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PREFACE

This study is to illuétrate‘by practical example, in one business,
the mammer in which a public aceountant starts the audit of a modern
business enterprise. It is necessary from the standpoint of cost that
the extent of the‘audit be limited as much as possible and still present
sufficient information to allow the public accountant to express his
opinion. There are very few reasong which present justifications for
the limiting of am audit, and perhaps the most important of these is
the existence of a good iaternal control system.

The veview of the system of intermal comirol, therefore, ig
usually the first step in planning the construction of the overall
audit., This review involves four steps: L. becoming familiasr with
the business physically, its organization, and its accountimg pro-
cedures; 2. selecting the proper questions to be used in the internsl
control questionmaire; 3. checking the questiomnaire with the proper
officials in charge of the various accounting procedures; and 4. eval-
uating the questionnaire after it io completed by pointing out the
strong and weak points in the internal control system of the company.

There is a definite shortage of this type of material available
for use in the classroom. Ualy a very fey coancrete examples of studies
of internal control systeus exist outside the files of the public
accounting firms. The average accounting student bas had little
experience in the Lfield of practical buginess and it is very inter-
esting to them to obtain information that is practical and taagible.

To actually know that this is the way that the theoretical knowledge,



on which they have spent so much tine, iz applied in the audit of 2
typical business zids them in the transition from student to swployen.
There was o threefold veason for the choice of this study of ghe

lumber business: €13 versopal backyraed Iun this field ag €ammor

manager of several wvotail lumber yards; {3) extensivi business cuia
tions with the losal wetall yards of the company chosen: but, {3}
foremost was the thowght that with @y anorlonce 1t wilzghi be pogsisle
to produce & theeis that would have wwlun 2g @ classcous afd in Lix
study of auditing. It ls sincavely bowsd that futurs aaditing students
will be better informed through thic wire 2oplets aud move gpecilis
discugsion of this important element of the awdit.

In tha first appraach requiring +n scgualutanseship with iz
operations of ¢ rvetail yard, I would 1L to acknowledge the Llme aud
aid given by ¥r., Chacles J. Musser snd #r. 20il B. Sricksom, loecal
managers of the Long Jell lamboer Cowpany At Dooca Clty anad Bowkick,
Diclahowa .

In formulating 2 questiomnaire, 4 wms necegsiary that iL He
adaptable to the internal contrels s asplied ia this particulay
type of business. {t wasg assemblod mosindy fron questionaaives ssad
in the Amevican Instivute of Accoumiomts bulleting on fntermad
controls and the 08 Handbook. Thiz wmo cuwsslovented By guestioas

o paah A

taken from fxthur ¥, Wolmern’ textbool |

R frivcipley and

Procedure and sther w=feyence books.

e sty w8 TR -

The last step war a wigit £o the fenprsl Office of the Loy feis

tumber Company i Kangap €ity, Migsoewr . Theve, with the grasicus add

of Mzr. Georpe ¥. Mefev, Sorptyollor: Ov. Oisherd P §1iftan, Avsistast

Conperoller; and Moo H. W, Willdians, chiel Slexle: I was abliz o coapile
the information necassary for this scudy.,

iy
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CHAPTER I

INTRODUCTION

A, Objectives of Internal Control.

Internal control can be defined as all of the controls set up by
a business to safeguard and preserve the assets. It is a check of the
accuracy and reliability of the accounting data. It promotes oper-
ational efficiency, encourages adherence to prescribed managerial
policies, and offers assuvances that uwisuthorized obligations are
not incurred. Interual control ig z very broad funetion that must
exist throughout ali levels of authority and responsibility.

With the ever increasing size and complexity of the typical
modern Americar business enterprise, a detailed audit of the average
business has become economically prohibitive in terms of both the
time required to perform a detailed audit and the consequent cost to
compensate for thig time. Thus, auditing has been forced to become
more of a sampling or testing procedure, The better the system of
internal control, the less extensive the required samples need to be
and still meet the staadards developed by the American Institute of
Accountants. In order that the auditor may be able to express his opin-
ion as to the fairness of “the £inancial position of the X Company at
December 31, 1Y __, and the results of its operations for the year then
endedg”1 as presented by the balance sheet and statements of iuncome

and surplus of X Company, he must be sure that the samples checked were

1American Institute of Accountants, The CPA Handbook (Mew York,
1953), Volume A, Chapter 13, Appendix B, Page 12.




adequate. He bases his judgment of the adequacy of the samples upon
the system of internal control and the audits verification of its
application.

As delegation of responsibilities and authority becomes a neces-
sity, with increased size of the business, it requires that management
give up their persomnal contacts within the business. Others, in as-
suming these responsibilities, must keep top management informed
through the use of statistical charts, accounting reports, and finan-
cial statements. Internal control has become the method through which
management may be assured that assets are preserved, errors are mini-

mized, and fraud is properly controlled.

The review of internal control is one of the most important of the
steps in proper plamning of the audit and must not be casually under-
taken or carelessly performed. In so far as the circumstances permit,
the auditor should independently acquire a personal familiarity with
the procedures and methods in use. A systematic and clear record
should be made of the facts developed by the review.2

Internal controls are established to provide the independent
auditor, and management as well, a degree of assurance that minimum
risks due to errors and irregularities will be effected by reasonable
promptness through discovery of these errors in the normal course of
bugsiness. The selection of appropriate auditing procedures and the
determination of the extent of the tests to which such procedures are
to be restricted are influenced by the reliance which the auditor feels
can be safely made on the internal countrols as they exist in the
organization under examination. To provide such assurance, it is

necessary that not only must sucih a system of internal control be

properly designed and applied but that the system be functioning as

zzdnrd A. Kracke, Handbook of Modern Accounting Theory; The
Development of Auditing Standards (New York, 1955), Page 474.



as it was designed to function.

Internal control is professiqnally':eéugnizeé‘as a basis for the
independent public accountant's judement of the;limitatians in his éudit
procedures by the Committee on Auditing Procedures of the Aﬁerican In~
stitute of Ascéuntants. It has heen set up as one of the Auditing stand-
ards under Standard$ of Field Work as follows:__

2. There is to be a proper study and evaluation of the existing
internal conircl as o basis for reliance thereon and for the
determination of e rasultant exteni of §he tests to which
auditing preocedurses are to be vestricted.

In addition to professional recogniticn of the standard of
reliance upon the sysiem of internal control, the Securities and
Exchange Comaission has recognized the importance of the system of
internal contrel in its relationship to the amount of test-checking
in an audit. Recgulation 8-X, Rula 2-02(b), requires the accountant,
in the determination of the scops of the audit made for the purpose
of reporting on finopcial statements filed with the Commission, “to
consider the adequacy of the system of internal check and control®
and "te congider the Internal system of andit regularly maintained
by means of auditors employed by the registrant’s staff.” The
Sub-commitiec < ite and Audit Procedure of the Hew York Stoek
Exchange alzc ts the dependence of the proféssional

accountant 7 of interpal contzel.®

jAmericaa Institute of Accountants, The CPA Handbook (New York,
1953), Volume A, Chapter 13, Appendix A, Page 5.
4Afthur W. Holmes, Auditing; Principles and Procedure (Homewood,
Illinois, 1954), Page 79.




B. Elements of a Properly €Coordinated System

Internal controls need not be.difficult to operate and, of course,
it is imperative that the costs of the operation of the internal con-
trol system be iess han the benefits derived. It‘is not alﬁays pos-
sible or feasible te have every éoint of operations fully or even paxr-

 t1a11y protected by the internéi control system, but it is possible that
reasonable internsl contrels con be‘inétallej rey rdlass of the size of
a busineés organization.

Iaté,nal control in its applications extends into:broad areas
actually far beyond those matters which relaté directly‘to’the functions
of the accounting and FW”&HClhl aparkaments. It &an include budgetary
controls, standaxﬁ costs, periodic operating vreports, statistical analyses
and the dissamination therszof., It cawn be a training program designed to

*

aid personnel in weeting their réspongi@ilities, and even an internal
audit staff to provide additional assurance Lo management as to the
adequacy of itg ;utlined procedures and the extent to which they are
being effectively cerried ocut, It can even include activities inm other
fleld% ag, for czample, time and motion studies which are of an engin-
eering natu“_, ‘and use of guality conirols through a system of inspection
‘hich fundamentally is a production fuenetion.

In_its special report on ”;nternal Control,” the Committee on
Auditing Procedurs of the Ameriecan Ingstitute of Accountants sets forth

four essential charscteristics of o sati

(ﬁ

ifactory system of internal
control as follows:

1.  There sghould be a simple flexible plan of organization which
provides appropriate division of authoritics and responsibilities for
the activities of tho enterprise. This requires organizational inde-
pendence between operational, custodial and accouniing (incleding
internal auditing) departments. The basis for this organizational
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independence in the plan rests .

q tlna g that no department siould
control the accounting recovds relaving

oua operation.

i tment should not have

:t should confine its
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their resp
control de
adequacy of
of officevs
operating sorsonm
an efficiont ~né

aonld b2 commensurate with
Cioning system of iunternal
wmization plamiing and the
Hie also wpon the selection
and experience, and of
prasceibed procedures in

Intevnzl =o ng on wmany Lactors,

such as tho rytas, the type of organizatiorn,

the size of

of a coovdinated system will

also vary frowm asthor o euthwor bet $his bazdie principles are as

follows:

1. Respomsibility must be fixed. Vithout the proper charge of
responsibility, th: guality of the uontyoel will be inefficient.

2. The accovnting procedures and the operations must be sepa-
rated. An employec should not be in @ position in which he has control

5Americam Institute of Aeccouatanis, The CPA Handbook (New York,
1953), Veol. B, Chaptexr 16, Pages 4,5.




of the records and at the same time control of the operations giving
rise to entries in the records. For example, the general ledger
bookkeeper should not have access to the cash or to the records of
cash sales. Of course, collusion can exist between amployees; but
the opportunities for fraud are reduced if procedures and operations
are separated.

3. All available proofs of accuracy should be utilized in order
to assure correctness of operation and accounting. For example, sales
for a day should be totaled and proved against the sum of released
merchandise tags, 1f a retail system of inventory is used.

4. No one person should be in ecpmplete charge of a business
transaction. Any person will commit errors, but the probability is
that an error will be discovered if the handling of a transaction is
separated between persons. In addition, the separation of integral
parts of a tramsaction reduces the opportunities for fraud.

5. Employees must be carefully selected and trained. Careful
selection places an employee in a posgition for which he is suited and
reduces turnover. Careful training results in better performance,
reduces costs, and a more alert employee.

6. Employees should be rotated on a job, if possible; vacations
for those in positions of trust should be enforced. Rotation reduces
the opportunity for fraud, points te the adaptability of an employee,
and often results in new ideas for the organization.

7. Operating instructions for esach position should be reduced to
writing. Manuals of procedure promote efficiency and prevent misunder-
standing.

8. Bmployees should be bonded. Bonding is a protection to the
employer, and it serves as a psychologieal deterrent to a tempted

employee.

9. The protective advantages of a double-entry system of account-
ing should not be exaggerated. A double-entry system is not a substitute
for intermal control. Errors are made under double entry; and the
system alone will not prove omission, incorreect entry, or dishonesty.

10. Controlling accounts should be used as extensively as possible.
Controlling accounts serve as a proof of accuracy between account
balances and between employees.

11. Mechanical equipment should be used if feasible. Although error
and manipulation must be watched for even when mechanical equipment is
used, operating procedures are facilitated, the division of labor is
promoted and the intermal control may be strengthened.6

6A:l':t:llm.' W. Holmes, Auditing; Principles and Procedure (Homewood,

Illinois, 1954), Page 78.



CHAPTER IXI
SURVEY OF GENERAL INTERHAL CONTROL
Not
Yes Mo Appli-
» __ cable
1. Does the clieant have a chart of organization? X
2. 1Is the accounting routine set forth in account-
ing manuals in the general office and in
the retail yards? x

3. 1Is the accounting routine set forth im aceount-
ing manuale in the mills? p 4

4. Does the client have:
g. & comptroller?‘ x
b. An internal auditor or audit staff? X
5. 1If internal guditors are employed:

a., Do they render written reporis oun the
results of their examinations? X

b. Are they directly responsible to, and
do they report teo, an executive offi-
cer other than the chief accounting
officer? (Comptroller) X

6., 1Is thes general accounting department completely
separated from:

a. The purchasing department? x
b. The sales department? X
¢. Manufacturing and/or cost departments? x
d. Cash receiptis and disbursements? X

7. Are all employees who handle cash, securities
and other valuables bonded? X

8. Are all such employees required to take regular
vacations, their regular duties then being
assigned to other employees? x

g



9.

10.
11.

13.

14.

15.

16.

Yes

Does general office accounting control over
branch offices appear to be adequate? X

Are expenses and costs under budgetary control? x

Is the insurance coverage under the super-
vision of a responsible official or

employee? x
Are journal entries approved by:
a, The comptroller?

b. Other designated employees?
(Chief Clerk) x

Are journal eantries adequately explained or

supported by vouchers bearing adequate
substantiating data? X

Are periodic financial statements prepared for
submission to the management? X

(Monthly statemeats showing monthly and
year to date totals.)

If so, are these sufficiently informative to
bring to light abnormal fluctuations in
costs, revenues, inventories, etc., and
other discrepancies? x

Are any of the officials and employees exercis-
ing the following functions closely related?

Comptroller

Internal auditor (chief)
Chief accountant
General ledger bookkeeper
Accounts receivable bookkeeper
Accounts payable bookkeeper
Cashier
Paymaster

Department heads:
Purchasing

Sales

Credit

Cost

Receiving

Shipping

Payroll

Not
No Appli-

__ cable



Corments on general internal controls:
1. Although the answer to Questlon i was to the effset that the

company did not have an organizaL101 chart, there can be no doubt that

$ds

such an organization, as ouitlined in this gqusstiomnaive, has a plan of

organization. Such plan either has heern designed or hos developed be-

cause executive management could no lonjer exercise personal supervision
over the conduct of operatior Suel dfnebility was dus to business ex-

pansion and growth and caused the delegstion of authority and responsi-

bility.

However, it is widely accepied Lw bhuginess in goneral that it is

1

ority and responsibi s the organimation where

coordination and cooperation ls a necassiiy in the

enterprise. It is difficuls, aven iwn i

all the areas of resncns

decisions are applied d

within the organization. If is guibs dpporent
[e5 3 2R

authority and responsibility can esclily oscur,

.
and
arnLEgs

?y.

apparent that if€ such conflict
tioning as it should.
Such chiarts ars part

in establishing the actual

every day business. It is ns

flow to aid in recognising the internal controis
in connection with these transactionz. These procedurel flow charts

can be used to deterwine how better comtrolg can be developed through
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fixing responsibility, segregating duties within an area, establish-
ing controlling accounts and the many other aides that can be utilized
through the application of internal control principles.

2. A point whieh is not adequately developed in the gquestionnaire
is the necessity for the proper training of employees. Due to the
recent changes from menuzl to machine accounting in this organizatiom,
it seems quite advisable to suggest that z more extensive educational
program»be developad. This would give tﬁe yard managers and perhaps
their agsistants, whke are trailning te be future managers, confidence in
the accounting records, a wider understanding of the accounting pro-
cedures utilized, and a better understanding of how to use the account-
ing forms which are furnished to the vard managers each month by the

General 0ffice.



CHAPTER III
SURVEY OF CASH INTERNAL CONTROL

Fot
A. CASH RECEIPTS Yes No Appli-

— — Gable
I. Mail receipts:

1. 1Is the mail opened by someone other than the
cashier or accounts receivable bookkeeper? =x

2. Does the mail routine prohibit the delivery of
unopened mail (other than personal mail)
to employees having access to the account-
ing records? X

3. a. 1Is a record of the money and checks received
prepared by the person opening the mail? X

(The mail room opens the mail which is for-
warded through the Comptroller Seeretary to
the Receipts and Disbursements Clerk who
prepares such a list before forwarding the
money and checks to the Cashier's office.)

b. If so, is this record given to someone other
than the cashier for independent verification
of the amount recorded? x

¢. Is this record compared with the cash receipts
book regularly? =%

II. Other receipts (applicable to retail yards only):

1. Are the receipts of currency relatively insignif-
icant? x

2. Are receipts recorded by cash registers or other
mechanical devices? x

3. 1If so, are the machine totals checked independ-
ently by the accounting department? x

4. Are sales or receipt books used? X
5. If so:
a. Are the receipts prenumbered? (The X
pages are prenumbered though there

are six sales receipts and four
collection receipts to the page.)

i1



6.

7.

III.
L.

2.

3.

3.

b. Are the daily totals and numerical

sequence checked independently by
the accounting department?

c. Are the unused books safeguarded?

If neither of the above methods are in use, is
some other adequate system of coantrol in
force? If so, explain.

(The printing department keeps a file of
books issued, but this file is normally

not used as issues to the individual yards
or mills are limited in quantity.)

Is there an adequate safeguard against misap-
propriation of cash through the recording
of fictitious discounts or allowances by

the cashier?

Are miscellaneous receipts, such as from sale
of scrap, salvage, etc., reported to the
accounting department by the recipient,
as well as to the cashier?

(Relatively insignificant.)

Does the accounting department check such re-
ports against the related cash book entry?

General:

Are each day's receipts deposited in the bank
intact and without delay?

Does an employee other than the cashier or
accounts receivable bookkeeper take the
deposits to the bank?

Is a duplicate deposit slip checked and held
for the auditors by an employee other
than the employee making up the deposits?

Are bank advices (such as for N.S.F. checks)
delivered directly to a responsible em-
ployee (other than the cashier) for in-
vestigation?

Are the duties of the cashier entirely separate
from the recording of notes and accounts
receivable?

Yes

12

Not
No Appli-
— cable



6.

7.

8.

10.

11.

12,

Does an employee, other than from the cashier's
department, post the general ledger?

Is the office routine so arranged as to make it
difficult for the cashier to obtain access
to the accounts receivable ledgers and
monthly statements?

a. GCeneral Office?
b. Mills?
€. Retail Yards?

Are all other cash funds or securities handled
by someone other than the cashier?

If he handles such funds -- list the items.

Where branch offices make collections, are such
collections deposited in a bank account
subject to withdrawal only by the general
office?

Are rents, dividends, interest, and similar
revenues adequately controlled in such
manner that their non-receipt would be
noted and investigated?

(Especially trained executive type of

employees are responsible for these
transactions.)

Is the cashier responsible for the cash receipts
from the time they are received in his de-
partment until they are sent to the bank?

(The cash, along with a prepared deposit
slip, is forwarded to the paymaster who

is responsible for the actual deposit in
the bank.)

Are proper physical safeguards and facilities
employed to protect cash and cash trans-
actions?

13

No Appli-
cable
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Comments on internal controls as applied to Cash Receipts:

Byrnes, Baker, and Smith, in their textbook, Auditing, suggest
that the following internal checks should exist in connection with
cash receipts:

1. There should be centralized and controlled cash registers
which are recomciled daily with cash receipt tickets. The salesuen
should be required to prepare such receipt tickets at the time of
each tramsaction with ome copy going to the customer.

2. 'There should be a mail opener, separate from the cashier, who
opens all mail and prepares a check list of all cash. The cash should
be delivered to the cashier upon his veceipt of the check list. A
copy of this signed check list should go to the accounting department
for control purposes and for posting to the accounts imvolved.

3. The cashier should prepare the deposits which should be made
intact as received. A receipted copy of the deposit slip should be
forwarded to the accounting department.

4. Bank balances should be reconciled with the control accounts
by the internsl auditors.

5. Salesmen, mail openers, cashiers, and others with access to
cash should be entirely segregated from the accounting department and
accounting records.

6. Restrict branch deposits to authorize general office with-
drawal.

The system under consideration in the questiomnaire follows these
suggestions in general with the following exceptions: In the retail
yards, they do not universally use cash registers, but where registers
are not used, the individual salesmen have separate cash drawers which
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are reconciled each day as suggested. Total receipts of the yards are
deposited intact daily and these deposits are relayed to the genmeral
office by a report with an attached signed duplicate deposit slip.
Such yard deposits are restricted to general office withdrawal.

In the general office, the mail openers do not prepare a check
list. They turn the receipts over to the receipts and disbursement
clerk who prepares a list and who then forwards the cash to the cashier
and a copy of the list to the general ledger clerk. The cashier pre-
pares the deposit which is made by the paymaster.

In comparing the suggested procedures with actual procedures, it
seems that the system of internal control used in connection with
cash receipts could be improved by having the mail openers prepare a
check list. After this list is signed by the cashier, upon direct
receipt of the cash, it could then be forwarded to the receipts and
disbursement clerk who would prepare summaries for the general ledger
clerk and remittance advices for the accounts receivable ledger clerks.
Such a procedure would limit the individuals who would actually handle
the cash and would also meet the suggestion that no individuals (such
as the receipts and disbursement clerk) connected with the accounting

department ever have access to cash.



Yes

B. CASH DISBURSEMENTS

1. Are all disbursements, except from petty cash,
made by check? 3

2. Are all checks prenumbered? x

3. Are voided checks held available for subsequent
inspection and properly mutilated? X

4, Are all checks required to be countersigned?

5. a. 1Is the signing of checks in advance pro-
hibited? x

b. 1Is the countersigning of cheeks in advance
prohibited?

6. Are authorized signatures limited to officers or
employees who have no access to accounting
records? b4

7. Are authorized signatures limited to officers or
employees who have no access to cash?

(The paymaster who signs the checks also
makes all deposits and by such action does
have access to cash; however, the actual
deposit clip and list of cash is made uwp
by the Cashier's office prior to the de-
livery of the cash to the paymaster.)

8. 1Is the practice of drawing checks to "cash" or
"bearer” prohibited? X

9. 1If not, are checks so drawn limited to payrolls
and/or petty cash reimbursement?

10. Are monthly bank statements and paid checks re-
ceived directly by the accounting depart-
ment? x

(Actually by the internal auditors.)
11. Are the bank accounts independently reconciled
by an employee other than those who keep
the cash records? x

12. 1Is the sequence of check numbers accounted for
when reconciling the bank accounts? X

13

Not
No Appli-

. gcable



13.

14.

15.

16.

17.

18.

19.

19

Not
Yes No Appli-
Is the practice of examining paid checks for
date, name, cancellation, and endorse-
ment followed by the employee reconciling
the bank accounts? x

(Name and endorsement only are examined.)

Are vouchers or other supporting documents
presented together with the checks sub-
mitted for signature? X

(Only a remittance advice supports the
check when submitted for signature.

This remittance advice has been prepared
from supporting documents which are, in
time, 100% audited against such remit-
tance advices by the internal auditors.)

Do the signers make adequate investigation before
signing checks? x

(Above described procedure eliminated the
necessity of such investigation.)

Assuming a check-signing machine to be in use,
are the machine and signature plates kept
under effective control? X

(The two keys required are in the pos-
session of the paymaster and the treas-
urer.)

Are the checks mailed out without allowing them
to return to the employee who drew the
checks or to the accounts payable book-

keeper? x

Are the vouchers or other supporting documents
impressed with a paid stamp or other mark
s0 as to prevent their use for duplicate

payment? x

Are transfers from onme bank to another under
effective accounting control? X
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Comments on intermal controls applied to Cash Disbursements:

Byrnes, Baker, and Smith in Auditing state that the following
is required to properly control cash disbursements:

1. Vouchers must be properly prepared and approved.

2. All disbursements should be made by check (except petty cash
disbursement items) and such checks issued only on approved vouchers.

3. Checks should be signed by authorized personnel and vouchers
canceled or mutilated to avoid reuse.

4. Segregation of the activities of those whose duty it is to
have access to cash, approve invoices, prepare vouchers, record accounts
payable, prepare checks, sign and mail checks, and reconcile vendor's
statements.

5. All petty cash or branch funds should be operated om an imprest
system requiring a high level of documentary evidence as a basis for
disbursements.

6. Accountability should be required for voided and spoiled checks.

re, Arthur W. Holmes adds that
all checks must be premumbered and that there should be test audits
performed by the internal auditors who should also reconcile the bank
statements with the books. These audits should include comparing canceled

checks with their related vouchers for payees, amount, proper authoriza-
tion for payment, discounts, ete.

In surveying the system in use, it was found that most of the
above internal checks are in use. The only major exception is in the
receipts and disbursements clerk's office. This office, as explained
under cash receipts, has access to cash, prepares the vouchers, prepares
the remittance advice, which is the only basis for issuance of the checks,



and finally, on notice of payment being made, prepares the entries to be
wade by the general ledger and accounts payable ledger clerks. It would
seem that the duties of this office shonld be revised to meet the re-

quirement of segregation of duties as ocutlined in 4 above.



C.

a.
1.
2.

3.

G

3.

7.

9.

General Funds

Is imprest fund system in use?

Is the responsibility for each fund vested in

one person only?

Is the custodian independent of the cashier or

other employees handling remittances from
customers and other cash receipts?

Is the amount of the fund restricted so as to

b.

require reimbursement at relatively short
intervals?

Has a maximum figure for individual payments
from the fund been established?

if so, state maximum figure. $_NA
(Limited only by the amount of the fund.)

Are payees required to sign vouchers for all

disburgements?

(Supporting evidence is required where
such receipts are not signed.)

Are advances made to employees and 1.0.U.'s

b.

ae

b.

properly approved?

Is the cashing of personal checks pro-
hibited?

If not, are such checks recashed at bank or
included as vouchers supporting request for
reimbursement? (Recashed at bank.)

Are vouchers and supporting documents checked
at the time of reimbursement by a respon-

sible employee?

Does that employee verify the unexpended
balance of the fund?

(These vouchers are forwarded to the Cash
Receipts and Disbursements Clerk where they
are distributed to the various accounts con-
cerned and they are checked against the
amount of the check issued.)



10.

11.

12,

14.

Yes No Appli-

Are the amounts of the vouchers spelled out in
words as well as written in mumerals?

Are vouchers marked so as to preclude their
re-use? x

a. Is any part of the fund represented by cash
in bank?

b. Are checks drawn on this account signed by
the custodian only?

Are checks for reimbursement made cut to the
order of the custodian? x

Is the fund checked by surprise counts made by
an intermal auditor or other employee inde-
pendent of the custodian? x

__ cable



C.

25

Not

Yes No Appli-

PETTY CASH FUNDS

b. Retail Yard Special Funds

1.

2,

3.

4,

5.

7.

10.

11.

Is imprest fund system in use? x

Is the responsibility for each fund vested in
cne person only? -

Is the custodian independent of the cashier
or other employees handling remittances
from customers and other cash receipts? X

Is the amount of the fund restricted so as to
require reimbursement at relatively short
intervals? x

a. Has a maximum figure for individual payments
from the fund been established?

b. If so, state maximum figure.
(Limited only by the amount of the fund.)

Are payees required to sign vouchers for all
disbursements? X

Are advances made to employees and I1.0.U.'s
properly approved? x

a. Is the cashing of personal checks prohibited? x

b. If not, are such checks recashed at bank or
included as vouchers supporting request for
reimbursement?

a. Are vouchers and supporting documents checked
at the time of reimbursement by a respon-
sible employee? x

b. Does that employee verify the unexpended
balance of the fund?

Are the amounts of the vouchers spelled out in
words as well as writtem in numerals? x

Are the vouchers marked so as to preclude re-use?
(Original is mailed to the general office

where the retail yard could never have
access to it again.)

cable



12,

a. Is any part of the fund represented by
cash in bank?

b. Are checks drawn on this account signed by
the custodian only?

Are checks for reimbursement made out to the
order of the custodian?

Is the fund checked by surprise counts made by

an internal auditor or other employee inde-

pendent of the custodian?

Describe the operation of the fund if the same
is in part represented by bank account.

(This type of fund is set up for the use
of the local retail yard managers in meet-
ing local payroll and expenses. It is
also used in a minor part as a petty cash
fund for use by the cashier of the local
yard, All reimbursements are deposited
intact in the bank and there are no trans-
fers from bank to cash and vice versa
except for the original setting up of the
local yard cashier's fund. The local
cashier's fund is reimbursed by a check

from the manager's fund and such reimburse-

ments are supported by documents for the
expenditures.)

Yes

26

Not
No Appli-
— gable



| E 1) z Ctghg' Cae |
* |[lompraasiex — ‘4'
Genera. OFrice o o
|Qurs: Ques o PROCEDURAL FLOW OF
| Keraiw Yarps o
s Dissursements From Locac
IM PREST F-UN:D\S
M |tLl.; ARsaak MA L ,(L,m' g - GangaaL |
> - Regirr =3 TA LAY LenceER
Y ArD aistns Rt .8
Gan.|Owe,
< i ¥
DippmaT - '
. B'uesr cd-dan &n. OFr |
gy i Foks BANK .—:,.—',':— a
it
|
Laysms, _:
UPPFLIGRE , CAMEE, G RIS e AT i
Erec
[}
Rersnaoraenant Chscx FAY MASTER




Comments on Petty Cash internal controls:

Arthur W. Holmes in Auditing; Principles and Procedure, sets forth
the following rules in regard to internal controls to be used in con-
nection with petty cash or special funds:

1. Petty cash or branch funds should be operated on an imprest
system.

2. Fund amounts should be limited to require periodic reimburse-
ment, and disbursements should be limited to small-maximum amounts.

3. Petty cash vouchers, used and unused, must be controlled.

4. Vouchers should be prepared in ink, signed by the petty cash
cashier and the payee after approval by a third person.

5. To avoid reuse, the vouchers should be canceled by someone
other than the petty cashier at the time the fund is reimbursed.

Finney and Miller in their Principles of Accounting; Intermediate
also add: Replenish the fund only by check to cover a voucher which
is backed up by a high level of documentary evidence.

A possible weakness noticed in the system under examination is,
as stated in Question C a 8 of the Questionnaire, in regard to cashing
of personal checks. Normally speaking, this is not considered a good
policy. However, where such a policy exists, there would seem to be
better control if these checks were not cashed at the bank by the
petty cash fundholder. This violates the principle that the fund be
replenished by check only, and it is suggested that such checks (if it
is necessary to cash personal checks) be included with receipts and

documentary evidence as part of the reimbursement voucher.



1.

3.

4.

3.

7.

CHAPTER IV

MARKETABLE AND OTHER SECURITY INVESTMENTS

Yes No Appli-

Are securities kept in a safe deposit vault in
the name of the company? X

If so:
a.

If not:

a.

b.

Does access thereto require the signature
or presence of two designated persons?

(Paymaster is designated as custodian.)

Is a record maintained by the client of
visits to safe deposit vault? x

Are they kept in safekeeping by an inde-
pendent person?

Are they kept in a safe place under control
of an officer?

Is a record kept by the accounting or the finan-
cial department of each security, including
certificate numbers? X

(Such records are kept by both the Paymaster
and the Comptroller.)

Are all securities, except 'bearer' bonds, in the
name of the client? X

Are securities periodically inspected and agreed
with the record by internal auditors or
other designated officers or employees? X

(These are also 1007 verified by the inde-
pendent public auditors.)

Are purchases and sales of securities authorized

by:
a.

b.

C.

The board of directors? %

An officer? (Comptroller) =

The financial department?
29

__ cable



Not
Yes No Appli-
— __ ecable
8. Are securities, held for others or as collateral,
recorded and safeguarded in similar manner
to those owned by the client? =

9. Are security investments which have been writtem
off or fully reserved against followed up
as to possible realization? x

10. Are satisfactory records kept to insure the
proper and prompt receipt of income on
securities owned? x
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Comments on Marketable and Other Security Investments:

In Arthur W. Holmes' Auditing; Prineiples and Procedure, the follow-
ing principles are laid down in regards to investments:

1. Investments should be purchased and sold only after proper
authorization.

2, Detailed records of each security should be maintained inde-
pendently of the persons exercising physical control of the securities.

3. Securities should be registered in the name of the clieat.

4. Internal auditors should audit all transactionms.

In Auditing, by Byrnes, Baker, and Smith, it is further suggested
that the securities should be protected physically; two designated
company officials should be required for access to the securities; and
the income from the securities should be accounted for in detail.

The questiomnaire indicates that, in general, the system of
internal control meets all the requirements of the principles above
except for the requirement of two officials to gain access to the -
securities. This principle should be followed where the value of
securities is such as to be material in amount.

In regard to the general principles, as outlined in the intre-
ductory chapter, it would scem preferable that the responsibility for
these securities should be segregated from the general cash respon-
sibilities. BPRoth of these responsibilities are at present under the

administration of the paymaster.



4.

3.

NOTES AND ACCOUNTS RECEIVABLE

Are notes and renewals authorized by a respon-
gible official?

(Very few notes are used.)

Is the custodian of notes receivable and the

negotiable collateral (if any) independent
of the cashier or bookkeepers?

Are the customers’' ledgers balanced at least
monthly and the totals agreed with the
general ledger control account?

Are the customers' ledgers kept by employees
who have no access to cash receipts?

a. Are statements of open items mailed to
customers monthly?

b. If so, is this done by an employee who has
no access to cash and is independent of the
accounts receivable bookkeepers and the
billing clerks?

(This is true in the general office, but
in the retail yards the accounts receiv-
able bookkeeper prepares such statements.
In the retail yards, however, the local
manager is held responsible for uncollected
items overdue. The accounts are aged each
month and a copy of this is sent to the
Comptroller's office and an explanation is
required of all past due accounts. Past
due accounts are confirmed by the independent
auditor as a part of his audit.)

c. Does this employee retain control of the
statements until mailed?

d. Are differences reported by customers routed
to this same employee for investigation?

(In the general office, such differences are
routed to the credit department who is held

32

Yes

Not
No Appli-
cable



responsible for the collection of general
office and mill accounts receivable as they
are required to pass on the credit of such
accounts before they are acceptable as such.
In the retail yard, the manager receives all
mail, which, of course, contains any dif-
ferences that develop. As noted before, he
is held responsible for the collection of
his receivables as he is the one who orig-
inally authorized such credit.)

6. Are delinquent accounts listed periodically for
review by an official other than the credit

manager ? :

7. Are write-offs of bad debts approved by an offi-
cial other than the credit manager?

(Write-offs of any substantial amounts are
reviewed by the Comptroller's Office.)

8. Are bad debts written off still kept under con-
trol and followed up?

(Monthly reports are prepared on any activ-
ity taken regarding these accounts.)

9. Are credit memos approved by a responsible offi-
cial?

10. Are such credit memos under numerical control?

11. Are discounts allowed after the discount date or
in excess of normal credit terms approved
by a responsible official?

12, Are credits for returned goods checked against
receiving reports?

(No receiving reports.)

13. Are direct confirmations of notes and accounts
receivable obtained periodically:

a. By internal auditors?
b. By other designated employees?

(These are confirmed by the independent public
accountant in his audit. Any substantial past

33

Not
Yes No Appli-
cable



14,

15.

16.

17.

Yes

due accounts are closely watched and
are confirmed either direct or indirect
through correspondence.)

Is the management of the credit department
entirely divorced from the sales de-~
partment? X

Is the cashier denied access to the accounts
receivable ledgers? x

a. Is merchandise out on consigmment recorded
in a memorandum accounts receivable

ledger?

b. If consigned merchandise is a material and/or
continuing factor, outline the clieat's pro-
cedures in this respect.

Are journal entries affecting accounts receivable
approved by someone senior to the book-
keeper? x

Not
No Appli-
cable
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Comments on internal controls applied to Notes and Accounts Receivables:
Principles of internal control applicable to notes and accounts

receivable, as outlined by Byrnes, Baker, and Smith in Auditing; Holmes
in Auditing; Principles and Procedure; Culey and Barnes in Auditing; and
Finney and Miller in Principles of Accounting; Intermediate, are as

follows:

1. Statement amounts should be checked against account balances
and statements should be mailed by persons independent of the cashier and
accounts receivable divisioms.

2. Returned, undelivered statements should be forwarded unopened
to designated officials.

3. Credits to receivables, other than collections, should be
prenumbered and require proper authorizatiom.

4. Persons receiving remittances from customers must not make
postings to customers' accounts.

5. Write-offe of uncollectibles should be approved by a desig-
nated official.

6. Accounts should be "aged" at regular intervals and the delin-
quent accounts reviewed by the credit manager.

7. Accounts and notes receivable classifications should consist
only of unassigned ""trade debtors" or "customers' accounts."

The system in use meets all the requirements above in a satis-
factory mamner. The only variance from the principles is in the retail
yards where the bookkeeper makes collections. However, even here,
controls seem to be adequate as the original credit is approved by the
manager and he is responsible for the collection of the accounts. Any
delay in collections is quickly noted as accounts are aged each month

and "ticked" off as collected. Discounts and special credits are
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required to be properly authorized. Sales returns are entered over the
ticket machines either by the salesman or the yard foreman handling the
actual return. Retail yard receivables are confirmed by the independent
public accountants in their annual audits.



CHAPTER VI
INVENTORIES

Yes
A. RETAIL YARDS
I. Physical control:

1. Are designated storekeepers held responsible
for the control of:

a. Raw Materials?
b. Semi-finished merchandise?
c. Finished merchandise? X
d. Supplies and repair parts?
(Relatively small value)

2. Do the store keepers notify the accounting
department of all receipts by means of
receiving or production reports?

3. Are issues made only against signed requisitions
or shipping orders? x

4. Are the quantities on hand counted:
a. At the end of the fiscal year? x
b. Periodically during the year? x

5. Are such counts made independent of the store-
keepers? x

6. Are the following classes of inventories under
effective accounting control:

a. Goods out on consignment?

b. Materials in hands of processors, sup-
Pliu.’ ete.?

¢. Materials or merchandise in bonded or
other outside warehouses?

37

Net
No Appli
gy le
x
X
b4
®
x
X



7. 1Is merchandise on hand which is not the property
of the client (consignments-in, etc.) phys-
ically segregated and under effective ac-
counting control.

(This type of merchandise is of such minor
consequence as to be classified as non-
material.)

8, With respect to the determination of inventory
values:

a, Are priced inventory sheets double-
checked as to prices, extensions,
footings and summarizations?

b. 1Is a review made by a responsible
official or designated employee as
to overstock and as to slow moving
or obsolete items?

9, 1Is a reasonable degree of control maintained over
stationery and other supplies which are
charged directly against operations?

(The supply is controlled in the general
office and is drawn against by requisition
only. This item is not material in nature.)

10. Are scrap and salvaged materials under such ac-
counting control as should assure the proper
recording of the sale or re-use of such
items?

11. Are there adequate safeguards to insure that the
costs of partial shipments billed to cus-
tomers are eliminated from inventories?

II. Perpetual inventory records:

1. Are perpetual inventory records maintained for:
a. Raw Materials?

b. Supplies and repair parts?
c. Work in process?

d. Finished product?

Yes

38

Not
Appli-
cable



3.

4,

3.

6.

Do such perpetual records show:
a, Quantities only?
b. Quantities and values?

Are such perpetual records kept by employees
other than the store keepers?

Are such records controlled by accounts in the
general ledger?

Are perpetual records checked by physical stock-
taking at least once annually?

Are the perpetual records regularly adjusted
as a result of the physical stocktaking?

(Annually.)

Do such adjustments require the approval of a
responsible official or employee?

39

Not
Yes No Appli-

__ cable



Yes
B. MILLS b
I. Physical control:
1. Are designated store keepers held responsible
for the control of:
a. Raw materials? x
b. Semi-finished merchandise? X
¢. Finished merchandise? x
d. Supplies and repair parts? x
2, Do the store keepers notify the accounting
department of all receipts by means of
receiving or production reports? X
3. Are issues made only against signed requisitions
or shipping orders? X
4. Are the quantities on hand counted:
a. At the end of the fiscal year? X
b. Periodically during the year? X

5. Are such counts made independent of the store
keepers? b4

6. Are the following classes of inventories under
effective accounting control?

a. Goods out on consignment?

b. Materials in hands of processors,
suppliers, etc.?

¢. Materials or merchandise in bonded or
other outside warehouses?

7. 1s merchandise on hand which is not the property
of the client (consignments-in, etc.) phys-
ically segregated and under effective ac-
counting control?

8. With respect to the determination of inventory
values:

a. Are priced inventory sheets double-
checked as to prices, extensions,

Not
No Appli-



9.

10.

11.

1.

2.

3.

4.

3.

41

Not
Yes No Appli-

footings, and summarizations? X

b. 1Is a review made by a responsible offi-
cial or designated employee as to
overstock and as to slow-moving or
obsolete items? x

Is a reasonable degree of control maintained over
stationery and other supplies which are
charged directly against operations? X

(Supply is controlled through the use of
requisitions which are properly authorized.
These items are comparatively small in value.)

Are scrap and salvaged materials under such
accounting control as should assure the
proper recording of the sale or re-use of
such items? x

Are there adequate safeguards to insure that the
costs of partial shipments billed to custom-
ers are eliminated from inventories? x
Perpetual inventory records:

Are perpetual inventory records maintained for:

a. Raw materials? x
b. Supplies and repair parts? X
¢. Work in process? X
d. Finished product? b 4

Do such perpetual records show:

a. Quantities only? X

b. Quantities and values? x
Are such perpetual records kept by employees

other than the store keepers? x

Are such perpetual records controlled by ac-
counts in the general ledger? x

Are perpetual records checked by physical
stocktaking at least once annually? X
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Not
Yes No Appli-
— - cable
6. Are the perpetual records regularly adjusted
as a result of the physical stocktaking? X
(Annually.)

7. Do such adjustments require the approval of a
responsible official or employee? x
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Comments on internal controls applied to Inventories:

Byrnes, Baker, and Smith, in their textbook Auditing, and Holmes,
in his textbook Auditing; Principles and Procedure, are in agreement
that the following controls are necessary to properly protect stock
inventories:

1. A perpetual inventory system should be in use with separate
controlling accounts established. Accountability must be fixed.

2. Periodical physical inventories should be taken by independent
personnel. All inventory sheets should be double checked as to prices,
extensions, footings, and summarizations.

3. Adjustments to inventories should require proper authorization.

4. To reduce accountability for stock on hand, prenumbered and
signed sales, requisition, or shipping tickets should be used.

5. Prenumbered purchase requisitions along with creditors' in-
voices and receiving tickets should be used to establish accountability
for merchandise.

The internal control system of this organization, as outlined in
the questionnaire on inventories, seems to cover all the principles

above in a manner that would normally be accepted as adequate.



1.

2,

3.

4,

Se

6.

Yes
Are detailed plant ledgers or filing cards rec-
ords maintained for the various units of
property? x
Are such records balanced at least annually with
the general ledger control accounts? x

CHAPTER VII
PROPERTY, PLANT AND EQUIPMENT

Does the client:

b.

Take periodic inventory of plant
items?

(Mechanical and rolling equipment as
listed in the retail yard inventories
are checked.)

Have periodic appraisals, for insurance or
other purpose? X

Is a satisfactory system in effect for the
control of small tools?

a.

b.

At mills? %
(Tool cribs are in use and tools are
checked out to individuals by tool
checks. )

At retail yards?

(The use of small tools in the retail
yards is immaterial in value.)

Is a work order system in use:

a. For capital expenditures? x

b. For major repair jobs? x
Is prior authorization for capital expenditures

required?

a., From the board of directors? x

b. From officers?

Not
No Appli-
cable
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Not
Yes No Appli-
cable
7. Vhen actual expenditures exceed the amount
authorized, is the excess approved as
in Question 67 =

(Only if the amount is substantial.)

8. 1Is there a sound policy in force for the differ-
entation between capital additions and
maintenance and repairs? X

(Fixed policies have been established

for such differentation between capital
additions and maintenance and repairs and
included in the manuals.)

9. 1Is the recording and the accounting for capital
replacement items so devised as to insure
the proper accounting treatment for the
removal of items replaced? x

(In addition to the accounting procedures
used, the annual review and appraisal of
such items for use by the insurance depart-
ment helps to assure proper treatment.)

10. 1Is the approval of a designated official required
for the retirement or dismantling of plant
items? x

11. 1Is there an effective system of retirements to
insure that property physically retired is
removed from the records and that the
proceeds from salvage and sales are
accounted for? X

12. Are reserves for depreciation carried by units or
groups in agreement with the classifications
or grouping of depreciable plant items? X

13. When plant items are retired, is the related
accumulated depreciation charged to de-
preciation reserve, the salvage recorded,
and the resultant profit or loss determined? x

14. a. Are reasonable uniform rates of depreciation
applied to the several classes of depreci-
able property? x

b. Are they consistent with rates used in
preceding periods? X



Comments on internal controls applicable to Fixed Asgsets:

Auditing; Principles and Procedure, by Arthur W. Holmes lists the
the following principles to be considered in the application of in-
ternal controls to fixed assets:

1. Fixed assets should be purchased only upon proper requisition
and authority.

2. Detailed records should be kept of all fixed assets so cost
and date of acquisition, as well as other pertinent data, is available.

3. Controlling accounts should be maintained for each group of
assets.

4. Physical inventory should be taken of all movable fixed assets
periodically.

5. A standard policy should be set up to distinguish between
capital and revenue expenditures.

6. Retirement of fixed assets should be by proper authorization
with a notice of retirement sent to the accounting department for
proper accounting entries.

This organization's internal control system follows the above

principles very closely and would be classified as adequate.



CHAPTER VIII

NOTES AND ACCOUNTS PAYABLE,
LONG-TERM DEBT, AND CAPITAL STOCK

Not
Yes No  Appli-

raiai e
A. NOTES AND ACCOUNTS PAYABLE

1. Are borrowings on notes payable authorized by
the board of directors? x

5
2. 1Is a notes payable register kept by an employee
who is not authorized to sign checks or
notes? =

3. Are paid notes canceled and preserved? X

4. 1Is the voucher register, or accounts payable
ledger, regularly reconciled with the
general ledger control account? X

5. Are statements from vendors regularly compared
with the related ledger accounts (or with
open items in voucher register)? x

6. Are adjustments of accounts payable (including
the writing off of debit balances) required
to be supported by the approval of a
designated employee? X

(Very few such adjustments are made.)

7. Are proper records maintained to show collateral
pledged for security? X

B. LONG TERM DEBT

1. Are an independent trustee and an independent
interest-paying agent employed? X

2. Are redeemed bonds and interest coupons effec-
tively mutilated? x

(There is no long-term debt outstanding at
the present time.)

47



48

Not
Yes No Appli-
ok cable
C. CAPITAL STOCKS
1. Does the client employ independent registrar
and transfer agent? x
2. 1If not:
a. Are unissued certificates and stock
certificates and stock certificate
stubs in the custody of an officer? X
b. Are surrendered certificates effectively
canceled? x

3. Does the client employ independent dividend-
paying agents? -

4. 1If not, is proper control exercised in preparing
and mailing dividends? X

(Dividends are paid by the client, but these
checks are prepared from a list showing name,
address, and amount which is prepared by the
registrar.)

5. Are returned or unclaimed dividend checks promptly
redeposited and set up in the accounts as
liabilities? b3

6. Are revenue stamps properly affixed to the certif-
icate stubs by the registrar? X

7. 1s stock ever exchanged for assets other than
cash? X
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Comments on internal controls applied to Notes and Accounts Payable,
Long-term Debt, and Capital Stock:

A. Notes and Accounts Payable:

The overall principles of mte:ma]. control and the principles set
forth for Cash Disbursements (page 18) and purchases apply to the in-
ternal controls for liabilities. Other specific controls are: liabil-
ities should not be incurred without authorization and liabilities should
be accounted for so that they will be liquidated at proper times with
discounts taken if possible and applicable.

B. Long-term Debt:

The principles applicable to long-term debt are not considered, as
there is no outstanding long-term debt at the present time.
C. Capital Stock:

Internal controls for capital stock, in addition to the general
principles of internal control, include the following:

1. Proper authorization for issue of stock.

2. Use of a registrar and transfer agent.

3. Use of independent dividend paying agents where possible.

4. Proper authorization for the declaration and payment of
dividends.

The procedures followed by this organization appear to be adequate

to meet the requirements of the above principles.



2.

e

3.

Does

Does

CHAPTER IX

CONTINGENT LIABILITIES

Yes

the client record possible liability on
notes receivable endorsements?

(Notes are endorsed "without recourse"
only.)

the client record possible liability on
acconmodation endorsements?

the client record possible liability on
product guaranties?

(In the type of business involved, such
guaranties are of a widely divergent
nature and are relatively limited in the
liability involved.)

the client record possible liability om
contract guaranties?

(All current contracts are examined at

the close of the fiscal year and significant
contract liabilities are footnoted on the
financial statements.)

client record possible loss on sales and
purchase contracts?

(As in Question 3, above, such losses as
might cccur are of a widely divergent
nature and would be relatively limited
as far as a given loss is concerned.)

Not
No Appli-
cable



1.

3.

4.

3.

6.

9.

10-

11.

Not

Yes No Appli-

Are sales orders properly controlled? X

Are all orders approved by the credit manager
or department before shipment? X

Is the credit department entirely independent
of the sales department? X

Are sales prices and credit terms based on
approved standard price lists? x

If so, are any deviations from standard approved:
a. By an officer?
b. By another? x
(Approved in the mill by the sales
manager and approved in the retail
yard by the local yard manager.)
If not, are all sales prices and credit terms
approved by the sales manager or in the
sales department?

Are prenumbered shipping advices prepared for all
goods shipped? x

Are the quantities shown on the shipping advices
double checked in the shipping department? x

Does the billing clerk or some other designated
employee receive the shipping advices di-
rectly from the shipping department? X

Does this employee check the numerical sequence
of shipping advices to confirm that all
have been duly received? x

Are sales invoices checked:

a. As to prices? X

b. As to quantities? X

51

__ cable



12,

13.

14,

15.

16.

17.

18.

¢. As to credit terms?
d. As to extensions and footings?
e. Against customers' orders?

(This procedure is applicable to mill
orders in general, but in the retail
yards, the customers' orders are nor-
mally verbal orders. In the retail
yard, however, the sales tickets are
usually signed by the customer and the
third copy of the sales ticket is used
as part of the monthly statements
mailed to the customer.)

f. Against shipping advices?
Are sales invoices prenumbered?

Is there a check on the arithmetical accuracy
of total sales by means of a statistical
or product analysis?

Are total sales for the respective accounting
periods (e.g., monthly) reported directly
to the general ledger bookkeeper independ-
ently of the work of the accounts receivable
bookkeepers?

Are there adequate safeguards against understate-
ment of sales through the suppression of
sales invoices or shipping advices?

Are credit memos for goods returned supported by
adequate data from the shipping (or other)
department as to quantity, description, and
condition?

Are goods returned cleared through the receiving
department?

(In the retail yards this is done through
the yard foreman.)

Are the following classes of sales accounted for
in substantially the same manner as regular
credit sales of merchandise:

a. Sales to employees?

b. €. 0. D. sales?

Yes

52

Not
No Appli-
cable



c. Sales of property and equipment?
(There are very few such sales that
take place and these are adequately
controlled. See Chapter VII.)

d. Cash sales of merchandise?

e. Serap and waste?

19. 1Is there an adequate check on freight allow-
ances:

a. By reference to terms of sale?

b. By checking against freight bills or
established and up-to-date schedule of
freight rates?

c. Other? (If any, explain.)

(All mill sales are made f£.0.b. shipping

point and retail yard sales are delivered
locally, without charge, by yard trucks.)

Yes

33

Not
No Appli-

__ cable



QEMPTM

FEic an 8 R

GﬁHERAI— C\PE;C.E

Qurzipe Group

Revx aie Yagps

Mives

S ALES OFFH’.g

| Crepi™ Oppics

v Ceoveg TramsAacTIioMS Caxc
i 5 Rertaie YA®RD | s
——————— M‘LL

" e Procepurar Frow Of
Sares On
———— ACCOU N;T'.S REC&\V&BLE
TruvaircE
Crewir LTuvoice Saev .
OQerice

OrAPam

. eAPax ;- P ARTTITN 3
Miwe
ofpEd.
|} — o — ——
ASkroinL L BEIMEMT t &l Ny <k ' —a - :

LESATA 4 Generac

MAPE RiaL B ST PPima LIET =N

Shies  TickaTs

P -I- -— -
o — — -_-—..-'"G‘IIAILCI lommr -
Lot L g

Accoomrs |
Fecewasie
LEpGER .

S it . i AT i~ i ISR, 3

LSsmTRa

———-—--—-————-i




35

Comments on intermal controls applicable to Sales:

Byrnes, Baker, and Smith, in their textbook Auditing, give the
following specific principles of internal control to be applied in
connection with sales:

1. Different persons should: (1) prepare the sales order, (2)
withdraw the merchandise from stock, (3) pack and prepare it for ship-
ment, and (4) do the billing for the sale.

2. Invoice should be independently checked for clerical accuracy
and propriety of prices. When merchandise is shipped, the invoice
should be compared with the shipping ticket.

3. Prenumbered sales tickets and invoices should be used.

4. Voided sales tickets and invoices must be accounted for.

5. Authorization should be required for sales on credit.

6. Authorization should be required for variations from standard
prices.

7. Shipments should be made only on authorized sales tickets.

Other controls applicable are those relating to Cash Receipts
(page 11) and Receivables (page 32) which have been previously discussed.

The internmal controls, as applied in comnection with the sales
made by this business, follow the requirements set up by the above prin-
ciples to the extent that they would be deemed adequate.



1.

4.

6.

7.

10.

CHAPTER XI
PURCHASES AND EXPENSES

Yes

Is there a purchasing department? 9

If so, is it entirely independent of:
a. The accounting department? X

b. The receiving and shipping depart-
ments? X

Are purchases made only on the basis of purchase
requisitions signed by the respective de-~
partment heads? X

Are all purchase requisitions prenumbered? %

By department? x

Are all purchases (except small items purchased
from petty cash) routed through the pur-
chasing department? x

Are all purchases made by means of the client's
purchase orders sent to the vendors? x

(Some rush and emergency orders are made
by the local retail yard managers which
are confirmed by the general office after
shipment is made.) %

Are the purchase order forms prenumbered? x

Are certain items required by the cliemt subject
to competitive bidding?

If so, does the procedure followed indicate that
such bids have been requested and the result
of the review of such bids?

Are purchase prices approved:

a. By responsible official in purchasing
department? x

b. If not, by any other responsible
official?

56

Not

Ne Appli-
cable



11,

12,

13.

14.
15.

16-

17.

Is the quantity and condition of goods re-
ceived determined at the time of receipt
by someone independent of the purchasing
department?

Does the receiving department get copies of
the purchase orders for authority to
accept materials, ete.?

(These copies are in the form of requi-
sition acknowledgments sent by the pur-
chasing department of the general office.)

Are receiving reports prepared by the receiving
department?

a. By the mills?
b. By the retail yards?

(In the retail yard, any damage or umsat-

isfactory materials or other comments needed

are sent to the general office, but if no
such information is received the invoices
are paid as they fall due. This negative
type of approval seems to be quite satis-
factory in this business as, in general,
most purchases are more or less repeat type

of purchases and are from a somewhat limited

group of suppliers.)
Are such receiving reports prenumbered?
Are copies of the receiving reports:

a. Filed permanently in the receiving
department?

b. Furnished to the accounting department?
c. Purnighed to the purchasing department?

(The purchasing department is notified of
any differences.)

Is the accounting department notified promptly
of purchased goods returned to the vendor?

Are purchases returned to the vendor through
the shipping department?

Yes

57

Not
No Appli-
cable



18.

19.

Are vendors' invoices delivered in the first

instance to the purchasing department?

If so, are the invoices checked in the purchase

department:
a. Against purchase orders?

b. Against receiving reports (as to quantity
and eondition)?

(A copy of the invoice is routed to the
purchase department where such items are
checked.)

20. If not, are the invoices checked as above by:

21.

22,

a. The accounting department?

(See note on Question 19, above, as it also
applies to this question.)

b. Others? b3

(In the retail yard, the yard foreman checks
material received in against the purchase
requisition acknowledgment copy and when

the invoice is received it is checked against
the material noted as received.)

Is there an adequate system for the recording and

checking of partial deliveries applicable to
a purchase order? x

Are invoices approved for payment by a respon-

sible employee? X

Is there a definite responsibility for the check-

ing of invoices as to:

a. Prices and credit terms? x
b. Extensions? x
e¢. Freight charges and/or allowances? x

designated employee made responsible for

the determination of the distribution of
invoices (pursuant to an established ac-
counting pelicy) to proper general ledger
accounts? x



26.

27.

29.

31.

32.

33.

59

Not
Yes No Appli-
cable
Are invoices not involving material or supplies
(e.g., fees, rentals, power and light bills,
taxes, etc.) approved by department heads
or executives prior to payment? X

Is there a satisfactory check to insure that
merchandise purchased for direct delivery
to customers is billed to the recipients? X

(This item is now in the process of being
improved upon so that a purchase order

marked "direct delivery" will not be passed
until there is a sales invoice copy attached.)

Are purchases made for employees cleared inm a
regular manner through the receiving, pur-
chasing and accounting departments? »

Are the vouchers, supporting documents, and
expense or other distributions reviewed and
initialed by an auditor of disbursements
or other designated employee before payment
is authorized? X

If the answer to Question 28 is in the negative,
is the accounts payable clerk or bookkeeper
instructed to accept only those invoices
which bear complete approval (i.e., rubber
stamp endorsement fully completed or the
equivalent)? X

Are all purchases (materials, merchandise, ser-
vices, and expenses) routed through the
accounts payable ledger or voucher record
rather than directly through cash disburse-
ments? x

If certain expenses, etc., are entered directly
in the cash disbursement records, are ade-
quate vouchers filed therefor? X

Is the accounts payable ledger or voucher regis-
ter balanced monthly with the general ledger
controlling account? x

Are statements received from vendors regularly
checked by the accounting department with
the individual creditors’' accounts or
against open items in the woucher register? x

Is a postage meter used for outgoing mail? x
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Comments on intermal controls applied to Purchases and Expenses:

In addition to other controls applicable to purchases that have
been discussed under Cash Disbursements (page 18) and Accounts Payable
(page 47), Byrnmes, Baker, and Smith, in their publication Auditing,
set forth the following additional purchase control principles:

1. Establish a centralized purchasing department which is sepa-
rated from the requisitioning, receiving, invoice approving, cash dis-
bursement, and the accounting departments.

2. Receipt of goods should be independent of those purchasing
them,

3. Competitive bidding should be utilized to the greatest extent
possible. The documentary evidence of the bids should be preserved.

4. A procedure of requisitioning and/or authorization required
for purchases.

5. Use of an operating perpetual inventory system om which to
base the necessity for requisitioms.

6. Establishment of a follow-up system on purchases placed,
back orders, partial shipments, shipments completed, etc.

7. Invoices should be checked against purchase order for shipper,
quantities, descriptions, prices, terms, discounts, freight allowances,
etc.

8. Receiving report should be checked against invoice.

9. Properly approved invoices should be used as a basis for pay-
ment when due.

10. A standard policy must be devised to distinguish revenue ex-
penditures from capital expenditures.

The system of internmal control in use follows the above pattern
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of principles to an extent that is adegquate except for the multiple
duties that are encompassed in the Receipts and Disbursement Clerk's
office as discussed under the comments on Cash Disbursements (page

11). Also, as explained under questions 13 and 20 of this chapter, there
are no receiving reports made by the retail yards. Their merchandise is
checked off from the requisition acknowledgment received from the gemeral
office. A negative type of approval exists in the sense that the inveice
is considered correct by the genmeral office if the retail yard fails to
notify the gemeral office of comments or motations based on variatious
of actual receipts from the merchandise listed on the invoice copy that
is sent to the yard for their files and information. Competitive bidding
is not required, &s most materials and expense items are purchased on an
active competitive market from which quotations are secured and compared
before purchase is made.



1.

2,

3.

LN

CHAPTER XII

PAYROLLS
Yes
Is a time clock system in use: ¥
a. For mill workers? x

b. For general office workers?
e¢. For retail yard workers?
If so, are the time cards:

a. Prepared and controlled by the payroll
department, independent of foremen? X

b. Punched by the employees in the presence
of the foremen or other designated em-
ployees? x

¢. Signed by the foremen at the close of
the pay period? X

Are piece work production reports (if any) signed

a. The employees?
b. The foremen? x

Are time cards and piece work production reports
checked to or compared with:

a. Production schedules? x
b. Payroll distribution? x

Is the preparation of payroll distributed among
a number of employees? X

Are the duties of those preparing the payroll
rotated?

(Though these duties are not rotated each
payroll period, this is a rotation effect
that occurs at the time of vacation periods
when other employees assume the payroll
preparation duties.)

63

Not
Appli-

cable



7.

10.

11.

12.

13.

14.

15.
16.
17.

Yes

Are the names of employees hired, resigned, or
discharged reported in writing by the
personnel office to the payroll depart-
ment? x

Is the payroll checked at intervals against the
personnel records? x

Are all wage rates fixed by union contract, or
authorized in writing by a designated of-
ficial or employee? x

Are vacation and sick-leave payments similarly
fixed or authorized? X

Is there adequate check against payments for
vacation, etc., in excess of amounts
authorized? X
(Regular schedule of vacations is sent to
the accounting department by the department
heads.)

Is the payroll double checked as to hours, rates,
deductions, extensions and footings? X

Is the payroll signed prior to payment by:
a. The employee preparing the payroll? x
b. The employee rechecking the payroll? x
¢. The factory manager?

Are salary payrolls approved by a responsible
official prior to payment?

(See Question 25 of this chapter.)
Are all employees paid by check? X
If paid by check, are the checks pre-numbered? x
Are checks drawn and signed by employees who

do not:
a. Prepare the payroll? X
b. Have custody of cash funds? X

(Payroll is prepared by the payroll

Not
No Appli-
cable



18.

19.

2.

Yes

department, them the checks are drawn
by the cashier's office and these
checks are signed by the paymaster who
is the custodian of cash funds.)

c-

Keep accounting records? '3

Are payroll disbursements made from a special
payroll bank account?

a.
b.

Cc.

General office? x
Mills?

Retail yards?

Is the payroll bank account reconciled by em-
ployees who do not prepare the payrolls,
sign checks, or handle the pay-offs? X

If so, does the reconcilation procedure include
the comparison of the paid checks with the
payroll and the scrutiny of endorsements? x

To the extent that wages are paid in cash:

b.

d.

Is an independent pay agent employed?

Is currency placed in pay envelopes by
employees who do not prepare the pay-
rolls?

Are payroll receipts obtained from em-
ployees?

Are the workers identified by their
foremen?

Are different employees assigned to the
pay-off from time to time without prior
notice?

Are unclaimed wages relatively insignificant? x

Is proper control maintained over back pay and
unclaimed wages? X

Are wages which remain unclaimed for a specified
period redeposited in a bank account and
liability set up therefor? x

65

No Appli-
cable



&5
Not
- Yes No Appli-
' — cable
25. Are payrolls audited periodically: '
a, By internal aﬁd’itoz:s? b4
" b, By other design&ted a@ioyees? %
26, If so, do the auditors:
a, Attend occasional @ay-offs? b4

.b¢ Cover unclaimed wages? b4



67

JJOK><ﬁW JNZZOnNNﬂW

FAILYELSI !:Zﬂ(

4 MOT4 TvuNnaIdOY4

L

Awr.c- "

7w we dnd)

_

P(‘tc..l..mu RhLES =y




Comments on internal controls applicable to Payrolls:
Along with the internal controls applicable to Cash Disbursements
(page 18), and even the closely related procedures of Purchases (page

56), Arthur W. Holmes, in his publication Auditing: Principles and Pro-
cedure, suggests the fellowing specific internal controls as applicable
to payrolls. ?

1 The activities of those whose duties involve the hiring, time-
keeping, payroll computation, and paying of employees should be segre-
gated.

2. The personnel department should keep the personnel file and all
pertinent data relating to the employees.

3. Other departments should, by written notification, advise the
personnel department of any change in the status of employees.

4. Clock time cards should be used or there should be some indi-
vidual made responsible for the reporting of absences, etc.

5. The payroll should be verified against active employee lists
in the personnel department.

6. Test checks should be made of the earnings records and payroll
journal as well as the verification of all extensions and footings by
the accounting department.

7. Total sum of checks drawn should be verified against total

/

payroll.
8. Checks should be used for payroll payments where possible.

9. There should be a separate payroll bank fund established which
is reimbursed with the exact total of the payroll each pay period.
(Note: This is an advisable procedure and not a prineciple.)

10. Use paymaster and another employee to pass out payroll to
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identified persomnel.

11. Annual statements of salary, withholding, deductions, etc.
to employees will aid in verification of amounts paid to each individual
when mailing {s controlled by the indepemdent public sccouantant.

12. Unclaimed wages should be forvarded to a designated official.

13. The payroll should be compared with wage distributioms to
production costs.

14. Duties of those whose function it is to prepare payrolls
should be rotated.

The system being studied follows the suggestions above in a mamner
that would be comsidered adequate with the exception of the variations
as outlined wnder Cash Disbursements (page 18). The segregatiom of
mumﬂm-ﬁpmcummlmu
the retail yards, but the employees at these peints are limited in num-
ber and are under the close supervision of the manager who signs the
payroll checks. The overall pay of the managers is determined, in part,
by 2 bonus based on the profits of their yards and all expenses are kept
under close surveillance.



CHAPTER XIII

SUMMARY AND CONCLUSIONS

A summary of the cardinal principles of internal control as
outlined by Arthur W. Holmes in Auditing; Principles and Procedure,
are given as follows along with pertinent applicable comments on the
possible variations from these principles which were found in the
study of this system of internal control:

1. Responsibility must be fixed.

a. It might be advisable to have a set of detailed organization
charts and procedural charts available to top management and to the
various department heads so that they and new persomnel could more
easily secure a better understanding of their responsibilities and
the operating procedures. Through the application of this informationm,
the system of intermal control would be more likely to operate in the
way it was designed.

These charts would also be valuable to the independent public
accountant in establishing the actual procedural flow of the transac-
tion of every day business. They would aid in his determination of
the internal controls im use, the extent of their application, and
permit suggested improvements to the system. As the examination of
the internal control system of the business is used by the public ac~-
countant as a basis for limiting the extent of his audit, this could
also result in substantial savings in audit time involved and the
consequent audit cost.

b. The mail openers should be required to prepare a check list

which, when receipted by the cashier upon transfer of the cash to him,

70
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would be forwarded to the receipts and disbursement clerk for prepa-
ration of sunmaries for the general ledger and accounts receivable
clerk's use. This would limit the number of those individuals re-
sponsible for the cash and also eliminate the responsibility of
handling cash by those charged with accounting duties.

¢. At present, the paymaster is held responsible as sole custo-
dian of securities. Where these securities are of a substantial value,
it is recommended that the presence of two designated officials should
be required to gain access to the storage vaults where the securities
are held for physical safekeeping. Such a requirement allows maximum
internal control over these items.

2. Operations and accounting procedures must be separated.

3. All available proofs of accuracy should be utilized.

4., No one person should be in complete charge of a business
transaction.

a. The receipts and disbursement clerk's office violates this
principle, as this office is charged with responsibilities of
handling cash, of preparing disbursement vouchers, of preparing re-
mittance advices based on these vouchers, and of the preparation of
the accounting entries to be entered im the records by the general
ledger and the accounts payable clerks. It was suggested under prin-
ciple 1 that all cash respomsibilities be removed from this office
and it seems desirable that the responsibilities for the preparation
of the vouchers also be separated from the other duties of this of-
fice.

b. The paymaster is charged with the gemeral cash responsi-
bilities as well as those of marketable and other securities. It is
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required that pwrchases and sales of scourities be authorized by the
Board of Birsctors or the Camptroller. Howaver, as general cash cus-
todian, it is the papmaster who sigas the check in purchases and deposits
the check ia the sales of securities. Vhere the volume of transactions
in gocurities or the value of the securitics is substamtial, the in-
ternal control system would be greatly improved if the basic cash and
security responeibilities wers segregated.

5. Employsss ave to be carefully salected and properly tvaiaed.

In the retail yards where the nev machine system Las produced the
most radical chenges, it is suggested that theve be & move complete
educational traiming program insugurated. This traiuing should stress
the relationship botwsen the yard reports and the gonsral office ae-
counting procedures. Perhaps most fwmportant of all, such training
could provide the sanagers and thelr assistents with a better ac-
counting background. Seuch background would aid them in laterpretating
the detailed statistics, baiance sheets, and f{inamcial statements that
are provided the yavds each month by the genexal office. Such a pwo-
gram should give these managers confidance ln their records snd a
sens: of respomsibility in the preperation of the yard reperts. It
should aid them in beceming more cspsble in memagerial problems
through an ability ¢o apply the gemcral effice informstica to their
yards and in 2 clearer understanding of geneval office policies as they
are made.

6. Employees should be rotated em their jobs.

7. Operating iastructioms should be in writing and reasomably
camplete.

8. Dmployees should be bonded.
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9. A double-entry accounting system should be in use.
16, Contyol accounts ghould be extensively used.
il. Mechanical eguipment should be utilized wherever feasible,
In general, ths loternal contrwllsyétem of this organization secems
to bhave had very careful coasideration. This has, no doubt, been es-

pecially true during the fairly recent changeover from manual recoxds

to the use of a modern business machines sgystem of record keeping.
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