hand corner of a large sheet and to continue photoing from left to
right in equal sections with a small overlap. If necessary, sectioning is
continued again — beginning below the first row and continuing on until
complete.

. The majority of users indicate that the textual content is of greatest value,

however, a somewhat higher quality reproduction could be made from
“photographs” if essential to the understanding of the dissertation. Silver
prints of “photographs” may be ordered at additional charge by writing
the Order Department, giving the catalog number, title, author and
specific pages you wish reproduced.

. PLEASE NOTE: Some pages may have indistinct print. Filmed as

received,

Xerox University Microfilms

300 North Zesb Road
Ann Arbor, Michigan 46108



ST Y Y )

i
r

¥
i

76-28,804

FLORY, Steven Mark, 1946~
AN INQUIRY INTO SELECTED PROBLEMS OF
AUDITING COMPUTER-BASED ACCOUNTING SYSTEMS.

The Louisiana State University.and
Agricultural and Mechanical College,
Ph.D., 1976

Accounting

: Xerox University Microfilms, ann Arbor, Michigan 48106



AN INQUIRY INTO SELECTED
PROBLEMS OF AUDITING COMPUTER-BASED
ACCOUNTING SYSTEMS

A Dissertation

Submitted to the Graduate Faculty of the
Louisiana State University and
Agricultural and Mechanical College
in partial fulfillment of the
requirements for the degree of
Doctor of Philosophy

in

The Department of Accounting

by
Steven Mark Flory
B.S., Louisiana State University, 1968
M.5., Louisiana State University, 1971
August, 1976



ACKNOWLEDGEMENTS

I wish to express my appreciation and indebtedness to all of the
individuals and organizations which have provided invaluable assistance
to this dissertation.

My sincere appreciation is extended to my committee, Professors
C. Willard E1170tt (Chairman), George Fair, William Swyers, Alan
Winters, and Robert Smith, for their full cooperation. Their criticisms
. were most constructive and helpful.

To Professor J. Marion Posey, I convey my gratitude for his sub-
stantial editorial comments. For typing the final manuscript of the
study, I thank Carolyn Reid, Nancy Weems, and Lillyan Fahy.

Finally, I wish to express my deepest appreciation to my wife, Dale,
and son, Darren, for their underétanding, patience, and encouragement

through the years of graduate study which made this all possibie.

ii



TABLE OF CONTENTS

ACKNOWLEDGEMENTS . . . v v v ¢« v v s o v v e o o o v o o s o o
LIST OF TABLES . . & & v vt v ot v v e v e v e e v e e e a e as
ABSTRACT . & v v v v vt e st e e v s s o s n e e e e .
Chapter

I. INTRODUCTION . . & & ¢ v v v o v v v e a et v e e o a s

Purpose of the Inquiry . . . « « « =« v o & ¢« « o 0 o .
Hypotheses . . . . . . . . . . . e v e e e e e e e e e
Research Methodology . . . . . . . - . ¢ v « v o o v o
Scope of the Inquiry . . . « « « « « ¢+ ¢« « ¢ & e e e
Terminology . . ¢« & v 4« v e 4 e h e e e e e e e e e
Organization of the Study . . . . . . . . « .+ « o« o

II.

III.

THE CONCEPT OF AUDITING STANDARDS AND PROCEDURES . . . .

Development of the Audit Function . . . . . . .. ..
Definition of an Audit Standard . . . . . . .. . ..
Definition of an Audit Procedure . . . . . . . . . . .
Comparison of Standards and Procedures . . . . . . . .

General Standards and the Standards of Field Work

SUMMANY &« v 4 4 v h b o v s s e s b e e e e .::
THE STUDY AND EVALUATION OF INTERNAL CONTROL . . . . .

The Concept of Internal Control . . . . . . . . . ..
Definition of Internal Control . . . . . . . . . . .
Principles of Sound Internal Contrel . . . . . . . .
The Auditor's Interest in Internal Control . . . . .

Computer-Based Systems and Internal Control . . . ..
Impact of Computers on Informaion Systems . . . ..
Reaction of Auditors to EDP Systems . . . . . . . .
Audit Procedures Available to Study Internal Control .

Selecting Audit Procedures Needed to Study

Internal Control . . . & & ¢ v v v ¢« ¢ v ¢ o ¢ o

An Approach to the Selection of Internal

Control Procedures . . . . « + v v v ¢ v o v ¢ o « &
Preliminary Review . . . . . . + « ¢ ¢+ o v v o . .
System Survey . . . . . . . b h e e s e e e e e s

Application Analysis . . . . . . . « « & . . . .

Summary . . . . e . o0 oo e e e e e e e e e e e :.

iii



Chapter Page

IV. THE EQUITY FUNDING CASE . . . . . . « ¢ v v v v v ¢ v & 65
Survey of the Case . . . . . . « v ¢ ¢ ¢ v v v o v o o 65
The Parties Affected by the Equity Funding Fraud . . . . 80
The Accounting ISSUES . . . & v v v & v 4 o o o o o 4 & = 86
Responsibility for Detecting Fraud . . . . . . . . . .. 90
Adherence to Audit Standards . . . . . . . . .. . .. 94
SUMATY & ¢ v v v e v e v v e e e s e e e e e e e 103

V. SURVEY OF SELECTED ASPECTS OF CPA FIRM PRACTICES
RELATING TO AUDITS OF COMPUTER-BASED

ACCOUNTING SYSTEMS . . . . . .« « v « v v « v « & . 107

Survey Objective . & v v v v v v e e e e e e e e e e s 107

Survey Description . . « . . . . v e v e e e w0 e e 107

Design of the Questiommaire . . . . . . « + « v & v « « » 108

Summary . . . . . e e e e e e e e e e e e e e e e e e 126

VI. ANALYSIS OF SURVEY RESPONSES . . . . . « « + « & v ¢« o 128
Introduction . . . . . v i vt e e e e e e e e e e e e 128
Characteristics of Respondents . . . . « . « ¢ « « « - 128
Training Methods Utilized . . . . . . . . . . . . . « .. 133
Policies and Attitudes Regarding Computer-Related Areas . 135
Involvement With Computer-Based Systems . . . . . . . . . 136
Computer Audit Specialists . . . . « . « . + + « v v . . 142
Knowledge of Computer-Related Areas . . . . . . . « « . . 144

Study and Evaluation of Internal Control . . . . . . .. 146
Reaction to Equity Funding . . . . . . . « « « « « « o 153

SUMMAYY « « v« v v o o o o o o o o = & + & e e e e e e e 157

VII. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS . . . . . . Te 163
Restatement of Objectives . . . . . . . . « . « . « « . . 163

Summary and ConcTusions . . . . . « + « v v & v o v o 4 . 164
Recommendations . . . . . « & « v v ¢ v 4 v v e e s e 180

A Concluding Comment . . . . . . « v v & v & & v o o o & 186
BIBLIOGRAPHY . . « & v v v e v e e e e e et e e e e e 187
APPENDIX A - INTERNAL CONTROL QUESTIONNIARES . . . . . . . . . . 197
Questionnaire Covering Entire Processing Function . . . . 198
Questionnaire Covering Computer System . . . . . . . .. 213
APPENDIX B - SURVEY QUESTIONNAIRE . . . . . . . . « . . . « . . . 223
Cover Letter . . . ... .. ... e e e e e e e e e 224
Questionnaire . . . . . . v vt 4 e e e e e e e e e e 225



Chapter

-------------------



Table

= W N

o

Ww 0o N O

10.
11.
12.

13.

14.

15.

17.
18.

19.

LIST OF TABLES

Size of Geographical Area Served . . . . . « . . . . ..
Amount of Annual Revenue . . . . . . . . . « . . . ..
Size of Professional Audit Staff . . . . . . . . . . ..
Classification of Annual Revenue by Source . . . . . . .

Training Methods Utilized . . . . . . . . . . . . ..

'The Common Body of Knowledge' Required by Auditors

The Impact of Computers on the Audit Environment . . . .
Design of Computer-Based Accounting Systems . . . . . .
Auditing in a Computer-Based Accounting System . . . . .

Designation of Computer Audit Specialists . . . . . . .

Knowledge Required in Selected Computer-Related Areas

Relative Change in Audit Time Devoted to

Internal Control . . . & & v & v ¢ v o« @ o v e v .

Compliance with Internal Revenue Service Requirements

as Part of the Study of Internal Control . . . . . . .

Selected Procedures and Techniques Used to

Study Internal Control . . . . . . + . . ¢« o o . 4 .
Reaction to the Equity Funding Case . . . . . . . . ..

Comparison of Annual Revenue with Geographical

Area Served . . ¢ v v 4t t h e e e e e e e e e e e

Comparison of Annual Revenue with Audit Staff Size . . . .

Comparison of Annual Revenue with Percentage of

Revenue Derived from Auditing . . . . . . . . .. ..

Comparison of Training Courses with Percentage of

Revenue Derived from Auditing . . . . . . . . . . ..

vi



Table Page

20. Comparison of Computer Involvement with

Geographical Area Served . . . ., . . . . . . . . . .. 137
21. Responses to 'Common Body of Knowledge'® by Firms
with Audit Clients Having Computer-Based
Bccounting SYStemMS . » v v v o b v e e e e e e e e e e 139
22. Responses to the Impact of Computers by Firms with
Audit Clients Having Computer-Based Accounting
Systems . . . . . i e e e e e et e e e e e e e e e 140
23. Comparison of Computer Audit Specialist Utilization 143
with Geographical Area Served . . . . . . . . . . . ..
24, Knowledge Required by Firms Receiving More Than 145
25% of Revenue from Auditing . . . . . . . . . . . . ..
25. Comparison of the Study and Evaluation of Internal 147
Control with the Use of Generalized Audit Packages . . .
26. Comparison of Geographical Area Served with Evaluation 149
of Record Retention in Internal Control Study . . . . . |
27. Selected Procedures and Techniques Used to Study 150
Internal Control by Local Firms . . . . . . . . . « . .
28. Selected Procedures and Techniques Used to Study 151
Internal Control by Regional Firms . . . . . . . . . . .
29. Selected Procedures and Techniques Used to Study Internal .
Control by National and International Firms . . . . . . 152

30. Reaction to the Equity Funding Case by Local Firms . . . . 154 -
31. Reaction to the Equity Funding Case by Regional Firms . . 135

32. Reaction to the Equity Funding Case by National
and International Firms . . . . . . . v v v v v v v v . 156

vii



ABSTRACT

The objective of any accounting system is to provide information
which assists and supports the decision making process. When information
is presented in the form of financial statements for the use of decision
makers outside of the organization these statements often require an
audit opinion based upon the results of the auditor's examination.

The disclosure in 1973 of a massive insurance fraud involving the
Equity Funding Corporation of America raised doubts in many areas of the
business community as to the fairness of audited financial statements,
particularly those prepared in computer-based accounting systems. The
Equity Funding fraud was cited as an example of a computer fraud in which
the generally accepted auditing standards promulgated by the American
Institute of Certified Public Accountants were inadequate when a computer-
based accounting system was used. ‘

The research objectives of this study were narrowed from the more
general implications of computers in society to specific topics relating
auditing standards and procedures to an audit environment involving a
computer-based accounting system to process information published in
financial statements. The areas for subsequent study were identified as:
(1) the definition of auditing standards and procedures; (2) the
relationship of auditing standards and procedures to the determination of
the audit examination scope; {3) the obsolescence of traditional auditing

standards and procedures as applied to computer-based accounting systems;
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and {4) current practices of certified public accountants in audit
examinations involving computer-based accounting systems.

The research into these areas involved a survey of relevant
literature, a review and analysis of the Equity Funding case, a survey
of practicing certified public accountants, and analysis of the survey
results. Since the Equity Funding fraud was disciosed before an audit
report was issued for the latest fiscal period, the inguiry into the
definitions of and fe]ationships between auditing standards and pro-
cedures was limited to the general standards and standards of field work.

The research indicated that the fraud was largely due to a failure
by the auditors to properly adhere to the auditing standards rather than
the inadequacy of the standards. The primary failures appeared to be in ‘
relation to the independence, technical competence, and due professional
care of the auditors. Additional research data gathered from a mailed
questionnaire survey of certified public accounting firms also indicated
several areas of potential deviation from proper adherence to generally
accepted auditing standards.

One conclusion reached after analysis of the research data was that
a challenge to the validity of generally accepted auditing standards
cannot be supported by the Equity Funding case. The inquiry also
concluded that the computer-based accounting system was not an essential
element in the perpetration of the Equity Funding fraud, but merely
facilitated the processing of fraudulent data. As a result of these
conclusions, it was recommended that there be no change in present
auditing standards. Instead, the selection and application of proper

auditing procedures should receive increased emphasis when a
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computer-based accounting system is invoived in the audit examination.
Another recommendation was advanced for additional study into the
possible standardization of certain auditing procedures whenever the
examination involves a computer-based system.

Another conclusion of the inquiry was tha: the present audit
environment within the contemporary business community encourages fraud.
The commercial capital markets and personal compensation plans of upper
level corporate executives tend to encourage the publication of fictitious
financial information. Additionally, it was concluded that more rigidly
enforced general and field work auditing standards would constitute
a deterrent to fraud involving computer-based accounting systems. The
inquiry recommended that auditors increase their awareness of management
fraud and its effect on the audit examination, as compared to the effect
of employee fraud. Increased management controls and auditor controls,
in the form of audit committees and required peer review, respectively,
were recommended in order to facilitate the establishment of a more open
and effective auditor/client relationship.

Hopefully, the results of this research and analysis will support
a re-emphasis of the necessity of a proper auditor adherence to the
generally accepted auditing standards as the fundamental guidelines of
audit performance, and provide a constructive response to the problems of

auditing in a computer-based accounting system.



CHAPTER I
INTRODUCTION

Purpose of the Inguiry

The objective of any accounting system is to provide information
which assists and supports the decision making process. As such, ac-
counting is a service function and can be justified only by the useful-
ness of the infermation which it provides. One of the primary services
of an accounting system is to provide financial information to parties
outside of the business organization through the use of the company's
financial statements.

The utilization of these statements by investors, creditors,
governmental agencies, and other interested parties emphasizes the need
for independent attestation of the information presented. This function
is provided by certified public accountants acting in the capacity of
independent auditors.

The objective of the ordinary examination of financial state-
ments by the independent auditor is the expression of an opinion
on tbe fajrness with which they present_finangia} posi%ion in con-
formity with generally accepted accounting principles.

The widespread use of electronic digital computers has stimulated

advances in the entire field of informniation technology. However, these

]American Institute of Certified Public Accountants, Statement on
Auditing Standards: Codification of Auditing Standards and Procedures
No. 1 (New1York: American Institute of Certified Public Accountants,
1973}, p. 1.




advances have not been without their problems, particularly for auditors.
Computer usage now requires that certified public accountants re-examine
their service function. Recent events in the business community reflect
a rising number of questions as to the ability of the public accounting
profession to adapt to the changing technology of the economic environ-
ment.

"One of the most serious problems is that the fields of accounting
and Taw enforcement are not capable of auditing most computer systems, "2
Such complaints are raised not only about fraud and embezzlement, but
also concerning the types of negligence and inefficiency often detected
by the checks and balances of the more traditional manual accounting
system. This alleged incapability of auditors to deal with computer
systems affects many aspects of the public accounting profession. In
addition to questioning the adequacy of the examination procedures em-
ployed, the basic foundations of the audit function embodied in the
audit standards are also being questioned.

The purpose of this thesis is to investigate the application of
audit standards and procedures to computer-based accounting systems by
reference to selected principal issues. The issues selected for the
inguiry were chosen on the basis of their relevance to reported fraud
involving computer-based systems, and were identified as:

1. The definition of audit standards and procedures.

2. The relationship of audit standards and procedures to deter-

mining the scope of the audit examination.

2"Using Computers to Steal - Latest Twist in Crime," U. S. News
& Worlid Report, June 18, 1973, p. 42.




3. The obsolescence of traditional audit standards and procedures
as applied to computer-based accounting systems.

4. Current practices of certified public accountants in audit
examinations involving computer-based accounting systems.

Identification of these major points provided the framework for

developing the research hypotheses.

Hypotheses

Preliminary research inte the selected issues indicated certain
tentative assumptions upon which the study was based. These include
the following:

1. Audit standards represent broad guidelines for the selection
of applicable procedures to be used in the audit examination.

2. The development of computer-based accounting systems has not
adversely affected the usefulness of audit standards promulgated by the
American Institute of Certified Public Accountants.

3. The qevelopment of computer-based accounting systems has made
it necessary for auditors to incorporate additional examination pro-
cedures which specifically apply to the electronic data processing
system.

4, At the present time there is no standard body of procedures
relating to the audit examination of computer-based accounting systems
being utilized by practicing certified public accountants.

After the hypotheses for the study were established from the pre-
1iminary research, plans were formulated for the major portion of the

research effort.



Research Methodology

While the application of audit standards and procedures to com-
puter-based systems remained the focal point of this study, the primary
research emphasized four specific task objectives. These objectives
were designed to test the hypotheses within the stated purpose of the
study and, accordingly, included: (1) a search of the literature; {2)
a review and analysis of a contemporary, relevant case; (3) a survey of
certified public accounting firms regarding selected aspects of inde-
pendent audit examinations; and (4) an analysis of the evidence with
conclusions directed to the purpose of the study.

Phase 1: Literature research. A comprehensive survey was made of

the Titerature in accounting and information processing. This litera-
ture included books, journals, newspapers, dissertations, theses and
publications of professional associations. The research concentrated
on conceptual and practical developments in audit standards, audit
procedures and computer technology.

Phase 2: Review and analysis of selected case. A review and

analysis was made of the case involving the Equity Funding Corporation
of America. This case was selected because of its current relevance to
the area of audit examinations involvihg computer-based accounting sys-

tems. The research was Targely drawn from The Wall Street Journal and

news-oriented publications. The analytical emphasis was on accounting
aspects of the case, particularly with respect to audit standards and
procedures.

Phase 3: Questionnaire construction and sample selection. An

empirical survey was made of training metnods, attitudes, and procedures



used by practicing certified public accountants in the area of audits
involving computer-based accounting systems. This survey consisted of

a questionnaire mailed to a randomly selected sample of 500 public ac-
counting firms and individual practitioners who are members of the
American Institute of Certi%ied Public Accountants. The sample elements

were chosen from Accounting Firms and Practitioners: 1971.3  There were

141 completed questionnaires returned, representing a 28.2% response
rate. A copy of the questionnaire is included in Appendix B.

Phase 4: Analysis of survey response. The completed question-

naires were analyzed with a series of thirty-two tables containing both
numerical and percentage frequency distributions. Tables were prepared
for the results of each question surveyed, and comparisons made to

analyze possibie relationships between selected areas of coverage. The
comparative distributions were stratified according to various respond-
ent characteristics in order to provide additional analytical informa-

tion.

Scope of the Inquiry

Several factors 1imited the research for this inquiry. The more
pertinent factors included: (1) auditing financial statements prepared
in a computer-based accounting system; (2} the Equity Funding case; and
(3) questionnaire construction and analysis.

There are a wide range of possible approaches to problems of

auditing financial statements prepared in a computer-based accounting

3american Institute of Certified Public Accountants, Accounting
Firms and Practitioners: 1971 (New York: American Institute of Certi-
fied Public Accountants, 1972).




system. The research approach taken was to examine the audit standards
as the underlying basis of consistent and coordinated audit performance.
The scope of inquiry was further limited to the general standards and
standards of field work in order to relate the theoretical discussion
to descriptive analysis of the Equity Funding case. In this case the
dizclosure of fraudulent activities halted the issuance of an audit re-
port on the company's financial statements.

Review and analysis of the insurance fraud involving the Equity.
Funding Corporation of America was limited to information available to
the general public through newspapers and periodicals. Attempts to ob-
tain information directly from the parties involved, particularly the
pubTic accounting firms, were unsuccessful. Responding parties indi-
cated that pending litigation prevented them from issuing further infor-
mation. |

The questionnaire used in the survey is subject to limitations of
construction and application. Possible errors relate to questionnaire
construction, respondents' recall, respondents' personal bias, and
selection of the sample elements. Therefore, the analysis of responses
does not attempt to make definitive or general conclusions which project

beyond the results obtained from the survey sample.

Terminology
The following terminology is used to promote a consistent inter-

pretation of material presented in this inquiry:
1. AUDIT refers to the process of examining financial statements

for the purpose of rendering an informed opinion, and this inquiry is



1imited to the independent audit function as compared to internal
audits performed for management purposes.

2. AUDITOR refers to the independent certified public accountant
or member of a certified public accounting firm performing an audit
examination.

3. COMPUTER-BASED ACCOUNTING SYSTEM refers to a coordinated unit
which collects, manipulates, and distributes financially oriented in-
formation with the assistance of an electronic digital computer.

4, CPA refers to a certified pubtlic accountant.

5. DATA refers to an uninterpreted and unprocessed statement of
fact.

6. DATA PROCESSING refers to the act of collecting, storing, and
manipulating facts.

7. EDP refers to electronic data processing.

8. INFORMATION refers to an arrangemgnt of facts, observations,
or perceptions that add to knowledge.

9. INSTITUTE refers to the American Institute of Certified Public

Accountants.

Organization of the Study

Chapter I examines the development of the audit function in the
United States and the formation of audit standards. The defiﬁitions
of a standard and procedure are first reviewed and compared to deter-
mine their relationship. This comparison is then extended to the audit
function and examined in terms of the Institute's general audit stand-

ards and standards of field work.



Chapter III surveys the second standard of field work, the study
and evaluation of internal control, with respect to the effect of a
computer-based accounting system. A coordinated plan for the study and
evaluation of internal control is presented for the purpose of deter-
mining areas of audit significance in the system. Selected procedures
available to the auditor for his internal control evaluation are dis-
cussed in terms of their advantages and disadvantages in the audit
examination.

Chapter IV investigates a number of aspects of the Equity Funding
insurance fraud related to problems of auditing financial statements
produced in a computer-based accounting system. Emphasis is given to
the degree of auditor's adherence to current standards as a basis for
determining their usefulness as guidelines for the selection of adequate
audit procedures.

Results of the survey of certified public accounting firms are
presented in Chapter V. The questionnaire consists of twenty-six ques-
tions covering such areas as: characteristics of respondents, training
methods utilized for audit staff, and policies and attitudes regarding
computer-related areas. Other areas of coverage are: amount of in-
volvement with computer-based accounting systems, use of computer audit
specialists, depth of knowledge required in computer-related areas,
study and evaluation of internal control, and reaction to the Equity
Funding case.

Further analysis of the data acquired in the survey is presented
in Chapter VI. For most questions the data acquired is analyzed ac-

cording to selected characteristics of the respondents to determine



possible differences in the way certain CPA firms view the problems of
auditing computer systems. Respondent characteristics include: the
size of geographical area served (international, national, regional,
Tocal), size of the professional audit staff, amount of annual revenue
earned, and functicnal derivation of annual revenue (auditing, tax,
management services, etc.).

The conclusions and recommendations developed in this inquiry are
presented in Chapter VII. Suggestions for future research are included

in the recommendations of that chapter.



CHAPTER II
THE CONCEPT OF AUDITING STANDARDS AND PROCEDURES

Development of the Audit Function

Farly attestation activity. The audit function is derived from

one of man's most consistent reactions to social interaction in a busi-
ness enviranment. Richard Brown notes:
The origin of auditing goes back to times scarcely less remote
than that of accounting. . . . Whenever the advance of civili-
zation brought about the necessity of one man being entrusted
to some extent with the property of another the advisibility
of some kind of check upon the fidelity of the former would be-
come apparent.
The primary objective of auditing from ancient times up to the
early twentieth century was the detection of fraud and verification of

employee honesty.z

The auditor heard a reading of the accounts by the
manager of an absentee landlord for the purpose of attesting to and
transmitting a report on the manager's stewardship. This reading veri-
fied the honesty of persons charged with fiscal responsibilities on an
after-the-fact basis without attempting to prevent fraud before its

occurrence.

TRichard Brown, A History of Accounting and Accountants (Edinburgh:
T. C. and E. C. Jack, 19058}, p. 74.

2M'ichae] Chatfield, "English Medieval Bookkeeping: Exchequer and
Manor," Contemporary Studies in the Evolution of Accounting Thought, ed.
Michael Chatfield (Beimont: Dickenson Publishing Company, Inc., 1968),
pp. 30-38.
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The Industrial Revolution. The Industrial Revolution had a pro-

found effect on accounting and auditing. One of the principal changes

of this period of importance to accounting was an emergence of special-
jzation in economic activity. The move was away from the cottage
industries toward regional and national markets. In order to serve

these wider markets the productive unit changed from the individual
family to factories which employed persons from many different families.
As the factory emerged there was a corresponding increase in the special-
ization of labor.

Social and economic changes brought about by the Industrial
Revolution can be broadly summarized into two major categories. First,
there was a more intensive use of non-human capital, and second there
were changes in the traditional institutional arrangements.3 The shift
from human to non-human capital required a major change in the manner
in which funds were obtained to finance production. There was a lag
between the time that machines were purchased and workers paid until
the time that output was sold and the revenue from the sale was col-
lected.

This production-collection lag and the need for relatively large
amounts of capital brought the corporation into prominence. As it be-
came increasingly difficult for an individual to finance his factory's
operations other investors were brought in to share in the ownership

of the company. The formation of new groups of capitalists and workers

3Sidney Pollard, "Capital Accounting in the Industrial Revolu-
tion," Contemporary Studies, pp. 113-134.
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has been the subject of research by historians and economists for many
years because of the tremendous stresses placed on the English social
structure. However, this separation of owners from the means of pro-
duction also had a great effect on the development of financial re-
porting and auditing.

Auditing under the British Companies Acts. Since financial state-

ments were used to raise capital for operations as well as to report
operations, there was a tendency for the management to structure finan-
cial reports in the manner most favorable to them. Reporting abuses
were common, and the investing public could not attach a high degree of
credibility to published financial statements. This Tlack of credibility
and the rising number of fraudulent business ventures created the need
for a series of very important laws known as the British Companies Acts.
The Acts, enacted between 1844 and 1947, provided statutory rules and
requirements designed to Timit specific abuses of accounting for and
reporting on corporate enterprises.4 The principal function of an audit
under the Cdmpanies Acts was the detection of fraud, and the resulting
examination involved a detailed transactions check of all work per-
formed by company employees.

Public accounting in the United States. The deve]opmenf of the

accounting profession in the United States was derived from, but did
not directly parallel, that of Great Britain. The American frontier,
with its rapidly expanding social and economic structure, necessitated

a business environment which was more flexible and adaptable than its

%4. C. Edey, "Company Accounting in the Nineteenth and Twentieth
Centuries,” Contemporary Studies, pp. 135-143.
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British counterpart. This flexibility included the accounting and
auditing methods employed, and helped mold a set of acceptable practices
and procedures,

Income tax legislation. Two events of the twentieth century had

a profound effect on shaping the development of the audit function in
the United States. The first was the enactment of federal income tax
laws, and the second was the Great Depression of the 1930's. The
Corporation Excise Tax of 1909, later replacea by the Income Tax Law of
1913, did not require audited financial statements, but it diq create
opportunities for public éccountants to set up accounting systems and
prepare tax returns. The important effect was the creation of a ciient
and CPA relationship that had previously been non-existent.

The Securities Acts. The most significant impact on the public

accounting profession in general, and the audit function in particular,
came from the economic disasters of the Great Depression and the re-
sulting federal legislation. Statutory regulation similar to the
British Companies Acts was enacted in the form of the Securities Act of
1933 and the Securities Exchange Act of 1934. Both laws required that
audited financial statements of corporations whose securities were
traded in interstate commerce be submitted to the Securities and Ex-
change Commission, a federal regulatory agency. The Securities Act of
1933 covered the initial registration of new securities and the Securi-
ties Exchange Act of 1934 required annual reports of corporations whose
securities were traded on a securities exchange.

The need for st:nuards. The public accounting profession has

probably contributed more, i: the audit function, to economic morality
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in our times than any other single group.5 However, as valuable as the
audit function may be, there still remain substantial problems to over-
come. These problems arise from the internal pressures of an expanding
profession and the external pressures of a rapidly changing economic
environment. Such problems require a regulatory structure based upon a
systematic arrangement of standards of quality and performance.

An adequate set of audit standards enhances the development of a
comprehensive and consistent set of procedures to be followed. These
procedures are applied by the CPA in order to meet the objectives of
an independent audit of the organization's financial statements. The
complementary relationship between standards and procedures is ex-

amined in the remainder of this chapter.

Definition of an Audit Standard

General definition. Most dictionaries give essentially the same

definition to standard:

. . «n.1. an object considered by an authority or by general con-
sent as a basis for comparison; an approved model. 2. anything,

as a rule or principle, that is used as a basis for judgment. . . .
3. an average or normal requirement, quality, quantity, level,
grade, etc. . . . 4. standards; those morals, ethics, habits,
etc., estab1ishgd by authority, custom, or an individual as ac-
ceptable. . , .

This definition includes several elements that are essential to the con-

cept of a standard. A standard can be concrete or abstract. As a

5John L. Carey, The CPA Plans for the Future (New York: American
Institute of Certified Public Accountants, 1965), pp. 376-377.

6Jess Stein and Laurence Urdang (eds.), The Random House Dictionary
of the English Language (New York: Random House, 1966), p. 1385.
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concrete model it serves as a definite basis for comparison. Either

the object being compared to the standard achieves characteristics equal
to the standard or it does not. As a more abstract concept, such as a
rule or principle, the standard serves as a basis for judgment. A

basis for comparison implies a more objective situation in which a final
decision can be made. A basis for judgment implies a subjective concept
in which the decision reached depends upon the state of mind, experience,
circumstances, and training of the person attempting to make the de-
cision.

Standard as a basis for judgment. At this point it should be

stressed that the phrase "a basis for judgment" does not mean that only
one possible decision can be reached. Whereas machines can be involved
in a process of comparison, only humans can be invoived in a process of
judgment. Therefore, judgment represents a more dynamic and flexible
state of nature than comparison. Seemingly identical situations may re-
quire variant decisions because of the different circumstances surround-
ing each situation.

Standards established by custom. One element in the definition of

a standard is that it must be accepted by general consent or by an
authority, but not necessarily by both. The establishment of a standard
by custom or general consent requires a much longer evolutionary period
of practical experience and usage before a norm is inductively developed
for others to follow. Standards based on norms of behavior tend to be
more flexible and to change as the environment upon which they are based
changes. Such standards also tend to be Tess distinct and to create

situations where conflicting circumstances may not clearly delineate the
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norm that is to be followed. If there is no formal process for arbitra-
ting these conflicts, the turmoil that arises moy resist a satisfactory
resolution.

Standards established by authority. A standard established by an

elected or appointed authority requires a shorter time interval for its
initial establishment. Either inductive or deductive reasoning may be
used in creating an authoritative standard. However, while such a
standard may not be universally accepted by those to whom it applies,

an authoritative standard may be more effective for decision making be-
cause of an increased clarity of requirements. Standards, once they are
established, tend to be more rigid and lack responsiveness to changes in
the environment upon which they are based.

An achievable objective. An effective standard will usually repre-

sent an average or ncrmal requirement achievable in the ordinary course
of events. As a general rule it should not be an idealistic goal
toward which one aspires but can never reach. This element of the
definition, the average requirement, means that the standard must have
enough flexibility to reflect circumstances and events which may change
over time.

Standard compared to criterion. Another facet of the definition

of a standard is the 1ist of synonyms of a standard, and an explanation
of the relationship between a standard and a criterion.

. . gauge, basis, pattern, guide., Standard, criterion refer to
the basis for making a judgment. A standard is an authoritative
principle or rule that usually implies a model or pattern for
guidance, by comparison with which the quantity, excelience, cor-
rectness, etc., of other things may be determined. . . . A cri-
terion is a rule or principle used to judge the value, suitability,
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probability, etc., of something, without necessarily implying any
comparison. . . .7

Both standard and criterion refer to the basis for making a judg-
ment in terms of a guide or gauge. However, criterion is a narrower
concept than standard. To be effective a standard must contain some
model or pattern for guidance with which a comparison can be made. It
is this model or pattern which the criterion furnishes. Such a model
e#ists independently but is subject to change. The viewpoint in which
the criterion provides the benchmark of comparison, and may be changed
independently of the standard, differs slightly from Eric Kohler's

interpretation in A Dictionary for Accountants. Kohler's definition of

a standard states that it "provides a criterion for . . . future activity
. at the Tevel at which enforcement can be best app'lied."8 The

question to be answered is whether it is the standard which provides

the criterion for comparison or whether the criterion can be independ-

ently determined. In the latter case the criterion can be changed with-

out changing or negating the original standard. If the viewpoint is

taken that the standard determines the criterion, the statement "to

keep pace with a changing world, old standards must often give way to

new" becomes crucial.? Any change in environmental conditions can

necessitate a change in the basic standard.

7stein and Urdang (eds.), Random House Dictionary, p. 1385.

8Epic L. Kohler, A Dictionary for Accountants (4th ed.; Inglewood
Cliffs: Prentice-Hall, Inc., 1970}, p. 400.

Ikohler, p. 400.
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A standard as a basic guideline for auditing. From a broad view-

point, standards represent basic guidelines. These guidelines are
subject to changing performance criteria and varying interpretations,
but these changes do not invalidate the original standard as a basis

for judgment. An audit standard's ". . . purpose is to serve as a work-
ing basis for the institution of procedures that will assure conformity
on the part of . . ." auditors in reaching their audit object'i\;rc:'.-s.'[0

In order to maintain this working basis the standard must be flexible
enough to preserve its validity in response to the changing conditions

of auditing practice.

Definition of an Audit Procedure

General definition. A general definition of procedure is:

. . . n.. act or manner of proceeding in any action or process;
conduct. 2. a particular course or mode of action. 3. mode of

conducting legal, parliamentary, or other business . . . a series
of progressi¥? and interdependent steps by which an end js at-
tained . . .

From this definition a procedure apparently entails a specific objective.
This objective is achieved within the guidelines supplied by the audit-
ing standard. As the criteria of the standard change, the course of
action must change. Therefore, it is the procedures which must adapt

to the standard to meet these changing criteria. The individual ob-
jectives of a series of audit procedures can be systematical]j combined

to satisfy the overall objectives of an audit standard. The selection

]OKohler, p. 400,

11Stein and Urdang (eds.), Random House Dictionary, pp. 1146-1147.
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process, however, relies on the auditor's training, experience, and

judgment in determining which procedures are to be performed.

Comparison of Standards and Procedures

Recognizing the need for standards. There was no distinction made

between auditing standards and auditing procedures during their early
stages of development in the United States.12 In contrast to the
Bfitish development of acceptable accounting practices and standards
through legistation and litigation, initial American efforts to develop
uniform standards and procedures started within the accounting profes-
sion as a response to outside pressure. The American Institute of
Accountants (later renamed the American Institute of Certified Public
Accountants) recognized "the need for authoritative audit guidelines in
order to maintain a standard of performance that would strengthen
public confidence."13 However, the need for standardized accounting
practices or governmental reguiation was not a settled issue.

The first attempt at standards. At the request of the Federal

Trade Commission, meetings between the Institute and various federal
agencies resulted in the publication of ". . . a memorandum on balance
sheet audits . . ." in the Federal Reserve Bulletin of 1917.1% This
bulletin dealt mainly with recommended audit procedures, but it also

included suggested forms for a profit and loss statement and a balance

12| awrence Todd Johnson, “"The Auditor's Responsibility for the
Detection of Management Fraud: Selected Cases" (unpublished Doctor's
dissertation, University of Michigan, 1972), p. 91.

13Carey, The CPA Plans for the Future, p. 134,

T430hnson, "The Auditor's Responsibility," p. 9.
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sheet. When the Federal Reserve Board reissued the article in pamphlet
form, the title was changed to “Approved Methods for the Preparation of
Balance Sheet Statements" in recognition of the true nature of the
material contained. There were two important effects of the Federal
Reserve Board pamphlet. First, it had an immediate and lasting effect
on the auditing standards and procedures used by certified public ac-
countants.1? Second, the deeper and more lasting significance was that
an organization, through its own membership, took a first step toward
the self-regulation necessary for any profession which practices in the
public domain.

Separating standards and procedures. In 1947 the Institute pub-

1ished A Tentative Statement on Auditing Standards--Their Generally

Accepted Significance and Scope. The approach taken in the formulation

of these standards was largely inductive, and was based on the experi-
ences and traditional practices of the public accounting profession.
This first attempt to separate standards from procedures, and to define
their relationship, was explained as follows:

Auditing standards differ from auditing procedures in that
procedures relate to acts to be performed, whereas standards deal
with measures of the quality of the performance of those acts and
the objectives to be attained by the use of the procedures under-
taken. Auditing standards as distinct from auditing procedures
concern themselves not only with the auditor's professional quali-
ties but also with the judgment exercised by hig in the per-
formance of his examination and in his report.

15Carey, The CPA Plans for the Future, p. 134,

16pmarican Institute of Accountants, A Tentative Statement of
Auditing Standards--Their Generally Accepted Significance and Scope
{New York: American Institute of Accountants, 1947}, p. 9.
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Standards divided according to objectives. In its 1947 statement

the Institute divided standards into three areas: general standards,
standards of field work, and standards of reporting. There were origi-
nally nine standards, three in each area, with a tenth subsequently added
to the standards of reporting. The Institute's Committee on Auditing
Procedurz observed that the standards guide the auditor's judgment, even
though individual situations could require variations in the extent and
suitability of recommended procedures.17 No substitute for individual
judgment by the auditor was identified and certain sitdations were recog-
nized as requiring the performance of additional procedures beyond those
recommended under ordinary circumstances. The auditing standards were
recognized as being interrelated, and the facts which determined adher-
ence to any standard were regarded as equally relevant to others.18

General Standards and th: Standards of Field Work

Focus of this study. Since this study focuses on problems encoun-

tered in examinations of financial statements prepared in a computer-
based accounting system, with particular reference to the Equity Funding
case, further discussion of the auditing standards promulgated by the
Institute is limited to the general standards and the standards of field
work.

General standards. The general standards are unique, in compari-

son with the standards of field work or reporting, because they are

17pmerican Institute of Certified Public Accountants, Statement on
Auditing Standards: Codification of Auditing Standards and Procedures
No. T (New York: American Institute of Certified Public Accountants,
1973), p. 7. .

18AICPA, Statement on Auditing Standards, p. 7.
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personal in nature. The general standards deal with the auditor's
qualifications and the quality of work performance. These personal
standards form the basis for all aspects of the audit including field
work and reporting on the results of the audit examination. !9

Adequate technical training. The first general standard states

that "the examination is to be performed by a person or persons having
adequate technical training and proficiency as an auditor."20  The
Institute's Committee on Auditing Procedures has recognized that ". . .
the independent auditor's formal education and professional experience
complement one another . . . .21 The Committee further recommended
that the years of prior formal education include the basic training
needed for various sjtuations encountered by new staff personnel upon
entering the practice of auditing. Since a substantial number of
accounting graduates are not employed in public accounting, the educa-
tional curriculum does not focus on all situations unique to audit work.
Therefore, adequate technical training cannot end with academic prepara-
tion. The Committee on Auditing Procedure, in agreement with other
authoritative sources, recognized that both practical experience and
continuing formal education were necessary. A fixed level of competence
must be maintained and increased to the Tevel necessary for the exercise
of seasoned judgment. Adequacy of training and proficiency represented
conditions of sufficiency within the collective state of mind of an

entire profession.

19a1CPA, Statement on Auditing Standards, p. 7.

20p1cpA, Statement on Auditing Standards, p. 7.
21AICPA, Statement on Auditing Standards, p. 8.
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Independence in mental attitude. The second general standard

states that "in a1l matters relating to the assfgnment, an independence
in mental attitude is to be maintained-By the auditor or auditors."22
The key phrase of this standard relates to the maintenance of independ-
ence in mental attitude. A strict, literal interpretation could con-
centrate on independence in fact and ignore other facets of the concept
of independence. Independent auditors, for example, are counselled to
avoid situations that would damage credibility with outside observers.
Independence relies to a great extent upon intellectual honesty and
self-regulation by the auditor. *To be independent, the auditor must
be intellectually honest; to be recognized as independent, he must be
free from any obligation to or interest in the client, its management,
or its owners."23

Due professional care. The third general standard states that "due

professional care is to be exercised in the performance of the examina-
tion and the preparation of the report."24 This standard leads directily
into both the standards of field work and reporting. The third general
standard is interpreted as requiring the auditor to undertake the
responsibility for observing other applicable standards, and performing
his work with the good faith, integrity and level of competence

cormonly possessed by others in that profession. It is important to

recognize that the auditor does not contract or represent himself as

22p1CPA, Statement on Auditing Standards, p. 8.

23AICPA, Statement on Auditing Standards, p. 9.

24p1CPA, Statement on Auditing Standards, p. 10.
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being infallible. Negligence, bad faith, and dishonesty violate due
professional care, but pure errors of judgment do not.25

Standards of field work. As previously mentioned, the general

standards are applicable to all phases of auditing while the standards
of field work are more specific as to the nature of the audit work to
be performed. In all of the standards of field work the concepts of
materiality and relative risk are important elements of the auditor's
examination. In the final analysis, the auditor's subjective judgment
determines the ultimate consideration given to these concepts. Mate-
riality and relative risk are fundamentals in the auditor's desire to
perform all work necessary to adequately support an opinion while con-
tinuing to maximize the utility of audit time.

Adequate planning and supervision. The first standard of field

work states that "the work is to be adequately planned and assistants,
if any, are to be properly supervised."26 The adequacy of planning and
supervision are relative to the audit and audit personnel involved.

The auditor in charge of the examination must have enough training and
experience to temper and guide his decision process. If this prepara-
tion was not sufficient the firm or partner in charge of the audit must
correct any deficiencies. For the individual practitioner this process
is more difficult because he operates without the benefit of peer re-
view. The Committee on Auditing Procedure considers the early appoint-

ment of the auditor and timing of audit work performed throughout the

25AICPA, Statement on Auditing Standards, p. 10.

26p1CPA, Statement on Auditing Standards, p. 17.
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year to be very important points in assessing the adequacy of audit
planning and supervision.2’

Study and evaluation of internal control. The second standard of

field work is highly significant to the subsequent discussion of audit-
ing statements prepared in computer-based accounting systems. "There is
to be a proper study and evaluation of the existing internal control as
& basis for reliance thereon and for the determination of the resultant
extent of the tests to which auditing procedures are to be restricted."28
It is important for the auditor to distinguish clearly between the study
of internal control and the evaluation of internal control, and the
relationship of internal control to the audit examination. The timing
of this phase of the audit is important because its purpose is te
establish an informed basis for determining the nature and extent of
further procedures to be employed. Certain results of this work often
are provided to clients to improve their information and data processing
systems. The purpose of the auditor's study and evaluation of internal
control, as related to the examination of financial statements and an
opinion on these statements, is not changed by the type of data process-
ing and accounting systems in use. Even though the purpose of the
auditor's study and evaluation of internal control has not changed, the
definition and scope must be interpreted and applied after consideration

is given to the peculiarities of EDP systems.

2741CPA, Statement on Auditing Standards, pp. 11-13.

28n1CPA, Statement on Auditing Standards, p. 13.
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Internal control defined. The original definition as expressed in

1949 stated that

. . . internal control comprises the plan of organization and all
of the coordinate methods and measures adopted within a business
to safeguard its assets, check the accuracy and reliability of its
accounting data, promote operational efficiency, 383 encourage
adherence to prescribed managerial policies. . . .

Accounting controls. Statement on Auditing Procedure No. 29,

issued in 1958, divided internal control into accounting contrels and
administrative controls. Accounting controls include the safeguarding
of assets and the relfability of the financial records, both of which
the auditor is responsible for in the study and evaluation of internal
control. Further interpretation extends the accounting controls to in-
clude proper managerial authorization for the execution of transactions
and access to the assets. These items were added because of the effect
on the safeguarding of assets and reliability of financial records.

Administrative controls. Administrative controls relate to the

efficient management of the organization and includes the plan of oper-
ation and the procedﬁres concerned with the managerial decision process.
This decision process leads to management's authorization of trans-
actions. Such authorization ". . . is a management function directly
associated with the responsibility for achieving the objectives of the
organization and is the starting point for establishing accounting con-
trol of transactions."30 Administrative controls are not within the

scope of the auditor's study and evaluation of internal control and any

2971CPA, Statement on Auditing Standards, p. 15.

30AICPA, Statement on Auditing Standards, p. 20.
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work done in this area would be classified as management services.
Determination of audit procedures would not include management service
oriented objectives.

Identifying internal control weaknesses. The study of the system

of internal control requires the auditor to be thoroughly familiar with
the procedures and controls prescribed by the system and to gain as-
surance that these controls are operating as planned. After the
necessary review of the system and tests of compliance are finished,
evaluation of the system is accomplished in terms of each significant
class of transactions and its related assets. This evaluation considers
the types of errors that could occur, the accounting controls that
should prevent or detect such errors, whether these controls are being
-uti1ized by the client, and any weaknesses in the system. "Controls
and weaknesses affecting different classes of transactions are not off-
setting in their effect . . .", and therefore the auditor cannot rely
exclusively on an overall evaluation of internal control in determining
audit procedures.31' He must specifically identify and evaluate indi-
vidual weaknesses in terms of their potential effect on the financial
statements. The overall evaluation is an important part of the initial
review process which familiarizes the auditor with the organization and
the accounting system before he begins his detailed examination.

Sufficient evidential matter. The third standard of field v,k

states that "sufficient competent evidential matter is to be obtained

through inspection, observation, inquiries, and confirmations to afford

31AICPA, Statement on Auditing Standards, p. 32.
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a reasonable basis for an opinion regarding the financial statements
under examination."32 This standard points out the unique nature of
audit work done by independent certified public accountants compared

to the popular and legal definitions of evidence. Legal evidence is
determined and controlled by rules developed over many centuries of
jurisprudence, whereas the validity of audit evidence in terms of
nature, competence, and sufficiency does not have this rigid set of
constraints. The judgment of the auditor within the particular circum-
stances of the audit retains its importance.

The nature of evidential matter includes the original accounting
data of the company and the additional analysis of corroborating evi-
dence which the auditor independently gathers to support his conclusions.
The mere clerical accuracy of accounting data cannot be accepted as
evidence upon which to base an audit opinion. Such opinion is based,
instead, upon a systematic pattern of logical reasoning which goes
much deeper than the data obtained from client records.

The competence of evidential matter greatly depends upon the source
of that evidence. A source completely beyond the control of the client
allows the auditor to place greater reliance on the independence and
objectivity of its preparation, but not necessarily more reliance on its
validity or relevancy. All of these elements are important to the com-
petence of evidence and the presence of one or more does not diminish
the need for the others. The auditor must also weigh the additional

evidence against the cost of obtaining such evidence. He must sometimes

32a1CPA, Statement on Auditing Standards, p. 55.
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rely on a reasonable basis for making his opinion, instead of the

absolute certainty that he would rather have.

Summary

The audit function has become increasingly important as a part of
the economic environment throughout most industrialized societies. As
the owners of a company were separated from the workers and managers'
tﬁe need for an independent attestation of claimed performance was
created. This was particularly true with the rise of the corporate form
of business organization and its requirement for stewardship reporting
to the owners.

Numercus business failures in the United States during the 1930's
resulted in federal regulatory legislation similar to the British
Companies Acts, including the Securities Act of 1933 and the Securities
Exchange Act of 1934. In conjunction with this legislation was the
creation of the Securities and Exchange Commission to oversee compliance
by the business and public accounting firms affected. The desire for
self-regulation within the public accounting profession asserted itself
early in the developmental stages through attempts to establish stand-
ards of acceptable audit performance. |

Any form of standard includes several basic concepts which also
apply to auditing standards. As a concrete model a standard éerves as a
definite basis for comparison, while on an abstract level it serves as a
basis for making judgments. A standard may be accepted by general
consent, developed through an evolutionary period, or established by a
recognized authority. In each case a capacity to adapt to changing

conditions must be retained within the standard. A standard also
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represents an average requirement achievable in the ordinary course of
events. Unacﬁievable ideals negate the effectiveness of a standard
in serving as a guideline for reaching a decision.

Audit standards also embrace these basic elements of a general
definition of a standard. The purpose of audit standards is to serve
as basic guidelines for human judgment so as to achieve certain desired
objectives during the course of an audit. These standards must be
broad enough to include the flexibility needed to prevent a continuous
problem of obsolescence caused by rapid environmental change, yet pre-
cise enough to provide useful guidance. |

The flexibility of auditing standards can be maintained through
the judicious use of applicable audit procedures. Since any procedure,
auditing included, entails a specific course of action to be undertaken
in order to attain a specific objective, this course of action can be
changed whenever conditions necessitate such a change. Therefore,
audit procedures are intended to be adapted according to the direction
provided by auditing standards. Only when the entire social and eco-
nomic structure of business activity is so fundamentally changed as to
make existing standards ineffective would it be necessary to revise
them. This revision should not be necessary under normal minor changes
through which a dynamic society continually progresses.

The American Institute of Certified Public Accountants is generally
recognized as the primary authority for practicing certified public
accountants and their standards are divided into general standards,
standards of field work, and standards of reporting. This study is

limited to a discussion of the general standards and standards of field
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work as related to the auditor's examination of financial statements
prepared in a computer-based accounting system. The general standards
and standards of field work as promulgated by the Institute include:

General Standards

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

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

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

Standards of Field Work

1. The work is to be adequately planned and assistants, if any,
are to be properly supervised.

2. There is to be a proper study and evaluation of the existing
internal control as a basis for reliance thereon and for the determina-
tion of the resultant extent of the tests to which auditing procedures
are to be restricted.

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

The general standards are concerned with the personal gqualifica-
tions of the auditor and the quality of his work, important factors for
the standards of field work and reporting. The standards of field work
refer to the nature of the work performed during the audit examination

as a basis. for establishing and supporting an opinion as to the fairness
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of the financial statements prepared by the client. The auditor can

be independent and competent--but not infailible. His work should
reflect the level of sophistication generally achieved by others within
the same profession.

The second standard of field work, involving the study and evalua-
tion of internal control, was presented in this chapter in terms of the
general implications for an audit engagement. Chapter III investigates
internal control in more detail, with an emphasis on the impact of
computer-based accounting systems in selecting the procedures appli-
cable to the audit examination.

Changes in the nature of the accounting system due to EDP facili~
ties are related to corresponding changes in the focus of the auditor's
study and evaluation of internal control. A flexible approach designed
to enable the auditor to systematically analyze internal control and
concentrate on areas of audit significance is presented with a dis-

cussion of specific procedures useful in this analytical process.



CHAPTER TII
THE STUDY AND EVALUATION OF INTERNAL CONTROL

The independent auditor of financial statements evaluates account-
ing and other information systems in the course of an audit. In most
cases this system review determines the degree to which the audftor
relies on the output of fhe system in arriving at conclusions relative
to the validity of financial presentations. In addition to the practi-
cal ‘necessity of reviewing information systems for reliability, the
American Institute of Certified Public Accountants has established the
evaluation of internal control within an entity under audit as a re-
quirement for independent auditors. More specifically, this requirement
is designated among the auditing standards so established as the second
standard of field work. In this chapter the concept of internal control
will be related to audit field work standards. As a further extension
of the internal control concept, the relationship of internal control to
computer~based information systems will be reviewed. The audit applica-
tion of internal control concepts to computer-based systems provides
background for the case study in Chapter IV and supports the survey

described in Chapter V.

The Concept of Internal Control

‘Definition of Internal Control

In this section the concept of internal control will be associated

33
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primarily with the independent auditor's responsibility for compliance
with the field work standards. Accordingly, internal control will be
defined as presented in the American Institute of Certified Public

Accountants publication, Statement on Auditing Standards Number 1.

Internal control comprises the plan of organization and all
of the coordinate methods and measures adopted within a business
to safeguard its assets, check the accuracy and reliability of
its accounting data, promote operational efficiency,. and en-
courage adherence to prescribed managerial po]icies.1

Principles of Sound Internal Control

Promotes system effectiveness. Sound internal control is essential

if a system is to function properly. "Control is pre-eminent condition
to data processing effectiveness. A properly controlled system will
operate effectively with less optimal system design and equipment. The
converse is not true."2 Systems that do not include an adequate plan
of controls will usually not function effectively, even though they may
appear to function efficiently. On the other hand systems that have
lower quality design, equipment, and personnel tend to be more effective
in attaining overall organizational objectives if they have a good
system of internal control. However, the lower quality system may be
less efficient than a system with better design, equipment, and person-
nel. The important element in any system is the basic coordination

provided by a well planned system of internal control. Such a system

Tamerican Institute of Certified Public Accountants, Statement on
Auditing Standards: Codification of Auditing Standards and Procedures
No. | (New York: American Institute of Certified Public Accountants,
1973), p. 15. This definition was presented in Chapter II and is re-
stated at this point for purposes of continuity.

2Felix Kaufman, "EDP Control Problems," The Controller, July,
1962, p. 367.
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enables one to evaluate the accounting information provided for both
internal and external users.

Decisions of all types are based upon the information provided by
the accounting system, and this information must be as reliable as pos-
sible in order for the decision to be sound. Proper internal control
provides some assurance that the information used to make the decisions
will be dependable. Internal control also assures compliance with
company policies, and the maintenance of accounting records which can
be used to produce reliable financial statements. Both of these factors
are an important part of the Institute's interpretation of internal
control. The independent certified public accountant must also be con-
cerned with the presence of internal controls. The study and evaluation
of the system of internal control of an audit client is a required first
step in the audit process. The remainder of the audit examination must
be planned on the basis of the resulis of this evaluation.

Separation of duties. The principal elements of an internal con-

trol system should be the same whether the company being audited is
utilizing a manual or computer system to process the accounting data.
Internal control management should begin with a plan of organization
which provides for the appropriate segregation of functional responsi-
bilities. This is the well-tested principle of separation of duties
and is probably the most elementary requirement for the system because
it divides the responsibilities over assets to be controlled in such a
manner that no single person has complete control over both the cus-

todial and the record keeping functions of a transaction. This Togical
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plan of organization should be ciearly defined in written statements of
company policy and procedures,

Proper authorization and supervision. A system of internal con-

trol should also provide for authorization by supervisory personnel and
other accounting procedures adequate to provide accounting control over
assets, liabilities, revenues, and expenses. This objective may be
achieved through the use of a chart of accounts and a budgetary report
program which permits management to effectively determine where each
item is located, and who is responsible for each item.

Compliance with established policy. Sound accounting and manage-

rial practices should be followed in the performance of duties by each
department. Proper internal controls should provide for periodic checks
to see that actual practices conform with prescribed procedures. The
increased emphasis that many companies are placing on the internal audit
staff reflects the importance of this periodic review and interpretation
of the practices being followed. Even though the client has established
an internal audit department for that purpose, the independent auditor
is not relieved of the responsibility to assess the functioning of the
procedures and controls.

Competent personnel. A sound system of internal control requires

that the company employ personnel with the knowledge, skills, and
personal attributes necessary to meet job requirements and responsi-
bilities. In the absence of such personnel even the highest quality
internal control system cannot be expected to function effectively. In

some cases, however, highly competent employees can overcome deficien-
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cies in a system and provide the auditor with useful information for the
audit examination.

The Auditor's Interest in Internal Control

Steps in the evaluation process. The auditor's study and evalua-

tion involves three basic steps:

1. Examining the system to insure that controls stated by the
client actually exist.

2. Testing the system to determine whether or not these controls
are operating properly.

3. Evaluating the strengths and weaknesses of the system as a
basis for determining additional audit procedures to be performed.

One aspect of internal control is the prevention and detection of
individual errors in the data processing operation. "In considering
specific types of accounting transactions, the experienced auditor
should be able to identify the various kinds of errors and irregulari-
ties that could result in unreliable financial records or improper dis-
position of assets."3 The cumulative effects of such errors allow the
auditor to distinguish between critical and non-critical weaknesses in
the internal control system. Critical weaknesses would cause the
auditor to adjust the audit procedures or change the timing of the
performance of these procedures. The distinction between c¢ritical and
non-critical weaknesses lies in the impact on the audit. There may be
cases when the lack of certain processing controls will not affect the

audit even though this deficiency may cause certain inefficiencies in

3Gordon Davis, Auditing & EDP (New York: American Institute of
Certified Public Accountants, 1968), p. 105.
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the data processing operation. Although these administrative controls
are not the auditor's primary concern and may cause no change in the
audit program, they are an appropriate area for constructive comments
to the client in the auditor's management letter.

Errors and irreqguiarities which could affect the financial state-
ments are of special concern to the auditor. "Each error or irregu-
Tarity possibility for which appropriate accounting controls are not in
use constitutes a weakness requiring the auditor's attention."? Weak-
nesses in accounting controls, as opposed to weaknesses in administra-
tive controls, require adjustments in audit procedures where appropri-
ate.

Characteristics of acceptable internal control. An internal con-

trol system ordinarily must have certain minimum characteristics before
it is acceptable to the auditor:?

1. The system must yield output which is easily traceable to
original source documents.

2. The system must provide a well-defined trail from source docu-
ments to output. In other words, there must be a two-way audit trail
which can be followed from transactions to output or from output to
transactions.

3. The system must have clearly defined internal checks.  These

characteristics are generally present and evident in a well-constructed

4Dav1‘s, p. 106.

Sponald H. Chapin and Alfred W. Roberts, "Review and Evaluation of
Internal Controls in the EDP Environment: A Flexible Approach," Com-
'gg;e; Audi%ing'in the Seventies (New York: Arthur Young & Company,

970), p. 16.
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manual accounting system. The question arises as to how these internal
checks are affected by the introduction of computer-based accounting

systems.

Computer-Based Systems and Internal Control

Impact of Computers on Information Systems

Loss of the audit trail. The introduction of computers which

ﬁrocess accounting information has strongly affected the outward ap-
pearance of the data processing function; although the basic principles
of a sound internal control system are still valid. Some of the changes
inherent in the processing function of a computer-based system, as com-
pared to a manual processing system, include:

1. The EDP system may rearrange or reformat data and perform cal-
culations on such data internally.

2. The EDP system may print out only summary data which bears no
visible relation to the original input.

3. The EDP system employs equipment and programs which contain
controls and edit procedures which operate internally (i.e., invisibly).

4. The EDP system is subject during the year to frequent change
and updating, the effects of which may not be visible in either its
input or output.6

The result of employing a computer-based data processing'system is
often the complete loss of an audit trail in the traditional sense. A
similar problem involves the accessibility of information with remote

communication terminals directly linked to the computer. These

6Chapin and Roberts, p. 16.
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terminals may allow unauthorized data access, as well as creating the
problem of the disappearing audit trail. The availability of direct
access equipment offers the temptation to completely avoid the creation
of source documents or transaction logs.

Centralization of organizatjon structure. Computer-based account-

ing systems and electronic data processing in general have affected the
entire organizational structure of business enterprises. A centraliza-
tion and concentration of data processing has eroded traditional orga-
nizational boundaries. "Electronic data processing enables a concentra-
tion of many processing steps into one department, thus eliminating the
traditional internal control made available by the separation of duties
in the recording pr'ocess."7 Not only have duties been concentrated
among data processing employees, but there also has been a concentra-
tion of responsibility as departmental Tines were eliminated or became
Tess distinct.

Even within the data processing group there has been a tendency to
merge duties and responsibilities. Systems analysts may write and
execute programs; programmers may change program specifications or run
programs on the computer; computer operators may have control over
source documents, printouts, master files, and edit routines. These
situations all aid in reducing the number of people needed for fraudu-

lent collusion or manipu]ation.B

Ty, Thomas Porter, Auditing Electronic Systems (Belmont,
California: Wadsworth Publishing Company, 1966), p. 5.

8Joseph DeFatta, "Internal Controls in Electronic Data Processing
Systﬁms" (unpublished Master's thesis, Louisiana State University,
1967), p. 12.
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Additional processing speed and capacity. The capacity of com-

puters to store and process accounting data makes the system more
potentially valuable for improving business decisions. It also in-
creases the susceptibility to manjpulation, and accidental or inten-
tional destruction of data. Problems involving human error in manual
accounting systems are now much more critical because of the increased
processing speed and lack of human intervention at each of the process-
ing steps.

Increased system cbmp]exity. The impact of computer-based account-

ing systems on the study and evaluation of internal control is directly
affected by the compTlexity of the system. An increasing source of
trouble to the auditors are the more advanced integrated onTine - real
time systems. Traditionally the records examined have consisted of
printed reports, listings, and other documents which were readable by
the auditor. To the extent that such records are still available, the
auditor can use traditional procedures to study internal control.

The term “online - real time" is itseif an indication of the type
of problems encountered in the more advanced systems. This term refers
to the existence of peripheral equipment connected to, and in direct
communication with the computer's central processing unit. The feature
of these systems which complicates the documéntation of transactions fs
the direct input of data through any of the various remote input-output
devices. This direct input must be properly logged to provide both
adequate control and a trail for subsequent inquiry.

The random access feature of an online - real time system intro-

duces new problems in the retrieval of documents. Source documents are
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often filed in chronological order instead of being matched and filed
by customer, supplier, or other more conventional filing methods.

Copies of a purchase order, receiving report, and invoice are normally
matched to create an accounts payable voucher, but in a computer-based
system they may be processed separately with the matching routines being
performed by computer. As a result of this change in processing pro-
cedure, the system will require a more detailed data classification and
cross~-referencing system.

The integrated system is designed to automatically perform all re-
quired processing from a single data input which is then stored in a
central data bank. 1In an integrated system intermediate authorization
documents are not prepared once the processing is initiated. When an
inventory requisition is processed against the inventory and expense
master files, the transaction might also trigger a purchase order with-
out employee intervention. These advanced systems, and even less
advanced batch processing systems, may be desiagned so that it is vir-
tually impossible for the auditor to study the internal controls using
the transactions approach. The auditor may be unable to trace the
agreement between the accounting system's input and output. In such
cases a new approach is needed.

Reaction of Auditors to £DP Systems

Dependence on EDP controls. In a manual accounting system internal

control relates to the employee and relies on such human factors as
alertness, care, acceptance of responsibility, and division of duties.
The auditor's study and evaluation of such a system has also tended to

run along the same lines. However, in a computer-based system these
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human factors and the input-to-output transaction approach are replaced
with various program and system controls. "The audit must esfab]ish
the presence, throughout the period concerned, of EDP controls strong
enough to insure that acceptable input must result irn acceptable out-
put."9

Relocation of the audit trail. Initial alarm about the disappear-

ance of the audit trail has been replaced by what may be referred to as
the "relocation" of the audit trail.l0 Relocation means that the prior
requirement of being able to trace a transaction along each processing
step can still be accomplished in the computer-based system by recog-
nizing the changed form of the audit trail.

The assumptions Jnder]ying this approach relate to both the soft-
ware and hardware involved. The assumption made regarding software is
that the computer cannot really think and must depend on programmed in-
structions for all processing activity. Therefore, 1like data will
always be processed in the same manner, and no defalcation can originate
within the machine. The assumption made regarding hardware is that the
eTectronic components of computers are extremely reliable and accurate,
and are not subject to the same errors as clerks except at points of
human intervention.

An additional assumption is that computer printouts can be ob-

tained at intermediate processing stages whenever desired. Under these

1790hapin and Roberts, "Review and Evaluation of Internal Controls,"
p. 17.

10Maryin Owen, "Auditing Electronic Data Processing Systems,"
(unpublished Master's thesis, Louisiana State University, 1965), p. 43.
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conditions the auditor would maintain virtually the same attitude con-
cerning the study and evaluation of internal controi that is taken in
the study and evaluation of internal control in a manual accounting sys-
tem. However, in order to perform the study this approach regquires
certain adaptations to the audit procedures.

Utilizing traditional audit procedures. Relocating the audit

trail to perform conventional audit procedures continues to remain valid
in certain situations. A control copy of the program should be retained
by the auditor. Throughout the period under audit, spot checks should
be employed to determine that no unauthorized program changes have been
made and that the control copy matches the operational program. Test
decks and dummy transactions can be used to determine that the programs
accurately process the data entered into the system. Observation of the
computer center is a significant part of the audit examination in order
to check the various controls in operation within the center. 1

Audit Procedures Available to Study Internal Control

Numerous procedures and techniques are available to the independent
auditor for use in studying and testing the internal controls of a
computer-based accounting system. These procedures are presented in
this section without regard to the basis of selection which the auditor
must employ in order to provide a logical, coordinated examination
which will allow him to evaluate all relevant aspects of the client's
internal control system. The basis of procedure selection will be

presented in the Tast section of this chapter.

1]Virgi1 F. Blank, "Electronics and the Internal Auditor," The
Internal Auditor, March, 1957, p. 41.
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Review of computer center security. Certain controls are useful in

increasing the security of computer systems and the information these
systems process. Many of these safeguards are derived from the internal
controls applicable to manual data processing systems. To the extent
that attention is given to the non-management classifications of em-
ployees, such as programmers, operators, and systems aha]ysts, a great
deal of the checking can be provided by an adequate internal audit staff.
The independent study and evaluation of internal control can utilize the
results of such tests where appropriate but cannot be Timited to the in-
ternal audit staff testing. The following five items are examples of
computer center controls which the auditor should look for.12

1. Careful screening of employee applicants for programming and
computer operator positions. Screening should include background
checks, correspondence with previous employers, and review of investi-
gations provided by bonding agencies. This item is important due to the
high turnover rate normally found among this group of employees.

2. Separation of programming and computer operating duties in-
creases the number of people who must collaborate on fradulent activi-
ties. Careful control should be exercised over employees having access
to programs and data stored in the computer, and their access to physi-
cal facilities should be monitored.

3. Periodic rotation of duties performed by computer center per-
sonnel helps to decrease the possibility of fradulent activities carried

out over a sustained period of time. This is a control commonly employed

12"Using Computers to Steal--Latest Twist in Crime," U. S. News &
World Report, June 18, 1973, p. 42.
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in banks and other situations where employees handle money, but it is
equally applicable in computer installations.

4, Special codes, which are used to gain access to computer pro-
grams and data files, should be installed in the system and these codes
should be changed frequently. An automatic alert might also be used to
detect fepeated attempts to use invalid codes. Procedures can also be
adopted that require individuals who use programs to enter their names
with each use.

5. Frequent analysis of job processing time may indicate that pro-
grams have been changed or that unauthorized operations have occurred.

Questionnaires. The most widely discussed procedure for the study

and evaluation of internal control in current accounting literature is
the use of the internal control guestionnaire. The use of this tech-
nique has become almost synonymous with the study of a computer-based
accounting system. While questionnaires are certainly useful they
should only be viewed as a part of the work that the auditor must do.
Most questionnaires are similar in nature, and two are reproduced in
Appendix A.13

Many independent auditors use a standard internal control question-
naire not specifically prepared for the computer-based environment to
first study the overall organization. They then usé a supplementary

questionnare specifically prepared to study the computer installation.

13These questionnaires are reproduced by permission of the pub-
1isher from: Gordon Davis, Auditing & EDP, pp. 326-340; and Walter B.
Meigs, E. John Larsen, and Robert F. Meigs, Principles of Auditing
(Homewood: Richard D. Irwin, Inc., 1973?, pp. 189-197.
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Other auditors use a questionnaire amended to include both the general
operational features of the system, and the individual computer appli-
cation.

Utilizing a single internal control questionnaire. The approach

recommended by one author recognizes that the review ". . . should be
carried out in the context of the entire data processing cycle, in-
cluding both computer and non-computer processing and controls."14 For
this reason the questionnaire has been divided into two parts: (1)
questions relating to the entire computer installation and data pro-
cessing facilities; and (2} questions relating to individual data pro-
cessing applications. Another useful aspect of a single, comprehensive
questionnaire is that the questions are coded to correspond to the audit
significance of the various internal controls. The following code
designations used by Davis provide general suggestions only for the
auditor and must be studied in the context of the particular system
under evaluation.
Code:
A - Control element which may affect the auditor's evaluation
of internal control
B - Control element which tends to affect data processing
safeguards, but is not Tikely to affect audit procedures
C - Element affecting operational effectiveness or efficiency

Utilizing supplementary EDP questionnaire. The second internal

control questionnaire included in Appendix A is one designed by the

14Davis, p. 325.
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national public accounting firm of Laventhol and Horwath. This ques-
tionnaire supplements the internal control questionnaire covering the
manual and semiautomatic portions of the system. From these manual and
semiautomatic areas the auditor draws information to evaluate controls
over assets and other data processing activities surrounding the com-
puter processing. Both the Davis and Laventhol and Horwath question~
naires have a similar content and format requiring short answer or
check-1ist responses. This format may be suitable for a study of the
organizational and input-output controls but would not be sufficient for
studying program controls since inadeguacies in this area will not yet
be apparent to auditor or respondent.15

System narratives. Written descriptions in narrative form can be

prepared in conjunction with the internal control questionnaire. This
permits the auditor to fill in gaps in the questionnaire responses in
non-technical language and to relate the accounting system to the com-
puter installation. Written narratives also can be used to describe
relationships among various departments within the organization, and
between the parent company and its various subsidiaries. This procedure
is particularly important with audits undertaken for the first time and
when substantial changes have been made in organizational structure.
Organizational charts, employee duties, personnel authorizations, data
flow, data files, records, and standard reports comprise the essential
part of the information gathered for the preparation of system flow-

charts.

]SMeigs, Larsen, and Meigs, p. 174.
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System flowcharts. A1l studies of the system of internal controT,
whether a manual br electronic data processing system is used, can
utilize system flowcharts as an integral part of that study. These
flowcharts symbolically represent the Togical path of data flowing
through the accounting system, and the individual applications within
the system. System flowcharts are an essential element in enabling the
auditor to understand how the accounting system should be working.
Additional observation, checking, and testing techniques can then be
used to see how the system actually works. An evaluation of the com-
parison can then be made. The major difference between a system flow-
chart and a program flowchart is that the system flowchart assumes a
broader scope and encompasses all activity within a particular depart-
ment or operation. System flowcharts include: the source and nature of
all data inputs; computer, machine, and manual processing operations;
and the nature of disposition of all informational outputs.16

Program flowcharts. The program flowchart provides a more detailed

description. It symbolically specifies each step in a particular com-
puter program. Program flowcharts can explain operations indicated by
the system flowchart and should be appropriately cross-referenced.

On both the system and program flowcharts the symbolic representa-
tion of the processing Togic allows the auditor to better evaluate the
program controls and draw inferences regarding the reliability of the
output.

When the auditor needs to confirm that the program flowcharts

represent current programs, there are software routines that will

16Davis, p. 27.
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flowchart a program on the computer's highspeed printer enabling the
auditor to verify the operation of a program at a particular point in
time. Other procedures and transaction tests remain necessary to pro~
vide reasonable assurance that the indicated controls were operating
properly during the entire audit period.

Program test decks. An approach similar to tracing sample trans-

actions through each step of a manual processing system can be accom-
plished in the computer-based accounting system by using test decks.
These decks consist of data representing most of the exceptions and
errors which may be encountered in actual processing. These errors may
include missing transactions, erroneous transactions, illogical trans-
actions, erroneous batch totals, erroneous hash totals, incorrect files,
and out-of-sequence records. Test decks form an essential part of the
initial system debugging phase and will generally be available from this
source. Evaluation of the adequacy of an existing test deck requires a
high Tevel of technical competency, but, if the auditor can evaluate the
deck, it can be used with appropriate adjustments and adaptations.

Even though the auditor maintains complete audit control over the
data used, a test deck must be prepared for each computer program in
the system. A less desirable way to obtain the test deck is for the
auditor to prepare one from scratch. Preparation of a test deck from
scratch often involves a prohibitive amount of audit time. Test deck
data also may contaminace valid accounting records unless the test data
can be properly coded to distinguish between real and dummy information.

If a suitable test deck can be obtained, the auditor has the advantage
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of being ap1e to test the programs at various points throughout the

audit year.

Generalized audit packages. Another technique which has received

a great deal of attention is the development of generalized audit
packages by several certified public accounting firms and software com-
panies. These packages include various routines which can be adopted

to specifications of the client's computer system. The specifications
are then transferred to punch cards which become the job control cards
for the computer run. To use these audit packages the auditor must be
familiar with the information contained within the files and be able to
identify the field location and size for data items within each record.
Therefore, file and record layouts must be provided by the client before
specification sheets can be prepared.

The generalized audit package consists of a series of computer pro-
grams which can be selected by the auditor and requires no further pro-
gramming by the user. The audit package includes a number of narrative
questions which require predefined coded answers. The generalized
audit packages basically have been designed for the computer to extract
information from magnetic tape or disk files under the auditor's con-
trol.

Performance fcatures of generalized audit packages. The exact com-

bination or routines available varies with the audit package used, but
all of the packages generally perform the following tasks:
1. Test extensions and footings.

2. Summarize data and analyze the summaries.
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3. Examine records for qualities such as completeness, consis-
tency, ;nd invalid conditions.

4, Select and print audit samples.

5. Select and print confirmation requests.

6. Compare identical data maintained in separate files for correct-
ness and consistency.

7. Compare externally introduced audit data, such as industry
averages, with company records to determine reasonabieness.

Comparison of avajlable audit packages. A review and comparison of

17 audit software packages was made 1in 1972.17  The study was prepared
under the auspices of the Institute's Committee on Auditing EDP Systems.
Detailed analyses were made for various characteristics including:
hardware requirements, basic processing capabilities, developmental ap-
proaches, information the auditor must furnish on job control cards, and
training requirements for implementation.

After comparing various features of the selected audit packages,
the authors concluded that no single package was clearly superior to
others. Instead, they found that the auditor must evaluate priorities
and select the package which best meets his requirements. As a guide
for selecting the package, the following questions should be asked:18

1. What computer audit applications will be processed?

2. What computer resources are available?

3. What data media must be processed?

17ponatd L. Adams and John F. Mullarkey, "A Survey of Audit Soft-
ware," The Journal of Accountancy, September, 1972, pp. 39-66.

18adams and Mullarkey, pp. 48-49.
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4. What level of data processing expertise is available?

5. What training is required?

6. How available is the package and what kind of back-up or sup-
port is provided?

Integrated test facilities. The use of integrated test facilities

offers promise as one of the newest innovations in auditing computer-
based accounting systems. With such a facility the auditor can ascer-
tain whether the system of internal control has functioned properily
throughout the year, rather than at one year-end test time. An inte-
grated test facility (ITF) provides a continuous monitoring capacity in
the system by allowing selected test input to be introduced simulta-
neously with genuine data, then trace the flow of transactions activated
throughout the system. The simultaneous introduction of test data
allows the auditor discretionary entry into the accounting system under
normal operating conditions with a test for results which have been
predetermined.

Testing internal controls with ITF. The integrated test facility

allows the auditor to shift the emphasis of the study and evaluation of

internal control from the examination of supporting documents, which

are often not prepared in advanced systems, to the study and testing of

the data processing system itself. Since computer programs process

like data in the same manner according to predetermined decision rules,

the testing can focus on these rules and 1imit the number of test trans-
actions required.

Comparing test decks and ITF. The concept of testing the operation

of the accounting system through the use of dummy data remains the same
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as under the test deck approach. However, test decks have several dis-
advantages not shared by ITF. Test deck disadvantages include the dif-
ficulty of updating test data to reflect changes in the system, obtain-
ing exclusive testing periods of computer time, and the Tack of assur-
ance that the-programs in use at test time were used throughout the
entire year. Under ITF a spurious entity is established against which
all test data can be processed. This technique does not disturb or
change any of the genuine client entities. This audit-created entity
may be established on any basis of accumulating accounting information,
such as division, store, dealer, department, employee, subsidiary, or
account. With the test deck approach, the testing required a separate
computer run. With ITF the test data can be randomly mixed with normal
company transactions. and processed sequentially.

Separating test data. The results of the test tramsactions must

be filtered out from genuine company information before financial state-
ments are prepared. As with the test deck method, the problem may be
approached two ways. The first approach segregates the test trans-
actions before any effect on accounting information by modifying the
programs contained in the ITF package. Pripr segregation requires a
substantial amount of additional programming and debugging.

The second approach allows the test information to be included on
the company's books and then removed with adjusting journal entries.
Adjusting entries require the auditor to keep careful records of test
transactions because incorrect entries would result in a misstatement of

financial records. One study of ITF concludes that using adjusting
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journal entries has been the easiest and most flexible of the two

methods.19

Utilization of ITF by businesses. The Chaiken and Perry study in-

cluded a survey of 200 large industrial, banking, utility, and insurance
companies and found that the majority of respondents were familiar with
or were using ITF.20 Most of the utilization was by internal auditors
or computer center personnel, but independent auditors expressed a
hesitancy to use ITF for fear of altering the client's active files.2]
The risk of altering files can be minimized or avoided by prior determi-
nation of the existence of adequate backup files before implementing

ITF in the study and evaluation of internal control.

Selecting Audit Procedures Needed to Study Internal Control

Recognizihg audit inflexibility. Most of the Titerature in the

audit area stresses the need to develop new procedures for dealing with
the computer-based accounting system. In regard to the study and
evaluation of internal control, the Titerature emphasizes the various
EDP audit manuals, guides, questionnaires, and other techniques de-
signed to cope with the loss of the visible audit trail. While these
procedures have proven useful on numerous occasions, there has been a
tendency to force all situations into a pre-cast, inflexible mold. As

a result of this inflexibility, a gap developed between what was

198arry R. Chaiken and William E. Perry, "ITF-A Promising Computer
Audit Technique," Accounting and Auditing Section, The Journal of
Accountancy, February, 1973, p. 76.

20Chaiken and Perry, p. 76.
21chaiken and Perry, pp. 77-78.
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available from the study and what was needed by the auditor. Under such
restraints the auditor often feit that he should perform an in-depth
study of every facet of the computer system. This exhaustive investi-
gation ignored the fact that in many cases the computer was not even

involved in processing the information contained in financial statements.

An Approach to the Selection of Internal Control Procedures

The basis for a new and flexible approach is the recognition
that the importance of the EDP portion of the system in relation
to the entire system should influence the breadth and depth of the
auditor's involvement with the computer, and that continued use of
non-computer-oriented approaches may be appropriate. The approach
to the review and evaluation of internal controls should allow the
auditor to vary his efforts within the EDP area according to the
circumstances in each case.

There are three phases to the flexible approach: preliminary re-
view, system survey, and application analysis. Each step becomes pro-
gressively more detailed and computer oriented as the auditor determines
the degree to which the system must be examined. Auditor involvement
with the computer hinges on the audit significance of each particular
situation.

Preliminary Review

In the preliminary review the auditor looks at the entire organiza-
tion to determine the importance of the computer system to the organiza-
tion and, therefore, to the audit. This review should be performed
before any other audit work so that a preliminary determination can be
made as to the application of computer auditing techniques and as to

how the evaluation of the computer system will relate to the evaluation

17226hapin and Roberts, "Review and Evaluation of Internal Controls,"
p. [ ]
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of internal controls. The review allows the auditor to become famiiiar
with the general nature of the data processing system, the computer
center personnel, and the service relationship between the computer
center and other departments.

In the initial audit engagement or when data processing has been
changed to a computer-based system, the auditor has an obligation to
become well-oriented to the client's overall operation. Information
which the auditor may need to obtain includes: organization charts in-
dicating employee names, titles, Tines of authority, and responsibili~
ties within and between departments; prior year workpapers; client
literature; and standard operating procedures. The auditor can then
perform a system survey.

System Survey

In a system survey the auditor reviews and evaluates the computer
system. During this review the auditor assembles information on all
computer applications and attempts to determine which applications
have audit significance. At this point the information gathered re-
mains general in nature, rather than highly technical, and furnishes
a basis for evaluating the system. The auditor then studies those ap-
plications having audit significance to determine whether non-computer-
oriented techniques provide an adequate and practical review, testing,
and evaluation of internal control. The applications for which tradi-
tional techniques would not be adequate can then be subjected to an
application analysis. The system survey gathers five types of documen-
tation: a general description of the system, application narratives,

application surveys, a general survey, and a system evaluation. A1l
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audits of a client using the computer would contain a general descrip-
tion of the entire EDP system. The scope and objectives of all major
applications would be included whether deemed to have audit significance
or not. Application narratives extend the general description where
each computer application has been studied in greater detail. These
narratives provide an important input for considering the audit signifi-
cance of each application. The narrative includes inputs, outputs, and
processing performed. Based upon this information the auditor identi-
fies situations where further computer auditing techniques have been
indicated and formulates an audit program of procedures to be employed.
After computer applications have been narrowed to those having
audit significance, application surveys would be prepared for this
group. In this systematic manner the auditor avoids unnecessary work
by concentrating on areas in which the need has been established for
internal control evaluation. The application survey includes: a
description of client documentation; Tistings of all outputs, inputs,
and files; and other basic information relating to outputs and files.
From the information obtained in the application survey the auditor
prepares a proposed audit program for tests of transactions, along with
possible uses of computer-assisted audit techniques. At this point
narratives and diagrams of the visible audit trail can be developed
together with a 1ist of gaps in that trail. Besides concentrating on
applications of audit significance, this approach also allows the auditor
to obtain useful data to build a general survey of the computer system.
The general survey fills information gaps about the more general aspects

of the client's organization, procedures, equipment, software, and
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operating systems. The auditor performs this additional work, however,
only if warranted in regard to the importance of the computer system to
the client's accounting system and financial statements,

The system evaluation represents the final stage of the system
survey, and its preparation can be timed to provide the documentation
needed to support an evaluation. The timing of the system evaluation
remains flexible, depending on the degree of audit significance found
in the study. If the computer performs no accounting fﬁhctions, the
study may be prepared after the general description of the system and
application narratives. If the computer performs functions of audit
significance it will be prepared after the application and general
surveys. In either case, the system survey contains a written evalua-
tion of the importance of the computer installation to the accounting
function. This evaluation determines which poftions of the system are
to be subjected to detailed application analysis.

Application Analysis

In this final phase of review and evaluation of internal control,
the auditor focuses on the accounting applications considered appropri-
ate for computer-oriented procedures. The application analysis can be
similar to other approaches presented in the current literature, but
most of these approaches move straight to an application analysis with-
out prior review and analysis of the overall system.

In conjunction with system flowcharts, program flowcharts, and
program narratives, the auditor prepares a detailed evaluation of in-
ternal control for a specific application. The components related

entirely to the computer-based aspects of the accounting system can then
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be combined with the non-EDP aspects of the system. Machine and program
controls, including edits and codes by which input and output records
can be recognized, would be merged with the manual controls and other
points of human intervention in order to evaluate all portions of the
internal control system.23

Summary

Sound internal control is a necessary part of an effective account-
ing system. In order for the system to be effective it must not only
process the accounting data efficient?y, but must‘aTSo provide a coor-
dinated basis for adeguate evaluation of the accounting information
generated. Effective internal control within an accounting system pro-
vides increased assurance that the information is dependable, and can be
used to produce reliable financial statements.

The basic elements of a system of internal control are the same for
both manual and computer-based accounting systems. A system of internal
control should begin with a plan of organization which provides for ap-
propriate segregation of functional responsibilities. A system of
authorization by supervisory personnel and other accounting procedures
adequate to provide accounting control over assets, 1iabilities, rev-
enues, and expenses is necessary. Sound accounting and management
practices must be followed in the performance of duties by each depart-
ment. There must be company personnel with the knowledge, skills, and
personal attributes necessary to meet their job requirements and re-

sponsibilities.

2'3(:hap'in and Roberts, p. 21.



61

The auditor's study and evaluation of internal control also in-
volves basic steps applicable to both manual and computer-based systems.
These steps include:

1. Examining the system to insure that controls stated by the
client actually exist.

2. Testing the system to determine whether or not these controls
are operating properly.

3. Evaluating the strengths and weaknesses of the system as a
basis for determining additional audit procedures to be performed.

Internal control can be separated into administrative and account-
ing controls. Administrative controls are those which aid management in
the efficient operation of business activities. Deficiencies in this
area would normally not require the auditor to change his examination
procedures, but are instead included as recommendations to management
made in the audit report. Accounting controls are of prime concern to
the auditor because they relate to the safeguarding of assets, record-
ing of transactions, and financial reporting. Deficiencies in account-
ing controls may lead to additional audit procedures being performed
subsequent to evaluation.

The impact of computers on internal control and the accounting
system includes both‘organizationa1 and data processing aspects. There
has been a centralization of data processing around the computer center.
This conﬁentration of activity tends to obliterate traditional depart-
mental boundaries, and with them go some of the internal controls
usually found in manual accounting systems. A great deal more of the

data processing in a computer-based accounting system takes pilace in
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automatic sequence within the computer. Internal processing often
leaves no visible audit trail from input to output, such as inter-
mediate authorizations and documents, thus requiring the use of audit
procedures specifically adapted to the study of internal control in a
computer-based accounting system.

There are many procedures and techniques suited to studying in-
ternal control in a computer-based accounting system. The ones selected
for discussion included:

1. Questionnaires
Narrative description of the accounting system
System flowcharts
Program flowcharts

Program test decks

(o2 T & 4 e 7~ I oS ]

Generalized audit packages

7. Integrated test facilities

Al1l of the items discussed are helpful in some aspect of the study
or testing of internal control. A coordinated combination of procedures
and techniques, selected according to audit circumstances, is necessary
to provide evidence upon which to base an evaluation of the system of
internal control. The problem faced by the auditor is in determining
which of the procedures are to be employed in order to provide the
basis for subsequent evaluation.

The initial reaction of auditors to the increasing invisibility of
the audit trail was to first disregard the changing environment, and
continue to study and evaluate the visible controls. The next step
was trying to relocate the audit trail, and then study each segment of

the data processing flow. This Ted to an overemphasis of detailed
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methodology, using an extensive but inflexible array of procedures and
techniques to perform in-depth studies of computer applications.

Recognizing the unnecessary audit time spent on some of the pro-
cedures used, a more flexible program to study and evaluate internal
control has been devised. This systematic approach consists of three
distinct phases:

1. Preliminary review

2. System survey

3. Application analysis

Each phase of this approach is taken in order, becoming progres-
sively more detailed and computer oriented as the auditor determines the
degree in which he must examine the system. The depth of <involvement
with the computer depends on its relative importance to the accounting
system, and the audit significance of each computer app]ihation. One
major point is that the overall importance of the computer system to
the audit examination is determined before detailed testing and evalua-
tion of internal controls is performed.

Where computer processing is highly integrated in the accounting
system the auditor should be aware of computer center controls which
might affect his overall evaluation. Many of these safeguards are de-
rived from those generally used in manual data processing systems, and
adapted to the computer environment. In computer applications having
audit significance, the auditor must select the procedures and tech-
niques needed to perform an adequate study and evaluation of internail
controls. Ffom this evaluation he determines the audit procedures that

are required for his examination of the financial statements.
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The importance of the auditor's study and evaluation of internal
control has been demonstrated in the Equity Funding case presented in
Chapter IV. This case invoived a massive fraud perpetrated by an
insurance conglomerate using a computer-based system to assist in the
preparation of false and misleading financial statements distributed to
outside third parties.

The fairness of these financial statements was attested to by a
certified public accounting firm based on audit examinations supposedly
conducted according to generally accepted audit standards. This case
was presented in terms of the effects of the fraud on outside third
parties, and with particular reference to the accounting aspects of the
case. These issues involve questions of adherence to the general audit
standards and standards of field work, and therefore have a direct
bearing on the adequacy of those standards as guidelines for selecting

appropriate audit procedures.



CHAPTER IV
THE EQUITY FUNDING CASE

Survey of the Case

Equity Funding Corporation of America is formed. 1In 1960, Stanley

Gdldb1um, along with other associates, joined the small, recently-orga-
nized Tongor Corporation. The following year the company name was
changed to Equity Funding Corporation of America, and the firm embarked
on a marketing program involving 1ife insurance policies and mutual
fund shares in a rather unique investment package.

The investment plan. In the special investment program a specified

amount of mutual fund shares would be purchased over a ten year period,
and these shares would be pledged as collateral for loans to buy term
1ife insurance. The insurance premiums were to be paid with the pro-
ceeds of the loan. At the end of ten years, the mutual fund shares
hopefully would show an appreciation in price sufficient to allow the
customer to sell shares to repay the loan and still have enough left for
a tidy investment. The major selling point in this plan was that it
permitted individuals to invest their money in mutual funds and receive
Tife insurance as an added benefit. Presumably, the insurance would be
paid for by the rise in stock prices. "Other companies offered the

same sort of package, but while they merely offered it, Equity Funding
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boldly merchandised it Company salesmen had a strong incentive to
push the package deal because commissions were involved for the sale of
mutual fund shares as well as the Tife insurance policy.

Reputation within insurance industry. Equity Funding rapidly

gained a reputation for its aggressive policies. Among other insurance
companies Equity Fundiﬁg became known for "twisting insurance."? This
means that the salesmen tried to persuade potential customers to cancel
old policies with other companies and buy new ones with Equity Funding.
No real problems were encountered in these eariy days. Even the ques-
tionable reputation of the plan within the insurance industry did not
prevent Equity Funding from growing in size and in prestige as an
attractive investment. "“The numbers were good, and . . . when all is
said and done analysts go back to the numbers.”3 The desire to main-
tain this phenomenal growth became the primary goal of certain company
executives.

The acquisition period. At first Equity Funding had acted solely

as an agent for .other companies in the sales of insurance and mutual
fund shares. A mutual fund called Equity Growth Fund was formed in
1966. In rapid succession Fund of America was acquired from I0S, Ltd.,
and Republic Technology Fund, renamed Equity Progress Fund, was added.

At the same time Equity Funding was acquiring mutual funds, insurance

TuThe Spreading Scandal at Equity Funding," Business Week, April
14, 1973, p. 60.

2Hal Lancaster and G. Christian Hi1l, "Stanley Goldblum Is Man of
Many Facets--But What Are They?" The Wall Street Journal, April 27,
1973, p. 12, col. 2.

3Lancaster and Hill, p. 12, col. 2.
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companies were being purchased. Presidential Life of Chicago was ac-
quired and renamed Equity Funding Life Insurance Company. Bankers
National Life of Parsippany, New Jersey and its New York subsidiary
were acquired followed by the acquisition of Northern Life of Seattle
in mid-1972. Another merger, involving Executive National Life Insur-
ance Company of California, also was pending. Equity Funding was known
on Wall Street as a “performance stock”. From a price of $6 a share at
its introduction in 1964, the company's stock soared to a 1969 high of
$80 a share. However, there were several facts which could not be
ignored in the harsh light of economic reality. These internal problems
grew as the company grew, Teaving it perennially hungry for cash.

The cash flow problem. Life insurance accounting in effect during

this period normally reflected a profit to the insurer company only
after a policy had been in force several years. In the life insurance
industry the initial sales commissions and other costs often were
greater than the first year's premium. After the first year an increas-
ing amount of premium represented profit to be reported by the company.
With Equity Funding the profit from the sale of the insurance was not
realized in cash for ten years even though expenses had to be paid cur-
rent1y.4 To remedy this problem, Equity Funding began to heavily rein-
sure new business--a practice already in widespread use throughout the

insurance industry.

%il1iam E. Blundell, "A Scandal Unfolds: Some Assets Missing,
Insurance Called Bogus at Equity Funding Life," The Wall Street
Journal, April 2, 1973, p. 8, col. 4.




68

The cash flow solution and the beginning of fraud. Under :.ormal

circumstances reinsurance is useful only as a short-term aid to cash
flow problems because at some point the company will run out of policies
to sell. In Equity Funding's case, however, reinsurance sales became a
major necessity, and policy holders were created out of thin air to
avoid running out of the salable product. The phony polticyholders were
altered versions of real ones. They were scatterad throughout the files
but were linked together by secret code numbers. The files were stored
on magnetic tape and the phony policies could be excluded from selected
printouts by computer programs designed specifically for this purpose.

Former employee alleges fraud. On March 6, 1973, a former Equity

Funding employee exposed the manipulation by telephoning the New York
State Department of Insurance and a financial analyst in New York. The
calls were of interest to each party even though each reacted quite
differently to the information. The New York insurance department
passed the information to insurance regulatory agencies in Il1linois
where Equity Funding Life Insurance was registered and in California
where the parent company resided. Official investigations concerning
the allegations were started. "Essentially, though, Secrist [the em-
ployee] did not trust governmental agencies to do the job."5 His call
to the financial analyst, Raymond Dirks, led to a very different kind
of action. At the time of Secrist's call Raymond Dirks was a senior

vice-president at Delafield Childs, Inc. and a recognized expert in

5tThe Spreading Scandal," p. 80.



69

insurance company stocks.® An investigation of the charges included a
search through personal files, telephone calls, and interviews with
various brokerage houses, investment analysts, and large institutional
investors. Among those Dirks talked to were Institutional Investors,
Inc. and John W. Bristol & Co. Both companies were affiliates of
Boston Co., a Delafield Childs client. Also included were Morgan
Guaranty Trust Co. of New York, Chemical Bank of New York, Loews Corp.,
and Bankers Trust Co. of New York.

Stock market reaction. Rumors that something might be wrong at

Equity Funding began to spread on Wall Street. The volume of Equity
shares tradéd suddenly began to skyrocket. Normal volume had run about
14,000 shares a day, but went to 45,000 shares on March 15, 123,000
shares on March 19, 524,000 shares on March 21, and 768,000 shares on
March 26. There was a corresponding drop in the share price from
27-1/4 to 14-3/8 during this time. Heavy sellers during the period be-
fore trading was halted included institutional investors such as

John W. Bristol & Co., Chemical Bank of New York, Bankers Trust Co. of
New York, and Institutional Investors, Inc.”

Institutional investors and brokers. Loews Corp. continued to be

a heavy buyer until the last day of trading in Equity Funding stock.
Lawrence A. Tisch, at that time chief executive of Loews Corp., made a
very pertinent point when he stated that

.there are a 1ot of gen1uses after the fact but there's no way

6f adjusting for massive fraud in analyzing a stock. . .
Either you believe the whole system of investing is based on fraud

6uThe Spreading Scandal,” p. 89.
70The Spreading Scandal,” p. 81.



70

or you do business on the basis of audits, insurance regulation

and other safeguards. The idea of massive fraud never entered

our minds . . . three of the best insurance analysts in Wall

Street called us recommending the stock . . . it looked Tike a

very good value in a distressed block.

Loews Corp. was joined by legions of small investors in holding
on to their Equity Funding stock. Many small investors apparently were
unaware of the rumors and allegations flyina back and forth on Wall
Street. One reason for the confusion among larger investors was the
conflicting nature of the information being circulated. A report from
Hayden Stone, Inc., dated eight days before trading was suspended,
noted rumors that regulatory authorities were investigating Equity Fund-
ing. After checking with state insurance officials in I11inois, New
Jersey, and Washington, the report stated that each official told
Hayden Stone, Inc. representatives that no investigation was in progress
and that none was anticipated. The officials also noted that no other
insurance authority or department was known to be currently investiga-
ting Equity Funding. The analysis concluded:

Several rumors have been circulating which have affected Equity

Funding's stock. We have checked these rumors, and there ap-

pears to be no substance to any of them. . . . At 6.0 times esti-

mated 1973 fully diluted earaings, we believe that Equity Funding

is considerably undervalued.

Hayden Stone, Inc. was not the only brokerage house to continue
recommending Equity Funding stock. In a February,1973 report signed by

its analyst, Cowen & Co. recommended the purchase of Equity Funding for

8charles J. Elia, "Just Why Did Loews Buy Equity's Stock as Others
Bailed Out?" The Wall Street Journal, April 25, 1973, p. 1, col. 4.

9Richard Rustin and Priscilla Meyer, "How the Word Spread About
Equity Funding: Was It Inside Data?" The Wall Street Journal,
April 9, 1973, p. 1, col. 6.
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aggressive accounts.'0 Ina January 30, 1973 analyst's report, Burham &
Co. said that they ". . . regard the stock . . . an excellent value and
rate it a buy."]'I A report circulated to its salesmen by Oppenheimer &
Co. on March 21, 1973 said that they could not compietely account for
the fall in Equity Funding's stock price and felt that the company had
assembled one of the most outstanding growth records of any insurance
company in the United States.12 The fact that Targe institutional in-
vestors were selling Equity Funding stock during this time caused somel
individuals to suspect that these parties had access to inside informa-
tion. Trading in Equity Funding stock was suspended and both the
Securities and Exchange Commission and the New York Stock Exchange moved
to take a closer look at the situation.

The New York Stock Exchange., The New York Stock Exchange, in an

unprecedented announcement, brought disciplinary charges against
Raymond Dirks, Walter B. Delafield, and Delafield Childs, Inc. Dirks
was accused of violating various exchange rules and the antifraud pro-
visions of the Securities Exchange Act of 1934 ", . .‘by furnishing

his clients and others with material adverse information ., . . during
the period March 6 through March 26 when such information wasn't

publicly available. . . 13 Specific charges include the violation

10Robert J. Cole, "Anatomy of an Insurance Scandal," The New York
Times, April 15, 1973, p. 9-F, col. 4.

]1Co1e, p. 9-F, col. 4.
12Rustin and Meyer, p. 1, col. 6.

13vEquity Funding Fraud Charged in SEC Suit," The Wall Street
Journal, April 4, 1973, p. 4, col. 1.
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of New York Stock Exchange Rules 345, 401, 436 which require adherence
to equitable trade and business practices and prohibit the spreading of
rumors that could affect market action.14

Securities and Exchange Commission. The Securities and Exchange

Commission filed suit against the Equity Funding Corporation rather than
against specific individuals. In the federal district court suit the
company was charged with violations of federal securities laws and fraud
and prohibited from engaging in fraudulent acts in the future.!® The
Securities and Exchange Commission request for appointment of a special
investigator to oversee the affairs of Equity Funding and its subsid-
jaries was granted. Touche Ross & Co. was appointed by the court to
audit the 1972 financial statements of Equity Funding Corporation of
America and subsidiaries, and to reaudit the 1970 and 1971 statements
for Equity Funding Life Insurance Company.

Bankruptcy for Equity Funding. On April 5, 1973, the court ordered

Equity Funding to file a petition for protection under Chapter 10 of the
Federal Bankruptcy Act.16 The company immediately complied with this
order, although the Security and Exchange Commission wanted Equity
Funding to continue to operate without resort to the bankruptcy laws. .
Under Chapter 10 the company had protection from creditors, and control
passed to the court-appointed trustee with national jurisdiction to in-

vestigate the company's affairs and complete its financial reorganiza-

]4"Equity Funding Fraud," p. 4, col. 1.
15"Equity Funding Fraud," p. 4, col. 1.

164174am E. Blundell, "Equity Funding Ordered to File for Chapter
10," The Wall Street Journal, April 5, 1973, p. 2, col. 2.
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tion. The bankruptcy filing blocked an attempt by the company's major
lenders to seize almost $15 million deposited with them as compensating
balances under a loan agreement. These lenders included Wells Fargo,
First National City Bank of New York, Franklin National Bank, and
National Bank of North America. The banks claimed the mbney was only a
partial offset to some $50 million owed them by Equity Funding.

The SEC plan. The court order came shortly after it became ap-

parent that the company would be unable to operate under a plan advo-
cated by the Securities and Exchange Commission. This plan also called
for a special investigator, working under the supervision of the court
and the SEC. However, the plan would not have prevented the seizure of
company assets. Such a seizure, as attempted by the major lenders,
would have had the effect of dismembering Equity Funding, and rendered
future action by stockholders and other interested parties useless.
According to a Securities and Exchange Commission source in Washington,
prosﬁectuses for Equity Funding's three mutual funds required amendment
to reflect the Chapter 10 filing and other material deve]c:pments."7

Trustee's report. Mr. Loeffler, the court-appointed trustee, con-

sistently maintained that Equity Funding was salvageable as a viable
enterprise, despite short-term problems and the need for substantial
reorganization. In an April,1973 interview, Loeffler cautioned that he
was ". . . working on very preliminary 'guestimated' figures indicating

that the company seems to be solvent."18 This soTvency estimate was

]7B1unde11, "Equity Funding Ordered to File," p. 2, col. 2.

8yi11iam E. 8lundell, "Equity Funding May Well Be Salvageable But
Cash is Problem, Trustee Indicated," The Wall Street Journal, April 19,
1973, p. 18, col. 1.
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based primarily on the net realizable value of the assets in the com-
pany's many subsidiaries. He was much Tess optimistic about the
short-term cash position and recognized the possibility that some of the
subsidiaries might have to be sold to raise cash in order to save the
rest of the company.

In a later appearance in federal court, Mr. Loeffler stated that he
was still ". . . reasonably confident that the scandal-ridden company's
audited palance sheets will show assets at least equal to scheduled
1iabilities."!? This conclusion was part of the report of preliminary
findings issued for creditors and stockholders at a hearing before Judge
Pregerson of the Federal District Court. The report also sé¢ated that
fraudulent activities took place only in the parent company and one
subsidiary, Equity Funding Life Insurance.29 Several other parties to
the proceedings concurred with the conciusion that the company could be
rehabilitated rather than liquidated. These parties included Judge
Pregerson, Bankruptcy Referee James E. Moriarty, and regional administra-
tor of the Securities and Exchange Commission, General E. Boltz. The
trustee cautioned that accurate financial figures would not be avail-
able until the fraud audit was complete and a report issued by Touche
Ross & Co.

The post-fraud audit report. Touche Ross & Co. issued an audit

report in February,1974. This report gave the first concrete estimate

of the true financial condition of Equity Funding and showed the company

. 19"Equ1'ty Funding's Trustee Says He Believes Audit Will Show Assets
to Cover Liabilities," The Wall Street Journal, June 5, 1973, p. 7,
col. 2.

20"Equity Funding's Trustee Says," p. 7, col. 2.
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to be worth $185 million less than had previously been claimed. The
company's 1972 annual report, which was ready for mailing but never
issued, showed consolidated assets of $747.5 million and a net worth of
$143.3 mi1lion as of December 31, 1972. Touche Ross stated that the
consolidated assets were $488.9 million as of April 5, 1973, the date
they were retained by the court.2] Instead of a positive net worth of
$143.3 million, Touche Ross placed the figure at a negative $42 million--
a discrepancy of $185 million.
Touche Ross threw out $143.4 million in claimed assets of

Equity Funding as fictitious or fraudulently inflated. This in-

cludes $62.3 miTlion of funded loans receivable; . . . money pur-

portedly owed the company by holders of 1life-insurance policies who

used mutual fund shares as collateral to pay the policy premium

. . . but were never made. . . . [Touche Ross1 eliminated $35.4

million in inflated valuation of Egquity Funding Life, which has

been written off as nearly worthless . . . and other fictitious

transactions which created paper assets without any actual worth

. an additional $42.2 million in write-downs unconnected with

%hé %raug jtems . . . and minor downward adjustments totaled $17.2
million.%2

Unaccounted for at this time was $60 million to $80 milTlion of the
$204 million raised through borrowings or securities offerings and out-
standing as of April 6, 1973. Investigators did not find any Targe
scale theft of corporate funds, other than some embezzlement by ficti-
tious death claims, and Mr. Loeffler concludes that the missine funds

were used to cover the substantial operating losses.23

21w1111am E. BTundeil, "Equity Funding's Worth Is $185 Million Less
Than Firm Had Claimed, Trustee Estimates," The Wall Street Journal,
February 22, 1974, p. 5, col. 3.

2281unde11, "Equity Funding's Worth," p. 5, col. 3.
2381undel, "Equity Funding's Worth,” p. 5, col. 3.
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When the scandal broke the company was virtually paralyzed by the
vast number of employees who quit or were dismissed. This fact, along
with the chaotic accounting being used, made it impossible to reconstruct
an accurate earnings statement. The company "may have been issuing
fradulent statements since as early as 1965, . . . and may never have
generated any real profits."24

Trustee disposition plans. The results of the audit by Touche

Ross were very important in providing a firm foundation upon which to
realistically assess Equity Funding, but the trustee still faced con-
siderable problems. The majority of these problems related to the com-
pany's reorganization, and the numerous lawsuits and indictments result-
ing from disclosure of fradulent activities. Although not detailing the
specifics of the plan for reorganization, Mr. Loeffler indicated that it
might become an insurance holding company built around Banker's National
Life Insurance of Parsippany, New Jersey, and Northern Life Insurance
Company of Seattle, Washington.Z5 These two profitable subsidiaries
were largely unaffected by the fraud. A broker-dealer subsidiary called
Independent Securities Corporation would alsc be retained, but Equity
Funding Life Insurance Company would be liquidated.

Other subsidiaries which have been sold or were in the process of
being sold included Bishop's Bank of the Bahamas, Liberty Savings and
Loan Association of Los Angeles, the company's oil, gas, and real estate

holdings, and Ankony Corporation. Litigation delayed the sale of Liberty

248 Tunde11, "Equity Funding's Worth,” p. 5, col. 3.
2581undel1, "Equity Funding's Worth," p. 5, col. 4.
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Savings and the overall reorganization because the contingent liabili-
ties involved were considered impossible to accurately assess.

Litigation affecting reorganization. One of the largest of the

lawsuits filed in this case was by the Fidelity Corporation of Virginia,
a financial services company that has $23 miliion (3.5% of its total
assets) invested in Equity Funding. In addition to 15 individuals named
in the suit, five accounting firms were also named as being invoived in
various audit capacities with the parent company or subsidiaries. The
firms named were: Wolfson, Weiner, Ratoff & Lapin; Seidman & Seidman;
Haskins & Sells; Joseph Froggatt & Company; and Coopers & Lybr‘and.26
Robert Loeffler also filed a civil suit for $1 million against Staniey
Goldblum, former chairman and president of Equity Funding. Both litiga-
tions were still pending in federal court.

Federal grand jury indictments. The most invoived legal action yet

taken in this case was a federal grand jury indictment of 22 men after a
seven month period of investigation. In a 105 count indictment the 22
were charged with
. . . conspiring to commit felonies including securities
fraud, mail fraud, bank fraud, interstate transportation of
counterfeit securities and other securities obtained by fraud,
electronic eavesdropping, and the fi]ing of false documents with
the Securities and Exchange Commission.2?

Of the 22 defendants, 20 were former executives and employees of Equity

26"Fidthy Corp. of Virginia Sues 15 Persons, Equity Funding, 5 Ac-
counting Fiqms for Fraud," The Wall Street Journal, April 16, 1974,
p. 4. col. 1.

27yi114am E. Blundell, "Equity Funding Fraud Charges Filed Against
22," The Wall Street Journal, November 2, 1973, p. 2, col. 2.
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Funding. The indictment also listed four former employees as unindicted
co-conspirators, including Ronald Secrist, the person who originally
contacted state insurance regulators and Raymond Dirks concerning the
fraud.

Accountant and auditor indictments. From an accounting standpoint,

the significant indictments were against two non-employees Solomon 8lock
and Julian Weiner. Both men were connected with the public accounting
firm of Wolfson, Weiner, Ratoff & Lapin. This firm audited the state-
ments of Equity Funding from the company's inception, and merged with
Seidman & Seidman in 1972. Mr. Block was the audit senior and Mr.

Weiner was the partner in charge of the Equity audit. "Seidman & Seidman
said it parted company with Messrs. Block and Weiner . . ." in July,
1973, after the fraud was discovered.28 These two men were charged with
conducting incomplete and irsufficient audits, and helping prepare false
financial statements for the company. Supposedly working with the two
was Marvin Lichtig, a former Wolfson, Weiner, Ratoff & Lapin employee

and later an officef of Equity Funding. A portion of this false informa-
tion was allegedly included with full knowledge of the defendants in a
Form 10-K filed with the Securities and Exchange Commission and.stock
exchanges.29

Other indictments. The release of the federal indictments prompted

disclosure of earlier indictments made by the Dupage County, I1T1inois

grand jury. These charges included 23 indictments totaling 95 counts

283]unde11, "Equity Funding Fraud Charges.,” p. 2, col. 2.
2981undell, "Equity Funding Fraud Charges," p. 2, col. 2.
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returned against 22 individuals. Equfty Funding Life Insurance Company
was registered as an I11inois company, and all defendants " . . . were
charged with conspiracy to enter false information on the books of
Equity Funding Life in order to deceive the I11inois insurance direc-
tor.*30  Other counts involved the preparation of false general ledger |
entries. Additional indictments were returned by a New Jersey grand |
jury against eight former officials of Equity Funding for alleged in-
surance fraud in connection with the 1971 acquisition of Bankers National
Life Insurance Company.3]

Guilty pleas and convictions. Nineteen of the men named in the

federal indictments pleaded guilty and received sentences ranging from
eight years in prison and a $20,000 fine to probation and a $1,000 fine.
The longest prison sentence went to Stanley Goldblum, former chairman

and president of the Equity Funding Corporation of America. Mr. Goldblum
was sentenced to eight years in prison and a $20,000 fine after pleading
guilty to one count of conspiracy and four counts of mail fraud.32

Other sentences included five year prison terms for Fred Levin and

Samuel Lowell, both of whom were former executive vice presidents of

Equity Funding.33

3081undel1, "Equity Funding Fraud Charges," p. 2, col. 2.

31“Equ1ty Funding's Eight Former Officers Indicted Again," The Wall
Street Journal, May 17, 1974, p. 14, col. 2.

32Ha1 Lancaster, "Equity Funding's Ex-Chief Draws Eight Year Jail
Term," The Wall Street Journal, March 18, 1975, p. 12, col. 3.

33"Equ1ty Funding Corp. Ex-Officer Sentenced to Five Year Prison
Term," The Wall Street Journal, March 25, 1975, p. 14, col. 2.




80

Three other defendents were found guilty on multiple criminal
counts of securities fraud and filing falsified financial statements
with the Securities and Exchange Commission. Julian Weiner, former part-
ner in charge of the Equity Funding audits for the accounting firm of
Wolfson, Weiner, Ratoff & Lapin, was convicted on six counts of securi-
ties fraud, three counts of filing false registration statements and
one count of filing a false 10-K report.34 Solomon Block, former audit
manager on the Equity Funding audits, was convicted on five counts of
securities fraud, one count of filing a false registration statement and
one count of filing a false 10-K report.35 Marvin Lichtig, former audit
manager on the account until he was hired by Equity Funding in 1969, was
convicted on six counts of securities fraud, five counts of filing false
registration statements, one count of filing a false listing application
with the New York Stock Exchange and one count of filing a false 10-K
report.35
The Parties Affected by the Equity Funding Fraud

Other than company employees and executives, there were primarily
five groups affected in varying degrees by the Equity Funding fraud.
These parties included the 1ife insurance policyholders, the insurance
industry, stock analysts, investors in Equity Funding, and independent

certified public accountants.

34uThree Former Equity Funding Auditors Convicted of Fraud, Filing
False Data," The Wall Street Journal, May 21, 1975, p. 11, col. 1.

39"Three Former Equity Funding Auditors,” p. 11, col. 1.
369Three Former Equity Funding Auditors," p. 11, col. 1.
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Life insurance policyholders. Participants in 1ife insurance pro-

grams of Equity Funding Life Insurance Company appeared to have the best
chance of emerging from the scandal unscathed. At the time the fraud
was discovered, the company claimed to have nearly 97,000 policies in
force with a face amount of $3.2 billion. Of these, audit figures indj-
cated that about 33,000 policies were valid, representing a face value
of approximately $1.2 billion. In a plan jointly prepared by the
I11inois and California insurance regulators, Equity Funding Life In-
surance would be dissolved, and all valid policies in force as of
January 1, 1974 would be transferred to Northern Life Insurance Com-
pany.37 When this plan was prepared, there were some 26,000 policies
remaining in force from the original 33,000 valid ones. Most of the
others had been canceled or allowed to lapse after the public disclosure
of fraud. The holders of policies transferred to Northern Life Insur-
ance Company would retain full policy benefits, including the right to
borrow on the policy and the cash surrender value. Another segment of
the plan would allow the policyholders who canceled to have their
policies reinstated with Northern by paying the past-due premiums and by
meeting the underwriting requirements of Northern.

The insurance industry. New restrictions were anticipated for the

insurance industry operations and practices, particularly in the rein-
surance area. The trusting nature of this industry was a key factor in
the acceptance of 66,000 bogus 1ife insurance policies sold by Equity

Life to other insurance companies. "Millions of dollars of business is

37"Equity Funding Policy Transfer Is Recommended," The Wall Street
Journal, March 26, 1974, p. 10, col. 2.
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done over the telephone on faith alone. To violate this trust would be
to invite immediate ostracism."38 Some of the largest insurance com-
panies in the United States were among those victimized, including:
Anderson Clayton Company's Ranger National Life Insurance Company, the
Connecticut General Life Insurance Company, the Pennsylvania Life In-
surance Company, the Kentucky Central Life Insurance Company, and the
Great Southern Life Insurance Company.39

The attitude of reinsurers. The reinsuring companies seemingly

took a very casual attitude toward policies purchased. This attitude
was typified during an examination which the accounting firm of Peat,
Marwick, Mitchell & Co. undertock to perform on behalf of one of the
reinsurers, Anderson Clayton Company. When the auditors attempted to
closely examine Equity Funding's operations in order to reconciie some
discrepancies, Equity Funding officials ordered them off the premises.
Peat Marwick filed a report with Anderson Clayton detailing the extent
of the examination of Equity Funding and the circumstances surrounding
the subsequent dismissal. Andersen Clayton continued to do business
with Equity Funding, and the auditor's report was not acted upon.40
The insurance industry has urged members to take a closer look at those
companies with which they do business and to compare them with overall
industry guidelines and statistics.

Investment analysts. Investment analysts shared a deep concern as

to the outcome of the Equity Funding case. Opinions as to the invest-

33C01e, "Anatomy of-an Insurance Scandal," p. 1-F, col. 3.
39¢cote, "Anatomy of an Insurance Scandal," p. 1-F, col. 3.

40Co'le, "Anatomy of an Insurance Scandal," p. 1-F, col. 3.
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ment quality of Equity Funding had been widely divergent between various
analysts and investment brokerage firms. The sharpest division occurred
when conflicting rumors were spreading about Equity Funding shortly be-
fore trading was suspended. Hayden Stone, Inc. was not alone in its
bullish advice on Equity Funding. A Wertheim & Company research report
in July, 1972 stated that:

Equity Funding's inherently conservative approach to business may

be viewed as a strong defensive weapon in the hands of a group of

uncommonly able executives aggressively seeking and obtaining a

growing share of the financial services market.4]
This conclusion was supposedly based on an analysis of Equity's internal
control, ". . . a system designed to minimize surprise.“42 At the same
time, many analysts felt uneasy about Equity Funding as the rumors began
to spread. Raymond Dirks of Delafield Childs, Inc. was largely respon-
sible for investigating and disclosing the extent of the fraud. However,
the manner in which the disclosure was made created controversy about
the use of inside information. Mr. Dirks was charged with giving advance
notice to larger clients so that any Equity Funding stock could be dis-
posed of before the information was made public. The New York Stock Ex-
change brought disciplinary charges against Mr. Dirks because the Securi-

ties and Exchange Commission and the New York Stock Exchange were not

contacted before the adverse information was relayed to clients.?3 The

4Michael 4. Connor, "Wall Street Analysts Give Lots of Bad Advice
Algngswith the Good," The Wall Street Journal, May 25, 1973, p. 1,
co L] »

42Connor', p. 1, col. 6.

43Tom Goldstein, "Equity Funding Case Raises Many Legal Questions
About Inside Information But Yields Few Answers." The Wall Street Journal,
May 14, 1973; p. 24, col. 1.
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jssue hinges on the definition of inside information, and its resolution
will affect the stature and duties of stock analysts. A Wall Street
securities attorney regarded the Dirks case as a potential judicial
classic. "The number of insider cases that have gone to final judgment
is slight, but there is so much involved here that it's got to go the
full route."4

Investors in Equity Funding. From a financial standpoint, the in-

vestors were the heaviest losers. From large institutions investing
millions of dollars to individuals investing a portion of their 1ife
savings, holders of Equity Funding securities included a broad cross-
section of the American public. Apparently the single largest block of
Equity Funding common stock was held by the Fidelity Corporation of
Richmond. Their 579,000 shares represented approximately seven percent
of the nearly 8 million shares outstanding. Other institutional in-
vestors included Swarthmore College, Antioch College, Williams College,
Amherst College, the Ford Foundation, the Ohio State Teachers Retirement
System, and several other pension and retirement funds. Although the
institutional investors were reluctant to disclose the exact amounts in-
volved, potential losses of $10.8 million by the Ohio State Teachers
Retirement System and $1 million by the ﬁfinceton Endowment Fund had

been reported.45

4Go1dstein, p. 24, col. 1.

454i114am E. Blundell, "Many People's Dreams Came Crashing Down
Hi?h Equity Funding," The Wall Street Journal, March 29, 1974, p. 25,
col. 4.
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The impact on small investors. Even though larger investors suf-

fered substantial losses, the financial impact weighed more heavily on
many of the individual investors. 1In stories too often repeated, indi-
vidual investors could i11 afford to lose the investments made in stocks
and bonds of a company in which they had complete faith. The sheer size
of the company created a sense of security, and the reassurances of the
so-called "experts" did the rest. The following questions relay the re-
action of one of these individuals.

Where were the men who were supposed to watch out for us Tittle
people? They tell you it's all safe, all regulated, so they can
get you to invest. Then you find out it's still nothing but a big
crapshoot, and you're marked for a loser. Would you ever believe
an insurance company that size going bust? Aren't they supposed to
be 1ike the Rock of Gibraltar??

The deep-seated distrust of the stock market and the entire corporate
financial structure harbored by small investors was not limited to
Equity Funding. The stock markets already were experiencing difficulty
with attracting the smaller investors, and disclosures related to Equity
Funding were expected to have long-range effects more serious than im-
mediate dollar losses,

Employees of Equity Funding. No group of individuals suffered more

from the Equity Funding scandal than the present and former employees.
The vast majority were innocent of any wrong doing and continued to in-
vest as company executives gave assurance that everything was going fine.

The sense of loss and betrayal was compounded by Tater disclosures that

4681unde11, "Many People's Dreams," p. 1, col. 1.
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these same executives sold heavily from personal holdings while offer-
ing assurances to others.47

The public accounting profession. The effects of the Equity Fund-

ing case on the public accounting profession remained the most difficult
to define. Immediate reactions and suggested changes were difficult to
assess. The media press dealt extenéive]y with the auditor's role and
raised important points which the accounting profession must consider |
and respond to.

The Tong range effects and changes due to the Equity Funding fraud
will depend to a great extent upon the nature of reports from the Ameri-
can Institute of Certified Public Accountants. At its May, 1973 meet-
ing, the Institute's Board of Dircctors set up a special committee in-
tended to meet the challenge presented by this case. The committee was
charged to study currently accepted auditing standards and to determine
if they should be changed as a result of the Equity Funding scandal.%8
The broad implications of the committee charge suggesfed the potential
of far-reaching changes in auditing standards and practice.

Accounting Issues

Before recommending possible changes in current audit standards and
procedures, an inquiry into specific accounting issues raised by the
Equity Funding case is needed in order to examine the extent to which

the standards were followed.

47charles 4. Elia, "Many Officers Sold Equity Funding Stock Before
Scandal Broke," The Wall Street Journal, April 20, 1973, p. 1, col. 6.

48The report from this committee was issued in July, 1975 and
is subsequently referred to in the following section concerning the
accounting issues involved in the Equity Funding case.
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Inflated assets. The marketing concept af using loans on mutual

funds to purchase 1ife insurance allowed company officials a wide latti-
tude for manipulation. An enormous 1list of "phonies" was created merely
through the use of bookkeeping entries. They created customers that
didn't exist, who bought mutual funds that didn't exist, which was used
as collateral for 1ife insurance that didn't exist, which became numbers
on a computer tape, which printed out assets that didn't exist.

In the beginning, approximately 1965 through 1870, the objective of
this activity was to report steadily increasing earnings over which the
company had complete control. This was done to keep the price of the
stock up, enabling the company to make major acquisitions in exchange for
Equity Funding stock and to raise additional capital. Until 1970 the
phony insurance generated only phony profits, but in 1970 the company
officials began reselling insurance policies to unsuspecting outside in-
surance companies.

The funded loan program jumped sharply each year, at least on paper.
At the end of 1965 the company listed outstanding loans at $10.4 million;
in 1966 it was $16.5 million; in 1967 it was $25.1 million; in 1968 it
was $36.3 million; in 1969 it was $51.2 million; in 1970 it was $62.3
million; and in 1971 it was $88.6 million.%? The largest increase oc-
curred in 1972 when the balance was Tisted at $117 million. The portion
of these loans that Equity claimed to finance itself rose corresponding-

Ty. These figures went from $2.2 million in 1965 to $44.4 million in

4pyriscilia S. Meyer, “"Equity Scandal Grows--Involves $120 Million
inlNonexistent Assets," The Wall Street Journal, April 24, 1973, p. 15,
col. 2.




88

1970 and finally to $77 million in 1972.%0 The $77 million amount at
the end of 1972 included $62.3 million of fictitious funded 10an§ re-
ceivable and a corresponding amount of fictitious collateral.’!

The figures were growing so fast that company officials were unable
to keep them reconciled with outside insurance companies' figures. Penn
Life's prospectus in June of 1967 showed that Equity Funding had produced
$68.6 million of life insurance for them in 1966, whereas an Equity
Funding prospectus claimed $226.3 million face amount of Tife insurance
sold in 1966--the greater part through Penn Life. "“There are indica-
tions that some people noticed this discrepancy at the time but that the
issue somehow quietly passed."52 Discrepancies noticed but allowed to
pass became an operating condition upon which company executives depended
on more than one occasion.

Bookkeeping irregularities. Interspersed throughout the Equity

Funding fraud are numerous examples of bookkeeping irregularities and
manipulation of accounts. The general pattern of these irregularities-
involved the use of fictitious journal entries to record non-existent
assets and income, with ". . . virtually no attempt to create supporting
documentation."53 Another irregularity involved the systematic mis-

classification of entries as income instead of liabilities.

50Meyer, p. 15, col. 2.

51special Committee on Equity Funding, Report of the Committee, The
Adequacy of Auditing Standards and Procedures Currently Applied in the
Examination of Financial Statements {New York: American Institute of
Certified PubTic Accountants, 1975), p. 16.

52Méyer, "Equity Scandal Grows,"” p. 15, col. 2.

53special Committee on Equity Funding, The Adequacy of Auditing
Standards, p. 17.
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In one instance the creation of fictitious sales of insurance
policies by the parent company's marketing subsidiary, Equity Funding
Corporation of California, was recorded as an increase to the funded
loans receivable and commission income, but there was no corresponding
increase in the commission expense accounts. Instead, ". . . other ex-
penses were apparently reclassified as commission expense when data for
the various entities were consolidated, so that consolidated statements
reflected the expected re'lationship."s4 Commissions on renewals of
Equity Funding Life Insurance Company policies were also recorded as
commission income by Equity Funding of California, instead of payables
to Equity Life. To the extent that these commissions were computed on
fictitious insurancé policies they represented an overstatement of income
and assets, and an understatement of Tiabilities.

The fictitious transactions involving the mutual fund/1ife insur-
ance plan resulted in complementary intercompany receivables and pay-
ables which were cleared through the parent company, Equity Funding
Corporation of America. However, the balances in the intercompany
accounts were not equal and thus were not offsetting. To balance the
transfers ". . . a series of fictitious purchases and sales of commercial
paper and bonds was recorded. . . ."9%  These fictitious investments
were backed up by fictitious brokerage advices which supposedly indi-

cated that the securities were being held at a commercial bank.

54Spec1a1 Committee on Equity Funding, p. 18.
55Specia1 Committee on Equity Funding, p. 23.
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Responsibility for Detecting Fraud

Two views on the Equity Funding fraud. The degree of responsibil-

ity of the outside auditors to detect and disclose the Equity Funding
fraud may be looked at from two different viewpoints. The first ap-
proach to determining the auditors' responsibility argues that routine
audit procedures aren't designed to detect fraud, particularly ﬁhere
there is widespread collusion by top management. The second approach
agrees with this premise, but says that a massive fraud of this nature
should have been uncovered through routine procedures.

Routine audit not designed to detect fraud. The argument that a

routine audit is not designed to detect fraud, particularly where top
management is involved, is the basic approach taken by the accounting
profession and the American Institute of Certified Public Accountants.
The Institute states that in making his examination the auditor must
always be aware that fraud may exist and, if it does exist, might
materially affect the financial statements and his opinion on those
statements .26
However, the ordinary examination directed to the expression of an
opinion on financial statements is not primarily or specifically
designed, and cannot be relied upon, to disclose defalcations . . .
although their discovery may result. . . . The responsibility of
the independent auditor for failure to detect fraud . . . arises
only when such failure clearly results ;rom failure to comply with
generally accepted auditing standards.® -
There are several valid reasons for this limitation on auditors'

responsibilities arising from the audit examination. One reason is that

565pecia1 Committee on Equity Funding, p. 2.
57Special Committee on Equity Funding, p. 2-3.
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the auditor's unqualified opinion is an expression of reasonableness

and fairness, but not of absolute assurance. This Timitation arises
because of the economic infeasibility of examining every transaction and
every document relating to every transaction. Even if the auditor could
feasibly include this degree of detailed work in his examination there
is no absolute assurance that fraud would be detected.

Three other types of fraudulent activity which a detailed examina-
tion would not necessarily detect are: forgery, collusion, and unre-
corded transactions. A1l three of these items are discussed by the
Institute's Committee on Equity Funding because of their relevance to the
fraudulent aspects of that case.?8 Auditors cannot reasonably be ex-
pected to detect forged documents, particularly when combined with wide-
spread collusion among client personnel, unless other aspects of the
audit examination create some doubt as to the authenticity of these
documents. Unrecorded transactions represent yet another type of fraud
that may not be detected in the audit examination involving normal test-
ing procedures. ‘

Therefore, even in audit‘examinations involving a large amount of
detailed testing,

. . . some types of fraud may escape detection . . . because there

is necessarily a point where the auditor's inquiry stops.

In every audit, the auditor is expected to be aware of the
possibility of fraud. Nevertheless, there must come a point where,
uniess he has reason for suspicion, the auditor accepts the truth

of representations _made to him and the genuineness of documents
which he inspects.

585pecia1 Committee on Equity Funding, p. 36.
598pecia1 Committee on Equity Funding, p. 37.
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Routine procedures should detect massive fraud. The second

approach to the detection of fraud by auditors argues that a massive
fraud of the nature of Equity Funding should have been uncovered through
routine audit procedures. This premise does not contradict the position
held by the Institute, but it does focus on a very important charac-
teristic of the Equity Funding case. The fraudulent activities carried
out at Equity Funding Corporation and selected subsidiaries involved
active and passive collusion by a large number of company personnel, in-
cluding many people at the top management level of the organization.

A "massive fraud" does not necessarily entail a "management fraud",
even though both characteristics were present in the Equity Funding case.
The Institute's Committee on Equity Funding recognized that the increased
magnitude of fraudulent activities does not always increase the proba-
~bility of detection by outside auditors. They did concede that there
is a greater potential for discovery of a fraud as the number of accounts
and records, company personnel, and length of time involved increased.
However, the skillfulness of the collusion may reduce the possibility
of detection, regardless of the size of the fraud, and offset an
increased probability of discovery brought about by "massiveness™ in
terms of size or number of accounts and personnel invclved.

it may fairly be said that the more massive the fraud the

more likely it is to be detected in a conventional audit; none-

theless there is nodefinabie degree of massiveness as to whether

such an audit can invariably be relied upon for such detection.

Nor, in the committee's view, is there any practicable means

of altering auditing standards or procedures so as to provide

an absolute gssurance with respect to any set degree of
massiveness.

6OSpecial Committee on Equity Funding, p. 39.
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Management fraud. Another pertinent aspect of the Equity Funding

case is that it could be characterized as a "management fraud." The
active participation in fraudulent activities by top management, with
corresponding collusion by various other company employees, poses a
much more fundamental problem for outside auditors. Management is re-
sponsible for the safeguarding of corporate assets, including the
establishment of an appropriate accounting system and the preparation of
financial statements.
The auditor, on the other hand has no such management and control
responsibility. His knowledge of the company's financial affairs
is obtained second hand through his examination of the financial
statements prepared by management. The auditor does not partici-
pate in management's decisions or in the initial recording of
transactions.bt!

Internal control evaluation is crucial. The reliability of this

"second hand knowledge" about the client's operations depends heavily
upon the effectiveness of the internal control system. If the financial
information prepared by client management is fictitious, and is assisted
by an accounting system designed to conceal the fraud from the auditors,
then virtually any system of internal control will be rendered inef-
fective.

The auditor's task, therefore, is to evaluate the internal control
system's reliability so that he can properly extend his audit examina-
tion if the results of his evaluation indicate that additional or alter-
nate procedures are required. The internal control evaluation would not

necessarily reveal a fraud, but particularly in the Equity Funding case,

6]I-!ar-vey Kapnick, "Management Fraud and the Independent Auditor,"
Arthur Anderson & Co. Executijve News Briefs, June, 1975, p. 2.
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it would disclose weaknesses in the internal accounting and administra-
tive controls which shouid raise concern about the reliability of the
accounting records .62

The "early warning system" provided by the auditor's study and
evé]uation system is important in all audit examinations, particularly
in accounting systems where a large volume of accounting records and
data processing restricts the proportion of c¢lient transactions tested
and traced to the records in the audit examination. In effect, the de-
tailed transactions testing is replaced by an increased dependence on
the éccounting system to produce reliable financial records.

The importance of internal control increases dfamatica11y as one
moves from manual accounting systems to computer-based systems. "Once
you've opened a window into a computer system . . . it's there perma-
nently and . . . a virtually unlimited amount of money can be taken with-
out any increase in the danger of being detected.563 The auditor's
failure to adequately analyze the Equity Funding operations in order to
select and coordinate subsequent procedures was amplified by the large
financial consequences of the fraud.

Adherence to Audit Standards

In order to facilitate the subsequent discussion of the auditor's
adherence, or lack of adherence, to the general audit standards and

standards of field work these standards are restated in this section.

625pecia'| Committee on Equity Funding, The Adequacy of Auditing
Standards, p. 27.

63N. R. Kleinfield, "Crooks and Computers Are an Effective Team,
Business World Learns," The Wall Street Journal, April 26, 1973,
p. T, col. 6.
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General Standards:

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

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

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

Standards of Field Work:

1. The work is to be adequately planned and assistants, if any,
are to be properly supervised.

2. There is to be a proper study and evaluation of the existing
internal control as a basis for reliance thereon and for the
determination of the resultant extent of the tests to which
auditing procedures are to be restricted.

3. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford
a reasonable basis for ap opinion regarding the financial state-
ments under examination.6

Adequate training and proficiency of the auditor. The central ac-

counting figure in this case is Solomon Block, who was the audit manager
of the Equity Funding account for four years préceding the collapse.
Mr. Block did not become a certified public accountant until April,
1973, which was after the fraud was discovered. He worked for Wolfson,
Weiner, Ratoff & Lapin, a pubTic accounting firm with offices in
Beverly Hills and New York. Wolfson Weiner, auditops for Equity Fund-
ing even before they went public, merged with the national firm of
Seidman & Seidman who took over the audit responsibilities of Equity
Funding. Other firms had audited certain Equity Funding subsidiaries,
notably Equity Funding Life Insurance Company by Haskins & Sells from
1968 through 1971,

64pmerican Institute of Certified Public Accountants, Statement on
Auditing Standards: Codification of Auditing Standards and Procedures
No. 1 (New York: American Institute of Certified Pubiic Accountants,
1973), p. 5.
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After the Wolfson Weiner merger with Seidman & Seidman the national
firm was retained for the audit of the parent company and all subsidi-
aries. However, the same Wolfson Weiner personnel continued to perform
the examination.®5 There was, in effect, no change of auditors due to
the merger. It is unusual in public accounting practice for a man who
is not a certified public accountant to be in charge of an audit the
size of Equity Funding. Seidman & Seidman reportedly wanted to pull
Solomon Block off the audit when they merged with Wolfson Weiner because
he was not a CPA, but the firm was persuaded not to do so by Equity
Funding executives.®® In fact, the merger agreement hetween Seidman &
Seidman and Wolfson Weiner may have been finalized with the understand-
ing that the same audit personnel would %e retained on the Equity Fund-
ing account. 57

Independence of the auditor. There is considerable doubt that the

outsider auditors were truly independent in either fact or appearance.

At Equity Funding, Mr. Block gave no particular appearance of
independence. His name was included in Equity Funding's company
phone directory, with no notation to indicate he was an outsider.
Similarly, there was no such notation on the door to his office
(in the Equity Building). Peopgg who vaguely knew him considered
him an Equity Funding employee.

65Raymond L. Dirks and Leonard Gross, "How the New York Stock Ex-
change, the Life Insurance Industry, the SEC and a Host of Other Guard-
jans of the Public Weal Allowed the American Public to be Swindled Out
of $400,000,000," Playboy, May, 1974, p. 146.

66Fpederick Andrews, “Why Didn't Auditors Find Something Wrong With
Equity Funding?" The Wall Street Journal, May 4, 1974, p. 1, col. 6.

67Dir'ks and Gross, "How the New York Stock Exchange," p. 146.
68andrews, "Why Didn't Auditors Find," p. 21, col. 3.
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Even the factual independence of the auditors can be questioned
if one accepts the report in which the audit partner, Julian Weiner,
claimed that the basic Equity Funding concept was devised by he and
Mike Riodan.59 Another possible source of pressure on Wolfson, Weiner,
Ratoff & Lapin was that the Equity Funding account represented almost
60% of the firm's billings, and became its main selling point in merger
talks with national accounting firms.

The inability {or unwillingness, if the convictions are subsequently
upheld in the appeal process) of the auditors to carry out an "arm's
length" audit examination greatly diminished any aspect of true indepen-
dence. The auditor-client relationship requires a thorough understand-
ing and acceptance of the responsibilities of each party, particularly
with respect to the independence of the auditor. The information pro-
duced thus far indicates that the auditors involved did not accept nor
project their independente-in fact or appearance.

Such a failure violates the general audit standard requiring inde-
pendence, and also adversely affects the possibility of adherence to
other audit standards. The auditor's ability to retain his independence
throughout the examination is a fundamental characteristic affecting all
other generally accepted audit standards. This personal characteristic
strongly affects the effectiveness with which the field work is planned
and carried out.

Evidental matter and asset confirmation. One attempt by the Equity -

Funding auditors to confirm the existence of claimed assets involved $25

69andrews, p. 1, col. 6.
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million in fictitious bonds created to balance intercompany transfers.
These bonds were supposedly being held for Equity Funding by American
National Bank & Trust in Chicago. As it turned out the bonds were never
there. Seidman & Seidman mailed a routine bank confirmation, dated
December 31, 1972, to the Chicago bank. American National says it re-
ceived the form and returned it on January 9, 1973, confirming that
Equity Funding did have accounts and the size of the balances in those
accounts. But a bank spokesman said ". . . since we weren't holding any
securities for them, we couldn't confirm them (the securities)."70 This
means that the bank returned a confirmation form showing $25 milljon less
than Seidman & Seidman expected it to show.

A separate Tetter signed by an Equity Funding officer was supposedly
sent to the bank asking them to confirm to Seidman & Seidman a detailed
1ist of these securities. The returned letter confirmed the securities
and was signed by Joseph S. Phillips, who identified himself as a
second vice president of American NgtionaT Bank. "No one at the bank
has even heard of him."7! Instead of sending this confirmation Tetter
to American National Bank & Trust in Chicago, it had actually been
majled to a phony company called "American National Trust." An officer
of Equity Funding flew to Chicago, signed the request with the phony

name, and returned it to the auditors in Los Ange1es.72

70Andrews, p. 21, col. 3.
7 pndrews, p. 21, col. 3.

72Specia'l Committee on Equity Funding, The Adeyuacy of Standards,
p. 32.
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In another situation, auditors performing an examination for an out-
side insurance company that reinsured Equity policies allowed company
officials to clear up negative confirmations that were received by the
auditors by telephoning colleagues, who would then confirm the policies
over the speaker telephone.’3 At all levels of the audit there is the
implication that ". . . if questions were raised in the work sheets they
wouldn't get answered. The auditors would get a nonsensical answer, a
non-answer, and let them go."74

Computer-assisted fraud. One factor that might have contributed to

the apparent inability of the auditors to detect the fraud was the so-
phistication of the fraud scheme. Forged documents and fictitious rec-
ords were supplemented by a computer-based accounting system which was
specifically designed to cover up the fraudulent activity and deceive
the outside auditors.

Equity Funding executives and company employees utilized computer
programs to systematically create false documents and computer printouts
of accounting recérds. Each mutual fund/insurance policy package was
identified with a five digit number. The fraudulently inflated list of‘
policies simply repeated the valid policy numbers at regular intervals
throughout the printout. So that nothing would appear suspicious about
the repeated numbers, internally referred to as Department 99 business,

the first two digits of the identification number were Teft off.

73Hyndham Robertson, "Those Daring Young Con Men of Equity Funding,"
Fortune, August, 1973, p. 132.

74Robertson, p. 132.
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Nheﬁ the auditors selected a list of policyholders for confirmation
the sample would be given to an Equity Funding employee. The employee
then ran it through the computer, using a specially designed company
program which retrieved the actual names and addresses while identifying
the duplicates. For the duplicates the Equity employees substituted
names and addresses of friends and employees who couid be persuaded to
send back confirmations.’3

The problem of creating customer files to back up the computer list-
ing was handled through all night "fraud parties." At these meetings
company officials would prepare hard copy records, inc]uding forged
medical records and birth certificates, to match the printouts.76 When
the auditors asked to see a file which did not exist they were told
that it was unavailable, but would be turned over the next day. That
night a fraudulent file would be prepared.

In accumulating audit evidence the auditors relied on those records,
and other accounting data including computer printouts, that company of-
ficials chose to give them. "The company made it Took valid, and the
auditors believed the computer."77 In such an atmosphere the auditors
merely compiled the information as it was given to them, rather than
analyzing its audit significance. Equity's computer room personnel claim
that the auditors seldom talked to them, and did not attempt to run their

own test tapes or sample selections.’® Even when the auditors attempted

75Robertson, p. 132.
76"Conning By Computer," Newsweek, April 23, 1973, p. 23.

77"Conning By Computer," p. 93.
78Andrews, "Why Didn't Auditors Find," p. 21, col. 3.
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to use traditional procedures such as bank confirmations, mailed confir-
mations to policyholders, and physical examination of policyholder files
the results were fraudulent and invalid.

The willingness of auditors to accept computer printouts that con-
tained only the last three digits of a five digit identification number,
and hardcopy insurance files that were unavaiiable until the following
day emphasizes the unrealistic reliance which the auditors placed on any
information which the company personnel provided. This acceptance of -
incomplete informaticn may have been due to some extent to the "window
dressing" effect which a computer-based accounting system provided.

Such an effect was understandable fifteen or twenty years ago when EDP
systems were first being developed for business use. However, employees
in Equity Funding's computer facility said that "Solomon Block showed in-
terest in the computer room only once, when he said he wanted to bring

in a 'computer type' to learn the operation, but Equity Funding rejected
the dea."79

The Institute's Committee on Equity Funding concluded in its report
that the ". . . computer was an important factor in carrying out measures
to conceal the fraud, but was not essential to the commission of the
basic fraudulent acts."80 The computer was primarily used to manipulate
data stored in the accounting system files and to create a superficially

impressive array of supportive detail for the fraudulent activity.

79pndrews, p. 21, col. 3.

BOSpeciaT Cormittee on Equity Funding, The Adequacy of Standards,
p. 25.
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Even the supportive role provided by the computer in the Equity
Funding fraud was ". . . not based on a sophisticated application of
data processing technology."81 Instead, the Committee stressed the rou-
tine nature of the manipulation involved and concluded that no new audit-
ing standards or procedures are needed in regard to computer maintained
financial records.82

Committee conclusions on adequacy of audit standards and procedures.

The traditional approach of the Institute that a routine audit is not
designed to detect fraud does not conflict with the argument that the
Equity Funding fraud should have been detected by the auditors. The
basic assumption of the first approach is that the routine audit must be
conducted according to generally accepted auditing standards, and using
customary auditing procedures. If such routine procedures raise the
auditor's concern about certain aspects of the examination, he must then
utilize extended audit procedures where required.

The Committee on Equity Funding stated that

. customary audit procedures properly applied would have pro-

vided a reasonable degree of assurance that the existence of fraud

at Equity Funding would be detected. . . . and . . . in such ¢ir-

cumstances customary procedures would be extended because of the

internal control geakness, thereby enhancing the 1ikelihood of

detecting fraud.8

This statement supports the Committee's general conclusion concern-

ing the Equity Funding case, that ". . . generally accepted auditing

B]Special Committee on Equity Funding, p. 25.
325pecia1 Committee on Equity Funding, p. 34.
33Specia1 Committee on Equity Funding, p. 27.
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standards are adequate and that no changes are called for in the proce-
dures commonly used by auditors. “84
Summar

The disclosures from the massive management-perpetrated fraud in-
volving the Equity Funding Corporation pose a number of very serious
questions for a variety of our business institutions and practices.
These include the regulation of insurance companies, the role of finan~-
cial analysts in regard to "insider" information, and the capacity of
the independent auditor to meaningfully perform the attest function for
corporate financial statements in an increasingly complex business en-
vironment.

Equity Funding soon became a favorite of Wall Street investors, and
the price of its stock increased rapidiy. An expansion program financed
through Equity stock brought in many subsidiary companies, and created
the foundation for an emerging financial empire. It seemed to outsiders
that Equity executives could make no mistakes in their policies and
business decisions. |

However, the glamorous outer shell could not solve the persistent
problem of cash shortages in meeting operating expenses. These cash
problems and a desire to keep stock prices up Ted to an enormous web of
systematically fraudulent activities. At first fictitious accounting
data was inciluded only in the financial statement in order to boost
stock prices. Starting in 1970 fictitious policy holders were created

and reinsured with other insurance companies. Although this activity

84Special Committee on Equity Funding, p. 27.
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brought in cash, it also constituted an ever larger drain of cash. The
company had to raise cash to pay the premiums on some of the policies

so that they would not Tapse prematurely and create suspicion. A con-
tinuous cycle began as larger and larger amounts of fictitious insurance
were sold to unsuspecting companies. When this fraudulent activity was
disclosed by a former Equity employee, the company's stock price began
to fall rapidiy until March 27, 1973, when trading was suspended by the
New York Stock Exchange.

Subsequent investigation by insurance regulatory authorities, and
federal and Tocal grand juries resulted in numerous indictments. These
charges were made against upper level executives formerly with Equity,
and against two of the people involved in auditing the company. Federal
court action placed Equity Funding under Chapter 10 of the Federal Bank-
ruptcy Act, naming Robert Loeffler as trustee. A fraud audit performed
by Touche Ross & Co. stated that the company was worth about $185 million
‘Tess than it had claimed in 1972 financial statements.

Parties primarily affected, financially and otherwise, include
policyholders, the insurance industry, securities analysts, investors,
and certified public accountants. Valid policyholders of Equity Funding
insurance programs will apparently not be adversely affected as reorgani-
zation pians include provisions to transfer these po1icie§ to stable in-
surance company subsidiaries. Insurance industry parties have come under
heavy criticism, and new restrictions are a virtual certainty, particu-
Tarly with regard to reinsurance procedures.

Conflicting analysts' reports as to the financial condition of

Equity Funding raised many questions as to the usefulness of such analysis



105

for dnvestment decisions. Investors in Equity losi both their financial
investment and their faith in the requlatory system that was supposedly
protecting them. The effect of this loss on investment psychology can
only be determined in the long run reactions on Wall Street.

The effects of the fraud on the public accounting profession are
much less defined than for the other parties. Legal action against
Marvin Lichtig, Solomon Block,and Julius Weiner, representing the account-
ing firm of Wolfson, Weiner, Ratoff & Lapin and then Seidman & Seidman,
resulted in convictions that they knowingly included false accounting
information in financial statements filed with the Securities and Ex-
change Commission. Regardless of the final outcome of the charges there
involves a certain loss of stature for independent auditors unless the
public accounting profession is able to determine what action needs to
be taken.

The Institute created a Special Conmittee to study the Equity Fund-
ing case and to determine whether current auditing standards should be
cﬁanged or amended. The Committee found that the accounting aspects of
the case primarily involved inflated assets and bookkeeping irregulari-
ties. Their basic conclusion was that customary audit procedures, if
they had been properly applied, would have detected the fraud. Further-
more, the Special Committee on Equity Funding concluded that generally
accepted audit'ing standards are adequate and no changes are needed in
commonly used auditing procedures.

However, from the research data available, there appears to be no
basis for determining the adequacy or inadequacy of auditing standards

based on the Equity Funding case because the standards were not adhered
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to by the auditors. If the auditors had adhered to all of the standards .
and had still carried out an unsatisfactory audit examination one could
then examine possible inadequacies inherent in the standards. In this
case it is apparent that the auditors did not adhere to these standards.
The cause of this inadherence, whether negligence or criminal fraud, can
only be answered after the process of legal appeal Has been compieted.
However, conclusive statements about the adequacy of standards assume a
satisfactory attempt to adhere to those standards, and this prerequisite
was absent in the Equity Funding case.

The lesson is clear: No matter how effacious a prescribed body of
audit standards and procedures may be when they are employed in a prop-
erly conducted audit, the auditors must adhere to them if they are to be
effective.

The implications of the Equity Funding case extend to other inde-
pendent auditors of financial statements in similar situations. These
implications are related to specific circumstances where the personal
and professional attributes of the Equity Funding auditors contributed
to inadequate adherence to required audit standards and procedures. In
Chapter V selected characteristics of professional performance by CPA
firms were reviewed from data obtained by a mailed questionnaire survey.
Analysis of this information, together with additional analysis presented
in Chapter VI and the findings of Chapter IV, were used to develop the

recommendations presented in Chapter VII.



CHAPTER V

SURVEY OF SELECTED ASPECTS OF CPA FIRM PRACTICES
RELATING TO AUDITS OF COMPUTER-BASED ACCOUNTING SYSTEMS

Survey Objective

The Equity Funding situation presents significant implications for
the public accounting profession, especially in relation to audits of
computer-based accounting systems. In the Equity Funding case certain
inadequacies in personal and professional performance apparently contri-
buted to a substandard audit examination. However, before concluding as
to the sufficiency of audit standards and before recommending changes in
audit practice, CPA firms were surveyed to determine whether present
attitudes and practices were consistent with the audit performance in
the Equity Funding case.

This chapter details the survey and explains the implications of
responses to the questionniare. A more comprehensive analysis is pre-
sented in Chapter VI.

Survey Description

A questionnaire was mailed to a random sample of 500 certified
public accounting firms and individual practitioners in the United States.
A1l sample elements are members of the American Institute of Certified
Public Accountants, and the mailing T1ist was selected from Accounting

firms and Practitioners which contains member firms by state and city.1

TAmerican Institute of Certified Public Accountants, Accounting
Firms and Practitioners: 1971 (New York: American Institute of
Certified Public Accountants, 1972).

107
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There were 141 usable responses to the questionnaire, and freguency
distributions have been prepared for each question and for the analytical
portion of the study. No statistical inferences were made from the re-
sults of the sample as to the total population of public accounting firms
and practitioners. Comparisons, observations, and conclusions were based
on the frequency distribution tables prepared from the sample responses
received.

Design of the Questionnaire

The questions generally required scaled responses in order to obtain
the desired expressions of degree, although binary responses and open-
end questions were used where appropriate.z Twenty-six questions covered
eight basic areas:

1. Characteristics of respondents
Training methods utilized
Policies and attitudes regarding selected computer-related areas
Degree of involvement with computer-based accounting systems
Use of computer audit specialists
Depth of knowledge required in selected computer-based areas

Study and evaluation of internal control

o ~N & o, W N

Reaction to the Equity Funding case
Frequency distribution tables for each question and area form the bulk
of this chapter.

Characteristics of respondents. Questions 1 through 4 relate to

various characteristics of those firms and individual practitioners who

responded to the survey. Question 1 requested a classification of

2The questionnaire and cover letter used in this survey are in-
cluded in Appendix B.
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firm activities according to the size of geographical area served.
The area classifications included international, national, regional,
and local, and as expected, local firms account for the majority of

responses (see Table 1).

TABLE 1
SIZE OF GEOGRAPHICAL AREA SERVED

Number Percent
Local 111 79%
Regional 15 11
National 3 2
International 12 __8*
Total 141 100%

*8.5% rounded down

Questions 2 and 3 dealt with firm size as classified by annual
revenues (see Table 2) and the size of the professional audit staff
and partners (see Table 3). The majority of firms indicated annual
revenue ranges between $100,000 and $499,999 and an audit staff numbering
from two to nine members.

In Question 4 the respondents were asked to classify the total firm
revenue according to the percentage derived from auditing, taxation,
management services, write-up work and unaudited statements, and other
activities (see Table 4). Audit services comprised 25 percent or less
of annual revenues in almost half of the firms and 50 percent or less in
over four-fifths of the firms.

Training methods utilized. Various courses and methods were used

to train professional staff to audit financial statements prepared in

a computer-based accounting system. The range of instruction in



110

TABLE 2

AMOUNT OF ANNUAL REVENUE

Number Percent

Under $100,000 30 21%
$100,000 - $499,999 78 55
$500,000 - $999,999 12 9
$1,000,000 - $4,999,999 5 3
$5,000,000 ~ $15,000,000 4 3
Over $15,000,000 _12 _ 9

Total 141 100%

TABLE 3

SIZE OF PROFESSIONAL AUDIT STAFF

Number Percent
Sole Practitioner 14 10%
2-9 78 - 55
10 - 24 24 17
25 - 99 9 6
100 - 500 4 3
Over 500 12 9

Total 141 100%




TABLE 4

CLASSIFICATION OF ANNUAL REVENUE BY SOURCE

Percentage of Revenue

0 1 - 25 26 - 50 51 = 75 76 - 99 100
Auditing (n = 141) 2% 47% 33% 167 2% 0%
Taxes 2 45 48 3 2 0
Management Services 27 63 8 1 1 0
Write-Up Work and
Unaudited Statements 11 55 23 10 1 0

LLL
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Question 5 included firm-wide courses, courses given by professional
societies, courses given by equipment companies, college courses, on

the job training, and self-study courses. The most popular choices amang
the respondents included courses given by professional societies and on
the job training, while the least popular were firm-wide courses and
college courses given during degree work (see Table 5).

Firm policies and attitudes. Questions 6 through 18 were concerned

with the firm policies and attitudes toward the knowledge level required
of each member of the audit staff in selected computer-related areas. 7
These questions were divided into two categories. Questions 6 through 11
contain some of the recommendations made in a 1967 study co-sponsored
by the Carnegie Corporation and the American Institute of Certified Public
Acco_untants.3 The authors of this study concluded that a "common body
of knowledge,” based upon both academic and empirical research, would be
necessary for all beginning certified public accountants.
Our concern with the CPA's obligation to review the system

of internal control, with his need to modify his auditing methods

to conform to computerized systems, and with his increasing

activity in management services prompts us to make the following 4

recormendations for inclusion in the common body of knowledge. . . .

Specific recommendations included knowledge of at least one computer
system and component parts; flowcharting techniques; at least one pro-

gramming language; and systems design, installation, debugging, and

testing. Individual statements covering these points were prepared, and

3prert H. Roy and James H. MacNeill, Horizons for a Profession
(New York: American Institute of Certified Public Accountants, 1967),
p. 213.

4Roy and MacNeill, p. 213.



TABLE 5

TRAINING METHODS UTILIZED

Frequently Occasionally Never No
Used Used Used Response
Courses given by the firm (n = 141) 10% 19% 51% 207
Courses given by professional societies
(AICPA, state societies, etc.) 31 46 11 12
Courses given by equipment manufacturers
and software companies 3 46 33 18
Courses (other than those leading to a
degree) given by colleges and other
schools 2 29 48 21
Courses given by colleges during degree
work 5 16 56 23
On the job training 47 26 15 12
Individual self-study and programmed
learning courses 17 46 21 16

gLl



114

the respondents were asked to state their firm's position of agreement or
disagreement with each statement (see Table 6). Responding firms gener-
ally agreed with the recommendations of the Roy and MacNeill study except
for the statements covering systems work. The firms indicated little
interest in the need for auditors to be able to desian, program, debuq,
and test a system. One possible explanation for this response was that
Roy and MacNeill used the term "beginning CPA" while this study substi-
tuted "auditor" in the statements. Therefore, many of the respondents
may have felt that systems work was outside of the realm of the auditor
as used in the questionnaire.

Questions 12 through 18 related to basic attitudes concerning the
impact of computers on the audit function, and internal control in a
computer-based accounting system. The statements cover audit objectives,
procedures, training, systém design versus auditing, and the impact of
generalized audit packages. The pattern of responses for these state-
ments was substantially less definitive than for the Roy and MacNeill
recommendations (see Table 7). However, the responding firms apparently
agreed that a greater knowledge of computers was required to design a
computer-based accounting system than to audit such a system. ‘

Involvement with computers. Questions 19 and 20 were intended to

ascertain the degree of invoivement of the respondents with computers
and computer-based accounting systems. Less than half of the firms
designed systems (see Table B), but three-fourths of the respondents
indicated that they had audit clients utilizing computer systems to
produce financial statements (see Table 9). The remainder of the survey

questions were directed to practitioners with audit clients utilizing



TABLE €

'"THE COMMON BODY OF KNOWLEDGE' REQUIRED BY AUDITORS

|

Disagree Agree
Strongly More Than More Than  Strongly
Disagree Apree Disagree Agree

Undecided

Don't Know
Firm Policy

No Response

The auditor should have a basic knowledpe of
at least one computer hardware system,
including the functions of its component
parts, capabilities and limitations, and
the more universal terms used within the
system. (n=141) 4%

Thée auditor should have a workinpg knowledge
of at least one computer programming
language. 11

The auditor should be able to understand the
procedural steps in a computer-based
accounting system of modest complexity. 1

The auditor should be able to utilize basic
diapram symbols to describe the system
clearly and precisely. 6

The auditor should be able to design, program,
and debug a computer-based accounting
system of modest complexity. . . 29

The auditor should be able to test a computer-
based accounting system of modest complexlity
for compliance with design specifications. 14

8%

22

15

36

20

427

31

35

35

11

35

25%

13

23

23

12

6%

42

112

11

11

11

11

11

51



TABLZ 7

THE IMPACT OF COMPUTERS JN THE AUDIT ENVIRONMENT

Disagre= Agree :
Strongly More Than More Than  Strongly Don't Know
Disagree Apree Disagree Agree Undecided Firm Policy No Response

Computers have had a substantial impact an
changing the objectives of the audit function.
(n=141) 28% 232 23% 13% 12 1z 112

Computers have had a substantial impact on
changes in our firm's audit procedures. 15 25 28 13 3 1 13

Computers have had a substantial.impact on
changes in our training of the firm's audit

staff, 12 30 20 16 6 1 15

The design of computer-based accounting systems
requires a greater fundamental knowledge of
computers than is required to perform audits
of these systems, 6 7 31 35 6 2 13

Introduction of generalized audit software
packages designed to assist the auditoer in a
computer—-based accounting system has
substantially reduced the need to understand
computer programming languages. 9 12 36 11 16 3 13

Introduction of generalized audit software
packages has substantially improved the
ability of the auditor to properly evaluate -
internal control in a computer-based
accounting system, 6 13 38 11 16 3 13

gLl



TABLE 7 (CONTINUED)

F

Disagrea Agree

Strongly More Than More Than  Strengly Don't Know
Disagree Agree Disagree Apree Indecided Firm Policy No Response
Introduction of generalized audit software
packages has substantially reduced the need
to evaluate each data processing step
utilized in preparation of accounting
information for financial statements. {(a=141) 10% 28% 23% 6% 172 3% 132

L1l
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computers. Only those 105 respondents that answered "yes" to Question

20 were asked to complete the remainder of the questionnaire.

TABLE 8 |
DESIGN OF COMPUTER-BASED ACCOUNTING SYSTEMS

Yes No
Number  Percent Number  Percent
Does your firm design or help
design computer-based ’
accounting systems? {(n=141) 58 4% 83 59%
TABLE 9

AUDITING IN A COMPUTER-BASED ACCOUNTING SYSTEM

Yes - No
Number  Percent Number  Percent
Does your firm have audit
clients who are utilizing
computer-based accounting
systems? (n=141) 105 75% 36 25%

Computer audit specialists. In Question 11 each respondent was

asked whether certain auditors were designated as computer audit special-
ists and if these specialists were assigned to all applicable audits (see

Table 10). A majority of firms apparently made no designation of computer



TABLE 10

DESIGNATION OF COMPUTER AUDIT SPECIALISTS

Yes No

No Response

Number Percent Number Percent

Number Percent

Does your firm designate certain
personnel as computer audit
specialists? (n=105) 37 35% 64 61%

If "Wes," does each audit involving
a computer-based accounting system
have a specialist assigned?
(n=37) 30 81% 6 16%

1 3%

|
|

6LL
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audit specialists, but those firms with specialists assigned them
to audits involving computer based systems.

Knowledge of computer-related areas. In selected technical areas,

certain knowledge levels were prerequisite to the assignment of an auditor
to a computer-based system. This information was similar to the infor-
mation contained in Roy and MacNeill's recommendations for a common body
of knowledge. However, in Question 22 the point of inquiry was the
specific degree uf knowledge required rather than acceptance or rejection
of a given position. In addition, several computer skill areas were re-
viewed (Table 11).

For the most part responding firms indicated a need for a rather
basic competency level in most of the technical computer areas. Data
processing concepts, internal controls, and auditing were the only areas
identified as needing higher proficiency levels. Furthermore, these
three areas were the only selections with significant response favoring
in-depth knowledge as a reguirement for the auditor of a computer-based
system.

Study and evaluation of internal control. Selected aspects of the

auditor's study and evaluation of internal control were included in the
survey. The respondent was asked to compare a computer-based accounting
system with a manual system to evaluate the relative change in audit

time devoted to internal control. Many of the firms required more time
to study internal control, but about one-third indicated no change in

internal control review as a result of computer-based accounting systems
(see Table 12). The retention and form of stored records under fnternaT

Revenue Service regulations was included as a review topic in the ques-
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TABLE 11

KNOWLEDGE REQUIRED IN SELECTED COMPUTER-RELATED AREAS

——

No Knowledge Eiementary Moderate In-Depth

Required Understanding Competency Knowledge No Response
Basic data processing concepts (n=105) 82 26% 467 17Z 3z
On line - veal time data processing concepts 21 38 29 6 6
Computer hardware and related capabilities/

limitations 19 41 30 3 7

Programming languages 39 34 18 2 7
Program flowcharting 23 33 35 3 6
System feasibility and deéign 23 44 25 3 5
System flowcharting 16 35 35 7 7
Report design in a computer-based aystem 24 40 22 6 8
System and program documentation 14 37 36 6 7
Internal control in a computer-based system a 18 47 21 6
Auditing in a computer-based system 7 22 42 21 8

Let



TABLE 112

RELATIVE CHANGE 1N AUDIT TIME DEVOTED TO INTERNAL CONTROL

More Time Less Time
Requirad Required No Change No Response
In relation to the total time devoted to an audit engagement,
what has been the direction of change with respect to the
time devoted to the study and evaluation of internmal
control in those clients utilizing computer systems? (n=105) 51% 13% 322 144
TABLE 13

COMPLIANCE WITH INTERNAL REVENUE SERVICE REQUIREMENTS AS PART OF THE STUDY OF INTERNAL CONTROL

Yes No No Response
Does your firm's study and evaluation of internal control in a computer-baszd
accounting system involve the evaluation of compliance with Internal Revenue
Service requirements and rulings concerning the retention of records stored
on machine-sensible data media? (n=105) 48% _ 48% 42

éél
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tionnaire. The responding firms were evenly split between those requir-
ing a records compliance review and those that do not {see Table 13).
Each respondent was asked to indicate the level of utilization
of selected procedures and techniques for the study and evaluation of
internal control. The procedures and techniques involved were previously
discussed in Chapter III as pertinent to computer-based accounting systems
and included questionnaires, written narratives, flowcharts, test decks,
integrated test facilities, generalized audit packages, and other soft-
ware (see Table 14). The only procedure required by a majority of the
firms was a standard questionnaire for all audit enogagements. Many of
the procedures and techniques, such as system flowcharts and program
flowcharts, were considered optional. Written descriptions of the
accounting system and program test decks were also regarded as optional
by a number of firms. Many of the firms_did not use integrated test '
faci1itie§ in any audit situations.

Reaction to the Equity Funding case. When this survey was made,

most of the information available about the Equity Funding case was
tentative and no official pronouncements had been issued by authoritative
professional accounting organizations. The inquiry about the Equity
Funding situation was included to obtain practitioner reactions as an
indication of the perceived significance of 1ike cases to the respondenté
practice.' The largest response came from informal discussions between
firm personnel. Almost one-fourth of the firms chose to delay any
specific course of action until final outcome of the litigation. Very
few of the respondents had already implemented formal changes as a result

of the case {see Table 15).



TABLE 14

SELECTED PRCCEDURES AND TECHNIQUES USED TO STUDY INTERNAZL CONTROL

Don't Know
Never Firm :
Required Optional Used Requirements No Response

Standard questionnaire for all audit engagements {manual

and computerized systems) (n=105) 56% 292 8% oz 7%
Supplement to standard questionnaire (for use in computer-

based systems) . 2 32 26 0 10
HWritten description of accounting system 36 49 7 0 8
System flowcharts 21 . .. 57 14 0 8
Program flowcharts 15 53 24 0 8
Program test decks -12 45 33 2 8
Integrated test facility {(ITF) or other techniques

introducing selected test data into the accounting

system simultaneously with genuine company data 10 31 45 3 11
Audit, documentation and other software packages provided

to clients by computer manufacturers 9 39 37 4 11
Generalized audit package Ej 12 32 3 44
Other audit procedures and techniques that your firm

considers important in its study and evaluation of internal

control in a computer-based system 9 8 10 3 70

¥el



TABLE 15

REACTION TO THE EQUITY FUNDING CASE

125

Has your firm made any changes in its policy toward auditing
financial statements produced in a computer-based accounting system
as a result of the alleged insurance fraud case involving the Equity

Funding Corporation of America?

Have not heard of case (n=105)

No, we are awaiting final outcome of pending
litigation before further action is taken

Yes, to the extent of informal suggestions and
comments exchanged by flrm personnel

Yes, 2 committee has been established to study
the audit implications but no recommendations
have been made

Yes, formal changes have been made and implemented

Do not know firm reaction

No response

23

42

13

100%
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Summary !
This survey was designed to reflect CPA attitudes and practices

on selected issues involving audit of computer-based systems. A1l
comparisons, observations, and conclusions were based on responses

to the survey. Statistical inferences as to population attributes were
limited to respondents. |

The survey format included questions designed to identify the
respondents by size and the nature of their practice. In addition,
the technical background and proficiency of each firm was indicated
by utilization of various training media. After categbrizing and
classifying respondents, the ingquiry shifted to specific attitudes and
practices relating to the audits of computer-based systems. Special
attention was given to levels of competence needed for computer-based
audits. The importance of internal control evaluation and the pecu-
liarities associated with EDP systems was exp1ored.- Furthermore, the
reaction of the CPA firms to the Equity Funding case was included as
an indication of the relative importance of this case to their respec-
tive practice situations.

Each firm's initial reaction to the Equity Funding case was obtained
in the final question of the survey. Few of the firms indicated that
formal changes had been made due to Equity Funding. The largest re-
sponse was that informal comments between firm personnel were made, but
almost one-fourth of the firms said they would wait for the final out-
come of litigation before taking any action.

" The questionnaire responses were analyzed in Chapter VI.

Stratifications and comparisons were made for related characteristics
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and responses in order to highlight potential problem areas. The
frequency tables and corresponding discussion were presented according
to the eight areas of the survey questionnaire discussed in this chapter

but without reference to specific question numbers.



CHAPTER VI
ANALYSIS OF SURVEY RESPONSES

Introduction

The responses to each question of the survey of CPA firms ﬁere
described in Chapter V. These responses were analyzed for indicated
attitudes and practice requirements relating to computer-based audits
by the various firms surveyed. The analysis primarily invoived a study
of responses in relation to the dimensions of respondent practices.
Throughout the analytical process the responses were noticeably inter-
related to the size of the responding firms. The measures of size
included the geographical area served, annual revenue received, the
proportion of revenue derived from audit fees, and the personnel on the
audit staff. Strong correlations were noted between selected survey

areas and each characteristic of firm size.

Characteristics of Respondents

Annual revenue and area served. Annual revenue was compared to

the geographical area served (see Table 16). In general, firms with
larger annual revenues served wider geographical areas. Only local
firms indicated revenue of less than $100,000 and nearly all local firms
were under $500,000 in annual revenue. The regional firms were highly
diversified as a group with most firms spread in the $100,000 to
$5,000,000 annual revenue range. The national and international firms

were concentrated at the upper end of the scale with the majority of
128



TABLE 16

COMPARISON OF ANNUAL REVENUE WITH GEOGRAPHICAL AREA SERVED

Under $100,000 - $500,000 - $1,000,000 - $5,000,000 - Over

$100,000 $499. 000 $999. 999 $4.,999,999 $15.000, 000 $15,000, 000
Local (n = 111). 27% 65% 7% 1% oz 02
Regional (n = 15) 0 40 20 26 7 7
National and Intermational (o = 15) 0 4] 7 ] 20 73

All Firms (n = 141) 21 55 9 3 3 9

62l
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them reporting revenue of more than $15,000,000 annually.

Annual revenue and size of audit staff. A comparison was made

between annual revenue reported by the firms and the number of per-
sonnel on each firm's professional audit staff (see Table 17). This
analysis also showed that there were corresponding relationships
between staff size and annual revenue among respondents. The majority
of the individual practitioners earned less than $100,000 and none of
them earned over $500,000. A1l of the firms with more than ten
audit staff members were above the $100,000 annual revenue level.
There were comparable increases in the annual revenue range at
each category of audit staff size. The numbers of personnel on the
audit staff tended to concentrate within narrow ranges of annual
revenue. At each increase in staff size a higher range of revenue was
included and a Tower range was dropped. At the upper end of the scale
virtually all of the firms with more than five hundred members of the
audit staff also reported annual revenue above $15,000,000.

Revenue and the proportion from auditing. Reported annual revenue

was compared to the percentage of that revenue derived from auditing
financial statements (see Table 18). Although the correspondence
between these two respondent characteristics was not as strong as
between annual revenue and audit staff size, there was a progression
from firms with lower revenue ranges and lower percentages of revenue
from auditing to firms with higher annual revenue and a greater pro-
portion of revenue derived from auditing. A majority of firms

earning less than $100,000 in revenue also received one-fourth or less

of this revenue from auditing. For most firms with annual revenue



TABLE 17

COMPARISON OF ANNUAL REVENUE WITH AUDIT STAFF SIZE

Under $100,000 - $500,000 - $1,000,000 - $5,000,000 - Over

$100,000 $499,999 $999,999 $4,999,999 $15, 000,000 $15, 000,000
Sole Pra;:t.itioner {o = 14) 86% 14% 1} 4 0z 0z (1) 4
2=-9(n=178) 23 77 0 0 0 0
10 = 24 (o= 24) 0 67 29 4 0 0
25 -99 (n = 9) 0 0 56 1 0 0
100 - 500 (n = &) 0 0 0 0 75 25
Over 500 (n = 12) 0 0 0 0 8 92

All Firms (n = 141) 21 55 9 3 3. 9

LEL
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COMPARISON OF ANNUAL REVENUE WITH PERCENTAGE OF
REVENUE DERIVED FROM AUDITING

TABLE 18

0 - 25

Percentage of Revenue

26 - 50

51 - 75 76 - 100
Under $100,000 (n=30) 90% 7% 3% 0%
$100,000 - $499,999 (n=78) 49 38 10 3
$500,000 - $999,999 (n=12) 8 50 42 0
$1,000,000 ~ $15,000,000 (n=9) 33 56 11 0
Over $15,000,000 (n=12) 0 25 67 8
All Firms (n=141) 49 33 16 2

¢tl
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exceeding $500,000, more than one-fourth of their revenue came from
auditing financial statements. Auditing financial statements produced
over one-half of annual revenue earned for most of the firms'exceeding
$15,000,000 in revenue each year. It appears from this analysis that
the relative importance of auditing as a source of revenue for these
respondents increased as the size of the firm, as measured by annual

revenue, increased.

Training Methods Utilized

Differentiating respondent groups. Training methods utilized in,

preparing a firm's audit staff to work with computer-based accounting
systems were reviewed in terms of the percentage of annual revenue
received from auditing financial statements (see Table 19). The
respondents were divided into firms that received one-fourth or

less of their fees from auditing, and those that received more than
one-fourth of their fees from auditing.

Similarities in training modes. Although there were differences

in training methods preferred by the two groups of respondents, no
clear pattern developed relating training methods to audit fees as a
percentage of revenue. Overall, both groups seemed to prefer
continuing education courses given by professional associations such
as the American Institute of Certified Public Accountants, the National
Association of Accountants, and state CPA societies. In addition, job
experience frequently was chosen as a method of training audit per-
sonnel to work with computer-based systems. The respondents as a
whole indicated that college courses were not particularly useful in

training their audit personnel.



TABLE 19

COMPARISON OF TRAINING COURSES WITH PERCENTAGE OF REVENUE FROM AUDITING

Firm Professional Equipment Non-Degree Degree On The
Wide Saciety Manufacturer College College Job Individual
Revenue From Auditing Courses Courses Courses Work Work Training Study
0% - 252: (n=69)
Frequently Used K4 323 3% 2Z 0% 382 6%
Occasionally Used 16 36 29 23 i5 26 52
Never Used 53 13 41 46 55 17 20
No Response 26 19 27 29 30 19 22
26% - 100%: (n=72)
Frequently Used 17 29 3 1 8 56 28
Occasionally Used 22 56 61 a5 18 25 40
Never Used 47 _ 10 26 530 57 13 21
No Response 14 5 10 14 17 6 11
. All Firms: {(n=141)
Frequently Used 10 31 3 2 4 47 17
Occasionally Used 19 46 46 29 16 26 46
Never Used 51 11 33 48 56 15 21
No Response 20 12 18 21 24 12 16

peEL
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Training for audit-oriented firms. Firms receiving more than

one-fourth of their annual revenue from audit fees leaned more heavily
toward individual self-study, job experience, and training courses
prepared within their firm. Larger firms, in terms of audit personnet
and proportion of audit fees, seemed to devote more internal resources
to training audit personnel to work with computer-based accounting
systems. These larger firms also appeared to utilize staff time and
audit clients to a greater extent as training tools for various

computer-related topics.

Policies and Attitudes Regarding Computer-Related Areas

As noted in Chapter V, the respondents basically agreed with the
recommendations pertaining to computers and computer-based accounting
systemé set forth by Roy and MacNeill as encompassing part of the

accountant's common body of knowhedge..l

However, there were
differences as to whether the auditors should be able to design and
install computer-based accounting systems.

The second area of coverage in the survey statements concerned
the impact of computers on the audit environment. The pattern of
responses for this second area was not as pronounced as for the
common body of knowledge recommendations. The design and implementation

of computer-based systems generally were regarded as requiring higher

knowledge and proficiency than the audit of such a system. Additional

TRobert H. Roy and James H. MacNeill, Horizons for a Profession
(New York: American Institute of Certified PubTic Accountants, 1967),

p. 213.
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analysis of respondent attitudes concerning both the common body of
knowledge and the impact of computers on the audit environment was
included as part of the subsequent study of respondent attitudes among

firms whose audit clients utilize computer-based accounting systems.

Involvement With Computer-Based Systems

System design and auditing compared to respondent size. A

cbmparison was made between firm size and participation in designing
and auditing computer-based accounting systems (see Table 20). The
respondents were ranked according to the geographical area served
(Tocal, regional, national and international)}. As in most of the
previous analysis, the level of involvement in system design and
auditing was strongly related to the size of the responding firm as
measured by size of geographical area served. Without regard to

this geographical area distinction, respondents were more likely to be
involved in auditing financial statements from a computer-based
accounting system than in the actual design of the system itself.

lLess than one-third of the local firms indicated that they design
computer-based systems, whereas almost all of the national and inter-
national firms participated in this activity. The audit/design
service mix for smaller firms showed a stronger emphasis toward the
audit function. Regional firms dealt with both audit and design
activities but not to the extent that larger firms provided these
services., This analysis indicates that as the area served by the firm
increased, the availability of both design and audit involvement in

computer-based accounting systems also was increased.



TABLE 20

COMPARISON OF COMPUTER INVOLVEMENT WITH GEQOGRAPHICAL AREA SERVED

National and

Local Regional International
(n=111) (n=15) {n=15)
Yes No Yes No Yes No
Does your firm design or help design computer-
based accounting systems? 31% 69% 60X 407 932 7
Does your firm have audit clients utilizing computer-
based accounting systems (include those using
service bureaus or time sharing systems)? _ 69 k)] a7 13 100 0

LEL
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Attitudes toward common body of knowledge. Firms with audit

clients using computer-based systems responded favorably to the

Roy and MacNeill study (see Table 21).2 This group of 105 respondents
generally agreed with the recommendations for a common body of knowledge
made in the study sponsored by the Institute. The responses reflected
prominent support for requiring the auditor to understand the pro-
cedural steps in a computer-based system of modest complexity.
Additional concurrence was also shown for comprehension of at least

one computer hardware system and basic flowchart symbols.

Respondents indicated that auditors have little need for expert
proficiencies in designing, programming or debugging a computer-based
accounting system. This response seems to reflect an attitude that
systems design and installation were clearly separable from the in-
dependent audit function, and, furthermore, that the auditor need not
be able to perform both types of accounting activities.

The possible effect of computers on the audit function was
analyzed for those firms with audit clients using computer-based
accounting systems (see Table 22). The majority of the firms felt that
the design of computer-based systems required a greater computer
knowledge than auditing such a system. While the firms indicated
no changes in the audit objectives because computers were used to
process accounting information, the responses were divided as to

whether the introduction of computers necessitated substantial

2Roy and MacNeill, p. 213,



TABLE 21

RESPONSES TO 'COMMON BODY OF KNOWLEDGE' BY FIRMS WITH AUDIT CLIENTS HAVING COMPUTER~BASED ACCOUNTING SYSTEMS

Disagres Apgree -
Strongly More Thin More Than  Strongly Don't Know
Disapgree Apree Disagree Agree Undecided Firm Policy No Response

The auditor should have a basic knowledge of
at least one computer hardware system, in-
cluding the functilons of its component parts,
capacilities and limitations, and the more
universal terms used within the system. (n=105) 6% 8% 48% 30% 47 3% 12

The auditor should have a working knowledge of
at least one computer programming language. 11 25 35 18 9 2 1

The auditor should be able to understand the
procedural steps in a computer-based accounting
system of modest complexity. 1 3 39 51 4 1 1

The auditor should be able to utilize basic
diagram symbols to describe the system clearly
and precisely. 6 14 40 29 8 I 2

The auditor should be able to design, program,
and debug a computer-based accounting system
of modest complexity. 30 44 12 5 7 1 1

The auditor should be able to test a computer—
based accounting system of modest complexity
for compliance with design specifications. 14 25 38 16 5 1 1

6l



RESPONSES TO THE IMPACT OF COMPUTERS BY FIRMS

TABLE 22

WITH AUDIT CLIENTS HAVING COMPUTER-BASED ACCOUNTING SYSTEMS

Disagree Agree
Strongly More Than More Than Strongly Don't Know
Disagree Agree Disagree Agree Undecided Firm Policy No Response

Computers have had a substantial impact on

changing the objectives of the audit

function., (n=105) 332 26% 252 14Z 1z 0z 1z
" Computers have had a substantial impact on

changes in our firm's audit procedures. 13 29 36 16 5 0 1
Computers have had a substantial impact on

changes in our training of the firm's audit .

staff, 1z 34 26 20 5 0 3
The design of computer-based accownting systems

requires a greater fundamental knowledge of

computers- than 1s required to perform audits

of these systems. 8 8 34 43 4 1 2
Introduction of generalized audit software packages

designed to assist the auditor in a computer~based

accounting system has substantially reduced the

need to understand computer programming languages. 11 15 42 11 17 2 2
Introduction of generalized audit software

packages has substantially improved the ability

of the auditor to properly evaluate intermal

control in a computer-based accounting system. 7 16 45 12 16 2 2

vt



TABLE 22 (CONTINUED)
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Disagrez Agree

Strongly More Than More Than  Strongly : Don't Know
Disagree Agree Disapgree Apgree ~_Undecided Firm Policy No Response
Introduction of generalized audit software
packages has substantially reduced the need
to evaluate each data processing step utilized
in preparation of accounting information for
financial statements. (n=105) 14% 29% 29% 5% 192 1% 3z

Ll
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revision in the audit procedures or in the staff training. There
was general agreement that generalized audit packages improved the
auditor's ability to evaluate internal control and reduced the need
for detailed programming knowledge. Whether this possible improvement
in internal control evaluation included a reduction in the need to
evaluate each data processing step in the system remained an un-
settled issue.

The pattern of responses for those statements included in Table 22
seemed to indicate that the majority of responding firms were aware
of the theoretical impact of computers on the audit function but were

divided over the corresponding actions which should then be taken.

Computer Audit Specialists

The designation and use of computer audit specialists was analyzed
according to the size of the geographical area served by the responding
firms (see Table 23). Although the majority of firms indicated that
they did not designate computer audit specialists, the response rates
differed among the local, regional, national and international firms.
The designation of specialists tended to increase as the size of the
area served by the respondents increased, but this increase was fairly
small and in none of the groups was there a majority of respondents
that designated certain personnel as computer audit specia]isfs.
However, most of the firms that did specify computer audit specialists
said that these specialists were assigned to each audit involving

a computer-based accounting system.



TABLE 23

COMPARISON OF COMPUTER AUDIT SPECIALIST UTILEZATION WITH GEOGRAPHICAL AREA SERVED

National and
Local Regional International

Yes No Yes No . Yes Ho

Does your firm designate certain personnel
as computer audit speclalists?
{Local, n=?7; Regional, n=l3; National
and International, n=15) 342 662 38%Z 622 47% 53%

If your firm does designate computer audit
specialists, does each audit involving a
computer-based accounting system have a
speclaliet assigned? (Local, n=26;
Regional, n=5; National and International,

n=7) 81 19 100 0 71 29

Evl
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Knowledge of Computer-Related Areas

Overall lack of in-depth knowledge required. The depth of

knowledge required for audit staff members in selected computer-related
topics was analyzed for those firms that received more than one-fourth
of their revenue from auditing {see Table 24). The most prominent
observation derived from this table was that most of the firms did

not require an in-depth knowledge of the areas surveyed. When the

data in Table 24 was compared to the response rates for all respon-
dents in Table 11 most of the frequency distributions were within

a few percentage points of each other. Therefore, it appears that the
depth of knowledge required for these selected topics did not vary
significantly with the amount of audit work performed by those firms.

Requirements centered around auditing and basic concepts. The

greatest depth of knowledge was required for auditing a computer-based
system, internal control in a computer-based system, and basic data
processing concepts. These three items received substantially larger
respondent requirements for in-depth knowledge or moderate competency
levels for their firms' audit staff personnel.

The topics such as programming languages and flowcharting, report
design, system feasibility and design, computer hardware, and real
time processing concepts were considered outside of the traditional
scope of the audit function and were less essential for audit personnel.
Even system flowcharting, which can be an important part of the internal
control study by auditors, required no more than an elementary knowledge
by the majority of the respondents. It was also somewhat unusual that

real time processing concepts were not stressed more heavily by



TABLE 24

KNOWLEDGE REQUIRED BY FIRMS RECEIVING MORE THAN 25%Z OF REVENUE FROM AUDITING

No Knowledge El2mentary Moderate In-Depth
Required Understanding Conpetency Knowledge No Response
Basic data processing concepts (a=63) 5% 272 51% 142 32
On line - real time data processing
concepts 22 41 25 6 5
Computer hardware and related
capabilities/limitations 22 45 25 5 3
Programming languages 41 34 19 3 3
Program flowcharting 25 39 30 3 3
System feasibllity and design 27 45 22 3 3
System flowcharting 17 37 38 3 3
Report design in a computer-based system 29 40 22 3 6
System and program documentation 11 40 38 b 5
Internal control in a computer-based
system 6 19 49 22 3
Auditing in a computer-based system 6 22 43 22 6

Skl
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the respondents, because many businesses are using interactive
processing capabilities for a substantial proportion of the

accounting system processing.

Study and Evaluation of Internal Control

Study time and the use of generalized audit packages. A

comparison was made of responses to two of the survey statements
relating to internal control in a computer-based accounting system
(see Table 25). One of the statements asked for the respondent's
attitudes concerning the effect of generalized audit packages on the
evaluation of each data processing step in a computer-based system.
The second statement asked for the relative change in the time
devoted to the study and evaluation of internal control in computer-
based systems.

There was a general correspondence between those firms who felt
that more time was required to evaluate internal control in a computer-
based system {over half of the respondents were in this group) and
disagreement with the statement that the use of generalized audit
packages reduced the need to evaluate data processing steps in the EDP
system. The strongest disagreement with the statement that generalized
audit packages reduced the need to evaluate all processing steps
in thé accounting system came from those respondents who felt that
more time was required to study and evaluate internal control in a
computer-based accounting system. The strongest agreement with the
first statement came from those respondents who felt that less

internal control study time was required for computer-based systems.



TABLE 23

COMPARISON OF THE STUDY AND EVALUATION OF INTERNAL CONTROL WITH THE USE OF GENERALIﬁED AUDIT PACKAGES

M

—

Introduction of generalized audit software packages has substantially reduced need to

evaluate each data processing step utilized in preparation of accounting information
for financial staterents.

Disagree Agree

Strongly More Than More Than Strongly bon't XKnow
Disapree Apree Disagree Apree Undecided Firm Policy No Response
In relation to the total time devoted to an
audit engagement, what has been the direction
of change with respect to the time devoted to
the study and evaluation of internal control
in those clients utilizing computer-based
accounting systems?
More Time Required (n=53) 19% 287% 30% 4% 17% S A 27
Lese Time Required (n=14) 7 29 36 14 7 0 7
No Change (u=34) 9 29 24 ) 29 3 o

il
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The group of respondents who felt that there was no change in study
time required was almost equally divided as to their attitudes
about the effect of generalized audit packages.

Evaluation of client record retention. The responses as to whether

or not each firm included an evaluation of client procedures to meet
Internal Revenue Service requirements concerning the retention of

data stored on machine-sensible data media {(magnetic tapes, etc.) was
analyzed according to the geographical area served by the firm (see
Table 26). The most noticeable characteristic of this analysis was
that about half of all firms did not include this inquiry as part of
the internal control evaluation. The stratification by firm size
showed that more of the national and international firms included this
evaluation step but the differences among respondent groups were not
significant.

Audit procedure utilization according to firm size. The

respondents’' selection of audit procedures used in the study and
evaluation of internal control in computer-based accounting systems
was separated according to the size of the geographical area served
by the firms (see Tables 27, 28, and 29). The responses were then
analyzed according to the selected procedures used primarily for
system description, documentation, or testing. The description and
documentation procedures included internal control questionnaires,
written narratives, and flowcharts. The system testing procedures
included test decks, integrated test facilities, and software audit

packages. The procedures relating to system description were more
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TABLE 26

COMPARISON OF GEOGRAPHICAL AREA SERVED WITH EVALUATION OF
RECORD RETENTION IN INTERNAL CONTROL STUDY

Does your firm's study and evaluation of internal control in a
computer—-based accounting system involve the evaluation of
compliance with Internal Revenue Service requirements and rulings
concerning the retention of records stored on machine-sensible
data media?

Yes No Nuv Response
Local (n=77) 45% 48% 7%
Regional (n=13)} 46 54 0
National and International (n=15) 60 40 0

All Firms (n=105) 48 48 4




TABLE 27

SELECTED PROCEDURES AND TECHNIQUES USED TO STUDY INTERNAL CONTROL BY LOCAL FIRMS

Don't Know
Never Firm
Required Optional Used Requirements No Response

Standard questionnaire for all audit engagements

{manual and computerized system) (n=77) 50% 31% 9z oz 10
Supplement to standard questionnaire (for use in

computer-based systems) 23 33 30 0 14
Written description of accounting system 34 47 8 0 11
System flowcharts 18 53 17 0 12
Program flowcharts 14 48 26 0 12
Program test decks 12 40 s 1. 12
Integrated test facility (ITF) or other techniques

introducing selected test data into the

accounting system simultaneously with genuine

company data 10 22 48 4 16
Audit, documentation and other software packages

provided to clients by computer manufacturers 8 36 40 3 13
Generalized audit package 4 5 43 4 44
Other audit procedures and techniques that your firm :

considers important In its study and evaluation of

internal control in a computer~based system 9 8 12 4 67

0sl



SELECTED PROCEDURES AND TECHNIQUES

TABLE 2B

USED TO STUDY INTERNAL CONTROL BY REGIONAL FIRMS

Don't Know
Never Firm
Required Optional Used Reguirements No Response

Standard questionnaire for all sudit engagements

(manual and computerized systems) (n=13) 61% 31% 8% 0x ox
Supplement to standard questionnaire {for use in

computer-based systems) 38 31 31 0 0
Written description of accounting system 23 77 0 0 0
System flowcharts 23 77 0 0 0
Program £lowcharts 0 69 31 0 0
Program test decks 0 34 38 8 0
Integrated test facility (ITF) or other techniques

introducing selected test data into the accounting

system simultaneously with genuine company data 0 38 54 8 (]
Auvdit, documentation and other software packages

provided to clients by computer manufacturers i5 46 3 0 8
Generalized audit package 23 23 g 0 54
Other audit procedures and techniques that your firm

considers important im its study and evaluation of

internal control in a computer-based system 8 0 8 o 84
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TABLE 29

SELECIED PROCEDURES AND TECHNIQUES USED TO STUDY INTERNAL CONTROL BY NATIONAL AND INTERNATIONAL FIRMS

Don't Know
Never Firm
Required Optional Used Requirements No Response

Standard questionnaire for all audit engagements

{manual and computerized systems) (n=15) 87% 13% 1y 4 0z 0z
Supplement to standard questionnaire (for use in

computer-based systems) 67 33 0 0 0
Written description of accounting system 60 33 7 0 0
System flowcharts 33 60 7 0 0
Program flowcharts 33 60 7 0 0
Program test decks 27 60 13 0 0
Integrated test facility {ITF) or other techniques

introducing selected test data into the accounting

system simultaneously with genuine company data 13 67 20 o 0
Audit, documentation and cther software packages

provided to clients by computer manufacturers 7 46 27 13 7
Generalized audit package 20 50 7 0 33
Other audit procedures and techniques that your f£irm

considers important in its study and evaluation of

internal control in a computer-~based system 7 13 7 o 74

—

abl
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popular among all categories of geographical size than procedures

used for system testing. Comparison of the three divisions of
geographical size also indicated that most of the procedures in

both categories were required or optional more frequently for the
national and international firms than for the Tocal and regional firms.

Internal control questionnaires, particularly the questionnaire
used for both manual and computer-based systems, were the most
popular procedures. The narrative and symbolic (system and program
flowcharts) descriptive techniques were selected more often as
optional audit procedures, however, a majority of the national and
international firms required the written narrative format.

The system testing technigques reflected Tower utilization aé
either required or optional audit procedures and had a wider acceptance
range among respondents than the descriptive techniques. Integrated
test facilities were optional for the majority of national and inter-
national firms but were never used by about one-half of the regional
and local firms. Generalized audit and other software packages tended
to be optional among the international, national, and regional firms

but were seldom used by the local firms.

Reaction to Equity Funding

Response of larger firms was committee oriented. The surveyed

reactions to the Equity Funding case were analyzed according to the
size of geographical area served by each firm (see Tables 30, 31, and
32). Since this questionnaire was mailed to the sampled firms within

one year after the Equity Funding fraud was made public, these reactions
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TABLE 30

REACTION TO THE EQUITY FUNDING CASE
BY LOCAL FIRMS

Has your f£firm made any changes in its policy toward auditing
financial statements produced in a computer—-based accounting system
as a result of the alleged insurance fraud case involving the Equity
Funding Corporation of America?

Have not heard of case (n=77) 6%

No, we are awalting final outcome of pending
litigation before further action is taken 2]

Yes, to the extent of informal suggestions and
comments exchanged by firm personnel 42

Yes, a committee has been established to study the
audit implications but no recommendations have

been made 1
Yes, formal changes have been made and implemented 3
Do not know firm reaction 9
No response ' _18

100%




TABLE 31

REACTION TO THE EQUITY FUNDING CASE
BY REGIONAL FIRMS

155

Has your firm made any changes in its polilcy toward auditing

financial statements produced in a computer-based accounting system
as a result of the alleged insurance fraud case involving the Equity

Funding Corporation of America?

Bave not heard of case (n=13)

No, we are awaiting final outcome of pending
litigation before further action is taken

Yes, to the extent of informal suggestions and
comments exchanged by firm personnel

Yes, a committee has been established to study
the audit implications but no recommendations
have been made

Yes, formal changes have been made and implemented

Do not know firm reaction

No response

8%

30

54

100%




TABLE 32
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REACTION TO THE EQUITY FUNDING CASE BY NATIONAL AND

INTERNATIONAL FIRMS

Has your firm made any changes in its policy toward auditing
financial statements produced in a computer~based accounting system
as a result of the alleged insurance fraud case involving the Equity

Funding Corporation of America?

Have not heard of case (n=15)

No, we are awaiting final outcome of pending
litigation before further action is taken

Yes, to the extent of informal suggestions and
comments exchanged by firm persommel

Yes, a coomittee has been established to study the
audit implications but no recommendations have
been made

Yes, formal changes have been made and implemented

Do not know firm reaction

No response

7%

27

27

20

100%
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represented somewhat tentative attitudes about a situation that most
certainly would be subjected to additional scrutiny and action by
certified public accounting firms. However, from the analysis of these
initial responses, it appears that the national and international firms
took a more formal approach while the local and regional firms reacted
to the case in a more informal manner. About half of the local and
regional firms stated that their firm's reactions to Equity Funding
disclosures were limited to informal comments about firm personnel.
About one-fourth of the national and internaticonal firms reported this
same reaction. The national and international firms, on the other hand,
had a much Targer frequency of instances in which they established a
committee of firm personnel in order to study the audit implications

of the Equity Funding fraud. One-fifth of the national and inter-
national firms, compared to almost none of the local or regional firms,
stated that they had formed such committees.

Few respondents indicated policy changes. Few of the respondents

indicated any formal changes in audit policies and procedures for
computer-based accounting systems as a result of the Equity Funding
case disclosures regardless of the size of the firm surveyed. Only
three percent of the local firms and seven percent of the national

and international firms indicated any formal changes.

Summary
The responses of CPA firms surveyed relative to audits of computer-

based systems were analyzed in this chapter to determine attitudes and

practice requirements. The analysis primarily involved a study
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of responses in relation to various dimensions of each respondent's
practice, such as the geographical area served, annual revenue
received, the proportion of revenue derived from audit fees, and the
personnel on the audit staff. The responses for selected survey
topics fell into patterns according to the size of the responding firms.

The eight primary survey areas analyzed were: (1) respondent
characteristics; (2) training methods used for audit staff personnel;
(3) policies and attitudes regarding computer-related items; (4) res-
pondent involvement in design/audit of computer-based accounting
systems; (5) computer audit specialists; (6) required knowledge levels
in computer-related areas; (7) study and evaluation of internal control
in computer-based systems; and (8) the respondents' reaction to the
Equity Funding fraud.

Analysis of respondent characterisitcs indicated that the reported
annual revenue generaT]y increased as the size of the geographical
area served by the firm increased. There were also comparable
increases between reported revenue and the number of audit staff
members. The comparison of annual revenue with the proportion of
revenue derived from auditing financial statements supported the
observation that the relative importance of auditing as a source of
revenue increased as the size of the firm increased.

The analysis of various methods used to train audit personnel
to work with computer-based accounting systems indicated that audit-
oriented firms devoted more internal resources, individual study time,

and job experience for staff preparation than the firms receiving
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less than one-fourth of their revenue from auditing. Both groups
responded that college courses were not particularly useful in
training personnel for computer-oriented audit work.

The analysis of firm responses regarding the design and audit
of computer-based accounting systems showed that the respondents were
more involved in the audit of financial statements prepared from
computer-based systems than in the design of these systems. However,
when this audit/design service mix was analyzed according to geographical
areas served, the results indicated that larger firms are much more
likely to perform both services than the smaller local firms.

The survey results of the firms with audit clients using
computer-based accounting systems (three-fourths of the total number of
respondents) concurred with the selected recommendations made for a
CPA's "common body of knowledge" by Roy and MacNeill. However, these
respondents differentiated between the design of a computer-based
accounting system and the audit of financial statements produced in
such a system. Overall, they did not agree with statements that an
auditor must possess the skills needed to design or install a
computer-based system.

Of the firms that did have audit clients using computer-based
accounting systems less than one-half of them designated certain
staff members as computer audit specialists. There was a distinct
difference in the frequency of the computer auditor designation
according to the size of geographical area served by the respondents.
The national and international firms had a higher frequency of computer

auditor designation than did the local or regional firms.
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The survey of selected computer-related topics concerning the
depth of knowledge required for audit staff personnel by firms receiving
more than one-fourth of their revenue from auditing pointed out a
general lack of an in-depth knowledge requirement for these topics by
most of the respondents. Those items that did have a substantial
in-depth or moderate competency requirement were centered around
auditing and internal control in a computer-based accounting system,
and basic data processing concepts.

Further analysis pertaining to the study and evaluation of
internal control was made into changes in the study time required
in a computer-based system compared to the use of generalized audit
packages, the evaluation of client record retention, and the utilization
of selected internal control study procedures by respondents. There
was general disagreement among the respondents who felt that more
time was needed to study internal control in a computer-based system
with the statement that generalized audit packages reduced the need to
evaluate individual data processing steps in the computer system.

Only about half of all respondents stated that they evaluated
whether or not client procedures met Internal Revenue Service require-
ments concerning the retention of data stored on machine-sensible
data media such as magnetic tapes or disks. There were no large
differences in response rates among local, regional, national and
international firms for this question.

When the utilization requirements of a selected list of internal

control audit procedures were analyzed according to the geographical
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area served by the firms there were indications that the national and
international firms had higher compliance requirements concerning
the surveyed procedures. When the surveyed procedures were analyzed
according to their use in the system description or system te.ting,
the descriptive techniques were more popular among all categories
of firm size. The system test procedures also reflected a wider range
of respondent utilization than the descriptive procedures. Only the
internal control questionnaire was required by a majority of all |
respondents, but supplementary questionnaires for computer-based systems
and system narratives were also popular audit procedures among the
respondents.

The initial reactions of the respondents to public disclosures
about the Equity Funding fraud were somewhat tentative. Although
most of the respondents had heard of the Equity Funding case, very
few of them indicated that formal changes had been made concerning
audit policies and procedures used in their respective firms. There
was some difference in reaction when the results were analyzed by firm
size, with the local and regional firms tending to limit their
actions to informal comments among firm personnel and the national
and international firms tending to form committees to study the
jmplications of the case. However, the general reaction was a "wait-
and-see" attitude before any substantive actions were taken.

Analysis of the survey data resulted in several general
observations. One of these observations parallels a comment by a
respondent representing one of the largest CPA firms. This person

noted that "there seems to be a lot more talk about computer-based
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audits than effective action” among accounting firms. Overall, the
respondents seemed to grasp the conceptual principles of auditing
and EDP, but Tacked any sense of urgency to translate this into the
consistent policies, attitudes, and technical competence necessary
to deal with computer-based audits. There was nothing in the
response patterns to indicate that public disclosures about Equity
Funding were viewed with any particular alarm. Initial reactions to
the Equity Funding fraud indicated that at the time of the survey
most of the respondents were still formulating opinions about the case
and its audit implications for their respective firms. Part of this
Tack of urgency may be due to the environment of public accounting
practice which has traditionally seen substantive change evolve

mainly from traumatic events.



CHAPTER VII

SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

Restatement of Objectives

In 1973 disclosure of a massive insurance fraud involving
the Equity Funding Corporation of America was prominently featured
in many newspapers and periodicals. The Equity Funding case was
cited often as an exémp]e of a "computer fraud." Many areas of the
business community felt the aftermath of such disclosure. One widely
discussed issue involved the use of computers in business-related
data processing and the complicity of these machines in aiding fraudu-
lent activities.

The research objectives of this study were narrowed from the more
generalized public discussions of computer fraud to specific issues
relating to reported fraud involving computer-based accounting systems.
With the Equity Funding case as a catalyst rather than the subject of
final analysis, the inquiry included selected normative and empirical
implications of audits of financial statements prepared in computer-
based accounting systems. The topics selected for study were identified
as: (1) the definition of audit standards and procedures; (2) the re-
lationship of audit standards and procedures to the determination of
audit examination scope; (3) the obsolescence of traditional audit
standards and procedures as applied to computer-based accounting systems;
and (4) current practices of certified public accountants in audit exami-

nations involviug computer-based accounting systems.
163
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These major points provided the framework for preliminary re-
search, and the working hypotheses subsequently developed included:

1. Audit standards represent broad guidelines for the selection
of applicable procedures to be used in the audit examination,

2. The development of computer-based accounting systems has
not adversely affected the usefulness of audit standards promulgated
by the American Institute of Certified Public Accountants.

3. The development of computer-based accounting systems has
made it necessary for auditors to incorporate additional examination
procedures which specifically apply to the electronic data processing
system.

4. Certified public accountants have refrained from using any
standard body of procedures relating to the audit examination of com-
puter-based accounting systems.

These tentative hypotheses were investigated using a research
methodology which included a literature search, a review and analysis of
the Equity Funding case, a survey of certified public accounting firms, ’
and an analysis of the research data. The investigation results support

the conclusions summarized in this chapter.

Summary and Conclusions

1. A challenge to the validity of generally accepted auditing
standards cannot be supported by the Equity Funding case.
In order to label the auditing standards as inadequate, there

should be evidence of faithful adherence to the standards in situations
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where the performance of an audit failed to meet the audit objectives.
In the Equity Funding case most reports indicated a blatant disregard
for the general and field work auditing standards. There was sub-
stantial evidence of widespread, massijve collusion among various
members of the company's management and between the management and
outside auditors. Post-disclosure fraud audits and subsequent court
litigation indicated that the management fraud was so encompassing

that the major concern of the company was the continuation and cover-
up of fraudulent activities instead of the legitimate insurance trans-
actions and related business. The Equity Funding Corporation of America
became, in a sense, a fraud factory whose objective was to manufacture
and sell fictitious insurance policies and provide fictitious financial
statements.

The detection of this fraud activity through the course of tradi-
tional audit examinations was virtually impossibie because of non-
independence, poor technical proficiency, and the lack of due profession-
al care on the part of the audit personnel invoived. Nonadherence to
these general standards, which are prerequisites to all subsequent
examination activity, substantially insured a substandard performance
in planning and implementing the auditing procedures employed.

Research included in this inquiry indicated that the original
marketing concept of combining insurance policies with mutual funds
in an investment package was quite possibly devised by both the Equity
Funding management and the audit partner on the audit engagement, Julian

Weiner. Mr. Weiner, therefore, may have had a vested interest in
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maintaining the profitability for this venture, and in maintaining
an audit client who represented a reported 60% of his firm's audit
revenue.

The audit senior on the Equity Funding account, Solomon Block,
also gave little indication of independence or of his status as out-
side auditor. Mr. Block was Tisted in the Equity Funding telephone
directory of company personnel, with no explanation that he was an
outside auditor, and maintained a permanent office at the Equity
Funding headquarters. Reports indicate that company employees con-
sidered Mr. Block to be another employee, rather than an independent
auditor. Additional support for this observation was that both Mr.
Weiner and Mr. Block were among those convicted of criminal fraud for
their roles in the Equity Funding case.

There was also no evidence that the audit personnel involved
were competent to handle an examination in a computer-based accounting
system, nor that due professional care was exhibited during the audit
examination. The audit senior, Solomon Block, was not a certified pub-
lic accountant during the period in which he conducted the audit exami-
nation. _The lack of professional certification is unusual for an auditor
at the supervisory level, and there were indications that there was an
attempt by the firm which merged with Wolfson, Weiner, Ratoff & Lapin to
remove this audit senior from the engagement. Substantial pressure
exerted by the Equity Funding executives, however, was probably respon-
sible for retaining both Mr. Weiner, audit partner, and Mr. Block, audit

senior, on the Equity Funding examination after the merger. In effect,
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there was no change in auditors evidenced by the change in audit
firms.

Even though the auditor's nonadherence to the general auditing
standards affected the entire audit engagement, there were also in-
dications of nonadherence to the standards of field work. The audit
examination was poorly planned, supervised, and carried out from
inception through completion of field work. Reports of the case in-
dicated that the outside auditors merely observed the superficial
aspects of the company's operations without making any substantial
efforts to check more closely inte the computer-based accounting
system or the related internal controls.

Substahtial‘portions of the audit evidence consisted of computer
printouts or other data obtained directly from client personnel and
was accepted without additional testing to determine the reliability
of such evidence. In one situation the auditors accepted a list of
insurance policies in force that showed only the last three digits of
a five digit account number. Eguity Funding employees were allowed
thereby to duplicate policy numbers and add ficitious policies to the
1ist. At other times, confirmation test discrepancies were cleared by

phone with field agents or were dropped without clarification.

2. The computer-based accounting system was not an essential
element in the perpetration of fraud in the Equity Funding
case.

The computer-based accounting system facilitated the fraudulent

activity and subsequent coverup of the fraud in Equity Funding, but it
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was not a primary or integral feature of the fraudulent activities.
Electronic data processing assisted the fraud in terms of increased
processing speed for large amounts of fictitious data blended into
nonfictitious business transactions and provided a "window dressing"
effect of impressive printouts. However, the data processing system
itself was not instrumental in the inception or promotion of iilegal
activities.

Based on reported Equity Funding incidents, the primary use of
the computer-based accounting system for fraud-related processing was
keyed to an internally-devised program designed to conceal fictitious
insurance policies, as designated by special code numbers, from anyone
attempting to select a sample of policies for independent confirmation
and testing. In other situations the increased processing speed was
helpful, but not necessary, to process and merge the fictitious data
with the nonfictitious data.

The fact that such computer-assisted fraud worked was not a re-
sult of the sophistication of the electronic data processing system,
but instead was a combination of the ability of company executives to
intimidate the auditors and bluff their way through the rare attempts
to investigate discrepancies. The Institute's.Committee on Equity
Funding also reached similar conclusions about the use of the computer-
based accounting system as being incidental to the commission of fraudu-
lent acts and recommended no additional changes in currently accepted
auditing standards and procedures based upon disclosures concerning the

use of computers in the Equity Funding case.
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3. The present audit environment within the contemporary

business community encourages fraud in computer-based
accounting systems.

Research into the Equity Funding case and analysis of survey
data from public accounting firms seems to indicate that the general
influence of the business community and the environment of public ac-
counting within which audits are conducted encourages fraudulent activity
in those financial areas affected by computer-based accounting systems.
The strongest influence on the business environment appears to come from
the securities market and other sources of capital. 1In the stock market,
the desire of investors to find the best buy for their investment dollars
puts a great deal of pressure on company executives to continually out-
strip competition and to constantly remain on top of the industry. 1In
other words, most companies want to be known as offering a "blue chip"
stock.

The designation as being a prime investment in the securities
market also depends in many cases on the volatility of the stock price
rather than the financial stability of the company. Average growth rates
are overlooked in favor of growth rates which exceed the averages and
reflect rapidly rising stock prices. There are strong indications that
Equity Funding executives maneuvered their company into the situation of
having to show earnings that were increasing at an increasing rate in
the rather stable environment of the insurance industry. This requirgd
geometric growth pattern was designed to retain favor on Wall Street and

was compounded by individual Equity Funding executives whose personal
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compensation was geared to the company stock. Simiiar plans in-
volving employee compensation in the form of company stock are very
common throughout the corporate business community. As an important
source of executive compensation, ownership of stock can serve to
motivate the management team to act in the interest of the company
because the company's interest will also be in their own self-interest.
The problem with such reasoring is that it encourages the dishonest
managers to fabricate published financial information which will af-
fect the price of their stock. In the Equity Funding case, the cor-
porate executives found a convenient means of defrauding the inveéting
public and did so to their own benefit.

Another factor encouraging fraud is reflected in the attitudes
and practice of certified pubiic accountants conducting audits of
financial statements. A survey of randomly selected public accounting
firms included data related to various attitudes and practices used in
independent audit examinations conducted within a computer-based ac-
counting system. The survey results indicated a wide range of attitudes
and professional practices among the respondents, all of whom were
licensed to conduct audits as certified public accountants and were
members of the American Institute of Certified Pubiic Accountants. The
indicated diversity of practice requirements and the lack of a strong
commitment in dealing with the audit problems of computer-based
accounting systems among certain groups of practitioners presents a
hypothetical situation in which company executives can effectively

manipulate the quality of audit competence through the selection of
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public accounting firms.

The survey data suggested that the variations in professional
practice were related in many cases to the size of the respondent
firms. In these situations the larger firms tended to devote more
training and development resources preparing audit staff members to
work in a computer-based audit environment. In addition, the larger
firms designated certain audit personnel as computer audit specialists
more often than the smaller firms. However, in all size categories of
firms surveyed, less than half use any type of computer-oriented audit
staff specialization. If professional specialization can be viewed as
a means of effectively dealing with the increased complexities of
sophisticated practice areas, then this lack of specialization might
be interpreted as reflecting a more superficial treatment of computer-
based accounting systems than effective practice standards would dictate.

No standardized procedures or professional requirements were
evident from the survey data. The widest variations seemed.to occur
as the survey questions moved from the general areas, such as attitudes
and theoretical approaches, to the more specific areas, such as actual
test procedures used. The ability to agree on generalities, but dis-
agree on specifics, promotes an audit environment in which practitioners
present a united front to the public while providing an inconsistent
level of investigative detail in the audit examination. This incon-
sistency lends support to the conclusion of a fraud-supportive audit
environment. It seems logical that additional research into the

feasibility of standardizing the audit procedures would be required to
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provide an acceptable examination of financial statements produced
in a computer-based accounting system. Further discussion on the
standardization of auditing procedures is contained in the recom-

mendations subsequently presented in this chapter.

4, More rigidily applied and enforced general and field

work auditing standards would constitute a deterrent to
fraud involving computer-based accounting systems.

As applied to the Equity Funding case, the general and field work
auditing standards were not properiy adhered to in the audit examination
of the company's financial statements. Therefore, since the prerequi-
site condition of proper adherence was absent, the Equity Funding case
provided no support for the contention that the generally accepted
auditing standards were inadequate as guidelines for satisfactory audit
examinations. Furthermore, the American Institute of Certified Public
Accountant's Special Committee on Equity Funding concluded that the
status and adequacy of generally accepted auditing standards were unaf-
fected by the Equity Funding fraud. The principal conditions which were
missing in the Equity Funding case were the proper adherence to the stan-
dards and rigid application of necessary examination procedures as a
result of such adherence. Each of the general and field work standards

is analyzed as support for this conciusion.

General Standards

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

Introduction of electronic data processing and computer-based
accounting systems have added a new dimension to adequate training
and proficiency of auditors. Rigid adherence to this standard re-
quires that any use of an EDP system by a client for significant ac-
counting applications necessitates consideration of this EDP activity
by the auditor in his examination. The skiils used for the evaluation
and testing process are specific to computers and computer-based systems
and reguire training beyond general audit expertise. HWith this special-
ized training aﬁd proficiency the auditor can make informed decisions
about various phases of the audit relating to the computer-based account-
ing system. This personal competence is crucial to the auditor's ad-
herence to other standards and permits him to operate on the same level
of expertise as the client's data processing personnel that he must deai
with during the audit examination.
b. In all matters relating to the assignment, an independence
in mental _attitude is to be maintained by the auditor or
auditors,
A tendency by auditors to rely on client personnel to perform data
gathering, testing, confirmation, or other work contained in the audit

examination and relied on by the auditor is a sacrifice of independence.

IAmer'ican Institute of Certified Public Accountants, Statement on
Auditing Standards: Codification of Auditing Standards and Procedures
No. 1 {(New York: American Institute of Certified Public Accountants,

1973), p. 5.
ZAICPA, p. 5.
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Thg impact of such a sacrifice must be carefully weighed by the
auditor in terms of other audit characteristics but cannot be fully
offset by the good intentions of the auditor to remain independent
nor dismissed by the lack of readily apparant impropriety in the
client organization under audit. Rigorous adherence to audit in-
dependence is particulariy important when a computer-based account-
ing system is involved because in many situations it may be necessary
to utilize the client's EDP system to perform some of the audit tests.
The auditor, therefore, must maintain a particularly high level of
independence and awareness of possible unreliability or impropriety
in the processing system.

c. Due professional care is to be exercised in the per-

formance of_the examination and the preparation of
the report.3

Rigorous adherence to the concept of due professional care would
promote a greater degree of uniformity in the proféssional performance
of audit examinations. The uniformity objective assumes that the vast
majority of opinion audit work performed by practicing certified public
accountants is acceptable and satisfactorily adheres to the guidelines
imposed by the auditing standards. The problems encountered are gener-
ally applicable to the auditors who cannot or will not conform to the
standard of due care routinely exercised by the majority of practitioners.
Lack of professional care subjects these auditors to many more errors

of judgment and ommissions of acceptable examination procedures than

3AICPA, p. 5.
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would otherwise be present, particularly the errors of common
sense that receive prominent press attention when discovered.

One of the major determinants of due professional care in any
professional endeavor, particularly auditing, is the experience of
the person doing the work. However, when the auditor is working with
a relatively new area such as computer-based accounting systems, there
is often a lack of personal experience comparable to that of working
with manual processing systems. In such cases a stringent adherence
to the due professional care standard would suggest the substitution
of cummulative experience for individual experience through the in-
creased use of peer review. The use of peer review of audit examina-
tions by other members of the same accounting firm is a widespread
technique used to assist in the firm's adherence to due professional
care. Review of audit programs and examination results by other audi-
tors can reduce the audit gaps through which fraudulent activities may
escape detection. Additional attention to the use of peer review
is contained 5n the recommendations subsequently presented in this

chapter.

Standards of Field Work

a. The work is to be adequately pTanhed and assistants,
if any, are to be properly supervised.?

There is a need to recognize the transitory nature of a great
deal of the accounting data needed as audit evidence and timely use of
appropriate audit tests in a computer-based accounting system. As a con-

sequence, the planning and supervision of an audit examination becomes

4p1cpa, p. s.



176

more important to the auditor due to the lengthened time span of

the audit field work. The auditor must be in the right place in

the client's organization at the right time in the accounting year
under review. The increased need for long range audit planning and
proper supervision of the interim testing throughout the audit period
can benefit the auditor by permitting him to become more familiar with
the client's computer-based accounting system and allowing increased
evaluation time to detect unsatisfactory situations before they become
entrenched in the client organization.

There is an egqually important need for adequate audit planning
and supervision in examinations involving computer-based accounting
systems because sophisticated EDP systems 1end.themse]ves to computer-
based audit techniques which require specialized audit planning. The
increased utilization of generalized audit packages and integrated test
facilities emphasizes the total audit period under review more than a
narrowly defined year-end approach to audit field work generally used
in conjunction with manual accounting systems.

b. There is to be a proper study and evaluation of the

existing internal control as a basis for reliance
thereon and for the determination of the resultant
extent of the tests to which auditing procedures are
to be restricted.?
Computer-based accounting systems add a new significance to the

concept of internal control and its importance to the independent auditor.

Part of this change requires a greater reliance on the informational

SAICPA, p. 5.
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content of output from computer-based systems. Control of the

system is paramount because in the traditional sense the audit trail
has been largely reduced to the mechanics and electronics of the pro-
cessor. Therefore, the auditor must seek greater assurance as to the
integrity of the system design and performance. Recognition of this
need for increased system reliance by the auditor and its effect on

the importance of proper study and evaluation of internal control

as a prerequisite for subsequent audit procedures was conveyed throdgh
the use of a flexible, multi-phase approach to internal control evalua-
tion discussed in this inquiry.

Subsequent study of the Equity Funding case and analysis of the
survey data obtained from certified public accounting firms indicated
the need for increased depth and refinement of the study of internal
control when a computer-based accounting system is utilized. However,
the survey results showed that there was little inclination among
many of the respondents to suppiement the traditional evaluation tech-
niques available to auditors. When the utilization responses for a
selected list of procedures available to study and evaluate ‘internal
control were analyzed according to descriptive, documentation, or
testing procedures there was generally a higher utilization rate for
the descriptive and documentation techniques. There were comparatively
Tower utilization rates for the system testing procedures, parficu]arTy
among the smaller size practitioners. This response might indicate a
potential problem among these auditors in being able to place the sub-

stantial degree of reliance upon the proper functioning of the
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accounting system that must be done when EDP is invoived. If such

a problem does exist on a widespread basis then auditors may be
vulnerable to fhe characteristic of fraud which emphasizes the
system's proper appearance under superficial examination. In order

to minimize the problem of appearance as opposed to substance 1h com-
puter-based accounting systems, a more rigid adherence to the auditing
standards would require increased emphasis on in-depth system testing
before an evaluation on audit reliance is made.

c. Sufficient competent evidential matter is to be .

obtained through inspection, observation, inguiries,
and confirmations to afford a reasonable basis for
an opinion regarding the financial statements under
examination.

The compatency of evidence obtained from audit examinations in
computer-based accounting systems requires that particular attention
be paid to the origin of such evidence. Since audit evidence is the
foundation upon which an audit opinion is based, such evidence must
reflect a sound and consistent level of examination effort by the
auditor. 1In a computer-based system both the type of evidence and the
time span over which it is obtained change in comparison to traditional
non-EDP accounting systems. These changing characteristics of the
audit environment increase the importance of hard-copy evidence for
subsequent evaluation as opposed to a subjective feeling by the auditor

that everything seems to be acceptable for an unqualified opinion. The

ability to properly gather and analyze this evidence is closely

6AICPA, p. 5.
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interrelated with the general auditing standards and requires all
of the specialized technical competence, independence and due pro-
fessional care that the auditor must have to work with computer-
based accounting systems. The planning and supervision of the
audit examipation and the study and evaluation of internal control
all involve the competent evidential accummulation called for in
the third standard of field work. Therefore, a strict adherence to
the auditing standard concerning evidential matter also requires
strict adherence to the other general standards and standards of
field work as prerequisite conditions.

The data gathered in this inquiry suggests, however, that in
both the specific instance of the Equity Funding fraud case and in
the general implications of the practitioner survey the sufficiency
and competency of evidential matter gathered during an audit examina-
tion involving a computer-based accounting system is often an incon-
sistent item. In the Equity Funding case the auditors basically ac-
cepted whatever documents and information that the client personnel
chose to give them, and in the survey of accounting firms there was a
wide dispersion of responses concerning the kinds of testing to be
used and audit evidence that would be gathered. These examples suggest
that a stricter adherence to auditing standards would raise the over-
all quality of evidential matter gathered in audit examinations and
reduce the oppdrtunities for client personnel to choose which data and

records will be given to auditors as part of the audit evidence.
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Recommandations

No change in auditing standards. The recommendation of this

inquiry is that no changes be made in the presently accepted auditing
standards which might be specifically intended to improve the audit
guidelines for auditing in a computer-based accounting system. The
generally accepted auditing standards promulgated by the American
Institute of Certified Public Accountants, specifically those con-
cerned with the general standards and the standards of field work,
were concluded to have been adequate in the Equity Funding case. The
standards in question were not adhered to by the outside auditors and,
therefore, there is no support for the allegation that the current
standards are inadequate.

Increased emphasis on procedure selection. The recommendation

of this inquiry is that an adequate selection of auditing procedures
would be facilitated with an increased emphasis by auditors on the
second standard of field work concerning the study and evaluation of
internal control. In an audit involving a computer-based accounting
system, the procedure selection would be the logical means for pro-
viding the examination flexibility required inlorder to adapt to
changing audit conditions. This flexibility includes audit procedures
specifically designed to deal with certain characteristics of computer-
based systems as well as an improved system for selecting procedures.
The procedure selection process was determined to be a crucial factor
in the successful examination of financial statements produced in a

computer-based accounting system.
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The study and evaluation of internal control involves both the
timing and scope of procedure application and should emphasize the
audit implications of the accounting system and client organization
before the auditing procedures are carried out. The three steps
required in the evaluation process presented in this inquiry pro-
vide a systematic progression from a general review of the entire or-
ganizational structure to a detailed testing of EDP controls in other
areas of audit significance. This multi-phase approach which starts
with the overall organization and then focuses on specific parts of
the organization is a systems approach to auditing recommended to faci-
1itate an efficient study and evaluation of internal control and
selection of subsequent examination procedures.

Possible standardization of auditing procedures. Further study

into the feasibility of a standardized body of auditing procedures
for use in examinations involving computer-based accounting systems
has been indicated. Implementation of these suggested procedures
would hopefully provide a more consistent basis for conforming to the
generally accepted auditing standards. The initial survey data from
this study revealed no standard set of auditing procedures for com-
puter-based systems in general use among the survey respondents., In
addition, many procedures and practice requirements varied widely.

Increased awareness of management fraud. In addition to improving

the audit examination through improved procedure selection based on an
efficient evaluation of the client's internal control system, the in-

vestigation of the Equity Funding case also stressed the need for the
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oulside auditor Lo be constantly aware of his own unique position

as an independent auditor who must vely on his own powers of investi-
gation and accumulation of evidential matter. The independence of
his position must include an underiying knowledge on his part that
the proper study and evaluation of internal control is often effective
in assessing the possibilities of isolated employee improprieties,
defalcations, or fraud within the accounting system. However, an
internal control evaluation is virtually meaningless for assessing
management. fraud or widespread collusion. Top management's authority
to chenge the organizational structure allows them to manipulate
selected portions of the administrative and operational framwework in-
cluding the internal control system. As in the Equity Funding case,
management may create a facade of respectability for fraudulent
activities being carried on beneath the surface.

Increased management controls. The separation of management
fraud from employee fraud gives rise to several potential additions in
traditional audit examination procedures. The recommendations in this
scction are advocated as supplementary procedures useful in the auditor's
preliminary evaluation of the client organization and its personnel.
A1 of these recommendations have an underlying basis which is somewhat
analagous to the “sunshine laws™ concerning public officeholders and
their activities. The concept of placing relevant management actions
under independent scrutiny would presumably extend the internal control

function to management activities on a more realistic level.

The first of these recommendations is the extensive use of audit
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committees. These committees would include a substantial propor-
tion of interested, capable individuals that would be outside of
the corporate organization, and thus be less subject to management
manipulation. The audit committee could be independent of the board
of directors and would specialize in accounting and audit-related
activities. As is the case with internal auditors, the use of audit
committees would not be a substitute for external audit examination,
but such a group would be an additional source of independent con-
trol over improper internal management activity. The major benefit
would probably be as a deterrent rather than to detect fraudulent
actions because most widespread, blatant schemes such as in the
Equity Funding case would not be feasible if even a small degree of
constant and consistent outside probing were present.

The selection, tenure, payment, and reporting duties of the
audit committee members are important facets of the working relation-
ship between such a committée and the auditor responsible for the audit
report, and merit additional research before a workable plan can be
initiated. However, investigation of the Equity Funding case supported
the observation that there was widespread and often obvious collusion
which was- aided by the closed nature of the corporate environment. The
essential aim of the recommended audit committee is to open the cor-
porate environment to the auditor so that he can perform a more ef-
fective examination.

Another suggestion for controls on the improper use of management
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authority is more closely related to personal controls on indivi-
dual managers. The use of bonding services and polygraph examina-
tions might be considered in conjunction with the use of audit com-
mittees. These controls may be considered as invasions of personal
privacy, but in most cases would be restricted to oniy those areas
retevant to the work of the audit committee and outside auditors.
One answer to the claim that such activities would be a violation

of privacy for those management personnel involved is that when
large amounts of securities of these companies are publicly traded,
fhen it is within the realm of protecting the investor's interests
that certain items be known about the background and personal inte-
grity of key members of top management. The results of the audit
committee investigations, the bonding investigation and the polygraph
examinations would all be integrated into the outside auditor's pre-
1iminary review of the client as part of his study and evaluation of

internal control.

Increased auditor control. Audit consistency and increased

professional attitude would be greatly enhanced through the utiliza-
tion of requireﬁ peer review among CPA firms. Analysis of auditor
performance in the Equity Funding case and analysis of survey responses
regarding characteristics of professional audit practice led to the
conclusion that there was a substandard audit in the Equity Funding
case, and, furthermore, a wide dispersion of practice requirements
among the responding firms in certain aspects of auditing in computer-

based accounting systems. Both sections of this inquiry demonstrated
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a need for a more consistent level of competent audit practice
among certified public accounting firms.

The peer review issue has been discussed and used to some ex-
tent by various state CPA societies but largely on a voluntary basis.
These self-improvement programs seem to be well received among the
conscientious practitioners who are already doing a reasonably good
job, but welcome the constructive comments of their fellow practi-
tioners. However, this positive attitude in the area of improving
professional achievement in order to render better service in the
area of opinion audits was not present in the audit environment of
the Equity Funding case, and voluntary compliance would have pro-
bably had Tittle effect on the auditors involved.

The peer review program advocated in this proposal would in-
volve a required review of selected audit clients on a prearranged
rotation cycle. The primary objective of such a program would be to
provide the capacity of continuing multi-level review which the larger
national and international firms already provide on an internal basis.
This review would be particularly beneficial to the small local firms
and individual practitioners who may not be aware of possible gaps in
professional practice between their work and the work of their peers.
In the unfortunate case where these auditors are already aware of
their substandard examinations, but are not interested in improvement,
the review requirement would assist the accounting profession in identi-
fying such practitioners for subsequent disciplinary or administrative

action.
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A Concluding Comment

Computer-based accounting systems offer new challenges and
uniqgue responsibilities for auditors. In several notable instances,
however, auditing standards have been inconsistently interpreted by
the pubtic accounting profession. As a consequence the real impact
of computer-based accounting systems on auditing has not been properly
reflected. The audit performance problem relates directly to
raising the median level of adherence to auditing standards and

to reducing the range of performance around this median.
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APPENDIX A
INTERNAL CONTROL QUESTIONNAIRES

These questionnaires are reproduced
by permission of the publishers.
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QUESTIONNAIRE COVERING ENTIRE
PROCESSING FUNCTION !

1111 APPENDIX CONTAINS a model questionnaire for obtaining in-
formation on internal control in an electronic data processing
mstallation.

"The questionnaire is divided into two major parts:

. Questions relating to the operation of the electronic data
processing installation

2. Questions relating to an individual data processing ap-
plication.

This division reflects the fact that the organization, the policies
and the pracedures of the installation provide an environment in
which individual applications are run. This environment must
be understood before the controls associated with individual ap-
plications can be evaluated.

The review of a computer processing application should be
carried out in the context of the entire processing cvcle, includ-
g both computer and non-computer processing and controls.
Lhe firm’s internal review questionnaire (or other method used
to obtain information) should cover the non-computer proce-
dures and controls; the application questionnaire is structured to
provide only the added questions related to computer processing.

The number of questions to be included in a review ques-
Lemnaire depends somewhat on how broadly the auditor views

Tgordon Davis, Auditing and EDP (New York: American Institute of
Certified Public Accountants, 1968}, pp. 326-340.




his audit assignment—whether he looks at items affecting op-
etational efficiency as well as items directly affecting the audit.
The control significance of the response to a particular question
often, however, depends on the characteristics of the system
being evaluated and the total picture of internal control. Each
question in the model is coded A, B or C according to its general
control significance. This code is only an indicator to aid the
auditor; he must evaluate the significance in each particular case.

CODE IN GENERAL, QUESTION RELATES TO:
A Controi element which may affect the auditor's evaluation of
internai control
B Control element which tends to affect data processing safeguards
but is, however, not likely to affect audit procedures
v Element affecting oparational effectiveness or efficiency

The questions are arranged here so that reference can be made
to the appropriate chapter in this book if background informa-
tion is desired. For this reason there are no detailed explanations
accompanying the questions.

All yes-or-no questions are worded so that “yes” is a favorable
response and “no” indicates that further investigation or evalua-
tion is required. The auditor may also wish to expand and clarify
his answers by adding comments.

Part I: QUESTIONNAIRE FOR OPERATION OF THE ELECTRONIC
Data PROCESSING INSTALLATION

1. Background
1-1. Where is the computer located?

1-2. Give a brief description of equipment

(a) Manufacturer and model number of computer
(this can be obtained from a copy of the manu-
facturer’s invoice)

(b) Internal memory size

199



200

(c) File storage devices
Magnetic tape (no. units ____)
Disk (no. drives )
Other (describe)

oo

(d) Input/output devices
Card reader
Card punch
Printer
Other (list)

Oooo

1-3. Applications

Cash

Receivables

Inventory

Property, plant and equipment
Payables

Sales

Payroll

Cost and expenses

Other (list major ones below)

OO0O00O0000a0

2. Organization

2-1. Prepare or obtain an organization chart
of the EDP organization. Determine
position titles, job descriptions and
names of persons in these positions.

2-2. Is there a segregation of duties such
that:

(a) The functions and duties of system



design and programming are sepa-
rate from computer operation?

(b) Programmers do not operate the
computer for regular processing
runs?

(¢) Computer operators are restricted
from access to data and program
information not necessary for per-
forming their assigned task?

(d) The employees in data processing
are separated from all duties relat-
ing to the initiation of transactions
and initiation of requests for
changes to the master files?

. Are the operators assigned to individual

application runs rotated periodically?

. Are the computer operators required

to-take vacations?

- Is supervision of operators sufficient to

verify operator’s adherence to prescribed
operating procedures?

. The Control Function
3-1.

Is there a person or group charged with

responsibility for the control function

in the data processing department? Ob-
tain description of duties. These dutics
will normally include:

(a) Control over receipt of input data
and recording of control informa-
tion?

(b) Reconciliation of control informa-
tion (batch control with computer
control totals, run-to-run controls,
etc.)?

(¢) Control over distribution of out-
put?

Yes N
a
o m
0 O
O 0O
O
O
O C
O L

O
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3-3.

3-4.

3-5.

(d) Control over errors to ensure that
they are reported, corrected and
reprocessed?

{e) Review of console logs, error list-
ings and other evidence of error
detection and control?

. Is the person or group responsible for

control over processing by the data proc-
essing department independent from the
person or group responsible for the oper-
ation of the equipment?

If there is an internal auditing group,
does it perform EDP control activities
related to:

(a) Review or audit?
(b) Day-to-day control activities?

If “yes” note the nature and extent of
these activities.

Are master file changes or changes in
program data factors authorized in
writing by initiating departments?

Are departments that initiate changes
in master file data or program data fac-
tors furnished with notices or a register
showing changes actually made? (Ex-
amples of such changes are changes in
pay rates, selling prices, credit limits and
.commission tables.)

. Control Over the Console
4-1,

Are provisions adequate to prevent un-
authorized entry of program changes
and/or data through the console? The
following questions reflect the types of
controls which may be used.

(a) Are adequate machine operation
logs being maintained? For each

Yes No
I
O 4
O a

0O
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run, these should include informa-
tion covering the run identification,
operator, start and stop time, error
halts and delays, and details of re-
runs. Idle time, down time, pro-
gram testing, etc., should also be
logged.

(b} Is there an independent examina-
tion of computer logs to check the
operator performance and ma-
chine efficiency? If “yes,”

(1) How often
(2) By whom
(3) How carried out

(c) If the computer has a typewriter
console, is there an independent ex-
amination of the console printouts
to detect operator problems and un-
authorized intervention?

(1) How often
(2) Bywhom
(3) How performed

5. Management Practices

51

2.

5-3.

Is there a written plan for future
changes to be made to the system?

Is approval for each application sup-
ported by a study of cost and benefit?

Is a schedule of implementation pre-
pared showing actual versus planned
progress?

Yes No
O O
O O
O O
O 0O
0O g
i
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6-2.

6-3.

Yes No "

Is there a systems and procedures man-
ual for the activities of the installation?

. Documentation
6-1.

Is a run manual prepared for each com-
puter run?

Are operator instructions prepared for
each run?

Are documentation practices adequate?
Does the normal documentation for an
application include the following?
Yes No
Problem statement
System flowchart
Record layouts
Program flowcharts
Program listing
Test data
Operator instructions
Summary of controls
Approval and change record [J

OO08000o0oo
ouooooooon

6-4. Is there supervisory review of documen-

tation to ensure that it is adequate?

6-5. Is documentation kept up to date?

. Program Revisions

7—1 Is each program revision authorized by

7-2.

a request for change properly approved
by management or supervisory person-
nel?

(a) Who authorizes?
(b) How evidenced?

Are program changes, together with their
effective dates, documented in a manner

which preserves an accurate chrono-

logical record of the system?

a o C

O O cC

O o c
O g c

]
a
O

O

3
O

O

O

B
C

C
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10.

11.

7-3. Are program revisions tested in the same
IManner as new programs?

Hardware Controls

Unless there is evidence of hardware-based
processing difficulties, the auditor can usually
rely on the hardware. No review is ordinarily
required for audit purposes.

Control Over Input and Output Data

Although the control over input and output
data must be exercised for each application,
general questions regarding these controls
may be used to ascertain policy regarding the
use of control procedures.

9-1. Are initiating departments required to
establish independent control over data
submitted for processing (through the
use of batch totals, document counts, or
otherwise)?

9-2. Is a schedule maintained of the reports
and documents to be produced by the
EDP system?

0-3. Are output reports and documents re-
viewed before distribution to ascertain
the reasonableness of the output?

9-4. Are there adequate procedures for con-
trol over the distribution of reports?

Programmed Control Over Processing

Programmed controls must be evaluated in

terms of each application.

Controlling Error Investigations

11-1. Are all error corrections reviewed and
approved by persons who are independ-
dent of the data processing depart-
ment?

Yes No

008

a

O

a

|

O

O
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11-2,

11-3,

Are tecords maintained of errors oc-
curring in the EDP system?

Are these error records periodically re-
viewed by someone independent of
data processing?

12. Physical Safeguards Over Files

12-1.

12-2.

Are importani computer programs, es-
sential documentation, records and
files kept in fire-proof storage?

Are copies of important programs, es-
sential documentation, records and
files stored in off-premises locations?

13. Procedural Controls for Safeguarding Files

13-1.
13-2,

13-3.
13-4.

13-5.

Are external labels used on all files?

Are internal labels used on all mag-
netic tape files?

Are file header labels checked by pro--

grams using the fles?

Are file protection rings used on all
magnetic tape files to be preserved?

Is the responsibility for issuing and
storing magnetic tape or portable disk
packs assigned to a tape librarian, either
as a full-time or part-time duty?

14. Capability for File Reconstruction

14-1.

14-2.

14-3.

Are there provisions for the use of al-
ternative facilities in the event of fire
or other lengthy interruption?

Is there adequate data processing in-
surance (other than fire coverage)?

Are data processing personnel covered
by fidelity insurance?

Yes No
Ooocc
O O C
O O cC
0 O C
OO B
O OB
O B
O '8
0 O c
0O O c
O O B
OO B
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ParT II. QUESTIONNAIRE FOR INDIVIDUAL APPLICATIONS

The questions in this section are expected to supplement an
internal review questionnaire or any other information-obtaining
method. They should enable the auditor to obtain information
on whether or not various contro! techniques have been used in
the computer processing phase of a particular application,

The questionnaire is organized around the following control
points:

1. Adequacy of control over input data

(a) Verification of correctness of input data
(b) Control over transmittal of data for processing
(c) Validity tests and other tests of input data

2. Adequacy of control over processing

(2) Control for completeness of processing
(b) Checks for correctness of processing
(t} Handling of rejects

(d) Management trail or audit trail

3. Adequacy of control over programs and data files

(a) Documentation
(b) Control over changes to master files
(c) Back-up procedures

The questions are numbered from 101 to distinguish them
from questions in the general questionnaire. In cases where a
control can be implemented by two or more methods, the re-
lated question is followed by a check-list of common control
procedures. For each application {or run)-related to the audit,
the auditor should obtain information sufficient for answering
all the relevant questions.

101. Control Over Input and Output for an Application

10)-1. Are there adequate controls over the
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101-2.

101-3.

101-4.

101-5.

creation of data and its conversion
to machine-readable form?

(a) Procedural controls [

(b) Mechanical or visual
verification O

(¢) Check digit .

Is there adequate control over trans-
mittal and input of data to detect
loss or nonprocessing? Note data
field controlled.

Field

(a) Financial control totals

(b) Hash control totals

(¢) Document counts

(d) Sequential numbering of
input documents

(e} Other

Are the input control totals and run-
to-run control totals for each applica-
tion checked by someone other than
the equipment operator?

By whom?

If data transmission is used, are con-
trols adequate to determine that
transmission is correct and no mes-
sages are lost?

(a) Message counts O
(b) Character counts [
(c) Dual transmission []
(d) Other

Is input data adequately tested for
validity, correctness and sequence?
Note: Questions may have to be
applied to each important data field
of the input being reviewed by the
auditor.

Yes No

O 0O A

J

O

O

O

O

0

O

]

B
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101-6.

101-7.

Fields Tested

(a) Validity tests:
(1) Valid code
(2) Valid character
(3) Valid field
(4) Valid transaction
(5) Valid combinations
(6) Missing data

(b) Sequence

(c) Limit

(d) Reasonableness

(e) Other .

Is control over distribution of out-
put adequate? Describe,

Describe the control function, if any,
for evaluating quality of output.

102. Programmed Control Over Processing

103.

102-1.

102-2,

102-3,

Are control totals used to check for
completeness of processing? These
may include trailer file labels, run-
to-run totals, etc.

Are programmed controls used to
test processing of significant items?

Item applied to

(a) Limit and reasonableness
test

(b} Crossfooting test

Does the program check for im-
proper switch settings (if sense
switches are used?)

Control Over Handling of Errors

103-1.

Does the program provide an ade-
quate console printout of control in-

Yes No

L 0O

O

O
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103-2.

103-3.

103-4.

formation (switch settings, control
violations, operator intervention,
etc.)?

‘When a program is interrupted, are
there adequate provisions for re-start?

Are there adequate controls over the
process of identifying, correcting and
reprocessing data rejected by the pro-
gram?

Inquire into handling of unmatched
transactions (no master record cor-
responding to transaction record).
Is it adequate?

(a) Reject and note on error

log O
(b) Reject and write on sus-

pense record _ O
(c) Other

104. Control Over Program and Data Files

104-1.

104-2.

104-3.

Is there adequate up-to-date docu-
mentation for the application

: Yes No
(a) Application summary [] []
(b) Run manuals O 0O

(c) Operator instructions [] []

Is test data documented and kept
up to date

Are controls over master file changes
adequate

Yes No

(a) Written request for
change from outside

data processing O 4

Yes No

O B
OO c
O B
00O A
OO cC
O O C

oo B
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104-4.

104-5.

Yes No
(b) Register of all changes
reviewed by initiating

department 0O O
(c) Supervisory or other
review of changes 0O O

Are there adequate provisions for
periodically checking master file con-

~ tents
Yes No
(a) Periodic printout and
review O O
(b) Periodic test against
physical count O O
(c) Other

Are the back-up and reconstruction
provisions adequate
Describe

105. Management or Audit Trail

105-1.

105-2.

Do the records or references provide
the means to adequately:

(a) Trace any transaction forward
to a final total?

(b) Trace any transaction back to
the original source document
or input?

(¢) Trace any final total back to
the component transactions?

‘When ledgers (general or subsidiary)

are maintained on computer media,

does the system of processing pro-

vide:

(a) An historical record of activity
in the accounts?

Yes No

O

O
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Yes No

(b) A periodic trial balance of the
accounts? OO B

105-3. Are source documents retained for
an adequate period of time in a
manner which allows identification
with related output records and
documents? O g C
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QUESTIONNAIRE COVERING
COMPUTER SYSTEMZ

CLIENT

Preparad by Date
Client panonnel consulted Pusition
Reviewed by Data

This questionnaire is to bo uvsad to avaluote the controls over the elactronic dola
procensing 1egment of the company’s accounting system. It i3 lo supplamant the internsl
control questioanaire used for manual and semioutomatic systemy., The canventiongl
questionnoire will confinue Yo be used to evaluate the controls over ossats ond dala before
ond after data processing by the computer.

Tho amswer to coch question should be checked in the oppropricte column: Yes, No
or N/A (Nat Applicobla). 1T the question is egplicable, on affirmative answer indicates
edequate Internal contrel. However, a negative cniwer must be completely investigated
to sea whather altermative procedures provide the desired coatrol.

Some of the questicns refer to tha controls ovar the operotion of the EDP deportmant,
while others refer 1o procassing controls incorporated Into specific opplications, When
considering the quastions which relata 1o specifie opplications, insert the name of each
application ot the lop of a column ond check the blocks in tha proper columns, Contider
the controls ovar soch arplicaticn individually; o processing control may be present in
one opplicolion but not in ancther.

2Walter B. Meigs, John B. Larsen, and Robert E. Meigs.

Principles

of Auditing, 5th Edition. (Homewood, I11linois: Richard D. Irwin, Inc.,
1973), pp. 189-197. -



CLIENT,
Prepored by Oate
Client personnel consulted Position
Reviawsd by Date

This questionnaire is to be uted to avalucte the controls over the electronic data
pracauing segment of the pany's ting system. {1t is to supplemant tha internal
control questionnoire used for manual and semioutematic systams. The conventional
quastionnaire will continue ta ba uted to evaluats the controls aver ouets and data bafora
and after data processing by the computer.,

Tha crawer to each quastion should ba chackad in the oppropriate column: Ye:, No
or N/A (Mot Applicable), (F the question it opplicoble, an offirmotive eruwer indicates
odequate internal contral, Howsver, o negative anawer must be complotaly investigoted
to soe whethar oltemnative procedures provide the desired control.

Some of the questions refer to the controls over the opsration of the EDP department,
while others refer to processing contrals incorporated into spacific opplications. When
consldering the questions which ralate to specific cpplications, insert the nome of each
opplication at the top of o column and chack the blocks in the proper columms, Consider
the centrals over each application individually; a processing contrel may be presant in
one applicotion byt not in anothar.
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Ssction A == Goneral Informotion

A =1 Whare is the computar locoted?

A =2 Glve a brief deseription of aguipment

{a) Manufacturer ond model numbar of computer (this can be cbiainad from o copy
of the monufacturer's invoice)

() Intamal memory size
(¢} File storoge davices
Mognetic tope {no. units }

Disk {no. drives )
Othar {describe}

]

{d) Input/output devices

Cord reader
Cord punch
Printer

Orhar {I1s1}

1]

A -3 Applications

Cash

Receivables

laventory

Property, plont and equipment
Paycbles

Sales

Payrall

Cost ond expenses

Other (|ist mojor ones balaw)

I

Saction B =« Organization of the EDP Functien

An Importont foctor in internal contral is the orgonizatian of the EDP depart-
mant. It must be so designed to give maximum sarvice lo other departments,
yot ba independent of them. The procedures in the EDP department muit be
documanted, with a minimum of crol instructions, Chtain or prepare an
erganization chart of the EDP organizalion.




Yo No _N/A

B=1 Is thare a sagregoton of duties such that

{a) The functions and duties of systam design ond progromming are saporate fram
computer operation?

(b) Programmers do not operate the camputar for ragular processing runs?

{c) Computer cperoton cre restricted from cccens to dota and program Information not

netenary for performing their onsigned task?

{d} The employses in data processing ore separated from oll duties relating to the
initiatlon of raquests for chongat to the master files?

B-2 Are the oparators essigned to individual application runs retated pericdically?

B-3 Ars the computer cperators raquirad to take vacations?

B4 15 suparvhiion of aperctors sufficlent to verify operater's adherence to praicribed
oparating proceduras?

B=5 is access to the computer cantar [Tmitad lo paryons having a legitimate reason for
baing thera?

B=4 I3 thers o parson or group charged with rasponsibility for tha contrel function in the
dala procening department? Qbtain deeription of duties. These dutlas will
normally includa;

{a) Conivol over recelpt of input data and racording of control informotion,

(b) Reconcillotion of control information (batch control with computer control
tolals, run=to-run controls, elc. ).

(c) Conltro! aver distribution of cutpul.

{d} Control over arrors to enture that they are reported, corrected ond repr

(e) Roview of contole fogs, emor listings and other evlden;:e of arror dategtion
and coatral,

B-7 I3 the parson or group responiible for control over procaning by tha doto processing
deportmant indepandent from the parson or group responsible for the eparation of
the equipment?

8-8 If thara is an Internal awditing graup, doas it perform EDP control octivilies related
te:

{a)} Raviaw or cudit?
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Yos No N{A
. (b) Doysto=day control activitles?
IF “Yes", note the nature and axtent of these activities.

8-7 Are master file changes authorized In writing by initlcting departments?
8-10 Ara departmenty thot Inftlate changes In maater file dato Furnished with notices or a

register showlng chonges actually moda? (Examples of such changes are changes

in poy rotes, 1elling prices, cradit Iimits bnd comminlon tobles.)
6-11 [x tha EDP department indepandant of all operating units for which it performs data

procening funchons? :
B=12 Are there provisions for the e of alternctive facilities In the avent of fire or other

tangthy Intarruption?
B=13 (s thers adequate dota procening Tauranca (other thon fire coveroge)?
B-14 Are dato procassing personnal coverad by fidelity insurance?

Application
. (if odditTanal calumns cra required,
Sactlon C = Input Controls y use addillo;ml _poges}
] 2

Yas No N/A *_ Yes Mo N/A

C=1 Are Initloting deportmants required to establish control over
dota wbmitted for processing {ihrough the wa of batch
tohals, document counts or cthar)?

C-2 Are there adequate controls over the creation of data ond
its conversion to machine~raodcble form?

(o} Preesdural controls

(b) Machonical or visual varification
(c) Check diglt

C-3 ls thete odequate control over tronsmittal ond input of dato
to datect loss or nonprocexsing?

(o) Finoneial control totals

(b) Heosh contrel totols

{c) Documant counts

{d} Sequantial numbering of Input decuments
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2

Yes No

N/A  Yes

Na

NFA

{#) Other (dascribe)

Co4 Ara the input control totols ond rum=to-run control totals for
ooch application checked by someane other thon the equip-

mant cperctor ?
By whom?,

C-5 IF data transmissicn is vsed, cre controls adequate to datar=
mine that transminsion is correct ond no mewsages ora lost?

{s} Meuage counh

{b) Chaorecter counts

fc) Dual traramission

{d} Other (dasceibel

C=4 [s input data adequately tested for validity, corractness and
quence?

Note; Glusstions may have to ba cpplied to sach importont
dato field of the input being reviewed by the cuditor,
Comider the following criterio and avgluate:

(0} Validity tests:
{1) Valid coda
{2} Yolld choracter
{(3) Volid field
{4) Volid transcetion
{5) Volid combinations
(&} Missing dota

(b} Sequence
{c) Limht )

(d) Reczongbleness
(#) Other

€-7 Are all source decuments identified by batch number and
concelled to prevent reprocessing?

Saction D =- Output Controls

D~1 Do initiating depertmenh maintain schedules of the reports
and documents they ore to raceive from the EDP deportment?
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n

Yes

No

N/A

Yes

No

N/A

D-2 Ara output reports and documents reviewead bafore distribution
to cacartain the reosonoblenass of the output?

D-3 Are thers adaguote procadures for control cver the distribution
of reports?

D-4 Describa the control fungtion, if any, for evalualing quality
of output.

Section E == Programmad Contrals

E-1 Do the program loading routines Include tests to verify that the
individual programs are completely ond cceurately read into

inventary? (Cord counts, hash totals, record counts, saquence
chacks, etc.)

E-2 Are control totals used to check for complateness of processing?
Thase may intluda trailer file labels, run=to=tun totals, etc.

€-3 Are programmaed conlrols utad to lest processing of signiflcant
items?

For instance,
{a)} Limlt and recsoncbleness test
(b) Crossfooting test

E=4 Doas tha program check for improper switch saltings (If seme
switchas are wsad)?

E-5 Does tha program provide on adequate comcle printout of
contral infermation {swich settings, control violatfons,
operator infervention, ale,}?

£-6 Whan a program Is intarrupted, ore thers odequate provisions
for re-atart? .

E-7 Are there odequate controls ovar the process of (dentifying,
comecking and reprocessing data rejected by tha program?

E-8 Inquire into hondling of unmalched tronsoctlons {na master
record cormespending to tronsaction record).

Is 1t odequate?

{a) Rejact and nota on aerror log

(b) Reject and write on suspenis racord

{c} Other (describe)
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Yes No  N/A:  Yes No

N/A

Saction F ~=Master File Contrals

F-1 Are contral total end other tachniques (card counts, sequence
checks), baing utllized to cuure thal the mastar card File

balng processad is complate and accurote?

F-2 Are controls ovar master fila chonges odequate?

fa) Written request for change from outside data processing

(&) Rapister.of all changes raviawed by initicting deportment

{c) Suparvisory ar other review of changes

F-3 Are there adequata provisions for perfedically chacking
master file contents?

(a) Pariodic printout and raview

(b) Periodic test against physical count

{c) Other

F-4 Are the back-up and reconstrugtion provistons adequate?

Describe

SecHon (G == Dala and Master Fila Protaction

G-1 Are Important computer programs, essential documantation, racords and Flles kept

n flreproof storoge?

G=2 Are coplm of-inwrmr programa, essentiol documentation, records and files stored
in off=premises locations?

G-3 Are externol Icbels used on ol files?

G-4 Are Interna! Tobels used on all mognetic tope files?

G-35 Ara file heoder labels checked by progroms using the filas?

G=5 Are fila protection rings used on all mognette tope Files 1o be preserved?

G~7 I3 the reponsibility For lusuing and stering magnetic tope or portable disk pocks
owuigned to o tape librorion, either os o full-time or part=lime duty?
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Saction H —=Monogamant of the EDP Deportment

H=1 Is o run monual prepored for each compuler run?
H-2 Are operator instruttions prapored for each rn?

H=3 Are documantation practices adequats?
Does the notmal documentation for an opplication include the following?

Problem statement

Systam flowchort

Record loyouts

Progrom flowcharhs

Program 1istlng

Teat data

Opaerator Instructions
Summery of controls
Apptoval ond change record

H=4 ls thare supervitory raview of documentation to ensure that Tt is odequete?

H=5 |3 documentation kept up to date?

_H-5 s each program revision authorized by a request for change properly oppraved by

monogamant or suparvisory personnel?

{u) Who outhorizes?

(b) How evidenced?

H-7 Are program changes, togsthar with their offective dates, decumented in o manner
which preserves on accurate chronological rezord of ths system?

H-B8 Are provisions odequate to prevent unauthorized entry of program chonges ond/or
data through tha consola? The following quastions reflect the types of controls
which may be used .

(o) Are odequate machine operation logs baing mointained? For each run, thess
thould inelude information covering the run idantification, operater, start
and stop Hme, error halts and delays, ond detalls of rarurs. |dle Hme,
down time, program testing, etc., should also ba logged.

(b) e there an Indepandent axamination of computer logs to chack the cparator
parformonce and mochine sfficlency?
I "Yes*

{1} How cften (2) By whom
{3} How carried out _

(c) If the computer has a typewriter console, s thers an independant examination

Yes

]

No

N/A

[ 1]

{111
T

1]

|
|
|

|
|
|

|
|
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of the comole printouls to delact operator problems ond unouthorized intervention?

{1} How often
(3) How performed

{2) By whom

H=9 Are records maintained of amors occurring in the EDP system?
H~=10 Are thasa error records pericdically raviowed by somacna indapandent of data processing?
H-11 Do tha reconds or raferences provide the means lo adequaltely:

() Troce ony transaction forword to o final totsl ?

(&) Trace any transaction back to the original source document or Input?

{€) Trace any final kalal back ta tha component hransactions?

When ladgeri (general or subsidiary} ore maintcined on computer madia, does tha systam
of procening provide:

{a} An historical record of activity in the accounts?
{b) A pericdic triol balonca of the accounts?

H=12 Are source documents retained for on odequate peried of time in o manner which cllows
identification with related output records and documents?

|

1

Saction | ==EDP Planning

l=1 I3 therw a written plon for fulure changes to be moda to the systam?
1=2 1s cpproval for dach application supported by a study of cost ond benefit?
1=3 11 @ schadule of implemantotion prepared showing actual venus planned progren?

1=4 |3 there a systems ond procadures manuc! for the uctivities of the installation?

[
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November 1, 1973

Dear AICPA Member:

"CPAs have entered a period which is testing their abilities to
respond with boldness and imagination to a host of new challenges."

ac you know, our profession is currently involved in the problem
of determining the CPA's role in the installation and audit of computer-
based accounting systems, and in this respect the ahove statement by
LeRoy Layton is particularly appropriate.

As part of my doctoral dissertation at Louisiana State University,
I am trying to obtaln a representative survey of the opinions and
procedures of certified public accounting firms pertaining to these areas.
So that your firm can be included, I have enclosed a questionnaire and
a postage-paild return envelope. Your responses will be held in strict
confidence and will only be used to develop various statistical tables.
Individual respondents will in no way be identified. Please note that
the questions are printed on the front and back of each page.

Because of the knowledge of your firm's audit practice which many
of these question's require, it would be preferable if the questionnaire
could be completed by someone in the audit division or possessing a well-
rounded knowledge of your firm's audit policies and procedures. The
questionnaire has been pretested, and the time required for its completion
is estimated at about 15-20 minutes. If you would like a brief summary of
the results of this survey please so indicate on the questionnaire.

_ Thank you very much for your time and effort in answering this
questionnaire. Needless to say, yocur participation is vital to the

success of this research.
n

Sincerely,

Moven F

Steven Flory, CPA

Enclosures
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INSTRUCTIONS: Please answer the following questions by placing a check

in the appropriate space provided beside each alternative., Several questions
also provide space for additional information or comments. Please answer each
question according to the individual instructions and to the best of your
kmowledge about your firm's audit practice.

1.

2.

3.

5.

Is your firm:

(a) International {¢) Regional
(b) National (d) Local
What is the size of your firm with respect to approximate annual revenue?
(a) Under $100,000 {(d) $1,000,000-% 4,999,999
(b) $100,000~5499,999 {e) $5,000,000-515,000,000
(c) $500,000-§999,999 {£) Over $15,000,000

What is the approximate size of your firm's professional audit staff,
including partners?

(a) Scle practitiomer (d) 25- 99
—_(®) 2-9 ____ (e) 100-500
(e} 10-24 (f) Over 500

What percent of your firm's total fees are derived from each of the
following areas?

Percent of Fges
1- | 26~ |51« |76~
0 25 50 75 99 100

(B) Auditing ssssassnRnsinnns
(b) TaXE5 cvecrsasssascassnns
(c) Management services cesas
(d) Write-up work and
unaudited statements ....
(e) Other (please specify)

Which of the fellowing approaches does your f{irm use in training its

professional staff to audit financial statements prepared in a computer-

based accounting system?

) Frequently | Occasionally | Never
Used Used Used

(a) Courses given by your £irm .oeesee
(b) Courses given by professional
societies (AICPA, state
societies, eEc.) secresrrnccncanes
(¢) Courses given by equipment manu-
facturers & software companies ...
{d) Courses (other than those leading
to a degree) given by colleges and
other schools ..vcusevvscesarsaene
(e) Courses given by colleges during
degree work ,...ceccovssuvncsanvna
(f) On the jOb training ctsssscpanasan
{g) Individual self-study & programmed
learning courSeS .cecescvacesnanee
(h) Other (please specify)
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In each of the following statements (numbers 6 through 18) please select
the response which best reflects your firm's policy with respect to the know-
ledge required by each member of the audit staff in the examination of
financlal statements produced by a computer-based accounting system,

[ Q 3
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6. The auditor should have a basic knowledge
of at least one computer hardware system,
including the functions of its component
parts, capabilities and limitations, and
. the more universal terms used within the

SYBtem IR EREFNE NN NN NN N EERENEERE RSN

7. The auditor should have a working knowledge
of at least one computer programming
1anguage ....ecvsssvsrascasassssasascanns

8. The auditor should be able to understand
the procedural steps in a computer-based
accoumting system of modest complexity ...

9. The auditor should be able to utilize basic
diagram symbols to describe the system
clearly and precisely ....coceccvinnarese

10, The auditor shouid be able to design, pro-
gram. and debug a computer-based accounting
system of modest compleXity ...ecevecsersnn

11. The auditor should be able to test a
computer-based accounting system of modast
complexity for compliance with design
specifications ..creveesrccvenccnrrrenens

12. Computers have had a substantial impact on
changing the objectives of the audit
fmction [EEE N EREENRNERNEN N NENNNNEEREN NN R

13. Computers have had a gubstantial impact on
changes in our firm's audit procedures ...

14. Computers have had a substantial impact on
changes in our training of the firm's audit

Staff IR R EEE N R RN N RN NN ENERENE KN NN

15. The design of computer-based accounting
systems requires a greater fundamental know]
ledge of computers than is required to per-
form audits of these systems cecvevecvracas

16. Introduction of generalized audit software
packages designed to assist the auditor in
computer-based accounting system has sub- T
stantially reduced the need to understand
computer programming languages sececeveress

17. Introduction of generalized audit software
packages has substantially improved the
ability of the auditor to properly evaluate
internal control in a computer-based
accounting System ..c.icccrcacnvevncasnnea

18. 1Introduction of generalized audit software
packages has substantially reduced the need
to evaluate cach data processing step uti-
lized in preparation of accounting informa-
tion for financial statements sessasssnces




19.

20.
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Does your firm design or help design computer-based accounting systems?
{a) Yes
(b) No

Does your firm have audit clients who are utilizing computer=-based
accounting systems {include those clients using service bureaus or
time sharing systems)?

{a) Yes

{b) No

IF 'NO', THE REMAINING QUESTIONS ARE NOT APPLICABLE TO YOUR FIRM. PLEASE
RETURN THE QUESTIONNAIRE, AND THARK YOU FOR YOUR PARTICIPATION.

21.

22.

23.

24,

Does your firm designate certain personnel as computer-audit specialists?
(a) Yes
(b) No

If 'Yes', does each audit involving a computer-based accounting
system have a computer~audit specialist assigned?

(a) Yes

{(b) No

What is the depth of knowledge in the following computer-related areas
that your firm requires as a basic prerequisite for auditors who are
assigned to engagements Iinvolving computer-based accounting systems?
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{a) Basic data processing concepts .cescsecessse=
{b) On line/real-time processing concepts s..ees.
(c) Computer hardware and related
.Capabilitiesllimitations 2sEsENIBRETEN ST NSNS
{d) Programming LanBuagesS .scceeisesesensasensenss
(e) Program flowcharting .seecssesassssscsrassonscas
(f) System feasibility and design .cescencsecscans
(g) System flowcharting cceeaencecscssuscsssnannns
(h) Report design in a computer-based system .,..
(1) System and program documentation c.ccececeses
(1) Internal control in a computer-based system .
(k) Auditing in a computer-based environment .... )

In relation to the total time devoted to an audit engagement, what has
been the direction of change with respect to the time devoted to the
study and evaluation of internal control in those clients utilizing
computer systems?

(a) More time required (b) Less time required (c) No change

Does your firm's study and evaluation of internal control in a computer-
based accounting system involve the evaluation of compliance with Internal
Revenue Service requirements and rulings concerming the retention of
records stored on machine-sensible data media?

(a) Yes {(b) No
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26,

Which of the following auditing procedures and techniques
your firm as part of the study and evaluation of internal control in

computer-based systems?

(a)
d)

(c) ¥ritten description of accounting System seeeesa.

(d)
(e)
(£)
(e)
(h)
1)

& )

Required

228

are used by

Optional

Never used

Don't know firm
requirements

Standard questionnaire for all audit engagements
(manual and computerized SYSLEMS) .eeeveacsvssenns

Supplement to standard questiomnaire (for use in
computer-based SYSLEMS) cecsvsssssssssvenrasssnsns

System flOWChartS R R R P N R N NN RN NN TR NN

Program flowcharts SsssascsesisnrsnsnsRREIERRERSER S

Progra‘n test decks [E N NN NNEENE NN NN SN R B AN N N B N
Integrated test facility (ITF} or other techniquep
tntroducing selected test data into the accounting
system simultaneously with genuine company data .

Audit, documentation and other software packages
provided to clients by computer manufacturers ...

Generalized audit package (please specify)

SErFAFS AR D ARSI DR

Other audit procedures and techniques that your
firm considers important in its study and
evaluation of Iintermal contrel in 2 eompirtars
based system (please specify)

*eeTReacs s

Has your firm made any changes in its policy toward auditing financial
statements produced in a computer-based aceounting system as a result

of the alleged insurance fraud case involving Equity Funding Corporation

of America?

(e

{a) Have not heard of case
before further action is taken

exchanged by £irm personnel

{£) Do not know firm reaction

{b) No, we are awaiting final outcome of pending litigation
Yes, to the extent of informal suggestions and comments
(d) Yes, a2 committece has been established to study the audit

implications but no recomnendations have heen made
{(e) Yes, formal changes have been made and implemented

If you selected response 'e', what i3 the nature of these changes?

Please make any comments which you feel would be useful in the completion
of this project,
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