Internal Control, Internal Auditing and
Effect on Audit Program

By T. ReciNALp Croaxke, C.P.A.

HERE have been numerous defini-
ions propounded for “internal con-
trol” and since it is not the purpose of
this discussion to arrive at the perfect
definition, if one could be obtained, it
will suffice to describe it generally as a
form of procedure within an organiza-
tion which offers a method of checks
and balances to the extent of discourag-
ing theft, promoting accuracy and relia-
bility of the accounting data, and de-
veloping general operational efficiency.
To the extent that such control accom-
plishes these ends, it follows that the
necessary review by the independent
auditor is lessened. His certain “musts”
in auditing (as, for example, confirma-
tion of bank bhalances, examination of
securities, confirmation of accounts re-
ceivable, etc.) cannot be climinated, but
the extent of his tests may be mini-
mized, especially insofar as they con-
cern operations. In fact, the existence
of a substantial degree of internal con-
th

curities and Exchange Commission ex-
plain this point:

“In determining the scope of the audit
necessary, appropriate i ion sl

be given to the adequacy of the system of
internal check and control. Due weight
may be given to an internal system of
audit regularly maintained by means of
auditors employed on the registrant's own
staff. The accountant shall review the ac-
counting procedures followed by the per-
son or persons whose statements are certi-
fied and by appropriate measures shall
satisfy himsclf that such accounting pro-
cedures are in fact being followed.”

The role played by the internal auditor
in maintaining control procedures will
be discussed in a subsequent paragraph,

Evaluating Effectiveness of Internal
Control

In evaluating the extent of internal
control some certified public account-
ing firms employ questionnaires several
pages in length, In such instances it is

trol is what makes possil

ful conclusion of independent audits of
very large concerns. The accounting
regulations of the United States Se-
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cc ded that the questionnaire form
is so inclusive that where all questions
appearing therein are answered satis-
factorily, the system of control is com-
plete. Other firms do not use specific
questionnaires but have the system of
control evaluated by the senior account-
ant during the course of his examin-
ation. Should he observe laxity in con-
trol, or shortcomings in procedures, he
will note completely the shortcomings
and will not specifically write up the
procedures for control where they do
exist. The danger in the use of the
questionnaire alone, without continued
observance during the course of the
audit, is that practices, although an-
swered_in_the affirmative in_the ques-
tionnaire as the result of questioning
the concern’s employees, may be entire-
ly different in actual operation. In any
event, the evaluation of an internal
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control system should be done by an
experienced and well trained account-
ant. It should not be delegated to assis-
tants,

The Internal Auditor in
Internal Control

The place of the internal auditor
and his staff in the development and
maintenance of internal control is o
especial importance, In fact the in-
ternal auditor is an integral part of the
entire internal control system. A special
report entitled “Internal Control”, is-
sued this year by the Committee on
Auditing Procedare of the American
Institute of Accountants includes the
following on the internal auditor’s
function:

“An internal audit staff may be used not
only as a check on the accuracy of the ac-
lata and the safeguarding of the
sets, but also as an instru-

il ctermining ad-
cs. Thus, the
idespread, cover-

company
ment of management in
herence to pre: ribed o
audit activities should be
ing all departments.”

Adherence to presreibed policies refers
to the maintenance of procedures which
in themselves are a part of internal
control. The report continues:

The review and appraisal t‘q be ‘\lsfful

pendence of the accounting and auditing
function at the next lower level.”

This emphasizes the nced for inde-
pendence in review and the maintenance
of greater than arm'’s length relation-
ships with other employees. The fact
that the internal auditor and depart-
ment head both serve the same concern
makes it difficult to make uninfluenced
criticisms, Lunching together, attend-
ing parties together, etc., further con-
tributes to non-independence.  How-
ever, it is not impossible for the internal
auditor to maintain a constructive, im-
partial and critical attitude. Educating
exccutive and administrative employees
as to the benefits of constructive reviews
of their departments as an aid to the
promotion of efficiency does help. Rota-
tion of internal auditors, the assignment
of auditors to other than their home
plants, and other techniques are em-
ployed to promote maximum independ-
ence. '

Independent Auditor’s Reliance
upon Internal Auditor’s Review

After concerns have gone to great
length to cstablish and maintain in-
ternal auditing departments, some com-
plain that the independent certified pub-

c

departmental influence as to the
scope of the audit program and the method
of reporting thereon. The internal auditor
should be iree to adv management o
any deficiencies noted, without fear of re-
al from any department heads. Flis
onship to the department head should
be clearly set forth by management to
avoid any misund wing as to their
Under such_condition:
aditor is in a position, with-
out any itati o serve
in the detection of frauds, weaknesses in
nd in the clarification of poli-

ny instance:

ization may warr
the internal audit function, the cconomic
employment of personnel of the quality
s ) vith complete independence ma

i s do not give full recogni-
tion to their reviews, do not adjust their
programs accordingly, and do not avail
themselves of their compiled informa-
tion. There is something to be said on
Dboth sides of this question. The Insti-
tute of Internal Auditors, Inc,, New
York City Chapter, in a recent news
bulletin stated the position of the in-
ternal auditor as determined from a
questionnaire sent to its membership :
“Perhaps the most disappointing replics
ved were those relating to the inter-
relationship  between  public  accountants
and _inters auditors, There are many
leading firms and_individuals_in the field
of public_accounting who still cither do
not or will not recognize the role of in-
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22 answered in the negative. This failure
is believed to be due largely to a lacl
nndcrstnmlmg of modern internal audit-
ing on the part of men in the public ac-
counting profession. The Institute of In-
ternal Auditors should take active steps to
correct this situation.”

Perhaps we as certified public account-
ants should take the initiative. The bul-
letin continues :
“This question was asked: ‘In the opinion
‘of your company’s Public Accountant,
could he issuc_an unqualified certificate if
the company did no internal auditing?’ The
direct answers were divided almost 50-50
between Certified Public Accountants who
said they could issuc an unqualified certifi-
cate and those who said they couldn’t if
there was no internal auditing in a given
company. Docs this mean that the Certified
Accountants  answering _in  the
affirmative do more work than is really
necessary in commmc: having internal
'm(lmng staffs? Or, and this appears more
likely, does it mean that these Certified
Public Accountants fail to understand just
what work is performed by the internal
auditors? Tnternal auditing is an csseullal
factor in internal control in any large o
complex company, and if this function xs
not_performed, the certificate ought to be
qualified to reveal the fact that the system
of internal check and control is not com-
plete.”

As previously stated, the existence of in-
ternal auditing and other procedures
for internal control make possible the
audit of very large concerns, and en-
able an unqualified certificate to finan-
cial statements to be issued.
Coordination and cooperation be-
tween the independent auditor and the
internal auditor is much to be desired.
It is born of an appreciation of each
other’s functions and a cooperative
spirit in the solving of respective prob-
lems. In order that the independent
auditor may place the maximum reli-
ance upon the effectiveness of the re-
views made by the internal auditor, the
internal auditor’s program of audit
should be developed in close coopera-
tion with the independent auditor, giv-
ing the latter an opportunity to criticize
constructively where he believes re-
views are inadequate or procedures
lacking. The internal auditor’s pro-
gram, when once established and used,
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should be maintained as a permanent
record, iuclu(liug in it the dates when
specific reviews were performed and the
initials of the internal auditor who did
the reviewing. The internal auditor’s
reports and working papers should be
offered to the independent auditor for
his information or use. Where the inde-
pendent auditor suggests the elimina-
tion of duplication of effort by having
the internal auditor prepare analyses of
accounts or other data for his use, then
appropriate carbon copies should be
prepared for him. If special forms of
analyses are desired then these should
be laid out in cooperation so that, al-
though serving different purposes, the
working papers may be of maximum
use to both.

Some independent auditors might be
criticized for maintaining a haughty, in-
different and superior attitude; fortu-
nately such individuals are in the mi-
nority. Such attitudes are entirely un-
justified and personal, they are not
representative of the certified public ac-
counting profession, but reflect only the
shortcomings of the individual auditor.

A lack of understanding between the
internal and independent auditor may
arise because the internal auditor does
not appreciate that the mdependent au-
ditor has certain “musts” in his pro-
gram, as mentioned before. The in-
ternal auditor’s attitude may be such
that he resents the independent verifica-
cation of something which he knows is
correct. On occasion the independent
auditor will refuse to rely upon the in-
ternal control effected by the internal
auditor where he learns that the in-
ternal auditor's time has been utilized
to a great extent by the accounting de-
partment in special studies, systems
work, preparation of statements, etc.
Sidetracking of the internal auditor to
other than his principal function is often
likely to occur. This is especially so be-
causc the internal auditor is usually a
highly skilled accounting technician
who can help out in special accounting
problems. In smaller concerns with less
well organized internal auditing depart-
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ments, the internal auditor might find
that he spends so much time doing spe-
cial jobs for the Treasurer that he has
little time for internal auditing.

Conclusion

Let us not lose sight of the goal in
any auditing procedure, the completion
of the review and the appropriate pre-
sentation of findings in a manner that
2 et Yo

is T
We, as independ

and pl ac-
countants, cannot do less than certain
required minimum of independent
audit, but we must recognize internal
controls where effective and adjust our

programs accordingly. The exercise of
mature judgment is required in deter-
mining the extent of examination and
whether the interests of stockholders
and creditors justify the time and ex-
pense involved in pursuing any particu-:
lar line of independent inquiry.

Because fullest cooperation is not al-
ways existent, it behooves both in-
ternal and independent auditors to sub-
ject themselves to self-analysis and
criticism and to mend their ways if
they find shortcomings. Auditors are
professionally concerned with the criti-
cism of others, yet, being human, they
will have diﬁicu{ty in making unbiased
criticisms of themselves.

[op X

AN ADIRONDACK VIEW .
Debit, Credit and Balance, Back in the twenties we studied accounting systems in

a course by that name in the Springfield division of Northeastern University.

And we

really had to study in order to make the grade—because “we” were the teacher.

The pupils were all employed by dnit,
d the

that the left side of the class answere

mostly in offices.
questions of the right side. All the teacher

The teaching system was

did was add to the supply of questions, oversee the resulting battles, and keep the trains

of thought on the track.

For the question “What should be included in"mw accounting form?” the answer

was, “The information that is habitually needed.

came_the question “What

information is most often used from an account in any general ledger?” The answer

was “The balance.”

After twenty odd years, along came Thanksgiving, 1949, and with it came a niece
who brought along an illustrative bookkecping prol fem from her class in a_top-level

secretarial school—in the New York
account had de
ance—the pre-1890 model,
mode

ity arca, no less! Shades of St. Peter] The ledger
in the left half, credits in the right half, and no column for the bal-
which could be well named the

“try-to-find-the-balance”

1 50 we wonder if the educational end of the accounting profession isn’t too slow

in going forward. Look, thou, unto the automobile, it changes every year; and the 1949

model knoweth not the 1920

model—cxcept for four wheels!

And the accountants, are

Arc we

they not still in the last century with the fittle fellows? Only this mornin% a phone call
0Y'S.

tlclj about a single entry system bringing
iy il

drivin
systems and methods? Shame on us

trouble from the income tax
1949 Cadillacs and letting schools and clients ride with 1915 Stevens Duryca

Lrovarp HougnTtox
Of the Adirondack “Chapter”




