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CHAPTER I 

INTRODUCTION 

Internal auditing is a tool of management which is 

useful for obtaining on-the-scene appraisal of the effi

ciency of its operation, and it is used to help fill the 

gap between management and action in our present corporate 

system of business organization. 

The Nature of Internal Bank Audits 

Over the years, the whole concept of internal audit

ing has been undergoing a change as emphasis has shifted 

from the financial control and accounting aspect to inter

nal auditing as the "eyes and ears of management" and 
2 

the "overseer over all other functions." Thus, internal 

auditing has emerged as a special segment of the broad 

field of accountancy, utilizing the basic techniques and 

methods of auditing. 

Internal audits in banks are usually divided into con

tinuous audits and spot or sample audits, one supplementing 

the other. The spot audits supplement the continuous 

"Bibliography of Internal Auditing," Supplement to 
Internal Auditor (New York: The Institute of Internal 
Auditors, March, I960), p. 5-

Cecil Gillespie, Accounting Systems; Procedures 
and Methods, 2nd ed., rev. CEnglewood Cliffs, N. J.: 
Prentice-Hall, Inc., 1951), p. 280. 

^ Continuous audit, as used in bank auditing, is the 



audits because a continuous audit of all transactions is 

impossible for a bank whose transactions are enormous from 

the time it opens until it closes, but it is the duty of 

the officer in charge of auditing to see to it that all 

accounts are covered by adequate verification. In a large 

bank, emphasis is placed on spot audits, but continuous 

audits are used on selected accounts such as the payroll, 

the trust department, deposits with correspondent banks, 

and the vouchers department. 

To supplement these two types of audits, it is vital 

for a bank to utilize internal controls and checks, often 

referred to as "running audits"—after all, "internal con-

trol is a function of management." 

In the audit of banks, skill, surprise, and speed are 

essential because bank assets are unidentifiable and mov

able. A teller, for instance, may substitute a check to 

cover a shortage when he sees the approaching examiner. 

Therefore, in making a bank audit, such assets must be 

tightly controlled imtil final accountability is estab

lished. 

The internal auditor"^ has a special responsibility. 

frequent checking of all or nearly all transactions on a 
detailed basis. 

Arthur W. Holmes, C.P.A., Auditing Principles and 
Procedure, 5U> ed. (Homewood, Illinois: Richard D. Irwin, 
Inc., 19^9), 83. 

^ In a generic sense, an "auditor" is one who per
forms an audit function. This function covers a wide 



As such, he has at least two things in common with the 

public accountant: the similarity of techniques he uses, 

and his concern for validity of records. However, the in

ternal auditor is a company man and, as such, he has a 

vital interest in all types of company operations and in 

making those operations profitable. 

The Increasing Need for Internal Audits 

The banking industry has experienced rapid growth in 

the last decade, and this growth has brought about the 

need for internal audits. There are several reasons for 

this. 

First, the audit conducted by the board itself is in

sufficient and ineffective. A typical director has the 

tendency to view auditing as his responsibility with re

luctance because, while in the board his duty is to bring 

to the bank his mature thinking, judgment, and fine repu

tation, a bank examination is entirely foreign to his 
7 

everyday life.^ 

area, including those functions performed by the control
ler. Recent trends indicate that the duties and respon
sibilities of the auditor are combined with that of the 
controller; thus, some banks call their audit officer a 
controller-auditor. 

Victor Z. Brink and James A. Cashin, Internal Au
diting (New York: The Ronald Press, 1958), Chap. I, p. 1. 

"̂  Fred W. Piderit, Jr., "A Director's Stake in an Au
dit and Control Program," Auditgram, Vol. XXXVIII (August, 
1962), p. 4. 



Second, by its very nature, banking is a venture in 

which a mistake, unless it is possible to correct it imme-
Q 

diately, is almost certain to lead to financial loss. 

This situation is aggravated because of the nature of a 

bank's assets which are universally useful, easily nego

tiated, and certainly tempting. But this fact seems to be 

ignored. For instance, good internal control procedures 

dictate that a cashier should not have access to the 

books, yet many banks in their savings department do com

bine the cashier (teller), and the bookkeeper in one per

son. 

Third, because of the many services offered free to 

the public, fixed charges continue to rise. Thus, profits 

have been made more directly dependent on such factors as 

good management and general efficiency of operation. 

Fourth, examination by state or national bank super

visory bodies is not an audit and if defalcations are 

uncovered by these examinations, they are incidental and 

often accidental. 

Fifth, in the field of accounting practice, bank au

diting is a very young activity. Until recently, a cer

tain shyness has existed between bank management and the 

public accountant, the former taking the view that inde

pendent audits are too expensive and the latter viewing 
Q 

Victor Z. Brink and Bradford Cadmus (ed.), Internal 
Auditing; in Industry (New York: The Institute of Internal 
Auditors, 1950), Chap. I, p. 237-
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bank audits as a special problem because of the unique 

terminologies and special accounting principles and finan

cial statement presentation problems. 

Purpose of the Study and its Limitations 

The purpose of this study is to make a survey and a 

comparison of the bank internal audit practices in the 

Philippines and of selected banks in the State of Texas, 

and to evaluate the effectiveness and efficiency of their 
q 

practices.^ 

By bringing the two sets of practices together, bank 

auditors in Texas and in the Philippines will benefit 

from such practices. 

This study will not prescribe "correct" bank auditing 

procedures because bank auditing is a very special under

taking; rather, it will survey what is being done. 

There is very little difference between the banking 

laws of the Philippines and the United States of America, 

so these laws will have little effect on the results of 

this study. 

q 
^ In the past two years, thirteen banks were closed; 

the most recent large bank to fail was the San Francisco 
National Bank. (The Wall Street Journal, May 10, 196^)1;9L, 
In the first two months of 1965, four banks failed. 
These failures caught the attention of Congress where 
Comptroller of Currency, James Saxon, was called to tes
tify. (The Wall Street Journal, April 19, 1965.) 1; 10. 



Definition of Terms 

For purposes of this research, it is necessary to 

clarify terms used in some parts of the discussion. 

Internal auditing means "an independent appraisal 

activity within an organization for the review of the ac

counting, financial and other operations as a basis for 

protective and constructive service to management." 

The term "bank" means a commercial bank. Public account

ant is used to indicate a Certified Public Accountant. 

An internal auditor may be an accountant or a certified 

public accountant employed on a full time basis to per

form the audit function. For example, it is a policy of 

the majority of banks in the Philippines to employ a cer

tified public accountant to head the auditing department. 

Spot audit, test-check, and sampling audit are used 

synonymously to indicate the detailed examination of an 

account selected from a group of accounts in a particular 

department. 

Previous Study 

The area of internal bank audits is rich in scholarly 

The Institute of Internal Auditors, "Statement of 
Responsibilities of the Internal Auditor," as quoted by 
Arthur W, Holmes, Auditing Principles and Procedure, 5^ ed. 
(Homewood, lllinoisl Richard D. Irwin, inc.,1^59), p. 78. 

The Overseas Bank of Manila, Meinila, Philippines, 
requires that all staff of the auditing department must 
be CPA's. 



articles. Foremost of these articles are those publicized 

by the National Association of Bank Auditors and Comp

trollers (NABAC), American Banking Association, and the 

Institute of Internal Auditors. A few articles were also 

published in the Journal of Accountancy by the American 

Institute of Certified Public Accountants, Committee on 

Bank Auditing. 

In 1951, a survey was conducted by the Institute of 

Internal Auditors covering the practices of its members, 

including banks. The results of this survey were pub

lished in three issues of The Internal Auditor—Septem

ber, 1951; June 19!?2; and September, 1952. 

in 1957, another survey was conducted, with the same 

coverage, obtaining 322 replies from different types of 

industries, 55 of which came from the banking and in

surance fields. A summary of the results is included as 

an appendix to the book, Internal Auditing, written by 

Victor Z. Brink and James A. Cashin. 

An unpublished master's report written by Joseph 

McCright Hill in 1958 and submitted to the Graduate 

School of Texas Technological College covered the subject 

Bank Audits by Public Accountants: Requirements of and 

Benefits to the Bank as a Going Concern. 

Organization of the Report 

This manuscript is divided into three main parts: 
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the basic foundation of bank internal audits; the analysis 

and comparison of the results of ,t̂?ia questionnaire study; 

and the summary and conclusions of this study. 



CHAPTER II 

RESPONSIBILITY FOR BANK AUDITS 

Banks are institutions of public trust; and to main

tain that public confidence, the public's money must be 

safeguarded through adequate systems of control. This 

chapter will attempt to discuss the responsibility for 

providing such controls and safeguards. The role of the 

public acco\intant in providing the desired controls will 

also be considered. 

12 Directors' Examination 

The responsibility for organizing a periodic examina

tion of the bank is vested in the board of directors. It 

is their duty to see that all assets and other properties 

of the bank are reasonably verified and that the interest 

of the public is well protected. This responsibility is 

12 
Existing laws both in the Philippines and in the 

State of Texas require that persons who will serve as 
directors and who are directly connected with the opera
tions of banking institutions must have a banking back
ground. While the directors in Texas and in the United 
States as a whole are very much concerned with the peri
odic examination of the bank as their primary responsi
bility, bank directors in the Philippines seemed to be 
less concerned about this duty. Everything is left to 
the auditor. The reason, perhaps, is twofold: (1) even 
the smallest bank in the Philippines has a strong and re
liable program of internal checks and controls and 
employs a permanent internal auditor as well as the ser
vices of a CPA, and (2) examination by the Department of 
Supervision and Examination of the Central Bank of the 
Philippines is thorough and detailed. 
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established "both by law and administrative regulation."^^ 

In practice, the directors must delegate this duty. 

The reason for this delegation is that the major part of 

a director's time is employed in his personal affairs with 

little time left for outside activities. In fact, some of 

them are available only during board meetings. 

In larger banks, this delegation of duty is accom

plished by establishing an auditing department which con

ducts a continuous and thorough verification of all phases 

of bank operations. In some instances, an examining 

committee, usually headed by a member of the board, is 

organized. The committee's work is, however, supplemented 

by annual reviews by competent Certified Public Account

ants. Where an examining committee is organized, both the 

14 internal and external auditors should report to it. In 

smaller banks, verification and review of operations are 

accomplished by an annual external audit and by the in

stallation of an adequate system of internal checks and 

controls. 

While only one state—New Jersey—has a mandatory re

quirement that banks must employ the services of inde

pendent public accountants to audit the bank books, the 

^ Jesse P. Wolcott, "Our Common Objectives," 
Auditgram, XXXVI (December, I960), 4-7. 

Lester A. Pratt, "Protecting Directors Through 
Adequate Audit Control," Auditgram XXX (April, 195^), 
8. 
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trend is to employ such services. The reason for this is 

that court cases on the subject of directors' responsi

bility indicate that the directors are always held liable 

for failure to determine the condition of the bank and the 

IS manner in which it was conducted. ^ A Certified Public 

Accountant is in a position to evaluate the condition of 

the bank because of his diversified knowledge of business 

operations. 

The Role of the Public Accountant 

In the auditing function of the Certified Public 

Accountant, the opinion he expresses on the financial 

statements of an enterprise receives general recognition 

and acceptance by the public. That recognition and ac

ceptance of the public accountant's job makes his work 

valuable to banking institutions because public confi

dence is certainly important in banking, and the auditor's 

opinion undeniably serves to strengthen a third party's 

16 
confidence. 

Although many Certified Public Accountants are un

familiar with bank operations, it is beyond question 

that they are qualified to perform this function because 

of their experience and diversification. They are 

•̂ ^ Ibid., p. 10. 

"̂ ^ R. M. Sommerfeld, "The Need for CPA Bank Audits," 
The Journal of Accountancy, CXVII (May, 1964), 50. 



12 

professionally qualified in the field of audits and con

trols in general, and they are accustomed to familiarizing 

themselves with the details of all sorts of enterprises. 

There are several ways in which an independent ac

countant can assist banks, particularly small banks: Cer

tified Public Accountants can make a comprehensive audit; 

they can assist in the conduct of directors' examinations, 

using either their own staff or the personnel of the bank; 

and they can investigate and give advice on the system of 

17 internal control within the bank itself. '̂  

The public accountant may also be of considerable 

assistance to the internal auditor in the preparation of 
- • Ji*i 

18 
written audit programs. The thorough knowledge of the 

internal auditor of all phases of operation, combined 

with the broad experience of the public accountant, re

sults in efficient and economical operating procedures. 

Through mutual cooperation, the public accountant and the 

internal auditor can resolve varied problems before they 

reach top management, thus relieving the latter from 

-̂"̂  "Editorial:. For Better Bank Audit Control," The 
Journal of Accountancy, XCVI (July, 1953), 36. 

1 ft 
In Iowa and Pennsylvania, the Bankers' Associa

tion and the State Societies of CPAs are cooperating with 
each other in preparing a minimum audit program for ex
ternal audit of banks. In Iowa, a CPA was employed to 
survey the audit and control procedures employed by banks. 
The Bankers' Association and the Iowa State Society of 
CPAs held an all-day study conference on improving bank 
audit control. (Ibid.) 
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taking responsibility for consideration of them and giving 
iq 

the management time to attend to other problems. ^ 

Summary 

Although the responsibility for maintaining an ade

quate system of controls is vested in the directors of 

the bank, it is a practice to delegate the obligation to 

the auditing department, usually headed by the internal 

auditor. Supplementing the functions of the internal au

ditor are the services of the public accountant, which, 

in recent years, have gained recognition from the banking 

community as an aid in maintaining an effective system of 

controls. The public accountant can give valuable as

sistance to the banks, especially small banks which can 

not afford the full-time services of an internal auditor. 

The next chapter will explore the organization and 

functions of the auditing department, as well as the 

functions, qualities, duties, and responsibilities of the 

internal auditor. 

9 Donald P. Jones, "What Top Management Expects 
from the Internal Auditor," The Internal Auditor, VII 
(March, 1950), 12. 



CHAPTER III 

THE BANK'S AUDITING DEPARTMENT 

The preceding discussion stressed the responsibility 

of safeguarding bank assets assumed by the directors as 

part of their task as policymakers of the bank. Since 

it is normal to delegate the duty of maintaining internal 

safeguards, this chapter will examine the needed depart

ment—the auditing department—which is charged with the 

duties delegated by the board. The qualifications, du

ties, and responsibilities of the internal auditor and 

the assistance he can provide to the effective management 

of the bank will also be examined. 

Internal Control and Check 

A good system of internal control is essential to a 

successful management and is the backbone of an efficient 

operation. However, to make the system of internal con

trol useful and effective, it must have close supervision, 

continuous surveillance, and periodic appraisal. 

Banks with complete auditing departments realize the 

necessity of employing internal safeguards in their pro

gram of operation. These internal safeguards are called 

"running audits," whereby the duties of an employee are 

checked by another person. This counterchecking of 

duties brings about full control to supplement "spot 

14 
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audits."^^ 

A distinction must be made between internal control 

and internal check; the former carries a wider connotation 

than the latter and implies administrative or managerial 

control. "It would probably save a lot of confusion if we 

discarded the term 'internal control' and substituted the 

phrase 'administrative control' or 'managerial control,' 

21 preferably the latter." Internal check is one of the 

specific types of control making up the entire system. 

Internal control in its broadest sense comprehends the 

entire network of procedures, methods, organization of 

duties, and other measures by which management keeps in

formed on the state of business. It helps coordinate 

functions, maintain faithful and efficient performance, 

and assure management that objectives are being satis

factorily accomplished and that the business is being op-

22 
erated in strict conformance with its policies. 

On the other hand, internal check refers to the seg

regation of the keeping of physical values from the actual 

handling of physical values, such as cash or securities, 

so that no one person has complete control of a transac-

The Research Committee, Audit Program for Smaller 
Banks (Chicago: National Association of Bank Auditors 
and Comptrollers, 1950), 3. 

^^ Earle H. Cunningham. "The Keystone of Internal 
Control," The Internal Auditor, VII (March, 1950), ±7. 

^^ Ibid. 
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tion. However, both internal control and internal check 

are designed to provide a strong deterrent to fraudulent 

manipulation and a procedure for its early detection. 

The Auditing Department 

Internal safeguards installed in the bank need close 

surveillance and continuous evaluation to detect their 

strong and weak points. To accomplish this end, the au

diting department is created. It is a lool that is used 

to help attain management's objectives, to provide ade

quate checks, and to ensure the accuracy of the company's 

records. Its work is both protective and constructive. 

Unlike other departments, the auditing department 

has merely a staff or advisory function; it possesses no 

operating or administrative authority. It is merely a 

service section of the bank, often called the "clearing 

25 house of ideas." "̂  

The auditing department's main objective is to as

sist management in achieving the most efficient adminis

tration of the operations of the bank. However, the 

attainment of this objective depends upon the degree of 

independence under which the auditing department operates 

and the degree of cooperation it receives from other de

partments. 

In most organizations, the auditing department is 

^ Brink and Cashin, op. cit., 20-21. 
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regarded as fertile training ground for the development 

of well-grounded personnel for higher responsibility. An 

auditing staff has the opportunity to observe in detail 

the various phases of the operation in an unbiased manner 

because they are exposed to the varied problems of the 

company as well as the interrelationships of all operating 

departments. 

Various viewpoints were advanced by professionals 

and writers as to the status of the auditing department. 

Some included it under the function of the controller, 

while others placed it under the treasurer. In the banks, 

the auditing department is normally under the president 
24 

or the board of directors. 

The Role of the Auditor 

The internal auditor is the link between management 

and the various units of the bank. Through his intimate 

contact with all the divisions of the organization, the 

auditor is in an excellent position to determine not only 

that management policies are being observed but also to 

see whether they are adequate. He is also in a good 

position to make suggestions for further revisions of 

procedures to better serve management objectives. 

The role of the internal auditor is determined by 

the type of auditing department the company has 

^^ Ibid., p. 42 
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established. There are four types of internal auditing: 

the proprietary type, where the auditor is a direct repre

sentative of the owners of the business and is independent 

from all other company personnel; the staff type, where 

the auditor is under the supervision of the comptroller 

who is a member of top management; the management type, 

where the auditor serves administrative or top management; 

and the department type, which is only slightly above the 

old clerical and policy type of auditing. '̂  

In banking institutions, the auditor is usually one 

of the first three types mentioned above. As such, his 

role is rather broad. His close association with person

nel at all levels enables him to understand their capa

bilities and potentialities that are worthy of management 

attention. He is in a position to appraise and give 

suggestions about defects in personnel relations that may 

be seriously affecting the efficient operation of a 

particular department. He can also contribute to the 

education and understanding of personnel at various levels 

of operational and accounting work by discussing problems 

26 
with them and suggesting better procedures. 

^ Cunningham, "The Keystone of Internal Control," 
p. 20. 

At present, there are still instances wherein per
sonnel connected with operations are resentful whenever 
the auditor questions something about their records. 
This problem is one of the greatest challenges that au
ditors face in their jobs. Educating personnel about the 
basic purpose of auditing may help ease the problem. 
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Cooperating with the public accountant, the internal 

auditor can produce good financial and accounting data 

needed to comply with existing laws. Finally, his job 

gives an assurance to the top management that work is 

being performed in compliance with established procedures. 

The preceding discussion has emphasized the impor

tance of the internal auditor in the efficient management 

of the bank. But his effectiveness may vary with the 

scope of his authority. The old department type of au

diting places the auditor in a more limited scope than in 

the proprietary, staff, or management type of internal 

auditing. Incidentally, the usefulness of the auditor 

has finally been generally recognized by most banks so 

that at present he enjoys a broader function in banking 

institutions than he has in the past. 

Qualities of a Good Auditor 

In order for the auditor to perform his role effi

ciently, he must possess excellent qualities and personal 

traits. The next few paragraphs will attempt to sum

marize the necessary personal qualities and traits of a 

successful internal auditor. 

The greatest asset of an internal auditor is his 

independence; and, to the extent that he surrenders that 

independence, his effectiveness is weakened and his value 

is lessened. Obviously, "the internal auditor is a man 
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with a searching mind . . . . He has learned to question 

everything."^ 

A good auditor must possess unquestionable integrity, 

courage, high standards of morality, alertness, and proper 

knowledge of sound banking practice. He must be fair and 

impersonal in his attitude, and his analyses and conclu

sions must be based on logical and orderly thinking. He 

must exercise tact and diplomacy in dealing with those 

28 personnel whose records are being audited. 

At all times, his approach must be highly construc

tive, and his direction must be towards the improvement 

of practices and procedures. He must also take into ac-

coimt the extension of help and cooperation to the 

personnel under audit and the development of their good

will and respect. A highly arrogant, overbearing, and 

overly critical approach would harm personnel, destroy 

29 goodwill and lose respect. ^ 

Finally, he must be thoughtful, friendly, and 

^ Howard C. Adams, "Managerial Controls—The Concern 
of Internal Auditors," The Internal Auditor, VIII (March, 
1951), 34. 

^® F. J. Sudekum, "Qualities of a Good Auditor," 
Auditgram, XXVIII (April, 1952), 6. See also: Maurice 
C. Sparling, "The Auditor's Role in Banking," Auditgram, 
XXVII (June, 1951), 7; Donald P. Jones, loc. cit., 
pp. 14-15; Andrew S. McKenzie, "Organization of the Au
diting Department," Auditgram, XXXV (October, 1959), 5-6; 
W. F. Volberg, "The Full Value of the Auditor," Auditgram, 
XXIX (October, 1953), 36. 

" Jones, loc. cit. , 14-15. 
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considerate; but he must have that boldness in reporting 

facts truthfully, irrespective of who may be hurt or in

jured thereby. As Ben H. Wooten puts it: 

An auditor without courage is like a windmill 
without wind. We need more men who can think 
and dare to follow their conclusions. Auditors 
have a tremendous opportunity and obligation in 
this important phase of management.30 

In summary, to be an asset to bank management, the 

auditor must possess outstanding traits necessary to 

maintaining personnel morale, goodwill, and respect. He 

must maintain a degree of independence to be truly useful 

and effective; he must be considerate and understanding 

towards those being audited, but he must be courageous 

enough to report the very facts gathered in performing 

his functions. 

Duties and Responsibilities 

The duties of bank auditors vary widely from bank to 

bank, depending largely upon the individual requirements 

of each bank. Some banks have an auditor distinct from 

the controller, while others place the auditor under the 

controller. 

But recent trends show a considerable change in 

this practice, as noted from the returns of the 

^^ Ben H. Wooten, "The Auditor's Future in Banking," 
Auditgram. XXX (January, 195^), 1̂ « 
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31 

questionnaire.-^ The banking community appears to recog

nize the desirability of placing the auditor under the 

board of directors so that he can move freely within the 

bank. This was attested to by Norman T. Shepherd when he 

said: 

I have talked to many bank directors and bank 
presidents as to their thoughts and opinions with 
regard to the position of the bank auditor . . . . 
However, it has been clearly revealed that in 
each instance where the individual knew and 
understood exactly what the auditor's functions 
were, the remarks were overwhelmingly favor
able .32 

There are several major duties and responsibilities 

that the auditor has to perform: first, accoiinting and 

safeguarding of bank assets, such as notes, cash, and 

securities in the portfolio; second, accounting and safe

guarding of securities not owned but for which the bank 

has assumed responsibility, such as collection items, 

items held in trust, and the like; third, recording of 

51 
The first fifteen questionnaires received from 

the banks surveyed in Texas showed that all of them em
ploy a full-time auditor reporting directly to the direc
tors. The study made by J. M. Hill in 1958 showed that 
few banks employed internal auditors, especially in 
Arkansas, Louisiana, New Mexico, Oklahoma and Texas. 
(Joseph McCright Hill, "Bank Audits by Public Account
ants: Requirements of and Benefits to the Bank as a 
Going Concern," Unpublished Master's Thesis, Texas Tech
nological College: 1958 , 21-25.) 

^^ Norman T. Shepherd, "The Auditor's Value to 
Management," Auditgram, XXVII (October, 1951), 12. See 
also Sparling, loc. cit., p. 7* 
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all liabilities, principally demand and time deposits; 

fourth, accounting for all income, whether the bank is on 

the cash or accrual basis; fifth, ascertaining that all 

disbursements are properly supported and approved; sixth, 

ascertaining that all non-ledger functions are performed 

in accordance with established procedures; and, seventh, 

ascertaining that all transactions adhere to the National 

Banking Act, Federal Reserve Regulations and other ap-

plicable state laws.-̂ ^ 

It is the duty of the auditor to see that all ac

counting and operating internal controls and safeguards 

are in effect and working as planned. He must be allowed 

to take part in discussions about systems and operating 

controls so he can give his objective and unbiased opin

ion. It is also his duty to present to the board meetings 

his report in person and make such comments as he deems 

necessary at such meetings. 

The auditor has varied duties and responsibilities, 

both to his actual work and to the people he is in con

tact with. To his work, he should be diligent, highly 

constructive, and independent. To the people he is in 

contact with, he should be fair, tactful, and diplomatic. 

The duties and responsibilities discussed in this 

section are only the major ones. But it must be noted 

^^ Arthur C. Suhrbier, "Bank Auditing . . . A Keg 
Dynamite," Auditgram, XXXV (September, 1959), 28-37. 
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that a great deal of the auditor's duties are concerned 

with carrying out the procedures and policies laid down by 

the board. 

Relationship with the Management 

Because of his knowledge of field operations, the 

auditor is a direct aid to management. He is the only 

link between higher management and line employees. His 

prime responsibility is to help assure that management 

policies are being carried out. 

The management can rely upon the auditor for effi

cient and meaningful advice because his contact with 

management gives him the chance to think in management 

54 terms.^ In addition, information needed relative to a 

particular problem can easily be secured from the auditing 

group with assurance that the data furnished is secured 

on an impartial basis. To function efficiently, the au

ditor should enjoy the unqualified support of the manage

ment in carrying out his program. Changes in operating 

procedures should be referred to him for evaluation, com

ments, and recommendations. 

Obviously, the relationship between the auditor and 

the management is sometimes hard, if not impossible to 

define. As Ben H. Wooten said: 

34 Brink and Cashin, op. cit., p. 22. 
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Bank auditors are more important than they 
think. Without their participation there;.̂  
could be no effective management control.^'^ 

Summary 

This chapter has shown the importance of installing 

internal safeguards or "running audits" to assure the 

directors that the assets of the bank are reasonably 

protected. But the operation of these controls and safe

guards cannot be undertaken satisfactorily by the 

directors themselves because of their lack of time, and 

the maintenance of adequate controls needs supervision, 

surveillance, and appraisal. So the internal auditor has 

to do the job for them. 

The internal auditor, in order to perform his duty 

well, must possess outstanding qualifications and train

ing. However, these qualifications and training of the 

internal auditor are not useful unless the organization 

of the auditing department and the authority of the in

ternal auditor are well-defined. 

The next chapter deals with the preparation and dis

tribution of the questionnaire as well as the preliminary 

results of the survey. 

55 
^^ Wooten, loc. cit., p. 12. 



CHAPTER IV 

PREPARATION AND DISTRIBUTION OF THE QUESTIONNAIRE 

Preparation of the Questionnaire 

In the preparation of the questionnaire several 

factors had to be considered. First, some questions may 

appear to be offensive to the respondent if he does not 

maintain adequate controls in his bank. Likewise, ques

tions might be asked which appear to be irrelevant as 

far as the respondents are concerned. 

Second, the respondents are auditors, comptrollers, 

or cashiers of the banks, and their time is limited, so 

that the possibility of their neglecting the question

naire is great. On top of that, the length of the 

questionnaire is considerable because of the broad scope 

of the study, thereby adding to the danger of a poor 

response. 

Third, the framing of the questions so that they 

would be applicable to both Philippine banks and Texas 

banks had to be considered. This involved the construc

tion of the questions so that they would bring together 

facts capable and worthy of comparison. It also involved 

the bringing of such facts to a comparable basis. Fi

nally, respondents might be reluctant to give the desired 

information, knowing that their practices are being com

pared with other practices. 

26 
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The questionnaire was designed in such a manner that 

the respondents would have to place a check mark opposite 

the questions applicable to them. This was based on the 

assumption that more people will complete the question

naire if a small amount of writing is involved. 

The first draft of the questionnaire was ten type

written pages. It was divided into four main parts: 

(a) organization of the auditing department; (b) audit of 

assets; (c) audit of liabilities; and (d) audit of income 

and expenses. Questions about existing internal control 

were also included. 

After a series of consultations with selected faculty 

members of Texas Technological College, the questionnaire 

was reduced to eight typewritten pages. Further review 

and evaluation of the questionnaire was conducted, and on 

July 15, trial copies were distributed to the faculty 

members of the various departments of the School of Busi

ness Administration of Texas Technological College. On 

July 16, trial copies were also distributed to the au

ditors of the four leading banks in Lubbock. After con

sidering the comments received from the faculty members 

and local bank auditors, a final draft of the question

naire was prepared for mailing. Appendix A shows a copy 

of the questionnaire sent to the banks in Texas and in 

the Philippines. 
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Distribution of the Questionnaire 

To determine the coverage of the survey, an attempt 

was made to classify the banks according to the size of 

their total deposits. The classification was as follows: 

(a) less than fifty million dollar deposits, small; (b) 

over fifty million dollar deposits, medium; and (c) over 

56 one hundred million dollar deposits, large."̂  

It was decided that a minimum of forty million dol

lar in deposits would be the least requirement for a bank 

to be included in the survey. This decision was based on 

the assumption that banks with less than forty million 

dollar deposits probably do not have a separate internal 

auditing department. Consultation with the auditor of 

the Lubbock National Bank confirmed that most small banks 

do not maintain an auditing department headed by a re

sponsible officer. 

Each questionnaire was accompanied by a cover letter 

which explained the purpose of the study; it was addressed 

to the internal auditor, comptroller, or cashier. The 

respondents were requested to answer by August 13 (See 

Appendix A). A self-addressed, stamped envelope was en

closed with each questionnaire mailed. 

Texas Banks. A list of Texas banks was taken from 

^ Of all the state banks in Texas, only the Ameri
can State Bank in Lubbock and the Texas Bank and Trust 
Company of Dallas reached the deposit requirement for 
inclusion in the survey. 
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^^e Directory of Banks published by the Fort Worth Nation

al Bank in the Spring of 1964.^*^ A total of fifty banks 

were included in the list, with deposits ranging from 

forty million to over a billion dollars. On July 20, 

questionnaires were mailed to all banks selected in Texas. 

Philippine Banks. There are at least thirty-six com

mercial banks operating in the Philippines under the 

supervision of the Central Bank of the Philippines. Of 

this number, thirty-two were included in the survey. One 

of the four banks excluded was the Philippine National 

Bank, which is controlled and audited by the Auditor-

General's Office (GAO), and the remaining three were 

newly organized banks which had operated for less than a 

year. 

A number of the thirty-two banks surveyed did not 

qualify for the forty-million-dollar-deposit require-
58 ment,-̂  but they were included in the study because all 

of them had an auditing department headed by a full-time 
59 internal auditor, usually a Certified Public Accountant.'̂ '̂  

57 
'^' Fort Worth National Bank, Directory of Banks for 

Arkansas, Louisiana, New Mexico, Oklahoma, and Texas 
(Spring, 1964;. 

58 
The forty million dollar deposit requirement when 

applied to Philippine banks was based on their country's 
currency—the peso. The exchange rate is about ?3.90 to 
SI.00, free market rate, and ?2.00 to Si.GO, legal rate. 

^" Banking experience of the writer in the Phil
ippines revealed that all banks in this country, regard
less of size, maintain an auditing department headed by 
a full-time internal auditor. Annual examination by 
independent Certified Public Accountants is also employed. 
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So it was presumed that their internal checks and controls 

system would be of value to the study. 

The questionnaires were sent in one package to a 

representative in Manila for distribution and collection. 

The August 13 deadline for the respondents to answer was 

extended for the banks in the Philippines to allow for 

the distance involved. 

Questionnaire Returns 

The preparation and distribution of the question

naire was the subject matter of the preceding discussion. 

Next we turn to the preliminary results of the survey. 

Texas Banks. Several returns were received two days 

after the mailing of the questionnaires. A number of 

banks identified themselves by sending with the com

pleted questionnaire cover letters expressing their de

sire to know the results of the study. Thirty question

naires were received through August 13, and after this 

date no more questionnaire returns were counted. 

Of the 50 questionnaires mailed, 30 questionnaires, 

or 60 per cent returned. Table 1 shows the complete re

turns of the siiTvey in Texas. 

Philippine Banks. As previously mentioned, ques

tionnaires sent to the Philippine banks were mailed in 

one package to a representative in Manila who took care 

of their distribution and collection. Of the 32 
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questionnaires mailed, only 10 questionnaires, or 31 per 

cent, were completed and returned. Of the 10 question-

40 naires received, 2 came from small banks. Table 1 also 

shows the complete returns of the questionnaires sent to 

the Philippines. 

TABLE 1 

QUESTIONNAIRES MAILED AND REPLIES RECEIVED 
BY AUGUST 13, 1965 

' 

Questionnaires mailed 

Nximber received by 
August 13 

Number from which no an
swer was received 

Per cent of returns to 
total questionnaires 
mailed 

Texas 
Banks 

50 

30 

20 

60% 

Philippine 
Banks^ 

32 

10 

22 

31% 

Total 

82 

40 

42 

49% 

Per cent of no answer to 
total questionnaires 
mailed 40% 69% 51% 

^ Returns from the Philippines were received on 
August 27, 1965. 

Twenty-two Philippine banks refused to participate 

in the survey and subsequently returned the uncompleted 

As mentioned earlier, some banks in the Phil
ippines did not satisfy the forty-million-dollar deposit 
(pesos, in the Philippines) limit, but they were included 
in the survey because they have a full-time internal 
auditor in charge with the auditing department. 
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questionnaires. They justified their refusal by maintain

ing that "they can not give out confidential information 

41 about their banks." Of those who refused, nine were 

small banks. 

In classifying the 32 banks as to whether they do or 

do not meet the deposit requirement, 21 were large banks 

(from which 8 questionnaires were returned), and 11 were 

small banks (from which 2 questionnaires were received). 

Although the small banks did not qualify for the survey, 

they were included in the study for the reason previously 

cited. 

Table 2 shows the breakdown of the large and small 

banks included in the survey and the number of their re

spective questionnaire returns. 

Significance of the Refusal 

The refusal of the Philippine bank auditors to an

swer the questionnaire points out a notable difference 

between their attitude and the attitude of Texas bank 

auditors toward controls. The majority of the Philippine 

banks considered their auditing procedures confidential, 

and it appears that no one except the auditing staff 

knows these procedures. 

"̂̂  This was the main reason why Philippine bank au
ditors refused to entertain the questionnaire. 
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TABLE 2 

RESPONSES TC THE QUESTIONNAIRES SENT 
TO THE PHILIPPINE BANKS 

Large Small Total 
Banks Banks 

Questionnaires mailed 21 11 32 

Number received by 
August 27 8 2 10 

Number from which no an
swer was received 13 9 22 

Per cent of returns to 
total questionnaires 
mailed 38% 18% 31% 

Per cent of no answer to 
total questionnaires 
mailed 62% 82% 69% 

^Small banks did not fall within the deposit limit. 

Literature in the Philippines on bank auditing seems 

to be scarce possibly because of the high cost of sub-
42 scribing to professional magazines from abroad. The 

main auditing guide used by the banks is the NABAC Manual 

of Bank Accounting, Auditing and Operations published by 

the National Association of Bank Auditors and Comptrol

lers (NABAC). Taking this into account, it appears that 

banks in the Philippines have uniform methods of 

^^ The experience of the writer with Philippine bank 
auditing did not show that professional publications pub
lished articles about auditing methods and techniques in 
banks in the Philippines. In addition, libraries do not 
have foreign materials dealing with the subject. 
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maintaining controls and safeguards, as well as uniform 

methods of verification, because they have a common 

source; and if there are variations, they are probably 

insignificant. Of course, they have some occasional 

meetings and workshops sponsored by the National Associa

tion of Bank Auditors and Comptrollers, Philippine 

Conference, of which all banks are members, where they 

discuss some of their operational problems. 

Another possible reason for the lack of cooperation 

is that Philippine bank auditors are not accustomed to 

being subjected to various questionnaire studies as are 

internal auditors in the United States. Some of the 

Philippine auditors doubted whether or not it was safe to 

answer the questionnaire without referring the matter to 

45 the board of directors. ̂  

Finally, as shown in Table 2, of the 11 small banks 

only 2, or 18 per cent, answered the questionnaire, as 

compared to the 21 large banks with 8 answers, or 38 per 

cent. These figures imply that large banks are more 

willing to give information regarding their auditing pro

cedures. This may also imply that large banks, being 

confronted by the growing requirements of their opera

tions, realize the need for improving their audit 

^ Some auditors, as disclosed in the uncompleted 
questionnaires, stated that they would have to refer the 
questionnaire to the board of directors before they could 
take action on it. 
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procedures and feel that a comparison of their practices 

with the practices of more advanced banking institutions 

might improve their auditing techniques. 

Summary 

In the preparation of the questionnaire, an attempt 

was made to classify the banks as to the size of their 

deposits—small, medium, and large. A forty-million-

dollar deposit was selected as the minimum for deter

mining the scope of the survey so as to include, if 

possible, all banks with auditing departments headed by 

an internal auditor. Of the state banks in Texas, only 

the American State Bank in Lubbock and the Texas Bank and 

Trust Company of Dallas qualified for the survey. 

Almost all banks in Texas with deposits below forty 

million dollars did not maintain aji auditing department 

or a full-time auditor. The reverse, however, is true 

with Philippine banks, for all of them, regardless of 

size, maintain an auditing department headed by a full-

time auditor, usually a Certified Public Accountant. For 

this reason, small banks in the Philippines with less 

than the required deposit were included in the survey. 

A sixty-per-cent return was received from Texas 

banks, while a thirty-one per cent return was received 

from Philippine banks. The latter banks who refused to 

take part in the survey justified their refusal by saying 
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that their auditing practices are confidential. 

The next chapter will analyze and discuss the in

formation obtained from the questionnaire. 



CHAPTER V 

ANALYSIS AND COMPARISON OF AUDITING PRACTICES 

The preceding chapter contained a discussion of the 

preparation and distribution of the questionnaire and the 

number of returns received from the Philippine and Texas 

banks. This chapter will now analyze and compare the 

information derived from the survey. 

Organization of the Auditing Department 

A dependable auditing organization is important to 

provide a continuous check and verification of bank as

sets for the protection of bank stockholders, directors, 

44 and management. The auditing division is under the 

supervision of the control officer or the auditor. 

Two questions were asked to determine whether or not 

banks in both groups have a separate department in charge 

of performing the internal audit function. The answers 

from Philippine banks indicated that all ten banks which 

answered have a regular program for the review and veri

fication of the bank records, and all of them have a 

separate department in charge of this function. On the 

other hand, 27 of the 30 banks in Texas have a regular 

program of verification, and the same number of banks 

^ American Institute of Banking, Principles of ^ 
Bank Operations (New York: American Institute of Banking, 
1956), p. 300. 

37 
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have an auditing department to perform the review function. 

To maintain the strength of the auditor, he must be 

45 responsible only to the board and report directly to it, '̂  

so that the auditor's sphere of operation will be unre

stricted and include within its scope the complete opera

tion of the bank and the operation of its officers and 

employees from the president down to the lowest em-

46 ployee. This is necessary to prevent any attempt on 

the part of the executive management to manipulate reports 

47 for some ulterior purpose. ' 

To determine whether or not the banks in the Phil

ippines and in Texas employ a control officer or an 

auditor appointed by the board and reporting directly to 

it or to some other officers, several questions were 

asked. All ten banks in the Philippines indicated that 

their auditors were appointed by the board of directors, 

but three of these ten banks mentioned that their auditors 

are not reporting directly to the board. Instead, they 

submit their reports to either the executive vice-

president, to the president, or to the Chief Inspector 

(in the case of a large American branch bank with its 

headquarters in San Francisco). 

Of the 30 responding banks in Texas, 27 have a 

^^ American Institute of Banking, oP. cit., p. 300. 

^ Sparling, loc. cit., p. 6. 

"̂̂  Pratt, loc. cit. , p. 10. 
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control officer or an auditor appointed by the board. Of 

the latter number, 21 auditors are reporting directly to 

the board, while 9 of them are reporting to either the 

president, vice-president, or the senior vice-president. 

Table 3 shows the number of answers to the questions 

just discussed. 

TABLE 3 

ORGANIZATION AND RESPONSIBILITY FOR PERFORMING 
INTERNAL REVIEW AND VERIFICATION 

Philippine Texas Tin-j-ni 
Banks Banks loî ai 

Yes No Yes No Yes No 

Regulsj? program for 
the internal review 
and verification 
of records 10 . . 27 3 37 3 

Separate department 
in charge of review 
and verification 10 . . 27 3 37 3 

Department headed by 
an officer appoint
ed by the board 10 . . 27 3 37 3 

Auditor required to 
report directly to 
the board 7 3 21 9 28 12 

Authority of the Auditor 

As shown in the last discussion, it appears to be a 

practice of almost all banks to make the auditor an ap

pointee of the board and directly responsible to it. 



40 

But occasionally, even though the auditor is appointed by 

the board, he still has but a limited scope of authority, 

and must report to some official other than the board. 

To find out the authority the auditors are enjoying 

in their respective banks, questions were asked about the 

authority of the auditor to check or audit any individual 

or department or any record of the bank, including min

utes of board meetings, the authority of the auditor to 

make suggestions on matters of control and safety of bank 

assets and liabilities, the auditor's authority to ini

tiate changes in systems and procedures or to be consulted 

before such changes in systems and procedures are made, 

and the auditor's authority to review financial reports 

both for internal or external use. 

Obviously, the full value of the auditor depends 

upon the status given him by the top management. Because 

of the number and nature of his responsibilities, it is 

imperative that the auditor occupy a high position in the 

bank. He must rank with the top class of officers, and 

his title and office must have the respect and prestige 
48 

that the board can confer upon that position. This 

authority is necessary so that the auditor can effec-
49 

tively coordinate the various operations within the bank 

^^ Norman T. Shepherd, "The Auditors' Value to 
Management," Auditgram, XXVII (October, 1951), 12. 

^9 Sudekum, loc. cit., p. 6. 
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for an effective management control.^^ But he must be 

careful not to engage in the actual operations of the 
51 

bank; otherwise, he will be placed in a position of 

auditing his own accounting entries.^ Also, the auditor 

must be called upon to participate in operating meetings 

where procedural matters are being discussed: the au

ditor's opinion is secured before new procedures are in

stituted. In this manner, a new procedure has the benefit 

of an advance review by internal audit.^^ 

All ten banks in the Philippines which responded to 

the siirvey indicated that their auditors are authorized 

to audit any department or individual in the bank, as 

well as all records, from the minutes of the board down to 

the records of individual departments. Almost the same 

is true with Texas banks. Of the 30 responding banks, 28 

have the same authority as that of the bank auditors in 

the Philippines. However, only 5 out of 10 banks in the 

Philippines indicated that their auditor is required by 

the board to sit with it during meetings, while 6 said 

the auditors are asked to make suggestions as to matters 

of control and safety of bank assets. In Texas, only 12 

50 
^ Wooten, loc. cit., p. 12. 
^ Volberg, loc. cit., p. 22. 
52 
^ Pratt, loc. cit., p. 10. 
^'^ Stuart F. Kaufman, "Internal Control Principles 

Applied to Banks," The Journal of Accountancy, CXVII 
(April, 1964), 50-51. 
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out of 50 banks require their auditors to attend board 

meetings, and the same number of banks ask the internal 

auditor for suggestions concerning bank controls. 

When it comes to changes in forms, procedures, and 

machines, 9 Philippine bank auditors pointed out that 

they are consulted first before these changes are made, 

and 9 of the 10 bank auditors can initiate the changes 

in systems and procedures in their outfit. On the other 

hand, Texas banks were slightly different in this re

spect. While 22 of 30 banks said their auditors are con

sulted when it comes to these changes, only 16 of them 

will allow their auditors to initiate such changes. As 

pointed out earlier in this section, it is not advisable 

for the auditor to initiate changes in systems and pro

cedures, because he is not supposed to be connected with 

operations since he might be auditing his own accounting 

entries. 

Included in the control function of the auditor is 

the checking and clearing of all reports, financial or 

nonfinancial, before they are released for any purpose. 

This is essential so that all releases of reports, say, 

for publication, are official.^^ To cover this area, 

question 1(1) was inserted in the questionnaire. 

Of the 10 responding banks in the Philippines, 7 

said their auditors are checking the financial statements 

54 Cobb, loc. cit., pp. 56-57 
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before they are released, while only 20 out of 30 banks 

in Texas follow this procedure. 

Based on the analysis above, it appears that the 

authority of the auditor is well established. Table 4 

on page 44 shows the detailed analysis of the answers 

from all banks. 

Adequacy of Auditing Personnel 

After reviewing the organization of the auditing de

partment and the authority of the auditor, attention is 

directed to the adequacy of the auditing personnel. 

Without an adequately manned and qualified staff, the in

ternal auditor can not properly meet his responsibil

ities.^^ Actually, no established rule exists as to the 

ideal number of personnel a particular size of bank 

needs. However, the staff must be large enough to permit 

auditing of all portions of the bank.-̂  Therefore, a 

question was included in the questionnaire to determine 

the number of personnel employed in the auditing depart

ment of each bank. 

Philippine banks have an average of 15 personnel 

compared to five in Texas banks. The lowest number of 

staff members in the Philippines is 5, while the highest 

reached a total of 30 employees. Texas banks revealed a 

^^ Cunningham, "Keystone of Internal Controls," p. 21 

^ Ibid. 



TABLE 4 

AUTHORITY OF THE INTERNAL AUDITOR 
liN ALL BANKS SURVEYED 

Philippine 
Banks 

Texas 
Banks 

44 

Total 

Yes L\o Yes No les No 

Authority to audit or 
check anyone without 
prior notice 

Authority to examine min
utes of the board, 
records, correspondence, 
etc. 

Present for consultation 
purposes during board 
meetings on control and 
safety of bank assets 

Auditor asked by the board 
to make suggestions on 
matters other than con
trols and safeguards 

Auditor consulted before 
changes in procedures, 
forms, and machines are 
installed 

Auditor would initiate 
changes in systems and 
procedures 

Auditor reviews financial 
statements before actual 
release 

10 

10 

28 

28 

12 18 

12 18 

22 8 

16 14 

20 10 

38 2 

38 2 

17 23 

18 19 

31 9 

25 15 

27 14 

high mark of 21 employees and a low of 1 (this bank with 

only 1 auditor had total resources as of June 30, 1965, 

of S83,800,000). Table 5 shows this difference in the 

number of auditing personnel. 

The possible reason for this difference is the cost 
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of maintaining a large staff, which is higher in the 

United States than in the Philippines. However, the 

safety of the bank must not be sacrificed because of cost; 

the bank management and owners must answer one question: 

Does the result justify the cost? 57 

TABLE 5 

SIZE OF THE AUDITING STAFF IN BOTH 
PHILIPPINE AND TEXAS BANKS^ 

Philippine 
Banks 

Texas 
Banks 

Highest number of personnel 

Lowest number of personnel 

Average number of personnel 

30 

5 

15 

21 

1 

5 

Question l(m). 

Job Rotation and Annual Vacation 
of Employees 

Literature on bank controls has always emphasized 

the need for requiring regular annual vacations and unan

nounced job rotation, not only among employees, but also 

among officers of the bank. To find out how annual va

cations and job rotations are being utilized by banks, 

questions 2(a) to (d) were asked. 

Good bank control calls for the rotation of employees 

"̂̂  Jesse P. Wolcott, "Our Common Objective," Audit-
gram, XXXVI (December, I960), 5* 
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in their positions in a regular schedule, and without 
C O 

notice.-̂  There are several reasons for this: first, it 

is a deterrent to fraud; second, it develops capability of 

employees; and third, it adds to the flexibility of the 
59 organization.'^^ From an employee standpoint, rotation 

combats overspecialization, and it does much to eliminate 
fid the boredom of repetitive tasks. If the switching is 

done without prior notice, no irregularities can be 

transferred to the new assignments; thus, the exchange * 

of positions among employees serves as a check on trans-
61 actions previously handled. 

Eight of the 10 Philippine banks require surprise 

rotations of their employees; while the other two banks 

do rotate, but not on a surprise basis. Nine answered 

that an inventory of assets entrusted to an employee is 

made before actual turnover of responsibility to another 

employee. In Texas, of the 30 banks surveyed, 6 banks 

rotate employees on a surprise basis, while 24 banks in

dicated that rotation of employees is done on a non-

surprise basis. Again, of the 30 banks, 23 indicated 

that a count or inventory of the bank assets held by an 

employee is made before the final turnover of duties is 

58 Brink and Cadmus, op. cit., p. 248. 

^9 Suhrbier, loc. cit., p. 4, 

^^ Ibid., p. 5. 
61 

Sudekum, loc. cit., p. 8. 
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effected. 

In granting vacations to employees and officers, it 

should be required that they take their vacations for at 

least two consecutive weeks each year. As far as book

keepers and tellers are concerned, they should be required 

to take their vacations over a month-end period. This 

will aid in disclosing withheld deposits and enable some

one other than the regular bookkeepers to mail state

ments. 

Seven Philippine banks require their employees to 

take their annual vacations while 29 banks in Texas are 

utilizing the method. Also, in the Philippines, 6 of 

10 banks allow their auditing department to supervise the 

rotation and vacation of personnel as compared to 17 of 

30 banks in Texas. However, three Philippine banks and 

seventeen Texas banks are entrusting such rotation or va

cation to either the cashier or the department head where 

the rotation or vacation took place. 

Answers from both Philippine and Texas banks are 

shown in Table 6 on page 48. 

As shown above, it appears that more banks in the 

Philippines are rotating their employees on a surprise 

basis. On the other hand, more banks in Texas than in 

the Philippines are requiring their employees to take 

annual vacations. Moreover, both groups of banks allow 

62 Suhrbier, loc. cit., 5. 
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their auditing departments to supervise the rotation and 

vacation of personnel. 

TABLE 6 

JOB ROTATION AND ANNUAL VACATIONS IN 
PHILIPPINE AND TEXAS BANKS 

Philippine Texas 
Banks Banks Total 

Yes No Yes No Yes No 

Require surprise rotation 
of employees 

Require annual vacations 

Inventory of bank assets 
in case of rotation or 
annual vacation 

Supervision of job rota
tion or annual vacation 
of employees 

8 2 

7 3 

9 1 

6 4 

6 24 

23 7 

17 13 

14 26 

29 1 36 4 

32 8 

23 17 

Dual Control 

Questions three, four, and ten (d) were asked to ex

plore the existing dual control in the banks. Question 

ten (n) was also inserted to determine the number of 

banks engaged in foreign operations and how dual control 

is used in this situation. The complete answers to these 

questions are shown in Table 7. 

Authors of books and articles on bank operations and 

control systems recognize the importance of dual control. 

Similar to dual control is "joint custody," whereby the 
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work of a person is performed in the presence of and under 

the observation of another employee, both working as a 

65 team. ^ It is an operating procedure recognized as an 

important protection in safeguarding the bank against 

64 losses. This method is employed to safeguard safes and 

vaults containing highly transferable assets or documents, 

such as cash, securities, collateral, and the like. 

However, dual control is not infallible; rather, it makes 

it difficult for the unauthorized manipulation of these 
66 highly transferable assets. 

To utilize this method satisfactorily, at least four 

people must be authorized; two on each side of the con

trol to avoid inconvenience that might occur due to 

illness or absence of one or even two of them. It is 

preferable, also, that a member of the auditing staff be 

included in this assignment.^ The presence of all sides 

of the control should be required whenever cash or se

curities are put into the vault or withdrawn from it, and 

all representatives should sign a register as evidence of 

^^ Ibid., p. 8. 

Sudekum, loc. cit., p. 9. 

^^ The NABAC Research Committee, Audit Program for 
Smaller Banks (Chicago: National Association of Auditors 
and Comptrollers, 1950), p. 9. 

^^ John I. Millet, Bank Audits and Examination (New 
York: The Ronald Press, 1941), p. 175-

67 The NABAC Resea r ch Committee, O P . c i t . p . 9 . 
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the correctness of the transaction.^® 

From the answers to the questions covering this sub

ject, it is evident that at least one-half of the total 

banks surveyed in Texas and in the Philippines overlooked 

the importance of dual control. In the Philippines, only 

5 auditors of the 10 banks were included in the system, 

while 16 of the 30 auditors in Texas were taking an 

active part in the dual control assignment. The propor

tion is smaller when it comes to the operation of dual 

controls in opening the mail, which, in most cases, will 

contain remittances either in payment of loans or for 

deposit. In the Philippines, only 2 auditors out of 10 

participate in this undertaking, while 4 out of 30 au

ditors in Texas are present when mail is opened by the 

mail clerks. 

Banks to some extent must realize the psychological 

effect of close control and supervision, and a question 

was asked to explore this matter. Although every phase 

of the operation cannot be watched, the fact that the em

ployee is aware that operations are being watched or 

69 

audited will act as a deterrent to wrongdoing. ^ In an

swer to the question about this, only 1 of the 10 auditors 

in the Philippines, and only 2 of the 30 auditors in 

Texas banks indicated that they are present in the morning 

^® Brink and Cadmus, op. cit., p. 249. 

^^ Suhribier, loc. cit., p. 8. 
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when the cashier opens the vault and distributes the cash 

to paying tellers. 

As previously mentioned, a question was inserted to 

find out how dual control works in those banks having 

foreign operations. Foreign operations provide a very 

profitable business for a bank, but they require a con

siderable specialization on the part of the officers in 

70 charge of this phase of banking.*̂  As an old-time banker 

in the Philippines said: "The foreign department of a 

bank is 'a bank within a bank-'"' Also, it is very com

mon in this area of banking to use code numbers in dis

patching authorizations for disbursement or transfer of 

funds abroad. To the local bank and the foreign cor

respondent, these code numbers are very important and are 

very dangerous if not properly safeguarded because any

body can use them to order the foreign correspondent to 

make payments from the deposits of the local bank. This 

is possible because as soon as the foreign bank receives 

the coded authorization for disbursement of funds it will 

release them. It will effect immediately the withdrawal 

or payment in accordance with the coded instruction. 

All 10 banks in the Philippines operate a foreign 

department, while only 9 of the 30 banks in Texas are 

'̂^ American Institute of Banking, op. cit., pp. 
236-237. 

'̂^ As emphasized by the president of the Overseas 
Bank of Manila to the writer during a personal interview, 



52 

engaged in foreign operations. Of the 10 banks in the 

Philipjiines, only 5 use dual controls to safeguard their 

code numbers; 7 of them entrust the numbers to the foreign 

department executive who is in charge of the processing, 

approving, and authorization of the payment of foreign 

transactions. Obviously, this is a violation of internal 

control. Emphasizing the danger of this practice, a 

Philippine banker mentioned that an unscrupulous foreign 

department executive could code a payment order in the 

morning and collect the money abroad the following day by 

sending somebody with the duplicate of the code numbers 

sent to authorize ithe disbursement.^ 

In Texas, all 9 banks have satisfactory control over 

this code number, which is usually entrusted to the 

cashier and the auditor, the cashier and the corporate 

secretary, or the foreign department executive and a 

comparable responsible officer of the bank. 

It appears that Texas banks have better dual control 

over their code numbers than Philippine banks. While 

half of both groups of banks use dual control of their 

safes and vaults, almost all banks in Texas and in the 

Philippines overlooked the importance of having the in

ternal auditor participate in the opening of the mail and 

of his being present in the morning when the cashier 

opens the vault and distributes the cash to the tellers. 

^^ Ibid. 

||U: 
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TABLE 7 

EXTENT OF DUAL CONTROL IN ALL RESPONDENT BANKS' 

Philippine Texas Total 
Banks Banks 

Yes No Yes No Yes No 

Auditor taking part in 
dual control on one 
side and a comparable 
officer on the other 
side 

Auditing staff taking 
part in opening the 
mails 

Auditing staff joins the 
cashier in the morning 
in opening the vault 
and distributing cash 
to tellers 

5 5 

2 8 

16 14 

4 26 

21 19 

6 3^ 

I 9 2 28 3 37 

^ Question 10(n) not included in this table but 
discussed in this section. 

Direct Verification 

Direct verification cannot be safely omitted even 

in a bank with an active and efficient auditing depart

ment.*̂ ^ Direct verification is the confirming of trans

actions or balances directly with customers. In bank 

auditing, verification procedures present a special prob

lem because many bankers are reluctant to permit the use 

of this procedure. They are concerned with the cost and 

with the possible impact on depositors and borrowers. 

"̂^ Killet, OP. cit., p. 175. See also: ;.T.erican 
Institute of Banking, op. cit., p. 304; brink and Cadmus, 
op. cit., p. 25^. 
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They feel that customers will think that there is some

thing wrong with the bank. But this is far from the 

truth. Its benefits have been proven time and again, and 

the bank customers will not only welcome it but also will 

appreciate the efforts to give them utmost protection.'^^ 

In concurrence with this procedure, the House Com

mittee on Government Operation said: 

The universality of the value was attested to 
in a statement signed by the Chairman of the 
Board of Governors of the Federal Reserve System, 
the Chairman of the FDIC, the Comptroller of 
Currency and the President of the National As
sociation of Supervision of State Banks on 
May 27, 1961, saying: "The Federal and State 
bank supervisory authorities have long recog
nized that the principle of direct verification 
is an essential part of an adequate audit pro
gram in banks . . . ."75 

Table 8 on page 56 presents the answers to questions 

covering the actual preparation and mailing of monthly 

statements, the participation of the staff connected with 

operations in the release of these statements, the han

dling of customers' complaints, the addresses of cor

respondence including the preparation of reconcilements 

of bank deposits with its correspondents (local or 

foreign), and confirmation of loans and collaterals, time 

deposits and savings accounts. 

74 
Shepherd, loc. cit., p. 16. 

75 
^ U. S. Congress, Committee on Bank Supervision, 

Hearings on Crimes Against Banking Institutions, 88Ui 
Cong., 2d Sess. (February 20, 1964), p. 24. 
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In the Philippines, eight of the ten auditors in

dicated that correspondence from domestic and foreign 

correspondents pertaining to their deposits is addressed 

directly to the auditor. All 10 auditors indicated also 

that reconcilements of their deposits with local and 

foreign correspondents are prepared exclusively by their 

staff. On the other hand, 15 of the 30 bank auditors in 

Texas revealed that such correspondence is not addressed 

to them. Rather, it is addressed to the cashier and 

sometimes directly to the bank. However, 28 banks follow 

the method of entrusting the reconciliation of their de

posits with domestic or foreign correspondents with the 

auditing department. 

A notable variation is indicated by the answers to 

the questions which covered the direct verification of 

loans and collateral. This direct confirmation of loans 

and collateral with customers provides conclusive evi-
76 

dence that all collateral has been accounted for.'̂  

Nine of the 10 auditors in the Philippines confirm their 

loans through direct communication with the borrower, but 

only four said that similar confirmation is applied to 

the collateral. In Texas, only 12 of the 30 auditors 

verified their loans through direct communication with 

the borrower, while only 9 confirm the collateral held by 

the bank. Furthermore, only 5 banks in the Philippines 

76 Millet, OP. cit., p. 125-
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TABLE 8 

ANSWERS TO QUESTIONS COVERING THE PRACTICE 
OF DIRECT ViiiUFICATIONS IN 

ALL BANKo SURVEYED 

Philippine Texas 
Banks Banks 

56 

Total 

Yes No Yes No Yes No 

Supervision in the pre
paration and mailing of 
customer monthly state
ments 

Record-keeping personnel 
taking part in the pre
paration and release of 
statements 

Auditor or staff handling 
customers' complaints 
concerning their ac
counts 

Correspondence concerning 
bank deposits with 
local or foreign cor
respondents addressed 
to the auditora 

Preparation of reconcile
ment of bank deposit 
with local or foreign 
correspondent 

Sending confirmation of 
loans to borrowers 

Sending confirmation of 
collateral to borrowers 

Sending confirmation of 
time deposits to depo
sitors 

Sending confirmation of 
savings deposits to de
positors 

9 1 

1 9 

9 1 

8 2 

10 

9 1 

4 6 

5 5 

8 2 

5 2"!, 

16 14 

10 20 

15 15 

28 2 

12 18 

9 21 

7 23 

13 17 

14 26 

17 23 

19 21 

23 17 

38 

21 

13 

2 

19 

27 

12 28 

21 19 

^' Questions 10 (j) and (k) are directed to Texas and 
Philippine banks respectively. 
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confirm their time deposits. In Texas, 7 of the 30 banks 

indicated that time deposits are confirmed, and 13 banks 

revealed that savings deposits are verified through direct 

correspondence with depositors. 

A more notable practice is revealed by answers to 

the question concerning the monthly release of customer 

statements of account. 

Good banking practice dictates that statements of 

customers' accounts should be mailed to them regularly 

under strict control, and all on one closing date. This 

should be done to prevent the transferring of a shortage 
77 from one account to another. If "cycle"''̂  mailing is 

used, care should be exercised to avoid the transfer of 

a shortage from an account which is due for mailing to 

another account which is held for subsequent mailing. 

Also, no statements should be withheld from mailing with

out the written instruction of the depositor, and cus

tomer questions about their accounts should be referred 

to an independent department, preferably the auditing de-
78 

partment, for investigation.'^ 

This writer's experience with a Philippine bank re

vealed that the use of monthly statements of customers' 

^' "Cycle" mailing is the mailing of customers' 
statements of account at different intervals. For in
stance, commercial and personal accounts may be mailed on 
the 30ii> and 15tt of every month respectively. 

78 Brink and Cadmus, op. cit., pp. 248-249. 
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accounts, if properly and tightly controlled, is an ef

fective method of direct verification. This control is 

exercised by not allowing bookkeepers and other personnel 

connected with the operations to handle the statements 

which are prepared for mailing. The effectiveness of 

this practice is enhanced if customer complaints are di

rected to the auditor for an independent checking of the 

cause of the complaint. 

A good example of the results of direct verification 

is the case where an embezzlement equal to 5100,000 was 

detected. The culprit simply reduced the balance of 

certain accounts and increased the balance of an account, 

the actual funds of which would come into his pocket. At 

the end of the month, he would hold up the statements on 

accounts which he had manipulated and prepare corrected 

statements for them. There were only two ways in which 

this shortage could be discovered: (1) through an over

draft on one of the manipulated accounts, but this was 

unlikely because the fellow knew how to manipulate ac

counts with stable balances; and (2) through direct veri

fication.'̂ ^ 

Considering this case, it is possible that an early 

detection of the shortage could have been made by not al

lowing the bookkeeper to handle the accounts at the end 

of the month, thus depriving him of the opportunity to 

'^ Shepherd, loc. cit. , p. 16. 
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delay statements for the manipulated accounts and make 

corrected statements for them. The detection would have 

appeared immediately after the customers examined their 

accounts and found them incorrect. An independent in

vestigation would have followed after complaints were 

made by the depositors. 

While the importance of tight control of the monthly 

statements is apparent, only 5 of the 30 bank auditors in 

Texas supervise the actual preparation and mailing of 

these statements; 14 allow members of their staff in

volved in the operations or record-keeping to help pre

pare the statements for release, and only 10 banks make 

the auditor responsible for handling customers' com

plaints. Nine of the 10 Philippine banks indicated that 

monthly release of customers' statements is hstndled by 

the auditing department; only 1 bank allows its operating 

personnel to take part in the preparation of the state

ments. And 9 banks entrusted the settlement of cus

tomers' complaints to the auditing department. 

The possible reason for the low utilization of di

rect verification is the expense involved and the number 

of personnel required in the undertaking. 

Audit by Independent CPAs 

Until recently, bank utilization of the services of 

Certified Public Accountants was insignificant. This was 
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apparent from the answers to the question on the use of 

the services of a public accountant included in the ques

tionnaire (this is discussed). 

Nine of the 10 banks in the Philippines are regularly 

audited by independent Certified Public Accoiintants, 

while only 9 out of 30 banks in Texas make use of the 

services of the public accountant. These figures are 

shown on Table 9 on page 61. Comparing the figures for 

the Texas banks with the figures from a study in 1958 by 

Joseph M. Hill reveals that there has been a slight in

crease in the utilization of the services of Certified 
fto 

Public Accountants. 

Joseph M. Hill's study covered 79 banks in the 

Southwest and 55 banks in the Eastern part of the United 
HI 

States. Of the 79 banks in the Southwest, only 9 were 

audited regularly by an independent Certified Public Ac

countant. Although the study did not indicate the exact 

number of banks from Texas, it can be inferred that Texas 

banks do utilize the services of public accountants. 

There are a number of major reasons for the low uti

lization of independent public accountants. First, 

bankers are cost-conscious because of their low profit 

®° Hill, OP. cit., p. 17. 

The Southwest banks as defined by Joseph M. Hill 
consisted of Arkansas, Louisiana, New nexico, Oklahoma, 
and Texas. The Eastern banks were in New York and New 
Jersey. Ibid., pp. 10-11. 
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margin; second, bankers rely upon the examinations of 

supervisory agencies; third, many bankers look upon in

ternal auditing as a substitute for external auditing;®^ 

and foiirth, bankers believe that Certified Public Ac

countants ' audit would not satisfy the requirements of 

director's examination.®^ 

. 1 /'• 

TABLE 9 

BANKS REGULARLY AUDITED BY CERTIFIED 
PUBLIC ACCOUNTANTS 

Philippine Texas rn̂4.oT 
Banks Banks "̂ ^̂ -̂̂  

Yes No Yes No Yes No 

Audit by independent 
Certified Public 
Accountants 9 1 9 21 18 22 

Contrary to the foxirth reason cited above, outside 

auditors are undoubtedly competent to offer constructive 

suggestions, not only to improve internal control, but 

also to increase operating efficiency. So it is very 

useful for banks to employ independent accountants to re-

view from time to time certain segments of the bank ac

counts, such as cash and investment accounts, loan and 

®^ Stanley E. Shirk, "Special Problems of Bank Au
dits," The Journal of Accountancy, CIX (April, I960), 35 

85 Sommerfeld, loc. cit., p. 52. 
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discount accounts, depositor accounts, expense and income 

accounts, and trust department accounts to obtain an in

dependent appraisal of them. Obviously, the cost of an 

outside examination of a segment is less than for a com-
84 plete examination. 

Consequently, the best protection results from con

tinuous daily internal audits supplemented by annual 

reviews by competent Certified Public Accountants.^ 

Degree of Automation 

The use of data processing equipment is more wide

spread in the Texas banks than in the Philippine banks. 

The reason for not using data processing equipment in 

the Philippines is the high cost of leasing or buying 

the equipment. The low wage rates in the Philippines 

make it advantageous for companies to employ manpower 

rather than machines. Table 10 on page 63 shows a com

parison of the estimated cost of using data processing ma

chines and of employing manpower. The information used in 

the comparison assumes an accounting force of one chief 

accountant, one assistant chief accountant, and seventeen 

other personnel ranging from junior to senior bookkeepers. 

The chief accountant earns an average annual salary of 

^^ Peter H. Pinkernell, "Pros and Cons of Spot Au
dits," Auditgram, XLI (March, 1965), 10. 

®^ Pratt, loc. cit., p. 10. 
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TABLE 10 

A COMPARISON OF ANNUAL ESTIMATED COST OF USING 
DATA PROCESSING EQUIPMENT AND MANPOWER IN 

A BANK IN THE PHILIPPINES 

Manpower Data Processing 
Equipment 

Salary.of the chief ac
countant $ 3,077^ S 3,077 

Salary of the assistant 
chief accountant 2,462^ 2,462 

Salaries of 17 personnel 
with an average annual 
salary of SI,236 21,012^ 

Salaries of 9 personnel 
(reduced by the com
puter) under the same 
wage scale 11,124 

Rent of the data pro- v 
cessing equipment at , 
$1,700 per month 20,400° 

not 
TOTAL .„ ,. S26,551 S37,065 

Savings 10,512 . . . 

S37,063 S37,063 

^ Salary rates in the Philippines are converted at a 
free market rate of ;?3.90 to $1.00. 

The Sl,700-rent per month is a minimum estimate 
provided by an IBM sales representative in Lubbock. 

S3,077 (?I2,000); the assistant chief accountant, S2,462 

(?9,600); and the staff with an average income of SI,236 

(?4,800) each. The comparison further assumes that, 

with the use of data processing machines, the accounting 

force can be reduced from nineteen to eleven without any 

major change in salary scales. The bank has an 

»»>;; 
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average checking and savings accounts of 14,000.®^ 

Only 2 of the 10 Philippine banks surveyed use data 

processing equipment; but all 10 use tellers' safety 

machines, and no bank uses money changing machines. Lack 

of these money changing machines is the reason why tellers 

have to carry loose change in their boxes every day. 

In contrast to the Philippine banks, 21 of the 30 

Texas respondents use data processing equipment; 18 use 

tellers' safety machines, and 25 banks use money changing 

machines. One bank indicated that plans for the complete 

automation of its records have been drawn, to be effective 

shortly. 

In summary, the use of data processing equipment is 

not as widespread in the Philippine banks as in Texas 

banks. The reason is that the cost of labor is lower in 

the Philippines than in Texas, so that buying or leasing 

the equipment does not appear to be advisable. 

Table 11 shows the complete answer to the questions 

covering bank automation in operation. 

The reduction of the accounting personnel from 
19 to 11 is based on the experience of a bank in Utah 
which installed data processing equipment to handle its 
accounts. The size of this bank is identical with the 
bank in Manila (used in the comparison), both as to the 
number of accounts and the number of accounting person
nel. John R. Starley, "An Unusual Approach to a Bank 
Computer Program," Auditgram, XXXIV (July, 1963), 8-11. 

Ik *K; 
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TABLE 11 

EXTENT OF AUTOMATION IN ALL BANKS SURVEYED 

Philippine Texas mo-hni 
Banks Banks ^^^^ 

Yes No Yes No Yes No 

Use of data processing 
equipment 2 8 21 9 23 17 

Use of tellers' safety 
machines for recording 
or validating deposits 10 .. 18 12 28 12 

Use of money changing 
machines . . 1 0 25 5 25 15 

Verification of Loans and Collateral 

In bank operation, interest on loans is the major 

source of revenue. These loans may be secured or unse

cured. If a loan is unsecured, no additional problem 

arises; but, when it is secured, the problem of collateral 

control arises. 

Basically, of all the accounts in the bank, loans 

receive the greatest attention from the government super

visory agencies. But this attention given by governmental 

control agencies can not be substituted for the banks' 

own audit and verification, because state or federal ex

aminers do not make an audit of the entire bank. They 

are only concerned with the quality of the loans made by 

the bank.®*̂  For this reason, loans need constant exami-

87 Sparling, loc. cit., p. 6. 
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nation, and collateral must be verified regularly to avoid 

substitution. Direct verification of loans and collateral 

with customers is a desirable practice. An additional 

safeguard for collateral is the practice of giving the au

ditor a copy of the collateral acknowledgment which he 

compares with the collateral records of the loan depart

ment in the course of an audit. 

While many bankers rely on the audit of state and 

federal examiners as a substitute for internal or external 

audit, recent trends show a change in this practice. This 

was verified by the answers to the questions which cover 

the frequency of verifying loans and collateral. Complete 

details are shown in Table 12 below. 

TABLE 12 

FREQUENCY OF VERIFYING LOANS AND COLLATERAL^ 

Philippine Banks Texas Banks 

Daily 

Monthly 

Quarterly 

Semi-annually 

Annually 

Unscheduled 

Total 

Loans 

. . 

2 

3 

3 
. . 

2 

10 

Coll ateral 

. . 

. . 

3 
6 

. . 

1 

10 

Loans 

2 

13 
6 

7 
1 

1 

30 

Collateral 

. . 

3 
6 
8 

8 

5 

30 

Questions 14 (a) and (b). 
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In addition, a question was asked to determine 

whether or not the auditor is furnished copies of col

lateral receipts. Respondents in the Philippines indi

cated that only 4 of the 10 banks furnish their auditors 

copies of collateral receipts as compared to the 21 of 

the 30 respondent banks in Texas. 

Although loans are frequently audited by supervisory 

agencies of the government, banks in the Philippines and 

in Texas are undertaking constant verification of the 

collateral and loan accounts. However, more banks in 

Texas follow the procedure of furnishing the auditor co

pies of collateral receipts than in the Philippines. 

Loans to Officers and Employees 

The extension of loans to officers and employees of 

the bank is important to aid them in case of financial 

distress. Financial problems of employees often lead 

them to embezzle or to commit fraud inside the bank. 

Many old and reliable employees yield to temptation be

cause of personal problems; if the problem receives at

tention, the employee can be saved from humiliation and 

,. 88 disgrace. 

To cover this matter, a question was asked to ascer

tain whether or not banks are providing loans to their 

staff, and another question was asked to see how this 

88 
Sudekum, loc. cit., p. 8. 
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type of loan is handled in the accounts. Answers to these 

questions are shown in Table 13. 

Nine of the 10 banks in the Philippines and 21 of the 

30 banks in Texas extend loans to their personnel. The 

limit on the amount of the loan varies from bank to bank. 

In the Philippines, extension of this type of loan 

varies according to each case. The Banking Laws of this 

country have no specific limit on this kind of loan, and 

it appears that the 15 per cent loan limit that applies 

to each individual borrower would also apply to bank em-
89 

ployees. ^ While a question was asked to find out whether 

or not loans are extended to both officers and employees, 

this writer's experience with Philippine banks indicates 

that officers are usually excluded from this loan pro

gram. The banks consider the extension of loans to their 

90 officers unethical.^ In the event that these officers 

need funds they can go to their fellow officers in another 

bank and apply for a loan. The Bank of America, Phil

ippine branch, however, has a special fund—Provident 

^ Section 23 of Republic Act No. 337, known as the 
General Banking Act of the Philippines, limits individual 
borrowings from a bank to 15% of the total unimpaired 
capital and surplus of such bank. (Banking Laws of the 
Philippines [Manila, Philippines: Central Book Supply, 
Inc., I960J, pp. 68-69). 

^ The reason is that some officers (usually senior 
officers) can, at their own descretion, approve loans up 
to a certain amount. So there might be a situation 
wherein an officer makes a loan, processes it, ana ap
proves the loan. 
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Fund Benefits—for loans to employees and officers. 

Texas banks indicated that they usually follow the 

legal limit of S2,500 in extending loans to their staff. 

A majority of the banks in the Philippines and in Texas 

include these loans in their ordinary loan portfolios. 

However, whatever method is used, a complete list of 

loans to employees should be prepared periodically for 

information purposes." 

In summary, banks in Texas and in the Philippines 

extend loans to their officers and employees; the amount 

of these loans varies from bank to bank. 

TABLE 13 

NUMBER OF BANKS PROVIDING LOANS TO 
THEIR OFFICERS AND EMPLOYEES 

Philippine Texas 
Banks Banks 

Total 

Yes No Yes No Yes No 

Extending loans to of
ficers and employees 
of the bank 9 1 29 1 38 2 

Verification of Credit and Overdraft Lines 

Several questions were asked to determine whether or 

not credit and overdraft lines receive adequate attention 

from the audit staff. Table 14 shows the answers to 

91 Millet, op. cit., pp. 149-150. 
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these questions. 

A credit line is a pre-arranged maximum amount which 

an individual can borrow from a bank without making a loan 

application for each loan. However, the total loan value 

of the line can not be withdrawn at one time by a single 

promissory note. Withdrawals are usually made as the need 

for funds arises, each withdrawal being evidenced by a 

promissory note. Consequently, interest charges are made 

only on that portion of the line that is used. 

An account is overdrawn when the amount of checks 

paid against the account exceeds the balance on deposit 
92 

in the account.^ When a depositor arranges with his 

bank to overdraw his account by a specified amount, the 

arrangement is called an overdraft line. Interest charges 

are made on the amount overdrawn. 

Basically, overdraft and credit lines are types of 

loans either secured or unsecured, and verification of 

these lines is needed to insure that all transactions af

fecting them are made within the line limits. If over-

drawings exceed the limit, they must be scrutinized to 

ascertain that they are properly authorized. 

All 10 respondents in the xhilippines indicated that 

credit and overdraft lines are thoroughly checked or veri

fied. Four are doing the verification daily, 5 every 

92 American Institute of Banking, op. cit., p. 376. 
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month, and 1 does the verification quarterly. In Texas, 

29 of the 30 respondents grant credit lines but only 18 

of them check or verify whether the loans released are in 

compliance with the line limit and other terms of the line 

agreement. Twenty-six respondents in Texas do closely 

scrutinize the overdrafts, but verification varies from a 

daily to a semi-annual basis. 

TABLE 14 

CONTROL AND VERIFICATION OF CREDIT 
AND OVERDRAFT LINES^ 

Philippine Texas To-hpT 
Banks Banks -LOTiai 

Granting credit lines to 
customers 

Verification of loans 
released against 
credit lines 

Verification of over
draft lines 

Yes 

10 

10 

10 

No 

• . 

. . 

. . 

Yes 

29 

18 

26 

No 

1 

12 

4 

Yes 

39 

28 

36 

No 

1 

12 

4 

^ Question 22 is included in the discussion above. 

Control of Customers' Signature Cards 

As a protection against forgery, a bank maintains a 

signature card file where authorized paying tellers can 

compare the signature appearing on the check presented 

for payment and the authorized signature on file. Basi

cally, a signature card file is similar to a contract 

between the depositor and the bank arising from the 
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contract of deposit. When the depositor signs his name 

on the signature card, he accepts all the rules and regu

lations printed on the card and authorizes the bank to 

honor orders for the withdrawal of funds either by check 

or some other form, provided that the check or forms bear 

his genuine signature and that there are sufficient funds 

in the account.^^ This file should be locked, and should 

not be accessible to bookkeepers or to employees other 

than the tellers unless specially authorized." 

To cover this area, questions on the control of 

customers' signature card files were included in the 

questionnaire. Table 15 shows the complete answer to 

question twenty-five. 

Nine of the 10 respondents in the Philippines and 

13 of the 30 banks in Texas answered that a specific per

son is in charge of verifying signatures of depositors. 

Table 16 shows the titles of specific persons authorized 

by the respondents to have access to the signature card 

files. 

Based on the above information, it appears that 

Philippine banks have better control of the signature 

card files than Texas banks. 

^^ American Institute of Banking, op. cit., p. 103. 

^^ Brink and Cadmus, op. cit., p. 247. 
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TABLE 15 

CONTROL OF SIGNATURE CARD FILES 
BY RESPONDENT BANKS 

Philippine Texas rvnt^i 
Banks Banks ^^^^^ 

Yes No Yes No Yes No 

Specific person in charge 
of verifying signature 
of depositors 9 1 13 17 22 18 

TABLE 16 

SPECIFIC TITLES OF PERSONNEL AUTHORIZED TO 
HAVE ACCESS TO SIGNATURE CARD FILES^ 

Philippine Texas 
Banks Banks° 

Cashiers and accountants 5 2 
Bookkeepers, tellers and 
officers 3 12 

Statement department, pay
ing tellers . . 2 

Signature control clerks 2 . . 

Anybody . . I^ 

Total 10 30 

^ Questions 26 and 27 are covered in the discussion 
above. 

^ One bank indicated that anybody could have access 
to the signature cards, but only bookkeepers and assistant 
cashier are authorized. 

Audit of Cash and Marketable Securities 

Banks sell service: their stock-in-trade is cash and 
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credit. In addition, banks hold in their vaults mar

ketable securities which consist of their own invest

ments, collateral for loans, securities held in safekeep

ing, securities left for sale, transfer, or exchange, and 

securities held in trust. Both cash and securities in

volve similar problems in handling because of their 

immediate transferability. 

In making an audit of cash and marketable securities, 

speed, skill, and surprise are essential." The nature 

of these assets requires that they be placed under con

trol immediately upon receipt because the possibilities 

for shifts and substitutions are very great. When making 

a cash count, the cash in the possession of several 

tellers must be kept under strict control until all is 

counted, and marketable securities must be controlled 
97 until the verification of cash has been completed.^ 

Furthermore, tellers' working cash carryovers must 

be under their sole control. Also late deposits must be 

placed under dual control. 

To cover the practice being used in the audit of 

cash and marketable securities, several questions were 

asked. 

^^ Brink and Cadmus, op. cit., p. 240. 

96 ttofficial Releases: Bank Audit Bibliography" 
The Journal of Accountancy, CVII (February, 1959), 78. 

^^ Brink and Cadmus, op. cit., p. 254. 
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Of the 10 banks which responded from the Philippines, 

2 of them conduct a monthly cash count of the vaults, 2 

conduct one quarterly, 3 on a semi-annual basis, and 3 

follow an irregular count of their cash in vault. Be

cause tellers do not have money changing machines (See 

Table 13), they are allowed to have a cash supply of 

their own. Six of the 10 banks follow this practice. 

Also, 7 respondents stated that their tellers are al

lowed to keep late deposits until the next day. However, 

9 banks stated that their tellers are placed under strict 

strict supervision by the cashier by having him count the 

cash in the tellers' possession. 

In making a cash count, 7 respondents indicated that 

a simultaneous count of the marketable securities is 

undertaken, while the other 3 banks place the securities 

under a separate control while the counting is in pro

gress. Moreover, the latter 3 banks count their mar

ketable securities at irregular intervals. 

Of the 30 banks in Texas, 11 count their cash 

monthly, 7 on a quarterly basis, 6 on a semi-annual in

terval, and 5 do the counting on an irregular basis. 

While a considerable number of banks use money changing 

machines for their tellers (See Table 13), still, 27 

respondents allow their tellers to have a cash supply of 

their own, while only 12 banks allow their tellers to 
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carry over late deposits to the next day."̂ ^ However, in 

both instances, 29 banks stated that their tellers are 

regularly checked by the head cashier who counts the cash 

in the tellers' possession. 

Seven Texas banks indicated that they do not simul

taneously count the securities and the cash. However, the 

securities are controlled by storage under a separate 

vault, deposit with other banks or by being placed under 

continuous control of the auditor. Moreover, 15 banks 

said that these securities are counted on a semi-annual 

basis. 

An important procedure that should be followed in the 

audit of cash and securities is the verification of clear

ing items before and after the clearing transactions 

(question 10 (f)). The importance of this procedure may 

be summarized in the following example. A teller who is 

short of his cash may have in his pocket a check for the 

amount of the shortage. When he sees the auditor, he 

puts his teller's stamp on the check and places it with 

his cashed checks. There are two ways to detect such an 

operation: review all checks in the tellers cages at the 

time the internal auditors come in; or examine all items 

^ Because of the considerable use of money changing 
machines in Texas banks, it appears that the cash supply 
held by tellers is solely for paying purposes and that 
these tellers are paying tellers. 
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returned unpaid by the drawee bank.^^ Usually, returns 

of this sort are channelled thru the clearing house and an 

examination of the items received from the clearing center 

is very important. 

Nine banks of the 10 respondents in the Philippines 

check on items sent for clearing, but only 4 audit the 

items brought from the clearing house. Seventeen banks 

in Texas do the verification before sending the clearing 

items to the clearing house, but only 10 check the results 

of the exchanges. 

Both Philippine and Texas banks appear to have ade

quate methods and procedures for verifying their cash 

and marketable securities. The majority of the banks in 

the Philippines and in Texas undertake a simultaneous 

count of the securities while the cash is being counted. 

Some Texas banks lock their securities in a separate 

vault while the cash is being counted. However, these 

securities are subsequently counted. Clearing items are 

also verified by most banks before and after the clearing 

transaction. 

Table 17 shows the complete answers to the questions 

discussed above. 

99 Brink and Cadmus, op. cit., pp. 253-25^. 
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PROCEDURES IN THE AUDIT OF CASH AND 
MARKETABLE SECURITIES^ 

Philippine Texas 
Banks Banks 

78 

Total 

Yes No Yes No Yes No 

Tellers allowed to carry 
cash supply of their 
own 

Tellers' cash supply 
counted 

Tellers allowed to carry 
over late deposits to 
the next day 

Verification of clearing 
items before sending 
them to clearing house 

Verification of clearing 
items after the clear
ing transaction 

Simultaneous counting of 
cash and securities 

6 4 

9 1 

7 3 

9 1 

4 6 

7 3 

27 3 

29 1 

12 18 

17 13 

10 20 

7 23 

33 7 

38 2 

19 21 

26 14 

14 26 

14 26 

^Questions 10(a), (h) and (i) are included in the 
discussion above. 

Accounting for Income and Expenses 

The accounting for income and expenses in banks is 

similar to that of other industries; either the cash or 

the accrual basis of accounting may be used. The usual 

preference appears to be the accrual basis, to avoid dis

tortion in the net profits for a particular period. 

•̂ ^̂  American Institute of Banking, op. cit., p. 264. 
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Consequently, the accrual of income and expenses must be 

under the constant supervision of the auditor, and inde

pendent accrual proofs should be taken at regular inter-

In the Philippines, banks are allowed to use both 

the cash and the accrual basis for both income and ex

penses at the same time. Usually, the accrual basis is 

used for expenses, and the cash basis for income. This 

practice is justified (and the Bureau of Internal Revenue 

of the Philippines agrees) because a large portion of the 

banks' income is derived from internal charges which are 

sometimes greatly affected by uncollectible accounts. 

An analysis of the answers to the question which 

covers the accounting methods for income and expenses 

(See Table 18 on page 80) shows that 2 banks in the Phil

ippines and 5 banks in Texas use both the cash and the 

accrual basis in handling income, and another 6 respond

ents in Texas use the two methods of accounting for ex

penses. This study does not offer any explanation of how 

both methods of accounting are being applied at the same 

time in recording income and expenses. Obviously, there 

must be some criteria which serve as a guideline for re

cording income or expense on the accrual or the cash 

basis; however, this study did not attempt to cover the 

area. 

^̂ "̂ Brink and Cadmus, op. cit. , p. 248. 
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Table 18 shows the preferences of banks for the cash 

or the accrual basis in recording their income and ex

penses. 

TABLE 18 

METHODS OF ACCOUNTING FOR INCOME 
AND EXPENSES 

Philippine Banks Texas Banks 

Income Expense Income Expense 

Cash basis 
Accrual basis 

Cash and accrual 
basis 

Total 

3 

5 

10 10 

17 
8 

30 

18 

6 

30 

Audit of Income and Expense Accounts 

Control of income and expenses is important for the 

effective management of the bank. As much as possible, 

these accounts must be audited on a continuous basis to 

ascertain that income is accounted for and that expenses 

are properly incurred. 

Income accounts are verified to see that all income 

to which the bank is entitled is received and properly 

recorded. Similarly, expenses are audited to ascertain 

that they were properly authorized and supported, and 
102 were paid to the right parties. Details of the 

^^^ American Institute of Banking, op. cit., p. 302. 
See also Pinkernell, loc. cit., p. 12. 
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practices of banks in verifying income and expenses are 

shown in Table 19* 
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Summary 

The information provided by the survey indicates that 

controls and safeguards installed by banks in the Phil

ippines and in Texas are under the close supervision and 

surveillance of the auditing department, headed by a full-

time auditor. As a practice, these internal auditors are 

usually appointed by the board of directors, and they are 

normally responsible to it. 

Other related functions were entrusted to the audi

tor, such as job rotation, annual vacations of employees, 

dual control of safes and vaults, direct verification of 

collateral and loans, supervision of the mailing of 

monthly bank statements to customers, and verification of 

credit and overdraft lines. In addition, banks in Texas 

and in the Philippines recognize the importance of con

trolling and locking the signature file cards to avoid 

forgery. 

Both the accrual and the cash basis of accounting 

for income and expenses are used by respondent banks. A 

few used a combination of the two methods of accounting 

in recording their income and expenses. 

The majority of the banks in Texas are becoming 

highly automated, and the use of money changing machines 

for tellers is becoming widespread. This is not true, 

however, of Philippine banks, because of the high cost of 

buying or leasing these types of machines. 
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While the services of public accountants are con

sidered by banks to be costly, more banks, especially in 

the Philippines, are being audited by independent Certi-> 

fled Public Accountants. However, the trend in Texas 

banks appears to be towards the utilization of these ser

vices to supplement their internal control activities. 

'- . >•. ̂ t , -iijt.!. 



CHAPTER VI 

COMPARISON OF MISCELLANEOUS INFORMATION 
DERIVED FROM THE SURVEY 

In the preceding chapter the major internal auditing 

practices of Texas and Philippine banks revealed by the 

questionnaire were discussed. This chapter will contain 

a discussion of other bank internal control practices 

indicated by the survey. 

Verification and Control of Loans 
Written-off 

The presence of charged-off accounts is another 

problem that is particularly identified with banks. To 

determine how charged-off accounts are controlled in the 

banks surveyed, a question on this topic was inserted 

in the questionnaire. The main purpose of controlling 

charged-off accounts is to see that they are properly 

recorded and that they are not kept by officers in their 

desks.-^^^ 

Because a loan is probably uncollectible, all at

tempts to collect it should not cease. Unexpectedly, a 

customer may pay a loan which was considered uncollect

ible. These payments may often be tempting to a poten

tial defaulter.^^^ Similarly, it must be ascertained 

•^^^ Suhrbier, loc. cit., p. 8. 

^^^ Brink and Cadmus, op. cit., p. 242. 

84 
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that such a collection was credited to the proper account. 

Eight of the 10 banks in the Philippines and 27 of 

the 30 respondent banks in Texas indicated that charged-

off accounts are constantly verified or examined. 

Cost Control 

Increasing operating costs have made banks cost-

conscious so that "no bank—no matter how small—can 

afford not to have at least one person on its staff who 

is responsible . . . ffor] the development and interpre

tation of cost information." ^ 

Cost information is essential so that supervisors and 

department heads can compare the expenses incurred and 

the amount of activity or work handled by their staffs 

or departments for successive periods. Cost control is 

also vital "in maximizing" bank profits. 

In the Philippines, as revealed by answers to the 

question about cost control, only one of the 10 banks 

uses a cost system for expense control; 7 departmentalize 

their expenses, while 2 respondents indicated no cost 

control system was in operation. Six of the 30 banks 

in Texas use cost systems, 12 have a system of depart

mentalizing their expenses, 5 use a combination of cost 

system and departmentalization of expenses, and 7 have no 

•̂ ^̂  Jerry P. Smith, "The Controller and Cost Analy
sis," Auditgram, XXXIV (July, 1963), 12. 
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cost control program for controlling their costs. 

Table 20 reveals the types of cost control program 

used by banks in Texas and in the Philippines. 

TABLE 20 

COST CONTROL PROCEDURES OF BANKS IN THE 
PHILIPPINES AND IN TEXAS^ 

Philippine 
Banks 

Texas 
Banks 

Cost system 

Departmentalization of 
expenses 

Cost system and departmen
talization of expenses 

No cost control program 

Total 10 

12 

5 

7 

30 

Question forty-five. 

Savings Accounts: Control of Withdrawals 
and Dormant Accounts 

In practice, banks must not allow "no passbook" with

drawals from savings accounts except in some special 

cases. If, however, withdrawals without a passbook are 

allowed, tickets supporting the transaction are usually 

made. 106 This is necessary to keep the depositor's 

^^ The ticket referred to in this discussion is a 
form used in place of the passbook and aside from the 
usual withdrawal slip. Usually, an officer's signature 
on the ticket is needed to authorize a "no passbook 
withdrawal. 
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passbook in constant agreement with the ledger kept by 

the bank, leaving no inducement for fraudulent manipula

tion by either the bank staff or by a dishonest depositor. 

As shown in Table 21 on page 88, this method is in 

operation in some banks. Two of the 10 respondent banks 

in the Philippines allow their depositors to withdraw 

savings deposits without a passbook. However, tickets 

are usually prepared to support the transaction. On the 

other hand, 19 of the 30 banks in Texas allow "no pass

book" withdrawals, while only 14 of them prepare tickets 

to support the withdrawal. It would seem, therefore, 

that unless a special form other than a ticket is used to 

record the transaction, the only evidence available for 

the withdrawal is the usual withdrawal slip prepared by 

the depositor. 

Because accounts inactive for a specified period of 

time are one of the areas of the savings department most 

vulnerable to manipulation, a question was asked to de-
107 termine how the banks control dormant accounts. These 

accounts normally should be segregated from the active 

accounts and should be locked in separate compartments. 

Access to them must be limited to certain employees, and 

these inactive accounts must be placed under dual con-

^̂ "̂  Suhrbier, loc. cit., p. 6. 

108 Ibid. 
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TABLE 21 

PROCEDURES FOR "NO PASSBOOK" WITHDRAWALS 
FROM SAVINGS ACCOUNTS 

Philippine Texas 
Banks Banks Total 

Yes No Yes^ No Yes No 

"No passbook" with
drawals allowed on 
savings deposit 

Preparation of tickets 
for "no passbook" 
withdrawal signed by 
authorized officer 
or officers 

8 19 II 21 19 

14 16 16 24 

Three indicated that no passbook is issued to de
positors on savings deposits. Although no indication was 
given whether or not tickets are prepared to support 
every withdrawal, it would appear that tickets or other 
forms (aside from the usual withdrawal slip) are complet
ed to record the transaction. 

In the Philippines, 1 respondent does the verifica

tion of the inactive or dormant accounts monthly, 4 do so 

quarterly, 2 semi-annually, and 3 on an irregular basis. 

Texas banks verify their dormant accounts from a daily to 

an annual basis. A few banks said that their dormant ac

counts are verified on an irregular or unscheduled basis. 

The details of these practices are shown on Table 22 on 

page 89. 

Control of Accounts Opened and Closed Daily 

Two questions were asked to determine whether or not 
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banks control those customers' accounts opened and closed 

during a business day. 

TABLE 22 

FREQUENCY OF AUDITS UNDERTAKEN TO 
VERIFY DORMANT ACCOUNTS^ 

Daily 

Monthly 

Quarterly 

Semi-annually 

Annually 

Irregular 

Total 

or uns icheduled 

Philippine 
Banks 

. . 

1 

4 

2 

. . 

3 

10 

Texas 
Banks 

2 

1 

9 

7 

7 

4 

30 

Question thirty-two. 

Information about accounts opened during the day is 

essential for efficiency in operation. In the Philippines 

the report of new accounts is used by the auditor to de

termine the quality and reputation of the new depositors. 

The majority of the Philippine banks require that pro

spective clients can open an account only if an officer 

of the bank guarantees the depositor's reputation. This 

is one way of reducing the cost of maintaining depo

sitors ' accounts by eliminating bad customers. 

All 10 banks in the Philippines prepare reports of 



90 

the accounts closed and opened for a particular business 

day, while only 8 of them furnish a copy of these reports 

to the auditor. Twenty-eight respondents in Texas prepare 

these types of reports, while 24 of them furnish the au

ditor a copy of the same reports. Table 23 shows the 

complete answers to this question from all banks surveyed. 

TABLE 23 

PROCEDURES USED BY BANKS IN CONTROLLING 
ACCOUNTS OiENED AND CLOSED DAILY 

Philippine Texas rnn-t-ai 
Banks Banks lOT̂ ai 

Yes No Yes No Yes No 

Preparation of daily re
port of accounts opened 10 .. 28 2 38 2 

Preparation of daily re
port of accounts closed 10 .. 28 2 38 2 

Auditor furnished copies 
of the reports mentioned 
above 8 2 24 6 32 8 

Use of Spot and Continuous Audits 

The increased volume of bank transactions makes con-
109 tinuous checking and verification impractical. Spot, 

or sampling, audit consists of the verification of cer

tain assets and liabilities and the proving of income and 

expenses on a^testing basis. Continuous audit, on the 

other hand, implies a constant audit such as that used in 

109 Pinkernell, loc. cit. , p. 8 
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verifying income and expenses.*̂ -̂ ^ 

Spot audits are better than continuous audits be

cause: first, continuous audits, because of their repet

itive nature, may become routine; second, spot audits 

require less personnel than continuous audits; third, the 

spot audit approach makes the internal audit group in

dependent from operations; and fourth, spot audits serve 

as a protective device and contribute to the efficiency 
111 of operations and cutting of costs. 

All but 1 of the 10 banks in the Philippines use 

spot audits more frequently than continuous audits. 

Twenty-six banks in Texas prefer spot audits to contin

uous audits, while 3 combine to a considerable extent 

the use of spot and continuous audits. 

It appears, however, that the size and complexity 

of most banking institutions will force them to place 

heavy reliance on the spot audit technique to much 

greater extent in the future than has been the case in 

the past. However, this does not imply that continuous 

audits will be eliminated in the long run. As a matter 

of fact, more objectives could be attained if both methods 
112 are used, one complementing the other. 

^^^ American Institute of Banking, op. cit., p. 302. 

-̂ -̂̂  Pinkernell, loc. cit., p. 10. 

^•^^ Ibid., p. 12. 
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Summary 

Control of charged-off accounts appears to be ade

quate in both Philippine and Texas banks; likewise, 

inactive or dormant accounts received considerable atten

tion from the-respondents. These inactive accounts are 

separated from the active ones to avoid fraudulent manip

ulation by the bookkeepers. Accordingly, it is a common 

practice not to allow "no passbook" withdrawals from 

savings deposits unless properly approved by responsible 

officers of the bank. 

A few banks in both the Philippines and Texas use 

cost systems or departmentalization of expenses to con

trol costs. Also, most î nilippine banks and Texas banks 

prefer to use spot audits rather than continuous audits 

to cope with the increased volume of their transactions. 
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CHAPTER VII 

SUMMARY AND CONCLUSION 

The responsibility for providing controls and safe

guards in a bank is vested in the board of directors, 

both by law and by administrative regulation. In prac

tice, the board has to delegate that duty by establishing 

an auditing department, which conducts a thorough and 

constant verification of all phases of operations. In 

charge of the auditing department is the auditor or con

trol officer appointed by the board and directly respon

sible to it. In some instances, banks tend to view 

internal auditing as a substitute for audit by public 

accountants, but recent trends show a tendency towards 

the employment of public accounting services. The reason 

for this is the growing awareness of the banking commu

nity of the advantages of having a Certified Public 

Accountant evaluate their system of controls and safe

guards which is designed to protect the interest of the 

depositors. Although in some instances the public ac

countant is not entirely familiar with banking operations, 

he is useful because of his experience and his ability to 

familiarize himself with all sorts of enterprises. 

In the system of internal checks and controls, the 

auditing department continuously appraises these internal 

safeguards to detect strong and weak points and to suggest 

93 
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methods to improve the system. Also, the auditing depart

ment usually fulfills a staff or advisory function and 

does not possess any operating or administrative author

ity. 

Because of the internal auditor's independence, 

proper knowledge of banking practice, and close contact 

with all divisions of the organization, he is in an ex

cellent position to make suggestions for the improvement 

of operating procedures which are aimed at helping man

agement realize its objectives. However, the auditor can 

not perform his duties efficiently without the support 

and backing of the management. 

In selecting a sample of banks to survey, it was de

cided that banks with less than a forty million dollar 

deposit would be omitted from the survey since they would 

probably have no internal auditing department. The re

turns were satisfactory: ten, or thirty-one per cent, 

from the thirty-two Philippine banks and thirty, or sixty 

per cent, from the fifty Texas banks. Almost all the 

Philippine banks that answered were from the largest ones 

included in the survey. 

The first part of the questionnaire gathered informa

tion on the organization and authority of the auditing 

department, and it appears that the auditing department 

and the internal auditor occupy a responsible position in 

the banking community. The authority of the internal 
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auditors seemed to be well established so that they could 

utilize their talents to the advantage of the bank. This 

appears to be true because the internal auditors are re

porting directly to the board and not to any other bank 

executive. Thus, the auditors have the freedom to move 

freely within the bank. The respondents' answers indi

cated that although the board of directors often called 

upon the auditor to make suggestions for procedures for 

the safety of bank assets, he maintained his independence 

because he kept himself free from the actual operations 

by not instituting changes in procedures. 

The next area studied involved the various internal 

controls and safeguards installed by the banks to form 

part of their operations. Answers to the questions in

dicated that the installation of a strong and effective 

internal control program with adequate safeguards was 

widespread. For example, the majority of the banks in 

Texas and in the Philippines use job rotation and annual 

employee vacations as deterents to fraudulent manipula

tion of records. 

Dual control of safes and vaults is another method 

used by banks to protect their assets, but judging from 

the answers to the questions on the subject, at least 

one-half of the Philippine and Texas banks overlooked its 

importance. Included in dual control is the participa

tion of the auditing staff in the opening of mail in the 
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morning and the presence of a representative of the au

diting department when the cashier opens the vault and 

distributes cash to the tellers. All these systems are 

designed to impress on the minds of the employees that 

operations are being watched. In this phase of control, 

both Philippine and Texas banks are weak. Likewise, dual 

control is not commonly used to control the Code Numbers 

in those banks that use them in their foreign operations. 

However, Texas banks are more efficient than Philippine 

banks in safeguarding these Code Numbers. 

A majority of the banks in Texas do not use the ser

vices of a Certified Public Accountant. They still 

appear to believe that internal auditing and examination 

by supervisory authorities can be a substitute for such 

services. The survey made by Joseph M. Hill in 1958 also 

showed that few Texas banks employed the services of the 

public accountant. Nevertheless from 1958 to the present, 

there has been a slight increase in the number of banks 

using the services of the public accountant. The reverse 

is true, however, with Philippine banks: all but one of 

the banks surveyed failed to use such services. 

The recent strides in science have had an impact on 

Texas banks, for a majority of the banks in this state 

are using data processing equipment. Philippine banks, 

on the other hand, still use the "pen and ink" system of 

record keeping. The reason for the use of these non-
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mechanized systems is that the cost of labor in the Phil

ippines is lower than in Texas, while the costs of leasing 

or buying data processing equipment are very much higher 

in the Philippines than in Texas. So, the Philippine 

banks can double their employees and the total cost will 

be lower than if the banks were mechanized and the number 

of their employees were reduced. 

It appears that in the audit of cash and marketable 

securities—the so-called stock-in-trade of the banks— 

banks both in Texas and in the Philippines have an ade

quate program of verification. However, most Texas banks 

overlooked the importance of controlling the preparation 

and mailing of customer monthly statements. Some Texas 

banks even allow their record-keeping staff to help in 

the preparation of these statements. This practice gives 

bookkeepers the opportunity to take the statements before 

they are mailed and prepare corrected statements for 

those accounts they have fraudulently manipulated. An

other area which most Texas banks overlooked is control 

of the signature card files of depositors. Almost one-

half of all banks surveyed in this state do not adequately 

control their signature card files. On the contrary, 

Philippine banks have good control of these signature 

card files, and they carefully control the monthly state

ments of customers from their preparation until they are 

actually mailed to the depositors. 
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The loan accounts of banks receive the most atten

tion from the supervisory authorities. But, in addition 

to this, banks in Texas and in the Philippines have an 

impressive program of loan verifications, including the 

verification of credit and overdraft lines. Unfortu

nately, there are portions of loan verifications which 

both Texas and Philippine banks overlook. While almost 

all banks in the Philippines confirm their loans through 

direct communication with the borrowers, less than one-

half of the banks in Texas do the same. And while less 

than one-half of the Philippine banks confirm the loan 

collateral, less than one-third of the Texas banks con

firm the collateral. An even lower number of banks in 

Texas and in the Philippines confirm their time and 

savings deposits. Confirmation of loans, collateral, and 

time and savings deposits provides an adequate evidence 

that all of them are properly accounted for. Also, al

most all banks in the Philippines and more than two-

thirds of the banks in Texas extend loans to their em

ployees and officers. The extension of loans to the bank 

personnel is desirable to help them in case they encounter 

financial difficulties. 

The accounting for income and expenses is an inter

esting procedure in banks, for both the cash and the 

accrual method of accounting can be utilized. It is evi

dent, however, that guidelines are used for recording 
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income or expense on the accrual or cash basis, but this 

study did not attempt to cover the subject. 

Almost all banks in Texas and in the Philippines 

verify periodically their uncollectible accounts to as

certain that collections on these accounts are properly 

recorded. In addition, respondent banks in both the 

Philippines and in Texas indicated that they are using 

cost control systems to control expenses. Almost three-

fourths of Texas and Philippine banks are using either a 

cost system or a departmentalization of expenses, but 

only one-fourth of these banks do not utilize any cost 

control program at all. 

Control of dormant accounts is also undertaken by 

both groups of banks, and these accounts are locked in 

separate compartments and placed under dual control. 

Verification of dormant accounts ranges from a daily to 

an annual basis. Moreover, only two Philippine banks and 

eleven Texas banks allow "no passbook" withdrawals from 

savings accounts. Also, accounts opened and closed 

daily are properly controlled and verified regularly for 

information purposes and for the evaluation of the quality 

and reputation of the depositors. Accordingly, reliance 

on spot audits is common because the use of continuous 

audits is impractical due to the increased volume of bank 

transactions. 

Although banking requires specialized methods and 
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procedures, great strides and improvements have taken 

place in the past years. As competition in this field of 

business activity becomes keener, more improved tech

niques designed to reduce costs will be needed in the 

operation, and more studies in this area will also be re

quired. As this study has covered only the banking prac

tices of the respondent banks, it appears that the impact 

of these practices on the financial statements would be a 

fertile ground for further studies. 
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\, ;De: i i - annu ,a l ] y ; othicr 

-̂,-.• "o 1 1-̂ --r' .'̂ a .̂ .'̂  V r-. ( V'n--i t-hl ••>'• ( '̂ a ĉ. ,a-r>--"! •'• i' ^ qp_ .a ;. V a J. -I e : a >_/ae o. a . \ ^ i .ua ua i. j , ^ ^ .̂ u-,-- .L '- ̂  ̂ .̂  , \ ; ^ c 
T, i - 1 nn V • •: ] 1 y; o t h e r . 

D o r c i c n Bur-rency " ^ i l l s l e r c h s s e a : [ ) . :o?i thly; 
( ) :;iua^-terly; ( ) S e m i - a n i i a a l ] y; othe^-

D e p o r t B i l ^ s P u r c h a s e d : ( ) h o n t h l y ; ( ) l U ' i r t e r l y ; 
( ) De^'^i-annua 1 "i y ; othicr . 

Damest'c Bills rurch-scd: ( )"ontMy; ( ^qua-torly; 
( )Demi-annuall y ; otiiê - . 

I d . I , ' c a ' e tha p e r s o n ( s ) '.n you r b"ink au ' - ' ^ . r ' ; : cd i'-.. 
_a-ant l o a n s , i.n\ 'ndm^at' . ' t^ ' ,ai- l o a n l a i r s i^ 

http://fromBaid.es
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X '^ o A » ^ -

( / '^oard of iDai.'N-->ctora 

) ^':^es"' i e n ' 

f ' - . - .-. 

V i c c - B ^ - e s i d e n t 

D a n a a e m e n t Commi t t e e 

a : : e c i D i v e C o m m i t t e e 

( ) o t ' ^ e r s 

Do,an Dim' t 

Doan Di i 

Doaa l i m i t 

Loan T imi t 

l o a n D i m l t 

Do^;n DiFi i t 

T c a n D i ^ i t 

.3. '̂ ne the loans approved by the persons indicate 
in {'B) except (a] subject to the •a 
the boar-d? 

iu 

• "rov.nl c-^ 

1 4 . hovj o f t e n do you m.ake a vc • i ' ^ i c a t l o n of : 

a) Doan accouats: ( );;oathly; ( ) D'--̂ ^̂ te-̂ ly; 
( )Ser i-an:aual\y; .. ther 

b) Collateral: ( ) Monthly; ( ) .;̂ ua-tcrly; ( ; deim 
annually; other 

15. A;"e you furnished a copy of the collateral 
f ' ! ' \ / \ / 

la. Do you send out confirmations to confi""-,: 

a) Loans 
b) Collateral 

1 7 . Does y o u r b a n k exte]ed l o a n s t o y o u r o f f i c e r 
e : . . ' l a y e s s ? 
I f s o , adrat i s t h e m.avXlmum l o a e . l i m d t ? 

O" 

If. iiow are these loans referred in (17) classi 
in the accounts? 

19. Does your b nk ,q-rant credit lines? 

BO. Do you check or verify loans released aa-̂ii'~-'̂'b 
cr:dit lines to ascertain that they are in co:ri-
pliance with the line limit and other teres of 
the a.areement? 

( } ( : 
( ) ( : 

( : ( ) 

( ) ( ) 

( ) ( ) 

2 1 . Do you c h e c k o - v e r i f y o v e r d r . i . ^ t s t o a s c e 
t h a t Lhcy - . re a u t i i o r i s e d aid. v ; l t h - ; t h e i i ' . . j . : . 
of t h e a ^ r . e m c n t ? 

•. a i 

\ / \ / 

http://�
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Yes u 

2B. I f y e a r answer t o (21) i s " Y e s , " how o f t e n do 
you ooudvco t he v e r i f i c a t i o n : ( ) h a l l y ; ( )Doa-

t i i l y : of,her 

13* Ho;; o f t e n do vou v e j - ' i • 
1/ • 

e t t c r s of̂  a ) Caatoi 'aars L i a b i l i t y A c c e a t a n c e s 
C e ^ d i t : ( ) : ^ u a r t e - l y ; ( ) Demi- .nnual ^ , ; 
o t l i e r 

h) Cus tomers ^ i a b i V i t y A c c e p t a n c e s - o t h e r s : ( )'Quar
t e r l y ; ( ) D e m i - a n n u a l l y ; o t h e r ' 

c) "^u-- i i turc 1 BiU-pment : ( ) Q u a r t e r l y ; ( )Dcml-
annua 11 y ; o t l i e r 

Bow o f t c : . do you c!;eci: or verify: 

a) Dime D e p o s i ' - s : ( ) B ' D l y ; ( ) r iont i ; ly ; o t h e r 

b)jpecial î m̂e Deposits: ( )::on'h'y-
other 

c}Bavin^:s Accounts: ( )Donthly; ( ) Quarterly; 
other 

25• Does your --erdi have a persa:i in c'eer̂ c of veri
fying si-jnatares of depoa^ tors? 

26. h'ho are the specific persons w'-.o leave access to 
the simnature ca-.'s on file? Please indicate ''r.y 
•wn y ô:' th 0 i r 111 "1 e or pos i t i on. 

( ; • ( ) 

27. VB'd ch of the persons "'̂ efarred to in (2;"̂ ) are duly 
aatho-^iaed to have access to the si^-:.ture caris? 

f^. Does your bank have a daily rport of: 

a) :nev: accounts opened durin''- the Sviy 
b) accounts closed durin.A the day? 

29. Are you furri; shied a cony of these reports re
ferred in (23)? 

30. Does your bank allow wlthdravjals from savings 
accoi;ntG .Jithcut a p.iasbook? 

( } ( ; 
( ) ( ) 

( ) 

T 
> 

Â ê t'cke's prepared for "no passbook"' a'thdnwal 
proanrly shined ĥ - authorized Gfficer(s)'. 

( ) 



1 1 ^ 

v . - r- T.-, 

q o TT 
J >w • . i ow o, .:,en do you ahecx oe vurTy dormant a ' - .counts: 

( ) B u a r t e r l y ; ( ) De'el-annu j l l y ; 
o t h e r 

3 3 - how o ^ t e n do you prap: - re a t r i a l b a l a n c e of: 

a ) Bo'mee:-cinl A c c o u n t s : ( ) r o n t h l y ; ( ) B u . r t e - l y ; 
o t i i e r 

1') B a - i n g s Ar^cou;.ts: ( )Don th ]y ; ( } lua-r;,c.rly; 
o t h e r 

c )T i r , e D e p o s i t s : ( ) : : o n t h l y ; ( ) Q u a r t e r l y ; 
o t h e r 

35. 

Do you. senel ou^ c o n f i r m a t i o n s f o r : 

a) T̂iMLc Deposits 
b) Gavings Deposits? 

Row often do you ver"fy: 

a'I qov"» vp'i^.^'-^ t mo - .,'v-• ^-'-• ( )'~^^-\-\-r, ( v r |.^-| 

\ J \ ) 

I \ 

\ J l u a ' ^ t u r l y ; othie.^ 
b) T r u e " Depar tment D e p o s i t s : ( ) D a i l y ; ( ; •loath

l y ; ( ) B a i a ^ t e r l y ; o t h e r 
c) Bthe^ Deposits, (such as Christmas Cluc De

posits, Bafe Depos"t Dxcise 
etc.): 

3o. iio.•: o'̂ ten do you ver i f y : 

a) Dil's Dayable: ( ) Monthly; ( )B^5nrterly; 
other 

b) Certified Checks: ( )'ionthly; ( ;Buarterly; 
other 

c) C ' . s h i e r s Cheches: ( ) D o n t h l y ; ( ) Q u a r t e r l y ; 
o t h e r 

d) BaxBx • s I i a b l 1 i t y Accep t ances : ( ) Don th ly ; 
( ) B ua r 10 r 1 y; ( ) 3 e m i - a Jinu a 11 y; 
o t h e r 

37- Fow often do you check or verify: 

a) Iiieo:::e not accrued, such as exchanqe, service 
Che rce s , etc., ( ) I'̂ onthly; ( ) lua rterly ; 

other 
b) Imco-:ie acc rucd i , s u e . e s i n t e r e s t ea-a. I: ( ) '.o. 

t h l y ; ( ) B i ^ n r t e r l y ; o t h e r 
} Expense ae c o u n t s : ( ) ' ' o ' : t h l y ; ( ) quaid.': r i y ; 

o t h e r 
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33. Bow do you keep youT records for: 

a) Inconc? ( )C.sh Basis; ( )Accrual Basis 
b) Bxper ! l o G W.J ( )Cash B'^sis; ( ) Ace red L^ X t^ 

'/ -. ̂ Do 

39 as a tic':l:̂ r fi Do you m-vintain forms such as a e.cn-r imjc o^ 
loans and investment to make ce;-taii. that ill 
i xome 's accounted for? 

^0 ten dio you chec ' ' or v e r i f y : 

a) d i sbursement f ron t r u s t "unds: ( yl 'onthly; 
( ) l u a r t e r l y ; ot'-icr 

. ) income from t rus^ soc^^ r l t i e s : ( )Donthly; 
( ) l u a r t e r l y ; o t h e r 

^ 1 . Bow of ten do ycu ve : ' i fv : 

( ) ( ) 

'ij ..ot'.o-\. o^ C r e d ' t Butstandinp:-i^ore m:n: ' ) i ua r -
t e r l y ; ( ) Bemi-annu 3.]Dy; ( );.i:nu.aliy; o ther 

b) D c ' t e r s of C r e d i t Outstandin-;-Dee . s t i c : 
( )B,uarte-:^]y; ( ) Bemn-annually; ( ) Annually: 
oth.er 

c) B i l l s Deceived fo r C o l l e c t i o n : ( )Donthly; 
( ) B u a ^ t e r l y ; o t h e r 

d) d i l l s Dent ^or C o l l e c t i o n : ( )!:onthly; ( )Buar-
te:^ly: o t h e r vl J 

^ 2 . Do you vei^ify or ex.amine vm-ite-o-^ :''s of loaris con
s i d e r e d to be u n c o l l e c t i b l e to a sce r t a in , t ha t the" 
a au tnorxzee ( : ( ) 

^ 3 . h'h.ich do you have in your ba;!'' to control expenses 
( ) Cost syster^: ( ) Departr.icntall s\tion of exe 
other 

V_. J JL O \ ^ I 

•-f-r ycu v.. tve a branch o f f i c e , '-.ov: oftcxi de ycu 
:? ( yBuar te r^y; ( ) Demi-annual ly; ( )Axinually; 

eeac: 

Do you apply the same auditiiiC; techniques you used 
in the home oî f̂ 'ce in verifyiriA or checkin,^ 
branch accounts? ( ) ( } 

will a aar^' c ' o te nny ionel cô "'mj' ^u .• 11.1 •:o 
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