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CHAPTER I 

INTRODUCTION 

The constant growth in size and scope of business activities has 

become increasingly complex and has made it more difficult for manage

ment to obtain the knowledge of operations that is necessary for making 

effective decisions. The increase in complexity has forced management 

to delegate more of its functions to attain effective control in carrying 

out business activities. Both the necessity of greater reliance on 

accounting data and the wider delegation stress the internal control 

aspects of accounting operations. In addition, independent auditors have 

pressed for improvement in internal control to reduce the audit work, to 

Increase the accuracy and reliability of the financial records, and to be 

of assistance to their clients. 

The Committee on Auditing Procedure of the American Institute of 

Certified Public Accountants has developed the following definition of 

Internal control: 

Internal control comprises the plan of organization 
and all the co-ordinated methods and measures adopted 
within a business to safeguard its assets, check the 
accuracy and reliability of its accounting data, pro
mote operational efficiency, and encourage adherence 
to prescribed managerial policies. This definition 
possibly is broader than the meaning sometimes attri
buted to the term. It recognizes that the system of 



Internal control extends beyond those matters which 
relate directly to the functions of the accounting 
and the financial departments.1 

The internal control system comprises controls which may be charac

terized as accounting and administrative controls. Accounting controls 

constitute the organizational structure and all the procedures and methods 

related to safeguarding of assets and insuring the reliability of the 

accounting records. Administrative controls comprise the plan of organiza

tion and all the procedures and methods which are primarily directed to 

promote operational efficiency and encourage adherence to prescribed mana-

2 
gerial policies. 

Controversy about the evaluation of the internal control system is 

widespread among independent auditors. Some accountants argue that the 

evaluation of the internal control system should include a review of both 

/ accounting and administrative controls; other maintain that the indepen

dent auditor should evaluate only the accounting controls; and still others 

submit that the auditor should review the accounting controls and only 

those administrative controls that affect the accuracy and reliability of 

the accounting records. 

The increasing impact and importance of internal control on current 

auditing call for a clear definition of those areas which the independent 

Committee on Auditing Procedure, Statement on Auditing Procedure 
Number 33, Auditing Standards and Procedures (New York: American 
Institute of Certified Public Accountants, 1963), p. 27. 

^Ibid., p. 28. 



auditor should consider in determining the scope of his examination; 

nevertheless, this problem remains unresolved to date. The purpose of 

this thesis is to establish the extent which the independent auditor 

should pursue in evaluating the various controls and, consequently, for 

which he is responsible. This author advocates the concept that some 

administrative controls do affect the accuracy and reliability of the 

accounting records; therefore, they should be considered in the auditor's 

evaluation of internal control. 

A complete description of all existing accounting and administrative 

controls would be an endless task due to the fact that internal control 

varies from one company to another because of the particular control 

requirements of each. Some aspects of internal control exist; however, 

which are Inherent in almost any kind of corporation. Those general 

elements of internal control will be described in Chapter II. 

Chapter III discusses the internal control system as evaluated by 

the Independent auditor. The reliance upon the existing internal control 

system and on the Internal auditor's work will also be discussed. The 

various methods available to the independent auditor to examine the inter

nal control system, as well as the changes that the auditor will have to 

make on his audit program pursuant to his internal control findings, will 

be explained in the final part of this chapter. 

The Importance of the internal control system to the Independent 

auditor will be discussed in Chapter IV. Other aspects discussed In this 

section Include the influence of administrative controls on the accuracy 

and reliability of the accounting records, the Independent auditor's 



responsibility in evaluating the internal control system, the nature and 

scope of the administrative controls evaluation, the auditor's judgment, 

and various problems that the auditor has to face in his evaluation of 

administrative controls. 

Chapter V will Include the conclusions drawn from the thesis. 



CHAPTER II 

ACCOUNTING CONTROLS VERSUS ADMINISTRATIVE CONTROLS 

The definition of internal control suggests that it extends beyond 

those matters which relate directly to the function of the accounting 

department. Those controls which are directly related to the accounting 

function are defined as. 

Accounting controls comprise the plan of organization 
and all methods and procedures that are concerned mainly 
with, and relate directly to, safeguarding of assets and 
the reliability of the financial records.^ 

Other controls exist which are primarily directed to help management 

in carrying out its operations, policies, and business activities. Those 

controls are administrative controls, and they are defined as follows: 

Administrative controls comprise the plan of organization 
and all the methods and procedures that are concerned 
mainly with operational efficiency and adherence to 
managerial policies and usually relate only indirectly 
to the financial records.^ 

Accounting and administrative controls are interrelated, and the 

distinction between the end of one control and the initiation of the other 

Committee on Auditing Procedure, Statement on Auditing Procedure 
Number 33, Auditing Standards and Procedures (New York: American Institute 
of Certified Public Accountants, 1963), p. 28. 

^Ibid., p. 28. 



Is sometimes difficult. There are, however, certain controls that may 

be characterized as accounting controls because their primary purpose 

Is to enhance the accuracy and reliability of the financial records and 

to safeguard the company's assets. Administrative controls, on the other 

hand, are primarily directed to Insure operational efficiency and to 

encourage adherence to prescribed managerial policies throughout the 

organization. 

Accounting and administrative controls make up the basic elements 

of the internal control system. According to the American Institute of 

Certified Public Accountants a satisfactory system of internal control 

should Include the following elements: 

1. A plan of organization which provides appro
priate segregation of functional responsi
bilities. 

2. A system of authorization and record procedures 
adequate to provide reasonable accounting control 
over assets, liabilities, revenues and expenses. 

3. Sound practices to be followed in performance of 
duties and functions of each of the organizational 
depar tment s, and 

4. Personnel of a quality commensurate with respon
sibilities. ̂  

The foregoing elements, as well as other controls which the author 

considers of major Importance, will be discussed in this chapter from 

both the accounting and administrative control viewpoints. 

^Ibld., pp. 28-29. 



Accounting Controls 

The basic objectives of accounting controls are to bring accuracy 

and reliability to the financial information system and to safeguard 

the company's assets. The company has to make sure that all its assets 

are properly cared for and protected from all unnecessary diminution 

and misuse. A good system of Internal control should protect the busi

ness against any potential loss, such as robbery, careless extension of 

credit, misuse of raw materials and supplies, marginal employees, failure 

to purchase from the lower-price supplier, and outright theft. 

The protection of the property of a business is the duty of the 

entire company personnel. Each executive is in charge of the effective 

and proper utilization of the equipment of his department and, to this 

end, should exercise direct control over his immediate employees. Accord

ing to Anderson and Schmidt this responsibility ranges from the technical 

direction of employees and the care of highly complicated scientific 

equipment to the requirement of proper economy in the use of standard 

4 
common supplies of all kinds. 

Accounting controls should be designed so that they will assist 

management in developing and undertaking adequate plans and in using 

the resources of the corporation to the maximum advantage of the stock

holders, employees, customers, and the general public. Accounting controls 

should provide adequate protection, information, and control throughout 

4 
David R. Anderson and Leo A. Schmidt, Practical Controllership, 

ed. by Wlllard J. Graham Crev. ed.; Homewood Illinois: Richard D. 
Irwin, Inc., 1961), p. 53. 
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the firm and should maximize the possibilities for attaining a fair rate 

of return to the investors and should, at the same time, adequately 

reward labor and management without overcharging the customer. 

Records 

To attempt to name a standard set of books for any particular busi

ness would be Impossible since the needs of no two businesses will be 

exactly the same. It is reasonable, however, to assume that in every 

mercantile, manufacturing, or distributing company some form of the 

following basic books will be found in use: cash receipts book, check 

register, voucher register or purchase journal, sales journal, accounts 

receivable subsidiary ledger, accounts payable subsidiary ledger, general 

journal, and general ledger. The various journals, ledgers, and special 

forms will depend on the nature of the business and the kind of informa

tion and control desired. The accounting system should Include all those 

books and forms necessary to provide sufficient segregation of functions 

and independent accountability throughout the organization and should 

facilitate an easy flow of Information needed for control and for decision 

making. 

The handling of the accounting records by two or more persons is 

one of the cardinal principles of Internal control. For example, the 

use of control accounts will lose its attributes if the same person who 

handles the detailed records also handles the control accounts. Accounting 

records and forms are primarily accounting controls as well as the practices 

to be followed when dealing with certain records and forms even though they 



are closely associated with administrative controls. For instance, an 

accounts receivable subsidiary ledger is an accounting control; however, 

the person who makes the entries on it, the source of Information to 

support those entries, the functional responsibilities of that person, 

and his relationships with accounting, operating, and custodianship func

tions are primarily administrative controls. 

The chart of accounts 

The input of an accounting system consists of various sorts of facts 

or data. In order for this data to be converted into information a formal 

structure of accounts is necessary; that is, a chart of accounts. The 

chart of accounts provides a means of screening and distributing the 

various kinds of transactions that occur within the organization. The 

chart of accounts should be flexible enough so that data processing can 

conform to circumstantial change. The American Institute of Certified 

Public Accountants recommends that the accounts selected in a chart of 

accounts should, at a minimum, meet the following requirements: 

a. Facilitate the economical preparation of finan
cial statements and reports. 

b. Include all those accounts which are needed to 
reflect adequately and accurately the assets and 
liabilities and the revenues, costs and expenses 
sufficiently broken down to be useful to manage
ment in its control of operations. 

c. Describe accurately and concisely what should be 
contained in each account. 

d. Delineate as clearly as possible the boundary 
lines between capital assets, inventories, and 
expense items. 
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e. Provide for controlling accounts where necessary. 

The chart of accounts adopted in a particular business will serve 

to control the ledger arrangement, the books of original entry, and the 

classification of data collected in subsidiary records and special forms. 

Moore and Stettler contend that the chart of accounts should be reviewed 

at least once a year by the controller or chief accountant for purposes 

of ascertaining its current adequacy. It may be necessary to provide for 

situations where lengthy analysis have been necessary under the existing 

classification of accounts. Certain accounts may be deleted from the 

chart of accounts if abondonment or consolidation of certain functions 

has taken place, or, if for other sound reasons, deletion is desirable. 

The use of control accounts 

A control account is an account containing primarily totals of one 

or more types of transactions the detail of which appears in a subsidiary 

ledger of its equivalent. Its balance equals the sum of the balance of 

the detail accounts. This kind of accounts controls the accuracy of 

the detail records. Errors in the control accounts may be found by com

paring the aggregate of the balance in the detail records with the balance 

In the control accounts and vice versa. The utilization of control accounts 

Committee on Auditing Procedure, Internal Control Elements of a 
Coordinated System and its Importance to Management and the Independent 
Public Accountant (New York: American Institute of Certified Public 
Accountants, 1949), p. 11. 

Francis E. Moore and Howard F. Stettler, Accounting Systems for 
Management Control, ed. by Wlllard J. Graham (Homewood, Illinois: Richard 
D. Irwin, Inc., 1963), p. 139. 

Eric L. Kohler, A Dictionary for Accountants (3rd ed.; Englewood 
Cliffs, N.J.: Prentice-Hall, Inc., 1963), p. 127. 
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In the accounting system provides a double-check as a result of a segre

gation of functions so that the subsidiary ledgers will have to agree 

with the control accounts and the accounts with the ledgers. If a figure 

Is out of balance either in the detail records or in the control accounts, 

the error may be discovered readily. Detail data are posted from the 

books of original entry to the various detail records, while controlling 

accounts are posted from the summaries of the detailed entries in such rec

ords. Since controlling accounts represent the aggregate of the balances 

In the subsidiary ledgers, they should be correct because they are the 

figures to be used in the financial statements. 

Development of the accounting system 

Once the chart of accounts has been established, the accounting data 

will be distributed through the various journals, ledgers, subsidiary 

ledgers, and special forms. The design of records and special forms will 

rest largely on the nature of the business and on the kind of information 

and control desired. Control considerations should enter into every phase 

of the accounting system design if such system is to be of maximum value 

to management. All Information introduced into the accounting system 

should be properly authorized in order to establish the origin of all 

transactions and to determine the responsibility of the operating results. 

The system should afford adequate protection of company assets against 

misuse of losses from dishonesty or carelessness by employees or outsiders. 

Moore and Stettler recommend that a well-designed accounting system should 

produce reports that fulfill, as nearly as possible, the needs of the 



12 

recipient for information about the operations under his control or 

responsibility. The reports should offer bases for comparison of current 

period operating results with standards, results of prior years, and 

budgets. 

As the volume of transaction increases, accounting machines are 

Introduced to facilitate data collection and recording. These accounting 

machines graduate from the simple adding machine and calculator to 

relatively sophisticated bookkeeping devices for footing, cross-footing, 

and journalizing. The volume of transactions in very large businesses 

call for more advanced equipment because bookkeeping machines are not 

sufficiently programmed to process their data; in this case the necessity 

of quicker summarization and classification of accounting data is met, 

to a certain extent, by the use of punch-card equipment. This system was 

originally designed by Herman Hollerith and James Powers and was intended 

to help in the processing of all data in the United States Census of 

9 
1880. Since that time, use of punch-card equipment has had significant 

applications in accounting systems and in other areas. Electronic 

computers and related equipment perform the same functions as the punch-

card equipment but under the computing process, the data from the original 

source is fed into a machine which then tabulates such items in conformity 

with softwear and feeds out the results in some predetermined manner. 

^Francis E. Moore and Howard F. Stettler, Accounting Systems for 
Management Control, ed. by Wlllard J. Graham (Homewood, Illinois: Richard 
D. Irwin, Inc., 1963), p. 139. 

9 
Arthur Janis and Morris Miller, Fundamentals of Modern Bookkeeping 

(New York: Pitman Publishing Corporation, 1965), p. 578. 
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Administrative Controls 

If management is to provide adequate safeguards for the company 

assets; If it is to have confidence in the financial data; if It is to 

obtain from their employees their co-operation in implementing the 

policies set up by top management; if it is to have assurance of its 

plans being efficiently followed, it should have effective operation of 

various control devices other than accounting controls. Those administra

tive controls are primarily designed to promote operational efficiency 

throughout the organization and to encourage adherence to prescribed 

managerial policies. These controls applicable to almost any system of 

Internal control will be discussed in the remainder of this chapter. 

Lines of responsibility 

According to the American Institute of Certified Public Accountants 

a good system of Internal control assures that no one should have the 

responsibility and authority of all phases of any business activity from 

the Inception to the conclusion of it without some kind of check from 

another person. The functions of the Initiation of transactions, the 

subsequent recording on the accounting records, and the custody of the 

resultant asset should always be separated. 

When a person's work is to be reviewed by another, division of 

responsibilities tends to strengthen accuracy because employees perform 

their jobs in a better fashion to avoid having errors corrected. In 

Committee on Auditing Procedure, Internal Control Elements of a 
Coordinated System and its Importance to Management and the Independent 
Public Accountant (New York: American Institute of Certified Public 
Accountants, 1949), p. 9. 
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addition, the review makes it possible to correct such errors as they 

arise. This review reveals any unusual tendency for errors so that 

corrective actions can be Introduced. 

Closely associated with the management control problem is the 

establishment of Independent accountability over operations, custody of 

the assets. Internal auditing, and maintenance of the records related 

to those assets and operations. This is a reason why many enlightened 

businessmen, in their efforts to attain effective internal control, have 

delegated the businesses' accounting functions to the controller, and 

the custody of assets to the treasurer even though they are aware of 

the Importance of the close relationship between both departments. 

When responsibility is segregated, any attempt to defraud a firm 

In handling a transaction needs the collusive help of one or more persons; 

thereby greatly diminishing the possibility of fraud. The manner in 

which internal control is achieved through adequate division of respon

sibilities helping to safeguard assets and promote the accuracy of the 

financial records is effectively illustrated by the plan followed in 

many department stores. The salesman files a sales slip describing items, 

prices, and quantities; the customer pays for the merchandise to the 

cashier, and then returns to pick up his merchandise. The only way for 

a salesman to release the merchandise in question is to have a receipt. 

The customers' merchandise is checked by a third party before the customer 

leaves the store. Under such an arrangement, the customer cannot leave 

the store without having paid for his merchandise because there must be 
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collusion among the client, the salesman, the final checker, and the 

cashier which is very unlikely to happen. 

Other Instances where division of responsibilities enhance the 

accuracy and reliability of the accounting records are, for example, 

where sales commissions are calculated in the accounting department 

rather than in the sales department, and where the receiving and pur

chasing departments are completely independent of each other. 

Policies and procedures 

The term policy, in its accepted sense, may be defined simply as 

"something to go by." Almost every single operation within the entity 

follows some sort of policy and/or procedure. As the number of employees 

who perform the same operations increases and as the number of repetitive 

operations Increases, it become essential for every activity to be 

performed in the most effective fashion, attempting to comply with pre

scribed policies and procedures. 

As operations increase, in terms of complexity and as large scale 

supervision become more Impersonal, there is a great possibility that 

policies and procedures are not uniformly understood. This situation 

gives rise to a likelihood of error, misbehavior, carelessness, and 

attitudes under which the designated rules are not followed. In view of 

this fact, management needs a particular means by which it can ascertain 

the extent of compliance with those policies and procedures and can accord

ingly take actions as it is necessary to prevent and correct them. Actions 

of this kind constitute one of the most Important procedures of the Internal 

auditor and of the Independent auditor where the results of the company's 
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Internal auditing are not satisfactory. Recognition of this need has 

been one of the major causes for the establishment of an internal auditing 

department in current business activities. 

Utilization of the Individual's best talents 

Properly designed procedures usually attain their best results by 

simple means, dividing the tasks into reasonable sections that will use 

the best talents of each Individual. The specialized contributions of the 

employees will then fit together in the pattern of the organization, and 

the overall results will consequently be more efficient. The best use of 

the talents of each individual will almost automatically provide the 

separation and delegation of authority which constitutes one of the major 

elements of Internal control. The process of planning procedures involves 

an anticipation of the problems before they take place; likely deficiencies 

are in this way avoided beforehand. 

Policies and procedures manuals 

• In large companies, management manuals setting forth plans, policies 

and procedures are generally found. Unfortunately, this practice is not 

commonly followed in small businesses because policies and procedures are 

usually simple and can be communicated verbally and because of the economics 

Involved. Verbal communication is likely to become troublesome because It 

is subject to misunderstanding and misinterpretation. In addition it may 

turn out to be time-consuming and, consequently, impractical and expensive. 

Whenever possible, that Information should be established in written form 

to make certain that It will be followed, and to Insure that prescribed 

managerial policies will be met. The maintenance of written manuals does 
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not mean that policies and procedures will have to be followed verbatim. 

The Important point is to maintain manuals as a guide to carry out mana

gerial thoughts. Manual procedures, particularly those which are the 

result of complete and sound engineering studies, minimize variances. 

This minimization is true especially in those cases which must be reviewed 

and approved before issuance. The use of manuals increases assurance that 

procedures and policies are correctly interpreted and that instructions 

will be carried out in a better fashion. The problem of evading responsi

bilities is avoided where written records are followed. 

Some companies have a set of manuals thoroughly covering each phase 

of operations and organization while others have guides which cover only 

those aspects they consider most important; all in all, a complete set 

of manuals will cover organization, policies, and procedures, budgets, 

planning, accounting, finance production, sales and, in short, all those 

functions needing specific instructions. The basic material for procedure 

manuals should be developed by the head of the department or by a specialist, 

if needed, in close co-operation with the department for which the manual 

Is being prepared. The wording of a manual, regardless of who collects 

the material or who is responsible, must be a joint work. One can write 

the most perfect manual and then find that it is not applicable. In the 

final analysis, only proficient company personnel can make those procedures 

work. 

Practices and procedures are established at the outset of a typical 

manual, and they represent the implementation of the creeds, philosophies 

and organization of the concern. These manuals set forth the proper nature, 

personnel, and timing of the function. 
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The following example of an accounting manual was developed by 

Moore and Stettler; it Includes: 

1. An organization chart, showing the various 
units such as general accounting, cost ac
counting, budgeting, internal auditing, 
and systems under the controller, who may 
be at the top management or who may report 
to a financial vice president. 

2. A list of all financial statements and reports 
showing the date on which each is scheduled to 
be completed and who is responsible for its 
preparation. Pro forma statements and reports 
may also be Included, indicating the various 
accounting, budgetary, and statistical data 
to be used. 

3. A list of all general ledger accounts and 
those of some subsidiary ledgers such as the 
factory ledger. Such a list is generally 
referred to as a 'chart of accounts' and shows 
account titles and code numbers for the various 
accounts. Supporting the chart of accounts 
should be an explanation of the 'function' of 
each account—a general description of the 
purpose of the account and the nature of the 
Items to be debited and credited to the 
account. 

4. A list of reports and returns required by 
governmental agencies, trade associations, 
and others, showing due dates, who is to 
prepare the reports, and other pertinent 
information. 

5. A list of the books of account-ledgers, 
journals, and auxiliary records. Accompany
ing instructions should show who is responsible 
for each records, where it is located, any pre
cautions to be exercised such limiting access 
to the record to authorized persons or storing 
It in a fireproof vault, the source of entries 
to the record, and the use to be made of data 
developed in the record. 

6. A pro forma listing of standard journal entries 
are to be made at regular intervals, supplemented 
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by an explanation of the purpose of each entry 
and the source of the data for the entry. Year-
end adjusting and closing entries would also be 
Included. 

7. A full description of all accounting procedures 
and the use of related forms. Some procedures 
will be the sole responsibility of the accounting 
department, such as the preparation of standard 
journal entries and bank reconciliations. Others 
will concern records or data originated in other 
departments, such as accounting procedures for 
material requisitions or the allocation of elec
trical power charges on the basis of the meter 
readings supplied by manufacturing or maintenance 
personnel. Some procedures may involve the joint 
efforts of accounting personnel and others, as for 
example, physical inventory procedures when count
ing is to be made by teams composed of both an 
accounting and an operating department represen
tative. 

8. Miscellaneous information, such as a schedule of 
depreciation rates, a list of all bank accounts 
and names of officials authorized to sign checks, 
a list of approved vendors from whom purchases, 
may be made, or a list of all forms and an in
dication of where they are used.•'--'-

An individual with access to the preceeding example of a manual of 

accounting can easily familiarize himself, in a short period of time, 

with the organization of the accounting department, the various subdivi

sions it has and the key positions throughout the department. A working 

knowledge of the accounting manual can assure efficient planning in order 

to meet all the requirements of the financial statements and reports 

deadlines. The books and records composition can also be established by 

looking at the descriptions of the various ledgers, journals, auxiliary 

Francis E. Moore and Howard F. Stettler, Accounting Systems for 
Management Control, ed. by Wlllard J. Graham (Homewood, Illinois: 
Richard D. Irwin, Inc., 1963), pp. 88-90. 
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records and standard journals, closing and adjusting entries. In addition, 

practices, procedures and miscellaneous Information, such as depreciation 

rates and bank accounts, are also given. In short, by examining the ac

counting manual, an individual can attain a broader knowledge of the 

accounting department in a shorter period of time than by any other 

means. Accounting manuals bear close relationship with the accounting 

department operational efficiency. The independent accountant should 

study them to the extent that they affect the reliability and accuracy 

of the accounting records. 

The responsibility reporting concept 

Since the control of business activities is performed through people, 

the results of such activities should be reported to those persons in 

charge of the company's various functions. As Howard F. Stettler explains, 

under the responsibility reporting concept, each executive receives reports 

that fully cover controllable expenses of all operations for which he is 

responsible; a manager who is responsible for the activities of other 

managers receives a report that summarizes the results achieved by each 

of the managers who are under his direction. The organization of the 

reports may thus be seen to be closely associated to the flow of respon-

12 
slblllty apparent in a formal chart of organization. From the results 

reported each person should be able to judge how successfully he is con

trolling the activities for which he is responsible; his superiors should 

12 
Howard F. Stettler, Systems Based Independent Audits, ed. by H. A. 

Finney (Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 1967), p. 24. 
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be able to determine the adequacy of the work of each Individual in 

connection with the assignments delegated to him. 

According to this concept operating results are reported in fullest 

detail as the lowest level responsibility, and details concerning each 

person's assignments are summarized in the report at the next level of 

authority according to the corporate chart of organization. This process 

of summarization goes upward through the organization line until the full 

scope of operations is compiled in a single report at the highest level 

of authority in a particular business. 

Compliance with accounting and operating procedures 

The various journals, ledgers, records, and special forms that make 

up the accounting system should function according to certain procedures 

which Involve their use. These procedures should be followed if complete 

and reliable data is desired. For example, the accounting system will 

function more efficiently if the accounting procedures manual presented 

13 
before is followed. The reliability of the accounting system largely 

rests on the degree of compliance with provision of the accounting system. 

The accounting procedures should be so designed that they make 

compliance mandatory. A simple example of this requirement is a receiving 

report which is the only means by which receipt of materials is acceptable. 

The receiving department will have to comply with the use of a particular 

form so designed because there is no other alternative. Forcing compliance 

^^Infra, pp. 18-19 
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does not mean that procedures should be forced upon those who operate 

them. On the contrary, of utmost importance is the acceptance of pro

cedures by employees. Cadmus and Child say that unless procedures are 

accepted through explanation, they will never be used in the most effec-

tlve way. 

Standards of performance 

The efficiency of performance and the quantity and quality of the 

results have to be measured against some kind of standard. Those measure

ments are commonly known as the standards of performance. For the sake 

of simplicity, let us assume that the board of directors of a certain 

company decideto have a 10 per cent increase in next year's net profit 

after taxes. That 10 per cent is a standard of performance by which the 

board of directors will measure the company's present performance at the 

end of the next year. That simple figure of 10 per cent involves a great 

deal of complexity because in order for the company to reach it, a full 

co-ordinated implementation of the firm's plans has to be obtained. Gen

erally speaking, the higher the level of an executive, the more subjec

tive and difficult the standards of performance become. For this reason, 

some top executives are measured according to their results and not 

according to their manner of achieving their goals. Similarly, the lower 

the level of an employee, the more objective the standard of performance 

become. 

Bradford Cadmus and Arthur J. E. Child, Internal Control Against 
Fraud and Waste (New York: Prentice-Hall, Inc., 1953), pp. 21-22. 
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Such measurements for reviewing performance of individuals or groups 

cover a wide range and generally include those areas including quality 

and quantity control, labor incentives, standard costs, and budgets. 

Regardless of the kind of standard of performance involved, all have the 

common goal of setting up bases for comparison, evaluation, and analysis 

during and after the span of time covered by the standard. 

The effectiveness and value of standards of performance depend on 

the methods and the judgment used in the preparation and supervision of 

the original standards and on the regularity of the subsequent review of 

these standards. Cadmus and Child say that standards of performance 

should be (1) attainable, (2) understood, and (3) accepted and used. 

Reports 

Management requires a minimum of reports giving the correct informa

tion of the manner in which the business operations are being conducted. 

There are reports of every description: accounting, financial, costs, 

marketing, reports on reports, or combinations of information gathered 

from various reports. A well planned system of reports constitutes the 

Informational lifeline of the organization communications system. Reports 

are used to disclose matters of special interest and importance, to 

facilitate the proper measurement of performance, to Insure compliance 

with prescribed managerial policies, and to assist management in the 

process of planning the work. A properly designed system of reports 

^^Ibld., p. 29. 
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helps to introduce corrective actions where needed and to encourage 

Internal control throughout the organization. Brink and Cashin state: 

Adequate and reliable reports are indispensable to 
most modern companies and are required to present 
more significant operating information than ever 
before. Reports are the means of charting the 
course of the business, and their reliability 
should be above question. The review of reports 
and the appraisal of their reliability is today 
one of the most important and constructive 
activities of the internal auditor.•'•̂  

Generally speaking, reports should be restricted to essential facts; 

they should indicate trends, comparisons, relationships, and should point 

out areas where changes are to be made. Accounting and operating reports 

provide the feedback on finance and operations that is so essential to 

management In controlling and directing business activities. As a result, 

reports must be kept in a manner that will provide information in the 

most useful form for management. An adequate reporting system enhances 

Internal control throughout the firm because unusual circumstances are 

rapidly detected and corrected as they arise. 

Basic characteristics of reports: 

1. Reports should be timely. Due to the fact that 
reports are control tools, it obviously follows 
that an abnormal situation should be promptly 
reported to facilitate corrective actions as 
soon as possible. A late report is almost as 
useless as no report at all. As a general rule, 
reports should be presented on a regular schedule. 
The reports system should provide for the issuance 
of critical or urgent reports when deemed necessary. 

Victor Z. Brink and James A. Cashin, Internal Auditing (2nd ed.; 
New York: The Ronald Press Company, 1958), pp. 29-30. 
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2. The figures presented should be comparable. 
Actual performance alone is not very mean
ingful. Reported figures should be compared 
with past performance, budgeted, and standards 
figured. 

3. Reports should be clear. A report should be so 
designed that its wording will secure all the 
essential facts with a minimum of effort to the 
person who will use it. 

4. The cost of report preparation should be con
sidered. The preparation of a report is a nat
ural process in the regular accounting work, but 
the cost of expensive special reports should never 
be overlooked. The cost of preparing a report 
should be offsetted by the benefits derived from 
it. Many special reports may be interesting to 
the business but when they are not needed, there 
Is no point in preparing them. 

5. Closely related with the preceeding point is the 
usefulness of the reports. A trend exists in 
business circles to prepare some valueless 
reports for lending agencies, stockholders, 
governmental divisions, and regulatory agencies. 
Whenever possible the preparation of that kind 
of report should be avoided, and those external 
parties should use the internal reports prepared 
within the business for managerial purposes.1' 

Internal auditing functions 

So far Internal control has been discussed according to the func

tions typically performed by such system—the managerial requirements 

for Information, protection and control and the various methods that 

are commonly used in the operation of the system. The manner in which 

the system should be operated has been pointed out and the alternative 

J. Brooks and James D. Willson, Controllership (2nd ed.; New York: 
The Ronald Press Company, 1963), pp. 523-26. 
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techniques and the considerations have been explained which enter into 

the use of such alternatives. In the following pages the role of the 

person who encourages adherence to such system will be discussed; that 

person is commonly known as the Internal auditor. 

The Institute of Internal Auditors defines internal auditing as 

follows: 

Internal auditing is an independent appraisal activity 
for the review of accounting, financial and other 
operations as a basis for service to management. It 
Is a managerial control, which functions by measuring 
and evaluating the effectiveness of other controls.•'-̂  

Business profits are depending more and more on effective management 

and efficient operations. Management must check carefully those activities 

for which it is responsible. The controller cannot afford to overlook 

the assistance that internal auditing provides. According to the pre

ceeding definition, the internal auditor should be fully trained in the 

basic fundamentals of each of the control functions and should know the 

basic policies, procedures and functions of such departments as sales, 

accounting, production. Industrial relations, finance, and any other 

existing units in the company for which he is working. Management must 

be sure that business activities are under continuous investigation and 

must ascertain that policies and procedures are being followed and stan

dards maintained. This responsibility falls on the shoulders of the 

18 
Institute of Internal Auditors, Statement of Responsibilities of 

the Internal Auditor (New York: Institute of Internal Auditors, 1957), 
p. 1. 
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Internal auditor. The goal of the internal auditor's work comprises 

his constant surveillance of such functions as accounting, managerial 

policies, care and storage of the company values, statistical reports, 

reliability of the accounting records, and compliance with the board 

of directors' minutes, by-laws, and state laws. 

As a logical result of the nature of internal auditor work, he 

does not issue orders but he speaks out when someone else's orders are 

not being followed. Essentially, he performs a staff function. Internal 

auditing functions are carried out, to a certain extent, in every business 

though often under another name. Quite often, the controller, line exe

cutives or the independent auditor find it necessary in the discharge of 

their normal responsibility, to investigate and appraise. Thus, in order 

to avoid these situations, each company may well give consideration to 

the necessity of creating an internal auditing department or, at least, 

of employing an internal auditor as such. 

Operational audits 

The traditional accounting functions of classifying, recording and 

furnishing financial data are being currently used as only the starting 

19 point for more meaningful areas of accounting information. The term 

"operational auditing" is generally used to describe broader applications 

of internal auditing in areas other than accounting. Marcus Scheiman 

states: 

19 
Marcus Scheiman, "The Operational Audit-An Example," National 

Association of Accountants Bulletin, July, 1961, p. 69. 
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The purpose of the operational audit is to identify 
operating areas in need of management attention and 
turn troublesome conditions into positive profit 
Contributions.20 

The primary goal of operational auditing is to evaluate the effec

tiveness and adequacy of the various elements of the system of internal 

control. This broad undertaking requires observation of working practices 

and actual performance in light of policies and objectives set by manage

ment with accord to sound business practices. The examination performed 

under operational auditing goes beyond the required auditing procedures 

used in financial statements audits. Accounting and managerial controls 

are studied in the course of the audit and deliberate analyses are made 

to determine if adequate controls have been estab lished and if controls 

are being effectively used as intended. 

Organization of the Internal auditing department 

Management has to take into consideration, while organizing the 

Internal auditing department, the place of such a department in the gen

eral' organization structure and the manner in which the department will be 

organized. Experience shows that if the internal auditing function is 

not maintained separately from other activities, the tendency is to let 

other duties come first; therefore, the auditing activity is neglected. 

Controversy exists concerning the location of the Internal auditor in the 

organization structure. Some authorities argue that the internal auditor 

20 
Ibid., p. 69. 
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should report directly either to the president of the company or to the 

board of directors. At any rate, the internal auditor should report 

directly to a top executive so that any findings of importance will reach 

a major executive level. Current practice is to have the chief auditor 

report to the controller because he is the one whose activities, among 

other duties, focus on Internal control and implementation of accounting 

practices. 

The department organization depends on the company's activities, 

the existing internal control, the accounting system, the business organiza

tion structure and any other major factor that bears influence in the ac

complishment of the internal auditing functions. 

Personnel 

Regardless of what kind of internal control a particular company 

has, the system will not work efficiently if the people who operate it are 

not properly qualified to do so. With respect to personnel, there are two 

overriding aspects that should be discussed: employment practices and 

training programs. 

In order to assure that only qualified individuals are employed, 

prospective employees should be screened before they are hired by means 

of the various personnel selection means. An important aspect of the 

employment techniques is to ascertain that job applicants have an excellent 

reputation in relation to previous jobs and to make sure that there is not 

a blank period in the applicant's employment record, a lapse which might 

be an attempt to hide doubtful behavior in a previous job or even might 
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represent a period of imprisonment. Another factor that must be evaluated 

when considering a prospective employee is the utilization of his talents 

so that he will be of a quality commensurate with inherent authority and 

responsibility. 

Training programs are an excellent means of increasing the quality 

of individuals who are available to assume greater responsibility and of 

employee promotion and development. Employee training programs differ among 

companies. A very successful system is the so-called on-the-job-training; 

according to this method, the individual is trained while working so both 

theory and practice may be achieved at the same time. Some companies 

expect their employees to attend, on their own time, some special courses 

related to their jobs or to the company policies and practices. Some 

other companies require prospective employees to take training courses 

prior to their work; this last method, although sometimes expensive, 

permits the company to indoctrinate employees before they go to work 

about certain company policies and procedures, which otherwise would be 

difficult to impress upon the employee, once they are working. 

Summary 

In this chapter the author has endeavored to describe various account

ing and administrative controls that should be considered in almost any 

system of Internal control. Administrative controls are primarily directed 

to promote operational efficiency and encourage adherence to prescribed 

managerial policies even though they sometimes affect the reliability of 

the accounting records. The evaluation of both accounting and administra

tive controls by the independent auditor will be discussed in the following 

chapters. 



CHAPTER III 

STUDY OF THE INTERNAL CONTROL SYSTEM 
BY THE INDEPENDENT AUDITOR 

The second auditing standard of the field work reads: 

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

The independent auditor examines the system of internal control as 

a basis for reliance thereon, to determine the adequacy of the existing 

Internal controls, and to establish the character and extent of audit 

procedures, which, in light of the auditor's findings, will afford a 

sufficient basis for an expression of opinion regarding the fairness of 

the financial statements. According to Holmes, there are three primary 

purposes in the evaluation of the internal control system by the inde

pendent auditor; these are: 

a. To measure the adequacy of the system as one of 
the bases for the expression of opinion concerning 
the financial statements. 

^Committee on Auditing Procedure, Statement of Auditing Procedure 
Number 33, Auditing Standards and Procedures (New York: American 
Institute of Certified Public Accountants, 1963), p. 16. 

31 
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b. To serve as a basis of proof of weakness 
or strength in internal operations. 

c. To serve as a guide to the scope of the 
detail audit work necessary. 

Based on the foregoing purposes, the examination of the internal 

control system is intended to disclose the nature of both the account

ing controls and the administrative controls which affect the reliability 

and accuracy of the accounting records. This intention is accomplished 

if such controls reduce to a minimum the probabilities of defalcations 

and errors, if they are adequate in light to the business needs for 

effective controls, and if they are maintained effectively. The auditor's 

findings give him bases for suggestions to the client and indicate many 

details of the audit program. 

In practice large organizations generally have a strong system of 

Internal control, whereas weak controls are common found in small com

panies. Internal control systems are expressly designed to meet the 

organizations' needs for control; therefore, an effective control used in 

a given corporation may not be practicable or applicable in some other kind 

of business. Due to this diversity the auditor must review the features 

of strength or weakness in every particular case. In the strong areas 

the auditor may limit his examination to determining if existing con

trols are appropriate according to the company's needs for effective 

Arthur W. Holmes, Auditing Principles and Procedure, ed. by 
Wlllard J. Graham (6th ed.; Homewood, Illinois: Richard D. Irwin, 
Inc., 1964), p. 80. 
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Internal control and to Insuring their actually functioning as intended 

without making a very extensive test of transactions. In the weaker 

areas detailed, extended auditing tests and procedures may be neces

sary. In connection with the audit extensions of tests and procedures, 

Silvoso and Bauer express the following idea: 

Unfortunately, there do not seem to be available 
to professional auditors any objective, qualitative 
rating schemes by which the overall effectiveness 
of Internal control can be appraised. The auditor 
must make the required decisions largely on the 
basis of his own knowledge, experience, and 
judgment.3 

The exercise of sound judgment on the part of the independent 

auditor is, without question, the basic factor in the efficient conduct 

of the Internal control system evaluation. Judgment plays a deciding 

role in determining what should be done and the means by which it should 

be done, and also in interpreting the information obtained in the exami

nation of the system. Adequate training in auditing work, as well as 

long years of experience, enables the auditor to determine the soundness 

or weakness of a given system of internal control. 

Reliance upon the existing internal control 
system by the independent auditor 

Sometimes the accuracy and reliability of the accounting records 

Is so weak that the Independent auditor has to reject the audit or 

^Joseph A. Silvoso and Royal D.M. Bauer, Auditing (2nd ed.; 
Chicago: South-Western Publishing Company, 1965), p. 125. 
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disclaim an opinion regarding the financial statements because of 

Insufficient competent evidential matter to substantiate his opinion. 

An adequate system of internal control is an integral element of 

a well-managed corporation, and it saves the auditor time and work in 

conducting his examination. Reasonable financial and administrative 

controls are not difficult either to install or to operate regardless 

of the nature or size of the business. The auditor, during the course 

of his examination, determines the degree of compliance of internal 

control procedures with actual performance and establishes the effec

tiveness of those internal controls in order to reach justifiable 

decisions. Once the independent auditor establishes the accuracy and 

reliability of the internal control system, he determines the extent of 

the tests and auditing procedures to be used in his examination. 

Reliance on internal audit work 
by the independent auditor 

4 
The operational auditing, as explained before, clearly evidences 

the-fact that the similarity between the duties performed by the internal 

and independent auditors call for a close cooperation if unnecessary 

duplication of duties is desired. Consultation and cooperation between 

the two auditors will insure that, as far as possible, the fullest help 

Is available to the independent auditor. The reliance on the Internal 

auditor work by the independent auditor, and the cooperation is very 

4 
Infra, pp. 27-28. 
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well described by the Institute of Chartered Accountants in England 

and Wales, as follows: 

There also exists considerable scope for mutual 
assistance between the two auditors in the planning 
of their respective audits. Where the inde
pendent auditor is satisfied that the internal 
auditor has adequately covered part of the work 
which the independent auditor would otherwise do, 
he may be able to reduce the extent of his exami
nation of detail; and consultation between the 
two auditors may enable the internal auditor to 
refrain from carrying out work which he would 
otherwise do but which, having regard to the exami
nation which the independent auditor considers he 
must make in any event, would result in dupli
cation. Examples of specific ways in which the 
work of the two auditors may be coordinated are: 

a. The independent auditor may be able to rely 
to a large extent on the internal auditor in 
determining whether the system of internal 
check is operating satisfactorily and in 
assessing the general reliability of the 
accounting records. 

b. The programme of the internal auditor may 
include, by agreement, work which has the 
effect of giving direct assistance to the 
Independent auditor by participating during 
the accounting period in matters such as 
cash counts and visits to branches, made 
either by the internal auditor alone or 
jointly with the independent auditor. 

c. The Internal auditor may arrange his programme 
at the end of the accounting period so that 
assistance is given to the independent auditor 
In connection with matters such as the con
firmation of customer's accounts, verification • 
of assets such as stock-in-trade and the 
preparation of audit work schedules required 
by the Independent auditor for his records.5 

5institute of Chartered Accountants in England and Wales, 
Field of Relationship between Independent and Internal Auditor 
London: HFL Publishers Ltd., 1965), p. 169. 
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Since Internal auditing is an intergral part of the system of 

Internal control, the Independent auditor should evaluate it in the 

same manner in which he studies other elements of the system. He 

must be satisfied that all of the tests for adequate and effective 

Internal auditing have been met. If the independent auditor is fully 

satisfied with the internal auditor work, he may reduce the scope of 

his tests and audit procedures. The internal auditor can be of great 

assistance to the independent auditor when he is evaluating the company's 

Internal control in the sense that the independent auditor may rely on 

the adequacy and effectiveness of the administrative controls that affect 

the reliability of the accounting records. 

Methods to examine the internal control system 

The typical approaches to a review of the internal control system 

Involve the preparation of a memorandum, the use of a questionnaire, or 

some combination of each." 

The memorandum approach 

This approach consists of a narrative presentation of the various 

controls existing throughout the organization. The extent of the narra

tive description usually includes a statement of the basic features of 

Internal control relating to broad functions such as sales, accounting, 

finance, and purchases. Such presentation generally requires the 

"Robert L. Grinaker and Ben B. Barr, Auditing The Examination of 
Financial Statements, ed. by Wlllard J. Graham (Homewood, Illinois: 
Richard D. Irwin, Inc., 1965), p. 76. 
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acquisition of supplemental Information such as special forms, records 

and documents lised by the client, manuals of procedures, flow charts, 

organization charts, and any other data that may be useful to the inde

pendent auditor to Identify the internal controls used by the client. 

The -memorandum approach has two major advantages. First, it is 

designed to explain the precise controls used by the client. Second, 

the preparation of a memorandum eliminates the tendency to perform a 

perfunctory review because it usually requires a penetrating analysis. 

The use of the memorandum approach, however, may give rise to the 

omittance of certain important aspects of internal control. In addition, 

it may result in time-consuming and expensive services. 

The questionnaire approach 

The internal control questionnaire consists of a comprehensive 

series of questions concerning the system of internal control. With the 

questionnaire the evaluation of all internal controls can be performed 

at the Initial engagement or throughout the conduct of the audit. 

Normally, the Internal control questionnaire is used on an Interim basis, 

therefore reducing the amount of work to be done at the end of the year. 

Usually, the Internal control questionnaire is so worded that a "Yes" 

answer denotes a satisfactory condition, and a "No" answer indicates 

some kind of flaw in the internal control system. Accounting firms 

generally have their own internal control questionnaires printed. Some

times, because of the size or nature of the corporation, questions 

Included in the printed questionnaires are not pertinent, and in that 

case, the answer is placed in another column designated, "Not Applicable." 
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In a particular audit additional questions are added to the printed 

questionnaires in order to fit the printed form to the various ele

ments of the existing internal control in a given company. 

Where the answer to a given question is "No", a written explana

tion is required. That written explanation includes a brief descrip

tion of the weakness of the system of internal control in that particu

lar area and suggests the extended auditing procedures needed to offset 

the weakness. 

The use of internal control questionnaires is favored by almost 

every large accounting firm because it eliminates the need for preparing 

an internal control evaluation program for each engagement; therefore. 

It saves considerable time and work; consequently, the audit work is 

reduced and, thus, the audit fees. Other advantages of the internal 

control questionnaire are the assurance of complete coverage of the 

overall system of internal control and the facility with which this 

system can be handled. A disadvantage of the use of the internal con

trol- questionnaire is the trend to accept positive answers where a 

deeper examination of a given point would indicate the presence of an 

error or conflict. 

Internal control and the audit program 

The audit program is an outline of all procedures to be followed 

In order to arrive at an opinion concerning a client's financial state

ments.^ It is generally agreed that it is impossible to design a 

^Howard F. Stettler, Systems Based Independent Audits, ed. by 
H.A. Finney (Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 1967), 
p. 125. 
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standard audit program which can be used in every engagement. Since 

each audit is a different situation, each audit program is designed 

to fit all the variables of the client's accounting system. The audit 

program should be correlated with the independent auditor's evaluation 

of the client's Internal control system. The scope of the examination 

Is made in light of the circumstances governing the client's accounting 

procedures and the audit tests are established accordingly. During the 

course of his examination the independent auditor examines all the 

accounting controls. In addition, he determines the effectiveness and 

actual uses of certain administrative controls that will affect the 

accuracy and reliability of the accounting data. 

The nature of questions contained in the internal control question

naire gives the independent auditor some indication of the effectiveness 

of the internal control procedures used by his client. To supplement the 

Internal control questionnaire, the auditor must be certain that internal 

control procedures are actually in effective use as desired. Most of the 

questions Included in the internal control questionnaire are primarily 

related to accounting control because they directly affect the accuracy 

and reliability of the accounting records. Certain administrative con

trols, however, are also included in the questionnaire because they 

directly or indirectly affect the accuracy and reliability of the account

ing records. Following are some examples of those administrative control 

questions that are generally included in the Internal control question

naire: 
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Has the accounting function been delegated to the controller, 

and the custody of asset to the treasurer? According to sound adminis

trative controls the accounting and custodial functions should be sepa

rated whenever possible. The typical separated whenever possible. The 

typical separation of these kinds of duties is between the controller 

and the treasurer. This separation depends on managerial policies; in 

other words, it is an administrative control that enhances control 

throughout the entire organization and affects the reliability of the 

accounting records. 

Are accounting reports prepared and checked by individuals other 

than those responsible for the operations reported? Administrative con

trols provide for segregation of function between accounting and operat

ing responsibilities. This separation is another instance where adminis

trative controls affect the reliability of the accounting records. If 

accounting reports are prepared and reviewed by the same persons, there 

will be a probability of errors or even fraud because the very persons 

who perform certain activities will likely report their results accord

ing to their personal interest and not according to actual performance. 

Such action will mislead management in the process of making decisions 

and will reduce the validity of the accounting Information. 

Are budgets prepared and variations therefrom properly explained? 

A commonly used auditing technique is that of comparisons. When the 

auditor uses this technique, he compares certain account balances with 

other balances; and then he discovers information that, used along with 

other evidence, leads him to a conclusion. Comparison of actual figures 
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with budgeted figures is widely used in field work. Budgets are 

generally considered as administrative controls. Sometimes indispen

sable to the Independent auditor is a comparison of actual figures with 

budgeted figures to investigate major differences as well as to deter

mine the validity of certain accounting figures such as sales, gross 

margin trends, discounts, and returns and allowances. In this case, 

as in others, administrative controls do affect the reliability of the 

accounting records. 

Are the persons responsible for granting credit independent of the 

cashier, accounts receivable department, and sales department? Accord

ing to sound administrative controls the preceding four functions should 

be performed by four different persons so that appropriate segregation 

of responsibilities is fully established. Should the foregoing functions 

be performed by only one or two persons, the internal control system 

would be weak; and the validity of the related accounting data would also 

be questionable. This area of segregation of responsibilities is another 

of the administrative controls that the independent auditor should con

sider in his internal control questionnaire when determining the appro

priate extension of audit tests and procedures. 

Is the quality of personnel commensurate with responsibilities? 

By means of oral inquiries the independent auditor will be able to judge, 

throughout his examination, the degree of training, proficiency, and 

experience of officers, department heads, and operating personnel. Ade

quate administrative controls require personnel commensurate with func

tional responsibilities. A particular firm may have the most perfect 
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system of internal control; but if the people who operate it are not 

properly qualified, the system will not work efficiently. In such a 

case the personnel may not understand the correct instructions and 

practices to be followed or they may not implement those instructions 

and practices in the proper way. The validity of the accounting data 

rests largely on the quality of personnel who are in charge of preparing 

and Interpreting such information; therefore, the quality of personnel 

does affect the reliability of the accounting records. 

Is the Internal auditing functions adequate in light of the exist

ing Internal control procedures? The internal auditing function is 

primarily an administrative control which functions by evaluating and 

measuring the effectiveness of other controls.o The quality of work 

performed by the internal auditor is of utmost importance to the inde

pendent auditor even though it is an administrative control. The over

all objective of internal auditing is to assist management with recom

mendations that are the result of investigative duties concerning in

ternal control procedures. If the internal auditor's work is questionable, 

the accounting and administrative controls may not be followed in the 

proper manner; therefore, the accuracy and the reliability of the account

ing records may be Impaired. 

The preceding instances are some of the areas which the independent 

Sinstitute of Internal Auditors, Statement of Responsibilities of 
the Internal Auditor (Institute of Internal Auditors, 1957), p. 1. 



43 

auditor should not overlook in his study and evaluation of the internal 

control system. The independent auditor should determine, according 

to the circumstances, which administrative controls do affect the accu

racy and reliability of the accounting data and consequently, which 

necessitate evaluation and should be included in the audit program. 

Only by doing so, can the auditor be sure that he is performing an ade

quate examination of the client's internal control system. 

Specific rules concerning the extent to which the auditor should 

examine administrative controls that affect the reliability of the 

accounting records cannot be established because in each engagement the 

circumstances surrounding the audit vary; therefore, those additional 

evaluations are left to the auditor's judgment. In this connection, 

Mautz and Mini comment: 

To be sure, the role of judgment and professional 
experience in internal control evaluation and 
program modification cannot, and should not, be 
minimized. Judgment is inevitably an essential 
part of any professional activity, and in any 
attempt to reduce or eliminate this professional 
function would rightly be restricted by the vast 
majority of practitioners 

Even the best of control systems cannot eliminate, 
or even reduce, the possibility of unintentional 
irregularities resulting from temporary system 
breakdowns. A number of conditions can arise to 
motivate the people working in a system of 
Internal control to act in other than an expected 
fashion. . . . 

The auditor must determine whether specific 
weaknesses exist, the irregularities thereby 
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permitted, and the specific modification of 
his program called for by these conditions.9 

According to the first auditing general standard the Independent 

auditor should be adequately trained and proficient as an auditor."'"̂  

Furthermore, the third auditing general standard requires the auditor 

to exercise due professional care both in the performance of his examina

tion and in the preparation of his final report.''"•'" This signifies that 

the Independent auditor's judgment plays a role of utmost importance in 

his examination of the client's financial statements and, consequently, 

in his examination of the system of internal control. It is the in

dependent auditor who determines to what extent certain administrative 

controls should be examined and what effect those controls exercise on 

the accuracy and reliability of the financial records. 

9 
R. K. Mautz and Donald L. Mini, "Internal Control Evaluation and 

Audit Program Modification," The Accounting Review, April, 1966, 
pp. 283-291. 

Committee on Auditing Procedure, Statement on Auditing Procedure 
Number 33, Auditing Standards and Procedures (New York: American 
Institute of Certified Public Accountants, 1963), p. 18. 

Ibid., p. 18. 



CHAPTER IV 

SIGNIFICANCE OF ADMINISTRATIVE CONTROLS TO THE INDEPENDENT 
AUDITOR'S EVALUATION OF INTERNAL CONTROL 

As stated before, accounting controls are primarily related to the 

safeguarding of assets and the accuracy and reliability of the accounting 

records. On the other hand, administrative controls are mainly concerned 

with promotion of operational efficiency and adherence to prescribed 

managerial policies. It would be wise, at this point, to examine various 

viewpoints related to the examination of administrative and accounting 

controls during the independent auditor's examination of the system of 

Internal control, as is required by the second auditing standard of 

2 
the field work. 

The American Institute of Certified Public Accountants published a 

special report, in 1949, in which it explicitly recommended to the Inde

pendent auditor the study and evaluation of both administrative and 

accounting controls during his review of the internal control system. 

The following paragraphs are excerpts from that special report: 

The public accountant's review of the system of 
Internal control serves two purposes: first, it 
enables him to formulate an opinion as to the 
reliance he may place on the system to the end 

Infra, p. 5. 

2 
Committee on Auditing Procedure, Statement on Auditing Procedure 

Number 33, Auditing Standards and Procedures (New York: American Insti
tute of Certified Public Accountants, 1963), p. 16. 
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that, by adjusting his audit procedures accordingly, 
he may express an opinion as to the fairness of 
management's financial statements; and, secondly, 
where the review indicates apparent weakness, 
recommendations of possible corrective measures 
may be conveyed to management. This secondary 
aspect of his review frequently enables the public 
accountant to render broader services than those 
generally associated with his capacity as an in
dependent reporter to stockholders upon management's 
conduct of stewardship responsibilities. His aid 
to management in attaining more efficient operation 
can and should be an equally important function. 
Determining the effectiveness of the organization 
plan, division of responsibilities, and such special 
control procedures as budgetary controls, reports, 
analysis, and cost systems are among the areas which 
the public accountant should cover in his review. 
It is not anticipated that the independent auditor 
will be able to review all the control procedures 
within the course of any one audit. The review 
may very well be so arranged as to entail complete 
coverage over a period of several years. However, 
the review of those controls which relate directly 
to the accounting records, should if practicable, 
be conducted each year.^ 

Two Important points should be noted in the preceeding paragraph: 

first, the Committee recommended that the independent auditor review not 

only financial controls but administrative controls as well. That evalua

tion will serve management to introduce corrective measures where controls 

are weak and will enable the auditor to render broader services in addition 

to his opinion as to the fairness of the financial statements. Secondly, 

the Committee recommended that independent auditors should, over a period 

of years, review administrative controls not related to the accuracy and 

3 
Committee on Auditing Procedure, Internal Control Elements of a 

Coordinated System and its Importance to Management and the Independent 
Public Accountant (American Institute of Certified Public Accountants, 
1949), p. 20. 
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reliability of the accounting records. The evaluation of financial and 

administrative controls which relate directly to the accounting records 

should, however, be conducted each year. This review will serve the 

auditor both as a basis for the extension of the auditing test and pro

cedures and as a basis for his opinion on the financial statements, 

whereas the review of administrative controls that do not have a direct 

relationship with the accounting records will be to assist management. 

Due to the ambiguity expressed in the special report published by 

the American Institute of Certified Public Accountants in 1949, Gilbert 

R. Byrne wrote, in The Journal of Accountancy, an article proposing that 

Internal control be separated into three main elements, designed internal 

administrative controls, internal accounting controls, and internal 

check. Byrne was primarily concerned with the independent auditor's 

responsibility for the study and evaluation of the internal control system. 

The following paragraphs express his opinion regarding the auditor's 

responsibilities: 

1. As to internal administrative control he has 
no responsibility for investigation or evalua
tion, nor does its presence or absence (except 
to a minor degree and in exceptional circum
stances) affect his audit program. 

2. As to internal accounting control, he has great 
responsibility for investigation and evaluation 
and for the related effect upon his audit program. 

Ibid., p. 20. 

Gilbert R. Byrne, "The Independent Auditor and Internal Control," 
The Journal of Accountancy, January, 1957, pp. 41-46. 

This classification is commonly found in internal auditing literature. 
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because these are the principal controls 
contributing to fairness of presentation 
of financial statements, which is the 
auditor's prime responsibility. 

3. As to internal check, while he has similar 
responsibility for investigation and evalua
tion, the resulting effect on his audit pro
gram is limited because his responsibility 
in relation to discovery of defalcations^and 
other similar irregularities is limited. 

Byrne suggested that a clarification of the American Institute of 

Certified Public Accountants would be necessary to remove doubt as to 

what may adequately be expected from the independent auditor when he 

o 

reviews the internal control system. The purpose of Byrne's proposal, 

obviously, is to limit the independent auditor's responsibility for the 

review of the internal control system. 

In May, 1957, Paul Grady wrote an article in The Journal of Account-
9 

ancy in which he questioned the validity of Byrne's suggestions. Grady 

approached internal control from the accounting and administrative view

points, and concluded: 

One of the principal reasons for the growth in 
stature and usefulness of the accounting pro
fession has been its willingness to accept a 
broader view of its responsibility and to 
take steps to educate and train sufficient 
numbers of able personnel to meet such respon
sibilities. . .. 

^Gilbert R. Byrne, "The Independent Auditor and Internal Control," 
The Journal of Accountancy, January, 1957, p. 46. 

Ibid., p. 46. 

Q 

Paul Grady, "The Broader Concept of Internal Control," The Journal 
of Accountancy, May, 1957, pp. 36-41. 
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I take great pride in the fact that the committee 
on auditing procedure adopted the broad view in 
creating generally accepted auditing standards 
as quality bench marks to live up to in the 
examination of financial statements.... 

The responsibility of the auditor to inform himself 
as to organizational independence on departments, 
the effectiveness of physical and other controls of 
transactions and decisions affecting the accounting 
for such transactions, wherever made, is essential 
to the exercise of his professional judgment not 
only in setting the scope of audit but in rendering 
his opinion on the financial statements 

The suggested narrowing of viewpoint, in my opinion, 
would constitute a serious retrogression and impair 
the foundation of independent auditing.^^ 

Grady defended the position of a broader interpretation of the in

dependent auditor's responsibility in regard to internal control evalua

tion; his thoughts are in complete accord with the ideas expressed in 

this thesis contrary to Byrne's suggestions which are not in line with 

this thesis. 

In addition to accounting controls the independent auditor is con

cerned with ascertaining that management has adequate controls and that 

those controls are functioning as intended. It might be noted that 

controls are not solely an accounting function. Internal control goes 

well beyond accounting; in fact, accounting is only one element of the 

overall system of Internal control. Accounting control procedures deal 

with approvals, clerical processes, records, and reports. Internal 

control, in addition to accounting controls, deals with performance. 

Ibid., p. 40. 

Ibid., pp. 36-41. 
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direction, appraisal of all activities within the firm, management 

devices to obtain the company's objectives, information for decision 

making, forecasting, planning, operating methods and procedures, manage

ment policies and personnel. Of course, some aspects of internal control 

do not have any bearing on the reliability of the accounting records, 

but many others do have some relationship with the accounting function. 

Some examples of those administrative controls which do affect the 

reliability of the accounting records are statistics, effectiveness of 

the organizational structure, budgets, analysis, segregation of respon

sibilities, delegation of authority, standards of performance, quality 

of personnel commensurate with their responsibilities, and an adequate 

system of communications. 

The Independent auditor should review the internal auditing function 

as a phase of his examination of internal control. Internal auditing 

is a basic element of internal control; its main purpose is not detection 

of fraud or defalcations but review of accounting, financial and other 

operations as a basis for service of management. Some of the points 

that should be covered in the review are the internal auditor's pro

ficiency, his position in the company organization, his independence and 

freedom to work, and, of course, a representative number of internal audit

ing working papers and reports to judge the adequacy and effectiveness of 

his work. If the independent auditor considers that the internal auditor's 

work is reliable, he may reduce the extent of his examination. If, on 

the other hand, he finds that the internal auditor's work is questionable, 

he will extend his review to those areas which affect the accuracy and 

reliability of the accounting records. 
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The present position of the American Institute of Certified Public 

Accountants regarding the evaluation of internal auditing, financial 

and administrative controls reads: 

The work of an internal auditor should be considered 
by the independent auditor as a supplement to, not as 
a substitute for, the work of the independent auditor. 
He should survey the activities of the internal auditor 
staff where one exists, to determine their effect on 
his selection of appropriate audit procedures and the 
required extent of tests. 

The independent auditor is primarily concerned with the 
accounting controls. Accounting controls, as previously 
described, generally bear directly and importantly on 
the reliability of the financial records and require 
evaluation by the auditor. Administrative controls, 
also previously described, ordinarily related only 
indirectly to the financial records and thus would 
not require evaluation. If the independent auditor 
believes, however, that certain administrative 
controls may have an important bearing on the 
reliability of the financial records, he should 
consider the need for evaluating such controls. 
For example, statistical records maintained by pro
duction, sales or other operating departments may 
require evaluation in a particular instance.^^ 

A conclusion may be drawn from the foregoing paragraphs. The evalua

tion of internal auditing and administrative controls are left to the 

discretion and judgment of the independent auditor. The first auditing 

standard requires the auditor to be proficient and to have experience 

13 

as an auditor. Adequate training and experience enables the indepen

dent auditor to judge what extent controls other than financial controls 

12 
Committee on Auditing Procedure, Statement of Auditing Procedure 

Number 33, Auditing Standards and Procedures (New York: American In
stitute of Certified Public Accountants, 1963), pp. 32-33. 

13 
Ibid., p. 15. 
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should be reviewed and considered in the evaluation of the internal 

controls system. A clarification of the American Institute of Certified 

Public Accountants as to what extent administrative controls should be 

reviewed is not necessary. A proficient auditor is one who determines 

the Influence of administrative controls on the accuracy and reliability 

of the accounting records, hence the extended audit procedures or the 

reduction thereof. 

Influence of administrative controls on the accuracy 
and reliability of the accounting records 

Successful operation of a business enterprise rests largely on the 

accuracy and reliability of the information available for management 

decision making. An extremely important function of the accounting 

system is to provide management with the information necessary to carry 

out its operations and, at the same time, to control them. The account

ing system main purpose, nevertheless, is to communicate certain data 

to someone Interested in such data; in other words, the accounting system 

is a communication means. The data that the accounting system communicates 

are facts related one way or another to management policies, operating, 

financial, marketing and personnel activities. These latter activites 

are administrative controls through which various levels of management 

may ascertain actual results of applying overall policies. The fore

going point concludes that administrative and financial controls are 

definitely related to one another and that financial controls alone 

cannot exist without a full co-ordination with administrative controls. 

For example, determining who is to open the incoming mail in a given 
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company is a managerial control; however, the person who opens the mail 

and distributes it throughout the organization has a marked influence 

on the reliability of the accounting records. 

In connection with the interrelations between administrative and 

financial controls, Allen 0. Hinkle states: 

I am in complete accord with those who consider 
sound internal controls to be a fundamental in
gredient in the success formula for a business 
enterprise. In my opinion, internal control 
extends far beyond clerical processes, approvals, 
accounting procedures, records, and reports. It 
Is a vital organism which in many respects should 
function in all components of a business enterprise— 
management, supervisors, and employees—similarly 
to the nerve system of the human body. It is vital 
to all forms of activity, coordination, and self 
preservation. Internal control is involved in 
the initiation, approval, direction, performance, 
and appraisal of all activities within an organiza
tion. It is an orderly process designed for the 
sole purpose of aiding the management and personnel 
of an organization to successfully attain its ob
jectives. Internal control is designed to point up 
when plans should be formulated and that the proposed 
action is considered and approved by competent 
authority; that adequate human and material resources 
are mustered for the task, that approved action is 
taken at the proper time and in the most advantageous 
manner, that all obligations are discharged satis
factorily, and that a fair appraisal and report is 
made of performance to appropriate authority.^^ 

The independent auditor should consider, in his internal control 

evaluation, all those administrative controls that he deems will have 

Influence on the reliability of the financial records. As a result of 

14 
Allen 0. Hinkle, "internal Control Appraisals," The Internal 

Auditor, Summer, 1961, pp. 9-10. 
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his evaluation of managerial controls, the independent auditor usually 

recommends to management changes either in matters related to accounting 

procedures or to any other areas that will strengthen the system of 

Internal control. 

All the operations of a business should be conducted in such a 

manner that the results of each line of activity can be individually 

analyzed and evaluated. To achieve this, the internal control system 

should provide adequate tools to facilitate a continuous flow of opera

tions and to permit introduction of corrective actions where needed. As 

a result, independent auditors place considerable emphasis upon making 

constructive suggestions to management to enhance administrative controls. 

Examples of those administrative controls are budgetary controls, pro

cedures relative to basic operations, statistics, and management reports. 

Internal controls should never be characterized as restraining 

devices, which impede progress and business activities rather than aid 

them. Good administrative controls remove doubts on the part of manage

ment by providing the company with assurance that all transactions are 

properly authorized and approved; they permit the maximum delegation of 

authority which facilitates development of personnel and materially speeds 

operations. Effective controls result in assistance obtained in working 

out solutions to special issues. 

Since internal controls are related to every phase of business 

activities, improper procedures or poor policies can adversely affect the 

business atmosphere. Improper policies that create bottlenecks in the 

flow of operations, or that require personnel who should be working in more 
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important duties, disrupt operations and increase costs which eventually 

will be reflected in a reduction of profits. 

One useful and practical means to enhance internal control is 

regular managerial reviews of various phases of the internal control 

system related to company activities. The weakness of this approach is 

that there are generally many pressing problems which need to be solved, 

and unless there is indication of difficulty in a given area, such review 

is overlooked. The typical solution to this sort of problem is to de

signate an internal auditor to review, maintain, and improve the internal 

control system throughout the business. No better comment has been 

made in this respect than that of the Objective and Scope on Internal 

Auditing approved by the Board of Directors of the Institute of Internal 

Auditors. It provides that: 

The overall objective of internal auditing is to 
assist all members of management in the effective 
discharge of their responsibility by furnishing 
them with objectives analysis, appraisals, recom
mendations, and pertinent comments concerning the 
activities reviewed. The internal auditor there
fore should be concerned with any phase of business 
activity wherein he can be of service to management .-'•̂  

The management services of internal auditing account for the exten

sion of the internal auditor's work to all phases of a company's opera

tions. Managerial policies or administrative controls are of no value 

unless they are carefully followed. The evaluation of adherence to 

Institute of Internal Auditors, Statement of Responsibilities of 
the Internal Auditor (New York: Institute of Internal Auditors, 1947), 
p. 1. 
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policies and procedures, as well as the effectiveness of managerial 

policies, is one of the m.ost important elements of the Internal auditor's 

responsibilities; and he should determine not only compliance thereof, 

but also provide adequate means to promote compliance with policies 

throughout the organization. 

Problems ahead in the evaluation of 
administrative controls 

Established throughout this thesis is the theory that the evaluation 

of administrative controls is primarily one phase of internal auditing. 

That the independent auditor examines the internal auditor's work as a 

part of his evaluation of the system of internal control, has also been 

explained. If he finds the internal auditing activity reliable, he may 

rely on it and reduce his evaluation work. The independent auditor is 

primarily concerned with financial controls and all those administrative 

controls that affect the reliability of the financial records. In 

addition, the independent auditor should ascertain that management has, 

at its disposal, adequate controls to carry out the business operations 

effectively and that those controls are utilized as intended. 

We are now coming into the age of automation, an era which is pro

foundly affecting business activities of almost all corporations. From 

the auditing standpoint one of the most important aspects of automa

tion is that of electronic data processing. Today, and in the past, it 

has been one of the objectives of public accountants to assist management 

by using all applicable bodies of knowledge in their consulting services. 

Fortunately, the accounting profession has been assisting business enter-

prises in installing and improving electronic data processing techniques 
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that help management carry out its operations. From the internal control 

point of view, the auditor should ascertain if previous controls still 

exist, if they need to be changed, and if the programs provide adequate 

segregations of functions and responsibility. An important matter that 

should be considered is the number of persons who have access to the 

programs and who can make changes in those programs. Usually, those 

changes should be approved by a top executive such as the controller or 

the president of the company. 

Other considerations that the independent auditor should keep in 

mind, when evaluating administrative controls, are the cost of the 

evaluation, the relevance of those controls with the financial records, 

and the materiality and significance of the problem involved. Unimpor

tant facts that have little or no relevance to the accounting records 

should be infrequently reviewed. 

Evaluation of certain administrative controls is necessary to test 
the effectiveness of the internal control procedures 

Due to changes in personnel, operations, activities, policies, pro

cedures, and modifications in the company's chart of organization, in

ternal controls, both financial and administrative, become ineffective 

or even useless. The system of internal control, to be effective, should 

be so designed to fit current and actual conditions and to facilitate 

the accounting, communications and control processes. In connection with 

this point, Allen 0. Hinkle says: 
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As organization changes occur and new problems 
are confronted, it is entirely possible that key 
Internal functions may be misplaced with individuals 
or groups because of other concentration of duties, 
or because of a lack of training and experience on 
the part of those to whom the work is assigned. As 
the volume of work and of problems increases in pro
portion to the number of people available, it is 
almost a certainty that less time will be devoted 
to control functions, thus increasing the hazards 
of the business. 

Since internal controls extend into every phase of 
business activity, poor procedures or improper 
application of sound procedures could adversely 
affect the business atmosphere. Internal controls 
affect prices and profits, for it costs money to 
Install and maintain any procedure. The auditor 
should be ever alert to point up controls which 
cost more than their worth to the organization. 
The problems of mounting overhead are those that 
every business must combat. Internal controls 
should be designed to show up conditions which are 
either uneconomical or detrimental to the organiza
tion's Interests.16 

Thus, to test the effectiveness of the internal control procedures, 

it is necessary not only to examine the financial records, and accounting 

procedures and practices, but all those controls that make up the entire 

system of internal control to the extent that they affect the reliability 

of the accounting records. Segregation of authority and assignment of 

responsibility, practices to be followed in performance of works, func

tions of each of the departments of the organization, personnel, standards 

of performance, the system of reports, and the internal auditor's work 

are some of the areas that the Independent auditor should cover during 

the course of his internal control evaluation. 

Allen 0. Hinkle, "Internal Control Appraisals," The Internal 
Auditor, Summer, 1961, p. 11. 
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Independent auditor's responsibility in evaluating 
the internal control system 

The position of the American Institute of Certified Public Account

ants regarding the evaluation of the internal control system by the in

dependent auditor is completely in agreement with the thoughts expressed 

in this thesis. Its recommendations read: 

The Independent auditor is primarily concerned with 
the accounting controls. Accounting controls as 
previously described, generally bear directly and 
Importantly on the reliability of the financial 
records and require evaluation by the auditor. 
Administrative controls, also previously described, 
ordinarily relate only indirectly to the financial 
records and thus would not require evaluation. 
If the independent auditor believes, however, that 
certain administrative controls may have important 
bearing on the reliability of the financial records, 
he should consider the need for evaluating such 
controls.... 

As a by-product of this study and evaluation, the 
Independent auditor is frequently able to offer 
constructive suggestions to his client on ways in 
which internal control may be improved.1' 

The independent auditor, as a proficient and well trained accountant, 

decides to what extent certain administrative controls will affect the 

accuracy and reliability of the financial statements. A conscientious 

examination of both administrative and financial controls give the 

Independent auditor bases to recommend to his client constructive changes 

or means by which internal control may be strengthened. Those suggestions. 

Committee on Auditing Procedure, Statement of Auditing Procedure 
Number 33, Auditing Standards and Procedure (New York: American Institute 
of Certified Public Accountants, 1963), pp. 32-33. 
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many times, give rise to management consulting services on the part of 

the public accountant which are of great assistance both to management 

because of the resulting improved internal control and to the auditor 

because his work will be easier in future audits. 

Nature of the evaluation 

The evaluation of the overall control process involved a variety 

of approaches and techniques which the independent auditor will use 

during his examination. Some of the steps that the independent auditor 

should follow are the review of the business organization, its objectives, 

and overall policies. Physical inspections should be made of fixed assets, 

Inventories and other facilities. All the accounting procedures, records, 

and practices should, of course, be evaluated. A careful examination 

should be made of the delegation of authority and of the assignment of 

responsibilities throughout the organization as well as of the communica

tions system and the methods and procedures to be used in carrying out 

business activities. Comparisons should be made between actual perfor

mance with standards of performance, and the auditor should ascertain 

the validity and usefulness of such standards of performance. 

The review of the internal auditor's work should be one of the first 

steps in the evaluation of the system of Internal control because if, 

18 

as presented before, the independent auditor finds the internal audit

ing activity reliable, he may reduce his evaluation work. Many times. 

Independent auditors tend to look for errors in every phase of the busi

ness activities. This kind of attitude should be avoided; one of the 

Infra, pp. 34-36. 
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most Important objectives of the evaluation of the overall system of 

Internal control is to assist management with suggestions and recommenda

tions that strengthen the control procedures and not to criticize it. 

Independent auditors should keep in mind that many unusual situations 

evident in the course of their examinations are likely the result of 

long and careful investigation and experimentation on the part of the 

company and not the result of improvision or lack of internal control. 

In connection with this point, the assistance of the internal auditor is 

of great value to the independent auditor. 

Scope of administrative controls evaluation 

An evaluation of the internal control system should exceed a simple 

review of accounting records and procedures because the accounting 

system is only one element of the control function. All elements of 

internal controls should be completely examined by someone who is competent 

to appraise the system and who is thoroughly independent of the functions 

being reviewed. Evaluation of accounting controls is performed by the 

Independent auditor each year. Review of accounting and administrative 

controls is conducted by the internal auditor constantly throughout the 

year. The independent auditor may limit his examination of internal 

control to those areas in which he considers the internal auditor's 

work inefficient or unreliable to the extent that those controls affect 

the reliability of the accounting records. 

It should be noted that the independent auditor should not review 

the internal control system as to judge efficient management; the 
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Independent auditor's role is not to evaluate management accomplishments. 

All those outside interested parties in the company's financial state

ments will determine how efficient management is. The independent 

auditor's review of internal control is twofold: first, it enables him 

to formulate an opinion as a basis for reliance thereon. Secondly, 

according to his findings, he adjusts the audit tests and procedures so 

that he may express an opinion as to the fairness of the financial state

ments. In addition, the scope of the internal control examination should 

be directed to establish whether or not management has appropriate account

ing and administrative controls to conduct business activities and directed 

to determine if those controls are functioning as desired. 

Evaluation of administrative controls; a logical 
outgrowth of auditing services 

Services offered by independent auditors in the past were mainly of 

an accounting and financial nature. A much broader field of services 

is now offered as a result of new advances utilized by business enter

prises. 

During the past few years, a significant change has been observed 

In the range of services rendered by independent auditors. With the 

rapid development of specialized business techniques such as statistical 

sampling, electronic data processing, and operations research, business 

activities are becoming more and more complex. Due to this growing busi

ness complexity, many companies have found it necessary to look for out

side assistance. Companies then usually turn to independent accounting 

firms for help because, for all practical purposes, management knows that 

Independent auditor's suggestions will be of good quality. 
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One of the services that accounting firms render is that of manage

ment services. As the independent auditor is conducting his examination 

of the system of internal control, he discovers possibilities for improve

ments in the client's manner of conducting business. The auditor keeps 

careful notes, throughout his review, of recommendations that may be 

made; and, after a thorough evaluation of the implications of such sug

gestions, he renders a supplementary report to his client pointing out 

areas where changes should be made and explaining the way of implement

ing such recommendations. Often times, those suggestions give rise to 

management consulting services aimed to strengthen the company's existing 

controls. 



CHAPTER V 

CONCLUSIONS 

Accounting and administrative controls are decidedly interrelated, 

and the independent auditor sometimes finds it difficult to determine 

where accounting control ends and where administrative control begins. 

The independent auditor must determine the manner in which certain ad

ministrative controls affect the accuracy and reliability of the financial 

records and include them in his evaluation of internal control. Adequate 

training and experience in auditing enables the independent auditor to 

determine to what extent controls other than accounting should be 

reviewed and considered in his examination. 

The exercise of sound judgment on the part of the independent auditor 

Is a major factor in the effective conduct of the internal control evalua

tion. Judgment plays a deciding role in determining the manner and means 

of accomplishing the task and also in interpreting the information obtained 

in the examination of the system of internal control. 

The similarity in the duties performed by the internal and indepen

dent auditors demands a close co-operation between them if unnecessary 

duplication of duties is to be avoided. Consultation and co-operation 

between the two auditors will insure that, as far as possible, the greatest 

assistance is available to the independent auditor. Since internal audit

ing is an integral element of the system of internal control, the independent 

64 
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auditor should review its similarity to the way in which other elements 

of Internal control are examined. The independent auditor may reduce 

the extension of his audit tests and procedures in those areas in which 

he finds that the internal auditor's work is reliable. 

The present position of the American Institute of Certified Public 

Accountants regarding the evaluation of administrative controls by the 

Independent auditor is left to his discretion and judgment. A clarifica

tion of the American Institute of Certified Public Accountants as to 

what extent administrative controls should be examined by the indepen

dent auditor is not necessary because, in the last analysis, it is for 

the Independent auditor to determine the influence of administrative 

controls on the accuracy and reliability of the financial records in a 

particular engagement. The evaluation of internal control is one of the 

areas of auditing in which experience and judgment are of utmost importance, 

One of the main reasons for the growth of public accounting has been its 

desire to accept a broad view of its responsibilities and not to limit 

them to restrictive boundaries. A limitation, by the American Institute 

of Certified Public Accountants, of the scope of the internal control 

examination would constitute a retrogression of the public accounting 

profession. 

Committee on Auditing Procedure, Statement of Auditing Procedure 
Number 33, Auditing Standards and Procedures (New York: American 
Institute of Certified Public Accountants, 1963), pp. 32-33. 
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