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HOW TO USE THIS VOLUME

Scope of the Yolume . . .

This volume, which is a reprint of volume 1, the looseleaf edition
of AICPA Professional Standards, includes the currently effective State-
ments on Auditing Standards, Commentaries by the Auditing Stand-
ards Executive Committee, Auditing Interpretations issued by the
AICPA staff, Statements on Management Advisory Services, and State-
ments on Responsibilities in Tax Practice.

How this Volume is arranged . . .
The contents of this volume are arranged as follows:
Statements on Auditing Standards

Introduction

The General Standards

The Standards of Field Work

The First, Second, and Third Standards of Reporting
The Fourth Standard of Reporting

Other Types of Reports

Special Topics

Special Reports of the Committee on Auditing Procedure
Auditing Commentaries

Auditing Interpretations

Statements on Management Advisory Services
Statements on Responsibilities in Tax Practice

How to use this Volume . . .

The arrangement of material in this volume is indicated in the
general table of contents at the front of the volume. There is a detailed
table of contents covering the material within each major division.

The major divisions are divided into sections, each with its
own section number. Each paragraph within a section is decimally
numbered. For example, AU section 210.04 refers to the fourth para-
graph of section 210, Training and Proficiency of the Independent
Auditor, of the Auditing division of the volume.

Auditing Commentaries are located in AU section 1000, following
the Statements on Auditing Standards.

Auditing Interpretations are numbered in the 9000 series with
the last three digits indicating the section to which the Interpretation

AICPA Professional Standards



How to Use This Volume

relates. For example, Interpretations related to section 560 are num-
bered 9560.

There are six appendixes related to auditing standards as follows:

Appendix A provides the historical background for the present
Statements on Auditing' Standards.

Appendix B is a list of Statements on Auditing Procedure
Nos. 1-54, and Statements on Auditing Standards issued
to date.

Appendix C provides a list of sources of sections in the
current text.

Appendix D indicates sections and paragraphs of the text
cross-referenced to Auditing Interpretations.

Appendix E provides a list of AICPA Industry Audit Guides
and Statements of Position.

Appendix F provides a schedule of changes in Statements on
Auditing Standards since the issuance of Statement on
Auditing Standards No. 1, Codification of Auditing
Standards and Procedures, Nos. 33 through 54.

A separate topical index is provided for the Auditing division.

Statements on Management Advisory Services appear with the
prefix MS in their section numbers. A table of contents and a topical
index are furnished for the Management Advisory Services division.

Statements on Responsibilities in Tax Practice appear with the
prefix TX in their section numbers. A table of contents and a topical
index are supplied for the Tax Practice division.

Topical indexes use the key word method to facilitate reference
to the pronouncements. The indexes are arranged alphabetically by
subject with references to major division, section, and paragraph num-
bers. Each index is identified as either an AU Index, MS Index, or
TX Index to indicate the major division.

Copyright © 1976, American Institute of Certified Public Accountants, Inc.
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AU Section 100

STATEMENTS ON AUDITING
STANDARDS - Introduction

Statements on Auditing Standards are issued by the Auditing
Standards Executive Committee, the senior technical committee of
the Institute designated to issue promouncements on ouditing
matters. Rule 202 of the Institute’s Code of Professional Ethics
requires adherence to the applicable generally accepted auditing
standards promulgated by the Institute. It recognizes Statements
on Auditing Standards as interpretations of gemerally accepted
auditing standards, and requires that members be prepared to
justify departures from such Statements.

. . . responsibilities and functions of independent
auditor . . . generally accepted auditing stand-
ards . . . quality control considerations . . .

TABLE OF CONTENTS

Section Paragraph

110 Responsibilities and Functions of the Independent Auditor. ... . .. .01-.09
Distinction Between Responsibilities of Auditor and Manage-

ment . ... .02

Professional Qualifications . ... ... ... ... ............. .03-.04

Detection of Fraud. .. . .. ... . ... .. ... .. ... ... ... .... .05-.08

Responsibility to the Profession . .. .. ... ... . ... ......... .09

150 Generally Accepted Auditing Standards. ... ................. .01-.06

Examination of Interim Financial Statements . .......... .. .06

160 Quality Control Considerations for a Firm of Independent Auditors . . .01-22

Introduction . . ... ... L 0
Quality Control Considerations . .. ..................... .02-.03
Elements of Quality Control . . . .. .. ... ............... .04-.22
Independence ... .... ... . ... ... ... .05-.06
Assigning Personnel to Engagements .. ............. .07-.08
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Section
160

Contents

Table of Contents

Paragraph
Consultation . ... ... ... ... .09-.10
Supervision .. ... ... ... ... a11-12
Hiring ... ... .. . 13-.14
Professional Development . . ... ... . .. ... ........ . .15-.16
Advancement . .. .. ... ... ... ... ... [ 17-.18
Acceptance and Continuance of Clients . . . ... ... ... .. .19-.20
Inspection . .. .. ... ... ... ... .. ... .. .21-.22

M—>- The next page is 61. <&
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AU Section 110

Responsibil'ifiesl and Functions
of ‘fhe Independent Auditor

Issue date, unless
otherwise indicated:
November, 1972

.01 The objective of the ordinary examination of financial state-
ments by the independent auditor is the expression of an opinion
on the fairness with which they present financial position, results of
operations, and changes in financial position in conformity with gen-
erally accepted accounting principles. The auditor’s report is the
medium through which he expresses his opinion or, if circumstances
require, disclaims an opinion. In either case, he states whether his
examination has been made in accordance with generally accepted
auditing standards. These standards require him to state whether,
in his opinion, the financial statements are presented in conformity
with generally accepted accounting principles and whether such
principles have been consistently applied in the preparation of the
financial statements of the current period in relation to those of the
preceding period.

Distinction Between Responsibilities of
Auditor and Management

.02 Management has the responsibility for adopting sound
accounting policies, for maintaining an adequate and effective
system of accounts, for the safeguarding of assets, and for devis-
ing a system of internal control that will, among, other things,
help assure the production of proper financial statements. The
transactions which should be reflected in the accounts and in the
financial statements are matters within the direct knowledge and
control of management. The auditor’s knowledge of such trans-
actions is limited to that acquired through his examination. Accord-
ingly, the faimess of the representations made through financial
statements is an implicit and integral part of management’s re-
sponsibility. The independent auditor may make suggestions as to

AICPA Professional Standards AU § 110.02
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AU § 110.03

Introduction—Statements on Auditing

the form or content of financial statements or he may draft them
in whole or in part, based on management’s accounts and records.
However, his responsibility for the statements he has examined is
confined to the expression of his opinion on them. The financial
statements remain the representations of management.

Professional Qualifications

.03 The professional qualifications required of the independent
auditor are those of a person with the education and experience
to practice as such. They do not include those of a person trained
for or qualified to engage in another profession or occupation. For
example, the independent auditor, in observing the taking of a
physical inventory, does not purport to act as an appraiser, a
valuer, or an expert in materials. Similarly, although the inde-
pendent auditor is informed in a general manner about matters of
commercial law, he does not purport to act in the capacity of a
lawyer and may appropriately rely upon the advice of attorneys
in all matters of law.

.04 In the observance of generally accepted auditing standards,
the independent auditor must exercise his judgment in determining
which auditing procedures are necessary in the circumstances to
afford a reasonable basis for his opinion. His judgment is required
to be the informed judgment of a qualified professional person.

Detection of Fraud

.05 In making the ordinary examination, the independent audi-
tor is aware of the possibility that fraud may exist. Financial state-
ments may be misstated as the result of defalcations and similar
irregularities, or deliberate misrepresentation by management, or
both. The auditor recognizes that fraud, if sufficiently material,
may affect his opinion on the financial statements, and his ex-
amination, made in accordance with generally accepted auditing
standards, gives consideration to this possibility. However, the
ordinary examination directed to the expression of an opinion
on financial statements is not primarily or specifically designed,
and cannot be relied upon, to disclose defalcations and other simi-
lar irregularities, although their discovery may result. Similarly,
although the discovery of deliberate misrepresentation by manage-
ment is usually more closely associated with the objective of the

© 1974, American Institute of Certified Public Accountants, Inc.



Responsibilities and Functions of Auditor 63

ordinary examination, such examination cannot be relied upon to
assure its discovery. The responsibility of the independent auditor
for failure to detect fraud (which responsibility differs as to clients
and others) arises only when such failure clearly results from
failure to comply with generally accepted auditing standards.

.06 Reliance for the prevention and detection of fraud should
be placed principally upon an adequate accounting system with
appropriate internal control. The well-established practice of the
independent auditor of evaluating the adequacy and effectiveness
of the system of internal control by testing the accounting records
and related data and by relying on such evaluation for the selec-
tion and timing of his other auditing procedures has generally,
proved sufficient for making an adequate examination. If an objec-
tive of an independent auditor’s examination were the discovery
of all fraud, he would have to extend his work to a point where
its cost would be prohibitive. Even then he could not give assur-
ance that all types of fraud had been detected, or that mnone
existed, because items such as unrecorded transactions, forgeries,
and collusive fraud would not necessarily be uncovered. Accord-
ingly, it is generally recognized that good internal control and
fidelity bonds provide protection more economically and effec-
tively. In the case of fidelity bonds, protection is afforded net only
by the indemnification for discovered defalcations but also by the
possible deterrent effect upon employees; the presence of fidelity
bonds, however, should not affect the scope of the auditor’s ex-
amination.

.07 When an independent auditor’s examination leading to an
opinion on financial statements discloses specific circumstances that
make him suspect that fraud may exist, he should decide whether
the fraud, if in fact it should exist, might be of such magnitude
as to affect his opinion on the financial statements. If the inde-
pendent auditor believes that fraud so material as to affect his
opinion may have occurred, he should reach an understanding with
the proper representatives of the client as to whether the auditor
or the client, subject to the auditor’s review, is to make the inves-
tigation necessary to determine whether fraud has in fact occurred,
and, if so, the amount thereof. If, on the other hand, the inde-
pendent auditor concludes that any such fraud could not be so
material as to affect his opinion, he should refer the matter to the
proper representatives of the client with the recommendation that

AICPA Professional Standards AU § 110.07



64 Introduction—Statements on Auditing

it be pursued to a conclusion. For example, frauds involving
“lapping” accounts receivable collections, or frauds involving over-
statements of inventory, could be material, while those involving
peculations from a small imprest fund would normally be of little
significance because the operation and size of the fund tend to
establish a limitation.

.08 The subsequent discovery that fraud existed during the
period covered by the independent auditor’s examination does not
of itself indicate negligence on his part. He is not an insurer or
guarantor; if his examination was made with due professional skill
and care in accordance with generally accepted auditing stand-
ards, he has fulfilled all of the obligations implicit in his under-
taking.

Responsibility to the Profession

.09 The independent auditor also has a responsibility to his pro-
fession, the responsibility to comply with the standards accepted
by his fellow practitioners. In recognition of the importance of such
compliance, the American Institute of Certified Public Accountants
has adopted. as part of its Code of Professional Ethics, rules which
support the standards and provide a basis for their enforcement.

3> The next page is 81. <&
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AU Section 150

Generally Accepted Auditing
Standards

Issue date, unless
otherwise indicated:
November, 1972

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

.02 The éenerally accepted auditing standards as approved and
adopted by the membership of the American Institute of Certified
Public Accountants are as follows:

General Standards

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

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

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

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

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

3. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a

AICPA Professional Standards AU § 150.02
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reasonable basis for an opinion regarding the financial statements
under examination.

Standards of Reporting

1. The report shall state whether the financial statements are pre-
sented in accordance with generally accepted accounting prin-
ciples.

2. The report shall state whether such principles have been con-
sistently observed in the current period in relation to the pre-
ceding period.

3. Informative disclosures in the financial statements are to be re-
garded as reasonably adequate unless otherwise stated in the
report.

4. The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an overall
opinion cannot be expressed, the reasons therefor should be
stated. In all cases where an auditor’s name is associated with
financial statements, the report should contain a clear-cut indica-
tion of the character of the auditor’s examination, if any, and the
degree of responsibility he is taking.

.03 These standards to a great extent are interrelated and inter-
dependent. Moreover, the circumstances which are germane to a
determination of whether one standard is met may apply equally
to another. The elements of “materiality” and “relative risk” under-
lie the application of all the standards, particularly the standards of
field work and reporting.

.04 The concept of materiality is inherent in the work of the
independent auditor. There should be stronger grounds to sustain
the independent auditor’s opinion with respect to those items which
are relatively more important and with respect to those in which the
possibilities of material error are greater than with respect to those
of lesser importance or those in which the possibility of material
error is remote. For example, in an enterprise with few, but large,
accounts receivable, the accounts individually are more important
and the possibility of material error is greater than in another enter-
prise that has a great number of small accounts aggregating the same
total. In industrial and merchandising enterprises, inventories are

© 1974, American Institute of Certified Public Accountants, Inc.



Generally Accepted Auditing Standards 83

usually of great importance to both financial position and results
of operations and accordingly may require relatively more attention
by the auditor than would the inventories of a public utility com-
pany. Similarly, accounts receivable usually will receive more atten-
tion than prepaid insurance.

.05 The degree of risk involved also has an important bearing
on the nature of the examination. Cash transactions are more sus-
ceptible to irregularities than inventories, and the work undertaken
on cash may therefore have to be carried out in a more conclusive
manner without necessarily implying a greater expenditure of time.
Arm’s-length transactions with outside parties are usually subjected
to less detailed scrutiny than intercompany transactions or trans-
actions with officers and employees, where the same degree of dis-
interested dealing cannot be assumed. The effect of internal control
on the scope of an examination is an outstanding example of the
influence on auditing procedures of a greater or lesser degree of risk
of error; i.e., the stronger the internal control, the less the degree of
risk.

Examination of Interim Financial Statements

.06 Generally accepted auditing standards applicable to exam-
inations of annual financial statements are also applicable to ex-
aminations of interim financial statements.

> The next page is 91. <—
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A Section 160

Quality Control Considerations for a
Firm of Independent Auditors

Issue date, unless
otherwise indicated:
December, 1974

Introduction

.01 Rule 202 of the Rules of Conduct of the Code of Professional
Ethics of the American Institute of Certified Public Accountants *
requires members, when they are associated with financial statements,
to comply with the applicable generally accepted auditing standards.
Those standards have to do primarily with the characteristics and
conduct of individual auditors. A need has arisen to identify policies
and procedures of a.firm of independent auditors (referred to here-
inafter as “d firm” or “the firm”) that may affect the quality of work
in its audit engagements. This section sets forth certain considera-
tions in establishing policies and procedures that will provide the firm
with reasonable assurance of conforming with generally accepted audit-
ing standards.

Quality Control Considerations

.02 Complying with generally accepted auditing standards is a
basic objective of every firm conducting an audit practice. While each
of the elements of quality control applies to all firms, the extent to
which policies and procedures apply will depend on a variety of
factors, such as the size and organizational structure of the firm and
its philosophy as to the degree of operating autonomy appropriate
for its people. :

.03 The considerations that affect the quality of a firm’s audit work
are discussed in paragraphs .05 through .22. The considerations are
interrelated. Thus, a firm’s hiring practices affect its policies as to
training. Training practices affect policies as to promotion. Practices
in both categories affect policies as to the nature and extent of super-

* See ET section 202, Volume 2, AICPA Professional Standards.

AICPA Professional Standards AU § 160.03



92 Introducticn—Statements on Auditing

vision. Practices as to supervision, in turn, affect policies as to training
and promotion. Although some policies and procedures, such as those
with respect to hiring and advancement of personnel, may be con-
sidered primarily or at least partly administrative matters, they affect
the quality of audit work and consequently are discussed in this section.

Elements of Quality Control

.04 Because of the significance of the variables stated in paragraphs
.02 and .03, it would be inappropriate to impose requirements as to the
matters discussed in this section. In the paragraphs that follow, the
sentences generally worded, “Policies and procedures should be estab-
lished . . .” and the examples of policies and procedures are presented
only as guidelines, no one of which is necessarily applicable to any
one firm. A firm may find it convenient to keep records concerning its
quality control policies and procedures. However, keeping such rec-
ords is not an element of quality control.

.05 Independence. Policies and procedures should be established
to provide reasonable assurance that persons at all organizational
lecels maintain independence in fact and in appearance. Rule 101
of the Rules of Conduct * contains examples of instances wherein a
firm’s independence will be considered to be impaired.!

06 Examples of policies and procedures. In pursuing its quality
control objectives with respect to independence, a firm may use poli-
cies and procedures such as maintaining records showing which
partners or employees were previously employed by clients or have
relatives holding key positions with clients, notifying personnel as
to the names of audit clients (and their affiliates) having publicly
held securities, confirming periodically with personnel that prohibited
relationships do not exist, and emphasizing independence of mental
attitude in training programs and in supervision and review of work.

.07 Assigning Personnel to Engagements. Policies and procedures
for assigning personnel to engagements should be established to
provide reasonable assurance that audit work will be performed by
persons having the degree of technical training and proficiency re-
quired in the circumstances. In making assignments, the nature and

* See ET section 101, Volume 2, AICPA Professional Standards.
The Securities and Exchange Commission has established formal requirements
for the independence of accountants who practice before it.

AU § 160.04 Copyright © 1975, American Institate of Certified Public Accountants, Inc.



Quality Control Considerations for Independent Auditors 93

extent of supervision to be provided should be taken into account.
Generally, the more able and experienced the personnel assigned to
a particular engagement, the less is the need for direct supervision.

.08 Examples of policies and procedures. In pursuing its quality con-
trol objectives with respect to assigning personnel to engagements,
a firm may use policies and procedures such as requiring timely
identification of the staffing requirements of specific engagements so
that enough qualified personnel can be made available, planning for
the total personnel needs of all the firm’s audit engagements, and
using time budgets to establish manpower requirements and to sched-
ule audit field work.

.09 Consultation. Policies and procedures for consultation should be
established to provide reasonable assurance that auditors will seek
assistance on accounting and auditing questions, to the extent re-
quired, from persons having appropriate levels of knowledge, com-
petence, judgment, and authority. The nature of the arrangements
for consultation will depend on a number of factors, including the
size of the accounting firm and the levels of knowledge, competence,
and judgment possessed by the persons performing the work.

.10 Examples of policies and procedures. In pursuing its quality
control objectives with respect to consultation, a firm may use policies
and procedures such as designating individuals having expertise in
matters related to the Securities and Exchange Commission to pro-
vide advice concerning financial statements and auditors’ reports to
be included in filings with the Commission; designating individuals
having specialized experience in a particular industry to provide ad-
vice on accounting and auditing questions that arise in audits of
companies in that industry; designating senior qualified personnel
to provide advice on accounting or auditing questions in general;
referring questions to a division or group in the AICPA or a state
CPA society established to handle technical inquiries; maintaining
a technical reference library or a technical services or research staff
within the firm to assist in the resolution of practice problems; and
requiring that appropriate use be made of available consultation and
reference services.

.11 Supervision. Policies and procedures for the conduct and super-
vision of work at all organizational levels should be established to
provide reasonable assurance that the work performed meets the
firm’s standards of quality. The extent of supervision and review

AICPA Professional Standards AU § 160.11
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appropriate in a given instance depends on many factors, including
the complexity of the subject matter, the qualifications of the persons
performing the work, and the extent of consultation available and
used. The responsibility of a firm for establishing procedures for
supervision is distinct from the responsibility of an auditor to comply
with the first standard of field work when he is in charge of the work
on a particular engagement.

.12 Examples of policies and procedures. In pursuing its quality
control objectives with respect to supervision, a firm may use policies
and procedures such as providing direction as to the form and con-
tent of working papers and as to the nature and extent of instructions
to be included in an audit program; developing and using standard
audit forms, checklists, and questionnaires; requiring that working
papers be reviewed by supervisory personnel; and requiring that
auditors’ reports and the accompanying financial statements be re-
viewed by qualified personnel for conformity with generally accepted
auditing standards and generally accepted accounting principles.

A3 Hiring. Policies and procedures for hiring should be established
to provide reasonable assurance that those employed possess the
appropriate characteristics to enable them to perform competently.
The quality of a firm’s work ultimately depends on the integrity,
competence, and motivation of the persons who perform and super-
vise the work. Thus, a firm’s recruiting programs are factors in main-
taining audit quality.

.14 Examples of policies and procedures. In pursuing its quality
control objectives with respect to hiring of personnel, a firm may use
policies and procedures such as establishing a policy for recruiting at
beginning levels to include standards or objectives as to minimum
academic preparation and accomplishment; establishing for more
advanced positions standards and objectives as to practical experi-
ence; requiring a background investigation of new personnel; and
applying special procedures when new personnel enter the firm from
other than the usual recruitment channels, such as by recruitment of
higher level personnel or through merger or acquisition of an account-
ing practice, to assure that those personnel become familiar with and
conform to the firm’s practices and procedures.

.15 Professional Development. Policies and procedures for pro-
fessional development should be established to provide reasonable
assurance that personnel will have the knowledge required to enable

Copyright © 1975, American Institute of Certified Public Accountants, Inc.



Quality Control Considerations for Independent Auditors 95

them to fulfill responsibilities assigned. Continuing professional edu-
cation and training activities enable a firm to provide personnel with
the knowledge required to fulfill responsibilities assigned to them and
to progress within the firm.

.16 Examples of policies and procedures. In pursuing its quality
control objectives with respect to professional development, a firm
may use policies and procedures such as providing instruction during
the performance of engagements; requiring personnel to attend train-
ing programs or seminars conducted by the firm, by a college or uni-
versity, or by the AICPA or a state CPA society; distributing written
communications containing technical information on the firm’s poli-
cies and procedures to professional personnel; and making available
to professional personnel information as to current developments in
accounting and auditing.

.17 Advancement. Policies and procedures for advancing profes:
sional personnel should be established to provide reasonable assur-
ance that the people selected will have the qualifications nccessary
for fulfillment of the responsibilities they will be called on to assume.
Practices in advancing personnel have important implications for the
quality of audit work. Qualifications that people selected for advance-
ment should possess include, but are not limited to, character, intelli-
gence, judgment, and motivation.

.18 Examples of policies and procedures. In pursuing its quality
control objectives with respect to advancement, a firm may use poli-
cies and procedures such as requiring supervisory personnel to furnish
periodically appraisals of the work of assistants, increasing gradually
the extent of responsibility given to professional personnel, and ap-
pointing committees of partners to review the qualifications of indi-
viduals being considered for promotion.

.19 Acceptance and Continuance of Clients. Policies and proce-
dures should be ¢stablishod for deciding whether to accept or con-
tinue a client in order to minimize the likelihood of association with
a client whose management lacks integrity. Suggesting that there
should be procedures for this purpose does not imply that an auditor
vouches for the integrity or reliability of a client, nor does it imply
that an auditor has a duty to anyone but himself with respect to the
acceptance, rejection, or retention of clients. However, prudence
suggests that an auditor be selective in determining his professional
relationships.

AICPA Professional Standards AU § 160.19



96 Introduction—Statements on Auditing

.20 Examples of policies and procedures. In pursuing its quality
control objectives with respect to the acceptance and continuance of
clients, a firm may use policies and procedures such as reviewing
financial statements of a proposed client; inquiring of third parties,
such as the proposed client’s previous auditors, its banks, legal coun-
sel, and investment bankers, and others in the financial and business
community as to the reputation of the proposed client; evaluating its
ability to service the client properly (see Rule 201 of the Rules of
Conduct *), with particular refercnce to industry expertise, size of
engagement, and manpower available to staff the engagement; and
periodically reevaluating clients for continuance.

.21 Inspection. Policies and procedures for inspection should be
established to provide reasonable assurance that the other procedures
designed to maintain the quality of the firm’s auditing practice are
being effectively applied. Procedures for inspection may be developed
and performed by persons acting on behalf of the firm’s management.
The type of inspection procedures used will depend on the controls
a firm establishes in the areas of responsibility discussed in this
section.

.22 Examples of policies and procedures. In pursuing its quality
control objectives with respect to inspection, a firm may use policies
and procedures such as designating persons to make inspections at
the office in which they regularly practice or at other offices; develop-
ing “checklists” or “evaluation forms” for such persons to use in re-
viewing the activities of the reviewed offices in areas for which the firm
has established practices and procedures in accordance with this
section; and providing for follow-up to determine that recom-
mendations have been implemented.

* See ET section 201, Volume 2, AICPA Professional Standards.
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AU Section 201

Nature of the General
Standards

Issue date, unless
otherwise indicated:
November, 1972

.01 The general standards are personal in nature and are con-
cerned with the qualifications of the auditor and the quality of his
work as distinct from those standards which relate to the perform-
ance of his field work and to his reporting. These personal, or gen-
eral, standards apply alike to the areas of field work and reporting.

3> The next page is 151. <&
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AU Section 210

Training and Proficiency of
the Independent Auditor

Issue date, unless
otherwise indicated:
November, 1972

.01 The first general standard is:

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

.02 This standard recognizes that however capable a person may
be in other fields, including business and finance, he cannot meet
the requirements of the auditing standards without proper educa-
tion and experience in the field of auditing.

.03 In the performance of the examination which leads to an
opinion, the independent auditor holds himself out as one who is
proficient in accounting and auditing. The attainment of that pro-
ficiency begins with the auditor’s formal education and extends into
his subsequent experience. The independent auditor must undergo
training adequate to meet the requirements of a professional man.
This training must be adequate in technical scope and should in-
clude a commensurate measure of general education. The junior
assistant, just entering upon an -auditing career, must obtain his pro-
fessional experience with the proper supervision and review of his
work by a more experienced superior. The nature and extent of
supervision and review must necessarily reflect wide variances in
practice. The auditor charged with final responsibility: for the en-
gagement must exercise a seasoned judgment in the varying degrees
of his supervision and review of the work done and judgment exer-
cised by his subordinates, who in turn must meet the responsibility
attaching to the varying gradations and functions of their work.

.04 The independent auditor’s formal education and professional
experience complement one another; each auditor exercising author-
ity upon an engagement should weigh these attributes in determin-
ing the extent of his supervision of subordinates and review of their
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work. It should be recognized that the training of a professional
man includes a continual awareness of developments taking place
in business and in his profession. He must study, understand, and
apply new pronouncements on accounting principles and auditing
procedures as they are developed by authoritative bodies within the
accounting profession.

.05 In the course of his day-to-day practice, the independent
auditor encounters a wide range of judgment on the part of man-
agement, varying from true objective judgment to the occasional
extreme of deliberate misstatement. He is retained to examine and
report upon the financial statements of a business because, through
his training and experience, he has become skilled in accounting and
auditing and has acquired the ability to consider objectively and to.
exercise independent judgment with respect to the information re-
corded in books of account or otherwise disclosed by his examina-
tion. [As amended July, 1975 by Statement on Auditing Stand-
ards No. 5.] (See section 411.)

> The next page is 161. <—&&
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AU Section 220

Independence

Issue date, unless
otherwise indicated:
November, 1972

.01 The second general standard is:

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

.02 This standard requires that the auditor be independent; aside .
from being in public practice (as distinct from being in private prac-
tice ), he must be without bias with respect to the client under audit,
since otherwise he would lack that impartiality necessary for the
dependability of his findings, however excellent his technical pro-
ficiency may be. However, independence does not imply the atti-
tude of a prosecutor but rather a judicial impartiality that recognizes
an obligation for faimess not only to management and owners of a
business but also to creditors and those who may otherwise rely
(in part, at least) upon the independent auditor’s report, as in the
case of prospective owners or creditors.

.03 It is of utmost importance to the profession that the general
public maintain confidence in the independence of independent
auditors. Public confidence would be impaired by evidence that in-
dependence was actually lacking, and it might alsa be impaired by
the existence of circumstances which reasonable people might be-
lieve likely to influence independence. To be independent, the
auditor must be intellectually honest; to be recognized as independ-
ent, he must be free from any obligation to or interest in the client,
its management, or its owners. For example, an independent au-
ditor auditing a company of which he was also a director might be
intellectually honest, but it is unlikely that the public would accept
him as independent since he would be in effect auditing decisions
which he had a part in making. Likewise, an auditor with a sub-
stantial financial interest in a company might be unbiased in ex-
pressing his opinion on the financial statements of the company, but
the public would be reluctant to believe that he was unbiased. Inde-
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pendent auditors should not only be independent in fact; they should
avoid situations that may lead outsiders to doubt their independence.

.04 The profession has established, through the Institute’s Code
of Professional Ethics, precepts to guard against the presumption
of loss of independence. “Presumption” is stressed because the pos-
session of intrinsic independence is a matter of personal quality
rather than of rules that formulate certain objective tests. Insofar
as these precepts have been incorporated in the profession’s code of
ethics, they kave the force of professional law for the independent
auditor.

.05 The Securities and Exchange Commission has likewise em-
phasized the importance of independence.

.06 The independent auditor should administer his practice
within the spirit of these precepts and rules if he is to achieve a
proper degree of independence in the conduct of his work.

.07 To emphasize independence from management, many cor-
porations follow the practice of having the independent auditor
appointed by the board of directors or elected by the stockholders.

> The next page is 171, <&
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AU Section 230

Due Care in the Performance
of Work

Issue date, unless
otherwise indicated:
November, 1972

.01 The third general standard is:

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

.02 This standard requires the independent auditor to perform -
his work with due care. Due care imposes a responsibility upon
each person within an independent auditor’s organization to observe
the standards of field work and reporting. Exercise of due care
requires critical review at every level of supervision of the work
done and the judgment exercised by those assisting in the exam-
ination.

.03 A paragraph appearing in Cooley On Torts often cited by
attorneys in discussing due care merits quotation here:

Every man who offers his service to another and is employed
assumes the duty to exercise in the employment such skill as he
possesses with reasonable care and diligence. In all these employ-
ments where peculiar skill is prerequisite, if one offers his service,
he is understood as holding himself out to the public as possess-
ing the degree of skill commonly possessed by others in the same
employment, and, if his pretentions are unfounded, he commits a
species of fraud upon every man who employs him in reliance on
his public profession. But no man, whether skilled or unskilled,
undertakes that the task he assumes shall be performed success-
fully, and without fault or error. He undertakes for gaod faith and
integrity, but not for infallibility, and he is liable to his employer for
negligence, bad faith, or dishonesty, but not for losses consequent
upon pure errors of ]udgment

.04 The matter of due care concerns what the independent
auditor does and how well he does it. For example, due care in
the matter of working papers requires that their content be sufficient
to provide an important support for the auditor’s opinion, including
his representation as to compliance with auditing standards.
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AU Section 310

Adequacy of Planning and
the Timing of Field Work

Issue date, unless
otherwise indicated:
November, 1972

.01 The first standard of field work is:

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

.02 Some aspects of the independent auditor’s responsibility for
supervising his assistants have been discussed in section 210. Plan-
ning of the field work and the timing of auditing procedures are
discussed here.

Appointment of the Independent Auditor

.03 Consideration of the first standard of field work recognizes
that early appointment of the independent auditor has many advan-
tages to both the auditor and his client. Early appointment enables
the auditor to plan his work so that it may be done expeditiously and
to determine the extent to which it can be done before the balance-
sheet date. It is particularly helpful with respect to planning for the
observation of the taking of physical inventories. Preliminary work
by the auditor benefits the client in that it permits the examination
to be performed in a more efficient manner and to be completed at
an early date after the year end. The performance of some of the
audit work during the year likewise perniits early consideration of
accounting problems affecting the financial statements and early
modification of accounting procedures that the auditor thinks might
be improved.

Appointment of Auditor Near or After
The Year-End Date

.04 Although early appointment is preferable, an independent
auditor may accept an engagement near or after the close of the
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fiscal year. In such instances, before accepting the engagement, he
should ascertain whether circumstances are likely to permit an ade-
quate examination and expression of an unqualified opinion and, if
they will not, he should discuss with the client the possible necessity
for a qualified opinion or disclaimer of opinion. Sometimes the audit
limitations present in such circumstances can be remedied. For ex-
ample, the taking of the physical inventory can be postponed or
another physical inventory can be taken which the auditor can
observe. (See section 331.09-.13.)

Timing of Audit Work

.05 Many audit tests can be conducted at almost any time during
the year. In the course of interim work, the independent auditor
makes tests of the client’s records, procedures, and representations to
determine the extent to which he may rely on them. His conclusions
assist him to determine the audit procedures to be undertaken to
complete the examination. It is acceptable practice for the auditor
to carry out substantial parts of the examination at interim dates.

.06 When a significant part of the examination is carried out
dring the year and internal control is found to be effective, year-
end audit procedures may consist mainly of comparisons of year-end
balances with balances at prior dates and of review and investigation
of unusual transactions and significant fluctuations. The auditor
must satisfy himself, however, that the internal control procedures
are still effective at the year end. This does not mean that he must
again test the records and transactions unless his inquiries and ob-
servations lead him to believe that conditions have changed sig-
nificantly.

.07 Tests of procedures are particularly appropriate in the exam-
ination of accounts representing a great number of transactions.
Examination of accounts which represent an accumulation of a
relatively few transactions, on the other hand, may place more em-
phasis on substantiation of account balances than on tests of pro-
cedures.

.08 The timing of the performance of auditing procedures in-
volves the proper synchronizing of their application and thus com-
prehends the possible need for simultaneous examination of, for
example, cash on hand and in banks, securities owned, bank loans,
and other related items. It may also require an element of surprise,
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establishment of audit control over assets readily negotiable, and
establishment of a proper cutoff at a date other than the balance-
sheet date. All these matters are to be resolved in the light of the
effectiveness of internal control in a particular situation.

.09 The need for proper timing in carrying out audit procedures
is apparent, for example, in the application of procedures for inven-
tory observation. Review of proposed inventory count procedures,
as planned by the client, is as essential for this purpose as is the re-
view of the client’s procedures for establishing a proper cutoff of
sales and purchases in the books of account. Another example is
found in the examination of negotiable securities. When the nego-
tiable securities are of considerable volume, planning is necessary
to guard against the substitution of securities already counted for
other securities which should be on hand but are not.

3> The next page is 235. <&
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AU Section 319

Communications Between Predecessor
and Successor Auditors

(Supersedes section 543.18)
Effective November
30, 1975,  unless

otherwise indicated *

.01 The purpose of this section is to provide guidance on
communications between predecessor and successor auditors
when a change of auditors has taken place or is in process. The
term ‘‘predecessor auditor’’ refers to an auditor who has re-
sighed or who has been notified that his services have been
terminated. The term ‘‘successor auditor” refers to an auditor
who has accepted an engagement or an auditor who has been
invited to make a proposal for an engagement. This section
applies whenever an independent auditor has been retained, or
is to be retained, to make an examination of financial statements
in accordance with generally accepted auditing standards.

.02 The initiative in communicating rests with the successor
auditor. The communication may be either written or oral.
Both the predecessor and successor auditors should hold in
confidence information obtained from each other. This obliga-
tion applies whether or not the successor accepts the engagement.

.03 Prior to acceptance of the engagement, the successor
auditor should attempt certain communications that are de-
scribed in paragraphs .04 through .07. Other communications
between the successor and the predecessor, described in para-
graphs .08 and .09 are advisable. However, their timing is more
flexible. The successor may attempt these other communications
either prior to acceptance of the engagement or subsequent
thereto.

Communications Before Successor

Accepts Engagement

04 Inquiry of the predecessor auditor is a necessary pro-
cedure because the predecessor may be able to provide the

* See paragraph .12.
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successor with information that will assist him in determining
whether to accept the engagement. The successor should bear in
mind that, among other things, the predecessor and the client
may have disagreed about accounting principles, auditing pro-
cedures, or similarly significant matters.

.05 The successor auditor should explain to his prospective
client the need to make an inquiry of the predecessor and should
request permission to do so. Except as permitted by the Rules
of Conduct, an auditor is precluded from disclosing confidential
information obtained in the course of an audit engagement
unless the client consents. Thus, the successor auditor should
ask the prospective client to authorize the predecessor to respond
fully to the successor’s inquiries. If a prospective client refuses
to permit the predecessor to respond or limits the response, the
successor auditor should inquire as to the reasons and consider
the implications of that refusal in deciding whether to accept
the engagement.

.06 The successor auditor should make specific and reason-
able inquiries of the predecessor regarding matters that the
successor believes will assist him in determining whether to
accept the engagement. His inquiries should include specifie
questions regarding, among other things, facts that might bear
on the integrity of management; on disagreements with manage-
ment as to accounting principles, auditing procedures, or other
similarly significant matters; and on the predecessor’s under-
standing as to the reasons for the change of auditors.

07 The predecessor auditor should respond promptly and
fully, on the basis of facts known to him, to the successor’s
reasonable inquiries. However, should he decide, due to unusual
circumstances such as impending litigation, not to respond fully
to the inquiries, he should indicate that his response is limited.
If the successor auditor receives a limited response, he should
consider its implications in deciding whether to accept the
engagement.

Other Communications

.08 When one auditor succeeds another, the successor auditor
must obtain sufficient competent evidential matter to afford a
reasonable basis for expressing his opinion on the financial
statements he has been engaged to examine as well as on the
consistency of the application of accounting principles in that
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year as compared with the preceding year. This may be done
by applying appropriate auditing procedures to the account
balances at the beginning of the period under examination and
in some cases to transactions in prior periods. The successor
auditor’s examination may be facilitated by (a) making specific
inquiries of the predecessor regarding matters that the successor
believes may affect the conduct of his examination, such as
audit areas that have required an inordinate amount of time or
audit problems that arose from the condition of the accounting
system and records and (b) reviewing the predecessor auditor’s
working papers. In reporting on his examination, however, the
successor auditor should not make reference to the report or
work of the predecessor auditor as the basis, in part, for his
own opinion.

.09 The successor auditor should request the client to author-
ize the predecessor to allow a review of the predecessor’s work-
ing papers. It is customary in such circumstances for the
predecessor anditor to make himself available to the successor
auditor for consultation and to make available for review certain
of his working papers. The predecessor and successor auditors
should agree on those working papers that are to be made avail-
able for review and those that may be copied. Ordinarily, the
predecessor should permit the successor to review working
papers relating to matters of continuing accounting significance,
such as the working paper analysis of balance sheet accounts,
both current and noncurrent, and those relating to contingencies.
Valid business reasons, however, may lead the predecessor
auditor to decide not to allow a review of his working papers.
Further, when more than one successor auditor is considering
acceptance of an engagement, the predecessor auditor should
not be expected to make himself or his working papers available
until the successor has accepted the engagement.

Financial Statements Reported
on by Predecessor

.10 If during his examination the successor auditor becomes
aware of information that leads him to believe that financial
statements reported on by the predecessor auditor may require
revision, he should request his client to arrange a meeting
among the three parties to discuss this information and attempt
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to resolve the matter.! If the client refuses or if the successor
is not satisfied with the result, the successor auditor may be
well advised to consult with his attorney in determining an
appropriate course of further action.

11 When a predecessor auditor is to reissue his report on
financial statements and he has not examined the financial state-
ments for the most recent audited period, he should obtain a
letter of representation from the successor auditor. This letter
should state whether the successor’s examination revealed any
matters that, in the successor’s opinion, might have a material
effect on the financial statements reported on by the predecessor
auditor.

Effective Date

12 Statements on Auditing Standards generally are effective
at the time of their issuance. However, since this Statement
provides for practices that may differ in certain respects from
practices heretofore considered acceptable it will be effective
with respect to changes in auditors in which the successor
auditor’s consideration of acceptance of an engagement begins
after November 30, 1975.

> The next page is 241. <&

1 See sections 561 and 710.10—.11 for guidance on action to be taken by the predeces-
sor auditor.
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AU Section 320

The Auditor's Study and
Evaluation of Internal

Control

Issuve date, unless
otherwise indicated:
November, 1972

Introduction

.01 The second standard of field work is:

There is to be a proper study and evaluation of the existing inter-
nal 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.

Experience has demonstrated the soundness of the basic concepts
and rationale comprehended in this standard. The purpose of this
section is to amplify and clarify the application of these concepts
in the light of subsequent developments in business and in the pro-
fession.

.02 The increasing trend for certified public accountants to pro-
vide management advisory or consulting services involving the
study, evaluation, and improvement of management information
systems increases the need to clearly distinguish between these
special services and those audit services required for compliance
with the auditing standard for study and evaluation of internal con-
trol incident to an examination of financial statements.

.03 The increasing use of computers for processing accounting
and other business information has introduced additional problems
in reviewing and evaluating internal control for audit purposes, as
well as in making the distinction between audit services and special
services referred to in the preceding paragraph.

.04 Closely related to the increasing use of computers is the trend
toward integrating accounting information required for financial and
other operating purposes into coordinated management information
systems. This development increases the need to clearly identify the
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elements of the total system that are comprehended in the auditing
standard concerning internal control.

.05 These developments and distinctions are important not only
for the purposes of defining the nature and scope of the auditor’s
study and evaluation of internal control but also in clarifying any
reports he may issue thereon. This need is accentuated by the in-
creasing requests for reports on internal control for use by manage-
ment or by regulatory agencies' and sometimes for inclusion in
published reports.

Purpose of Auditor's Study and Evaluation

.06 The purpose of the auditor’s study and evaluation of internal
control, as expressed in the auditing standard quoted in paragraph
.01, is to establish a basis for reliance thereon in determining the na-
ture, extent, and timing of audit tests to be applied in his examination
of the financial statements.

.07 The study and evaluation made for this purpose frequently
provide a basis for constructive suggestions to clients concerning
improvements in internal control.

.08 Although auditors are interested in both of the foregoing
aspects of their study and evaluation of internal control, it is im-
portant to recognize an essential difference between them. The study
and evaluation contemplated by generally accepted auditing stan-
dards should be performed for each audit to the extent the auditor
considers necessary for that purpose as discussed further herein.
Although constructive suggestions to clients for improvements in
internal control incident to an audit engagement are desirable, the
scope of any additional study made to develop such suggestions is
not covered by generally accepted auditing standards. The scope of
an auditor’s study pursuant to a special engagement will depend on
the terms of the engagement.

1 As used here, regulatory agencies include both governmental and other
agencies, such as stock exchanges, that exercise regulatory, supervisory, or
other public administrative functions.
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Definitions and Basic Concepts
Previous Definitions

.09 In 1948 the Committee on Auditing Procedure made a com-
prehensive study of internal control and published its results in 1949
as a special report entitled Internal Control-Elements of a Coordin-
ated System and Its Importance to Management and the Independ-
ent Public Accountant. In that special report, internal control was
defined as follows:

Internal control comprises the plan of organization and all of the
coordinate methods and measures adopted within a business to safe-
guard its assets, check the accuracy and reliability of its accounting
data, promote operational efficiency, and encourage adherence to
prescnbed managerial policies. This definition possibly is broader
than the meaning sometimes attributed to the term. It recognizes
that a “system” of internal control extends beyond those matters
which relate directly to the functions of the accounting and financial

departments.

.10 To clarify the scope of the auditor’s review as it pertains to
his examination leading to the expression of an opinion on financial
statements, the Committee issued Statement on Auditing Procedure
No. 29 in October 1958, which subdivided internal control as follows:

Internal control, in the broad sense includes . . . controls which
may be characterized as either accounting or administrative as
follows:

a. Accounting controls comprise the plan of organization and
all methods and procedures that are concerned mainly with, and
relate directly to, the safeguarding of assets and the reliability of
the financial records They generally includes'such controls as the
systems of authorization and approval, separation of duties con-
cerned with record keeping and accounting reports from those
concerned with operations or asset custod’y physical controls over
assets, and internal auditing.

b. Administrative controls comprise the plan of organization
and all methods and procedures that are concerned mainly with
operational efficiency and adherence to managerial policies and
usually relate only indirectly to the financial records. They gener-
ally include such controls as statistical analvses, time and motion
studies, performance reports, employee training programs, and
quality controls.

.11 The foregoing subdivision of internal control into accounting
controls and administrative controls was made for the purpose of
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clarifying the scope of study contemplated under generally accepted
auditing standards. The Committee’s conclusions in that respect,
incorporated in Chapter 5 of Statement No. 33 in 1963, were as
follows:

The independent auditor is primarily concerned with the account-
ing controls. Accounting controls . . . generally bear directly and
importantly on the reliability of financial records and require evalu-
ation by the auditor. Administrative controls . . . ordinarily relate
only indirectly to the financial records and thus would not require
evaluation. If the independent auditor believes, however, that cer-
tain 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 production, sales, or other operating departments may require
evaluation in a particular instance.

.12 The overriding criterion inherent in the preceding excerpt is
the bearing which particular controls have on the reliability of finan-
cial statements, regardless of their classification as accounting or
administrative controls. For practical purposes, this is tantamount
to including within the definition of accounting controls any admin-
istrative controls that have an important bearing on the reliability of
the financial statements; consequently, this concept is adopted in the
revised definitions in this section.

Need for Clarification

.13 Clarification of the previous definition of accounting control
is desirable because of possible differences in interpretation with
respect to the two key elements comprehended in it: the safeguard-
ing of assets and the reliability of financial records. These differences
and the Committee’s conclusions concerning them are discussed in
the following paragraphs.

Safeguarding of Assets

.14 One meaning of “safeguarding” that appears relevant in the
context of the previous definition of accounting control is “a means
of protection against something undesirable.” Use of this definition

! Webster's Third New International Dictionary of the English Language
Unabridged (1961), page 1998.
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conceivably could lead to a broad interpretation that the protection
of existing assets and acquisition of additional assets is the primary
function of management and, therefore, that any procedures or rec-
ords entering into management’s decision-making processes are com-
prehended in this element of the definition. Under this concept, for
example, a management decision to sell a product at a price that
proves to be unprofitable might be regarded as a failure to protect
existing assets and, therefore, as evidence of inadequate accounting
control. The same interpretation might be applied to a decision to
incur expenditures for equipment that proves to be unnecessary or
inefficient, for materials that prove to be unsatisfactory in production,
for merchandise that proves to be unsaleable, for research that proves
to be unproductive, for advertising that proves to be ineffective, and
to similar management decisions.

.15 A second possible interpretation is that safeguarding of assets
refers only to protection against loss arising from intentional and
unintentional errors in processing transactions and handling the re-
lated assets. Unintentional errors include such as the following:
understatement of sales through failure to prepare invoices or
through incorrect pricing or computation; overpayments to vendors
or employees arising from inaccuracies in quantities of materials or
services, prices or rates, or computations; and physical loss of assets
such as cash, securities, or inventory. In some situations, uninten-
tional errors might also include improper allocations of certain costs,
which would result in failure to recover these costs from customers.

.16 A third possible interpretation is that safeguarding of assets
refers only to protection against loss arising from intentional errors.
These include defalcations and simildr irregularities, and the latter
includes falsification of records for the purposg of causing improper
computation of commissions, profit-sharing bonuses, royalties, and
similar payments based on the recording of other transactions.

Reliability of Financial Records

.17 Possible differences in interpretation concerning the reli-
ability of financial records as used in the previous definition of ac-
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counting control arise from the two separate purposes for which the
financial records may be used: internal management and external
reporting. One interpretation would extend the scope of accounting
control to include reliability of the financial records for both of these
purposes, while another would restrict it to external reporting pur-

poses only.

.18 To illustrate the foregoing distinction, the degree and accu-
racy of classifications, details, and allocations required to provide
reliability of records for such internal management purposes as es-
tablishing sales policies and prices, estimating future costs, and
measuring performance by divisions, products, or other lines of re-
sponsibility ordinarily are greater than those required to provide
reliability for external reporting purposes.

Flow of Transactions

.19 The Committee believes the previous definition of accounting
control extended only to the safeguarding of assets against loss from
unintentional or intentional errors or irregularities (see paragraph
.15) and to the reliability of financial records for external reporting
purposes (see paragraph .17). A revised definition expressed in re-
lation to the functions involved in the flow of transactions is pre-
sented in paragraph .28 to provide the clarification needed in this
respect.

.20 Transactions are the basic components of business opera-
tions and, therefore, are the primary subject matter of internal con-
trol. In the context of this section, transactions include exchanges
of assets or services with parties outside the business entity and
transfers or use of assets or services within it. The primary functions
involved in the flow of transactions and related assets include the
authorization, execution, and recording of transactions and the ac-
countability for resulting assets.

.21 The ultimate authority for business transactions rests with
stockholders or other classes of owners except as circumscribed by
law and is delegated by them to directors, trustees, officers, and
other management personnel. The delegation of authority to differ-
ent levels and to particular persons in an organization is a manage-
ment function. As used herein, authorization of transactions refers
to management’s decision to exchange, transfer, or use assets for
specified purposes under specified conditions.
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.22 Authorization may be general in that it relates to any trans-
actions that conform to the specified conditions, or it may be specific
with reference to a single transaction. Examples of general authori-
zation include the establishment of sales prices for products to be
sold to any customer, requirements to be met in setting the credit
limit for any customer, automatic reorder points for material or mer-
chandise, the number and type of personnel to be employed, and
similar decisions. The basic characteristic of general authorization
is that it is concerned with the definition or identification of the
general conditions under which transactions are authorized without
regard to the specific parties or transactions. Specific authorization,
on the other hand, comprehends both the conditions and the parties
involved; examples include authorizations for a specific sale or pur-
chase, the employment of a specific person, the use of specific ma-
terials or employees for a particular production order, and similar
transactions.

.23 Execution of transactions includes the entire cycle of steps
necessary to complete the exchange of assets between the parties pr
the transfer or use of assets within the business. The execution of
transactions frequently involves separate steps or stages. For exam-
ple, the typical sale would involve acceptance of an order, shipment
and billing of the product, and collection of the billing. A similar
cycle of steps for the typical purchase of material or services may
include requisitioning of the material, issnance of the order, receipt
of the material, and payment of the purchase price. In this section,
authorization applies to the complete cycle of steps; authorization
is distinguished from approval in that the latter applies to a particu-
lar step and indicates only that the condltmns specified or implied
in the authorization have been satisfied insofar as they apply to that
step.

.24 Recording of transactions comprehends all records main-
tained with respect to the transactions and the resulting assets or
services and all functions performed with respect to such records.
Thus, the recording of transactions includes the preparation and
summarization of records and the posting thereof to the general
ledger and subsidiary ledgers.

.25 The accountability function follows assets from the time
of their acquisition in one transaction until their disposition or use
in another. This function requires maintenance of records of ac-
countability for assets and periodic comparison of these records
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with the related assets. Examples include the reconciliation of re-
corded cash balances with bank statements and reconciliation of
perpetual inventory records with physical inventory counts.

Revised Definitions

.26 Based on the foregoing discussion, administrative control
and accounting control are defined as indicated in the following two
paragraphs.

27 Administrative control includes, but is not limited to, the
plan of organization and the procedures and records that are con-
cerned with the decision processes leading to management’s author-
ization of transactions.! Such authorization is a management func-
tion directly associated with the responsibility for achieving the
objectives of the organization and is the starting point for establish-
ing accounting control of transactions.

.28 Accounting control comprises the plan of organization and
the procedures and records that are concerned with the safeguarding
of assets and the reliability of financial records and consequently
are designed to provide reasonable assurance that:

a. Transactions are executed in accordance with management’s
general or specific authorization.

b. Transactions are recorded as necessary (1) to permit prepara-
tion of financial statements in conformity with generally ac-
cepted accounting principles or any other criteria applicable to
such statements and (2) to maintain accountability for assets.

c. Access to assets is permitted only in accordance with manage-
ment’s authorization.

d. The recorded accountability for assets is compared with the
existing assets at reasonable intervals and appropriate action is
taken with respect to any differences.

.29 The foregoing definitions are not necessarily mutually ex-
clusive because some of the procedures and records comprehended
"in accounting control may also be involved in administrative control.
For example, sales and cost records classified by products may be

1 This definition is intended only to provide a point of departure for distinguish-
ing accounting control and, consequently, is not necessarily definitive for
other purposes.
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used for accounting control purposes and also in making manage-
ment decisions concerning unit prices or other aspects of operations.
Such multiple uses of procedures or'records, however, are not critical
for the purposes of this section because it is concerned primarily
with clarifying the outer boundary of accounting control. Examples
of records used solely for administrative control are those pertaining
to customers contacted by salesmen and to defective work by pro-
duction employees maintained only for evaluating personnel per-
formance.

Basic Concepts

.30 The basic concepts discussed under this caption are implicit
in the definition of accounting control. (The discussion in para-
graphs .31 through .34 applies to the definition generally, while the
discussion in paragraphs .35 through .48 applies to essential charac-
teristics of internal accounting control.) These concepts are appli-
cable generally, but the organizational and procedural means of
applying them may differ considerably from case to case because
of the variety of circumstances involved. Therefore, it is not con-
sidered feasible to discuss these matters in detail in this section.

Management Responsibility

.31 The establishment and maintenance of a system of internal
control is an important responsibility of management. The basic
concepts implicit in the definition of accounting control are dis-
cussed in the context of that responsibility. The system of internal
control should be under continuing superyision by management to
determine that it is functioning as prescribed and is modified as
appropriate for changes in conditions,

Reasonable Assurance

.32 The definition of accounting control comprehends reason-
able, but not absolute, assurance that the objectives expressed in it
will be accomplished by the system. The concept of reasonable
assurance recognizes that the cost of internal.control should not
exceed the benefits expected to be derived. The benefits consist of
reductions in the risk of failing to achieve the objectives implicit
in the definition of accounting control. Although the cost-benefit
relationship is the primary conceptual criterion that should be
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considered in designing a system of accounting control, precise
measurement of costs and benefits usually is not possible; accord-
ingly, any evaluation of the cost-benefit relationship requires esti-
mates and judgments by management. Because of the cost-benefit
relationship, accounting control procedures may appropriately be
applied on a test basis in some circumstances.

Methods of Data Processing

.33 Since the definition and related basic concepts of accounting
control are expressed in terms of objectives, they are independent
of the method of data processing used; consequently, they apply
equally to manual, mechanical, and electronic data processing sys-
tems. However, the organization and procedures required to accom-
plish those objectives may be influenced by the method of data
processing used.!

Limitations

.34 There are inherent limitations that should be recognized
in considering the potential effectiveness of any system of account-
ing control. In the performance of most control procedures, there are
possibilities for errors arising from such causes as misunderstanding
of instructions, mistakes of judgment, and personal carelessness,
distraction, or fatigue. Furthermore, procedures whose effectiveness
depends on segregation of duties obviously can be circumvented by
collusion. Similarly, procedures designed to assure the execution
and recording of transactions in accordance with management’s
authorizations may be ineffective against either errors or irregulari-
ties perpetrated by management with respect to transactions or to
the estimates and judgments required in the preparation of financial
statements. In addition to the limitations discussed above, any pro-
jection of a current evaluation of internal accounting control to future
periods is subject to the risk that the procedures may become in-
adequate because of changes in conditions and that the degree of
compliance with the procedures may deteriorate.

*For special considerations relating to electronic data processing systems, see
z.ectno:;- 321, The Effects of EDP on the Auditor's Study and Evaluation of Internal
ontro
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Personnel

.35 Reasonable assurance that the objectives of accounting con-
trol are achieved depends on the competence and integrity of per-
sonnel, the independence of their assigned functions, and their un-
derstanding of the prescribed procedures. Although these factors
are important, their contribution is to provide an environment con-
ducive to accounting control rather than to provide assurance that
it necessarily will be achieved. Accounting control procedures may .
be performed by personnel in any appropriate organizational posi-
tion. In smaller organizations such procedures may be performed by
the owner-manager. In these circumstances, however, some of the
limitations discussed in paragraph .34 may be particularly applicable.

Segregation of Functions

.36 Incompatible functions for accounting control purposes are
those that place any person in a position both to perpetrate and to
conceal errors or irregularities in the normal course of his duties.!
Anyone who records transactions or has access to assets ordinarily
is in a position to perpetrate errors or irregularities. Accordingly,
accounting control necessarily depends largely on the elimination of
opportunities for concealment. For example, anyone who records
disbursements could omit the recording of a check, either uninten-
tionally or intentionally. If the same person also reconciles the bank
account, the failure to record the check could be concealed through
an improper reconciliation. This example illustrates the concept
that procedures designed to detect errors and irregularities should
be performed by persons other than those who are in a position to
perpetrate them—i.e., by persons having no incompatible functions.
Procedures performed by such persons are described hereinafter as
being performed independently.

Execution of Transactions

.37 Obtaining reasonable assurance that transactions are exe-
cuted as authorized requires independent evidence that authoriza-
tions are issued by persons acting within the scope of their authority
and that transactions conform with the terms of the authorizations.

1In this section “errors” refers to unintentional mistakes, and “irregularities”
refers to intentional distortions of financial statements and to defalcations.
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These terms may be either explicit or implicit, the latter being in
the form of company policies or usual business practices applicable
to the transactions involved. In some cases the required evidence is
obtained by independent comparison of transaction documents with
specific authorizations. For example, receiving reports and vendors’
invoices may be compared with purchase orders in approving vouch-
ers for payments; further, paid checks may be compared with ap-
proved vouchers, either individually or collectively, through recon-
ciliations and related procedures. In other cases, such comparisons
may be made with general authorizations such as general price lists,
credit policies, or automatic reorder points. Such comparisons may be
made manually or by computers. Reasonable assurance may some-
times be obtained by comparison of recorded transactions with
budgets or standard costs, but the effectiveness of this alternative
depends on the extent to which variations are identified and investi-
gated. In some cases the only practicable means for obtaining rea-
sonable assurance is by periodic surveillance of the personnel en-
gaged in the execution of transactions.

Recording of Transactions

.38 The objective of accounting control with respect to the re-
cording of transactions requires that they be recorded at the amounts
and in the accounting periods in which they were executed and be
classified in appropriate accounts. For this purpose accounting pe-
riods refer to the periods for which financial statements are to be
prepared. In the definition of accounting control this objective is
expressed in terms of permitting, rather than assuring, the prepara-
tion of financial statements in conformity with generally accepted
accounting principles or any other applicable criteria. This distinc-
tion recognizes that, beyond the necessary recording of transactions,
management’s judgment is required in making estimates and other
decisions required in the preparation of such statements.

.39 The possibilities for obtaining assurance that transactions
have been properly recorded depend largely on the availability of
some independent source of information that will provide an indi-
cation that the transactions have been executed. These possibilities
vary widely with the nature of the business and the transactions, as
illustrated by the following examples. At one extreme, comparison
of paid checks returned by a bank with the recorded disbursements
would reveal any unrecorded paid checks. Similarly, examination
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of documents supporting recorded disbursements would reveal those
for which an accountability for resulting assets should be recorded
concurrently. Where shipping documents are used, comparison of
such documents with sales records would reveal unrecorded sales.
A more indirect possibility with respect to sales is to estimate the
aggregate amount that should be recorded by applying sales prices
or gross profit rates to quantities or costs of inventory disposed of
during a period. The degree of accuracy from such estimates de-
pends on the variability of the pricing structure, the product mix,
and other circumstances; in any event, however, such estimates
ordinarily would not provide specific identification of any unrecorded
sales that may be indicated. Assurance that collections on receiv-
ables are recorded rests primarily on the controls exercised over the
records of receivables since these show the aggregate accountability
for such collections. Accountability for collections of interest and
dividends ordinarily can be established readily from securities rec-
ords and independent published sources, while that for contributions
from the general public ordinarily is more difficult to establish or
estimate. The foregoing examples are not intended to be compre-
hensive in scope nor exhaustive in treatment but only illustrative of
the general nature of the concepts and the variety of circumstances
involved in obtaining assurance that transactions are properly re-
corded.

.40 Transactions with outside parties are necessarily recorded
individually and should be recorded as promptly as practicable
when the recording is necessary to maintain accountability for
assets such as cash, securities, and others that are susceptible to loss
from errors or irregularities. In this context, recording refers to the
initial record, document, or copy evidencing the transaction and not
to subsequent summarization. As to such summarization and as to
the initial recording of other transactions, the time of recording
within the appropriate accounting period may be determined on the
basis of convenience and processing efficiency.

.41 The foregoing timing considerations apply also to the re-
cording of internal transfers or use of assets or services. However,
come transfers and cost allocations need not be recorded individually
if the aggregate amounts can be determined satisfactorily. For
example, cost of sales may be determined by applying gross profit
rates to sales, and material usage may be determined by reference
to production reports and bills of material.
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Access to Assets

42 The objective of safeguarding assets requires that access
to assets be limited to authorized personnel. In this context, access
to assets includes both direct physical access and indirect access
through the preparation or processing of documents that authorize
the use or disposition of assets. Access to assets is required, of
course, in the normal operations of a business and, therefore, limiting
access to authorized personnel is the maximum constraint that is
feasible for accounting control purposes in this respect. The number
and caliber of personnel to whom access is authorized should be
influenced by the nature of the assets and the related susceptibility
to loss through errors and irregularities. Limitation of direct access
to assets requires appropriate physical segregation and protective
equipment or devices. Limitation of indirect access requires pro-
cedures similar to those discussed in paragraph .36.

Comparison of Recorded Accountability With Assets

.43 The purpose of comparing recorded accountability with as-
sets is to determine whether the actual assets agree with the recorded
accountability, and, consequently; it is closely related to the fore-
going discussion concerning the recording of transactions. Typical
examples of this comparison include cash and securities counts, bank
reconciliations, and physical inventories.

44 If the comparison reveals that the assets do not agree with
the recorded accountability, it provides evidence of unrecorded
or improperly recorded transactions. The converse, however, does
not necessarily follow. For example, agreement of a cash count with
the recorded balance does not provide evidence that all cash received
has been properly recorded. This illustrates an unavoidable distinc-
tion between fiduciary and recorded accountability: the former
arises immediately upon acquisition of an asset; the latter arises
only when the initial record of the transaction is prepared.

45 As to assets that are susceptible to loss through errors or
irregularities, the comparison with recorded accountability should
be made independently.

.46 The frequency with which such comparison should be made
for the purpose of safeguarding assets depends on the nature and
amount of the assets involved and the cost of making the comparison.
For example, it may be reasonable to count cash daily but not rea-
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sonable to take a physical inventory at that interval. However, a
daily inventory of products in the custody of route salesmen, for
example, may be practicable as a medns of determining their ac-
countability for sales. Similarly, the value and vulnerability of some
products may make frequent complete inventories worthwhile.

47 The frequency with which the comparison of recorded ac-
countability with assets should be made for the purpose of achieving
reliability of the records for preparing financial statements depends
on the materiality of the assets and their susceptibility to loss through
errors or irregularities.

48 The action that may be appropriate with respect to any dis-
crepancies revealed by the comparison of recorded accountability
with assets will depend primarily on the nature of the asset, the
system in use, and the amount and cause of the discrepancy. Appro-
priate action may include adjustment of the accounting records, fil-
ing of insurance claims, revision of procedures, or administrative
action to improve the performance of personnel.

Study of System
Scope of Study

49 As defined in paragraphs .27 through .29, accounting control
is within the scope of the study and evaluation of internal control
contemplated by generally accepted auditing standards, while ad-
ministrative control is not.

.50 The study to be made as the basis for the evaluation of inter-
nal control includes two phases: (a) knowledge and understanding
of the procedures and methods prescribed and (b) a reasonable de-
gree of assurance that they are in use and are operating as planned.
These two phases of study are referred to as the review of the
system and tests of compliance, respectively. Although these phases
are discussed separately, they are closely related in that some por-
tions of each may be performed concurrently and may contribute to
the auditor’s evaluation of the prescribed procedures and of the
compliance with them.

Review of System

.51 The review of the system is primarily a process of obtaining
information about the organization and the procedures prescribed
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and is intended to serve as the basis for tests of compliance and for
evaluation of the system. The information required for this purpose
ordinarily is obtained through discussion with appropriate client
personnel and reference to documentation such as procedure man-
uals, job descriptions, flowcharts, and decision tables.

.52 In order to clarify their understanding of information ob-
tained from such sources, some auditors follow the practice of tracing
one or a few of the different types of transactions involved through
the related documents and records maintained. This practice may
be useful for the purpose indicated and may be considered as a part
of the tests of compliance as discussed later in this section.

.53 Information concerning the system may be recorded by the
auditor in the form of answers to a questionnaire, narrative memor-
anda, flowcharts, decision tables, or any other form that suits the
auditor’s needs or preferences.

.54 Upon completion of the review of the system, the auditor
should be able to make a preliminary evaluation assuming satisfac-
tory compliance with the prescribed system, and it is usually desir-
able to do so at this time. Concepts to be considered in making either
a preliminary or final evaluation are discussed in paragraphs .64
through .68.

Tests of Compliance

.55 The purpose of tests of compliance is to provide reasonable
assurance that the accounting control procedures are being applied
as prescribed. Such tests are necessary if the prescribed procedures
are to be relied upon in determining the nature, timing, or extent of
substantive tests of particular classes of transactions or balances, as
discussed later in paragraphs .57—.63, but are not necessary if the
procedures are not to be relied upon for that purpose. The auditor
may decide not to rely on the prescribed procedures because he con-
cludes either (a) that the procedures are not satisfactory for that
purpose or (b) that the audit effort required to test compliance with
the procedures to justify reliance on them in making substantive tests
would exceed the reduction in effort that could be achieved by such
reliance. The latter conclusion may result from consideration of the
nature or amount of the transactions or balances involved, the data
processing methods being used, and the auditing procedures that
can be applied in making substantive tests. The discussion of tests
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of compliance in the remainder of this section applies only to those
portions of the system of internal accounting control that are to be
relied upon in determining the nature, timing, or extent of substan-
tive tests.

.56 The nature of accounting control procedures and of the
available evidence of compliance necessarily determines the nature
of the tests of compliance and also influences the timing and extent
of such tests as discussed under the respective captions that follow.
Although tests of compliance are discussed separately under these
captions, they are closely interrelated with substantive tests as dis-
cussed in paragraph .70; in practice, auditing procedures often con-
currently provide evidence of compliance with accounting control
procedures as well as evidence required for substantive purposes.

Nature of Tests

.57 Accounting control requires not only that certain procedures
be performed but that they be performed properly and independ-
ently. Tests of compliance, therefore, are concerned primarily with
these questions: Were the necessary procedures performed, how
were they performed, and by whom were they performed?

.58 Some aspects of accounting control require procedures that
are not necessarily required for the execution of transactions. This
class of procedures includes the approval or checking of documents
evidencing transactions. Tests of such procedures require inspection
of the related documents to obtain evidence in the form of signatures,
initials, audit stamps, and the like, to indicate whether and by whom
they were performed and to permit an evaluation of the propriety of
their performance.

.59 Other aspects of accounting control require a segregation of
duties so that certain procedures are performed independently, as
discussed in paragraph .36. The performance of these procedures is
largely self-evident from the operation of the business or the exist-
ence of its essential records; consequently, tests of compliance with
such procedures are primarily for the purpose of determining
whether they were performed by persons having no incompatible
functions. Examples of this class of procedures may include the re-
ceiving, depositing, and disbursing of cash, the recording of trans-
actions, and the posting of customers’ accounts. Since such pro-
cedures frequently leave no audit trail of documentary evidence as
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to who performed them, tests of compliance in these situations neces-
sarily are limited to inquiries of different personnel and observation
of office personnel and routines to corroborate the information ob-
tained during the initial review of the system. While reconciliations,
confirmations, or other audit tests performed in accordance with the
auditing standard relating to evidential matter may substantiate the
accuracy of the underlying records, these tests frequently provide
no affirmative evidence of segregation of duties because the records
may be accurate even though maintained by persons having incom-
patible functions.

Timing and Extent of Tests

.60 As indicated in paragraph .50, the purpose of tests of com-
pliance with accounting control procedures is to provide “a reason-
able degree of assurance that they are in use and are operating as
planned.” What constitutes a “reasonable” degree of assurance is a
matter of auditing judgment; the “degree of assurance” necessarily
depends on the nature, timing, and extent of the tests and on the
results obtained.

.61 As to accounting control procedures that leave an audit trail
of documentary evidence of compliance, tests of compliance as de-
scribed in paragraph .58 ideally should be applied to transactions
executed throughout the period under audit because of the general
sampling concept that the items to be examined should be selected
from the entire set of data to which the resulting conclusions are to
be applied. Independent auditors often make such tests during in-
terim work. When this has been done, application of such tests
throughout the remaining period may not be necessary. Factors to
be considered in this respect include (a) the results of the tests dur-
ing the interim period, (b) responses to inquiries concerning the re-
maining period, (c) the length of the remaining period, (d) the
nature and amount of the transactions or balances involved, (e)
evidence of compliance within the remaining period that may be
obtained from substantive tests performed by the independent au-
ditor or from tests performed by internal auditors, and (f) other
matters the auditor considers relevant in the circumstances.

.62 Tests of compliance may be applied on either a subjective
or statistical basis. Statistical sampling may be a practical means
for expressing in quantitative terms the auditor’s judgment con-
cerning reasonableness and for determining sample size and evalu-
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ating sample results on that basis. For the guidance of auditors
who are interested in using statistical sampling, this section in-
cludes two appendices.’

.63 As to accounting control procedures that depend primarily
on segregation of duties and leave no audit trail, the inquiries de-
scribed in paragraph .59 should relate to the entire period under
audit, but the observations described therein ordinarily may be
confined to the periods during which the auditor is present on the
client’s premises in conducting other phases of his audit.

Evaluation of System

.64 From the viewpoint of management, the purposes of ac-
counting control are stated in the definition given previously. These
purposes apply equally to the independent auditor, but they were
stated somewhat differently in Chapter 5 of Statement No. 33 as
follows:

A function of internal control, from the viewpoint of the inde-
pendent auditor, is to provide assurance that errors and irregu-
larities may be discovered with reasonable promptness, thus as-
suring the reliability and integrity of the financial records. The
independent auditor’s review of the system of internal control as-
sists him in determining other auditing procedures appropriate
to the formulation of an opinion on the fairness of the financial
statements.

.65 A conceptually logical approach to the auditor’s evaluation
of accounting control, which focuses directly on the purpose of
preventing or detecting material errors and irregularities in finan-
cial statements, is to apply the following steps in considering each
significant class of transactions and related assets involved in the
audit:

a. Consider the types of errors and irregularities that could occur.

b. Determine the accounting control procedures that should pre-
vent or detect such errors and irregularities.

c. Determine whether the necessary procedures are prescribed and
are being followed satisfactorily.

1 See sections 320A, “Relationship of Statistical Sampling to Generally Accepted
Auditing Standards,” and 320B, “Precision and Reliability for Statistical Sam-
pling in Auditing.”
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d. Evaluate any weaknesses—i.e., types of potential errors and
irregularities not covered by existing control procedures—to
determine their effect on (1) the nature, timing, or extent of
auditing procedures to be applied and (2) suggestions to be
made to the client.

.66 In the practical application of the foregoing approach, the
first two steps are performed primarily through the development
of questionnaires, checklists, instructions, or similar generalized
material used by the auditor. However, professional judgment is
required in interpreting, adapting, or expanding such generalized
material as appropriate in particular situations. The third step is
accomplished through the review of the system and tests of com-
pliance and the final step through the exercise of professional
judgment in evaluating the information obtained in the preceding
steps.

.67 This suggested approach emphasizes the possibilities for,
and controls against, particular types of errors and irregularities
concerning particular classes of transactions and related assets.
Controls and weaknesses affecting different classes of transactions
are not offsetting in their effect. For example, weaknesses in cash
receipts procedures are not mitigated by controls in cash disburse-
ments procedures; similarly, weaknesses in billing procedures are
not mitigated by controls in collection procedures. The auditor’s
review of the system of accounting control and his tests of com-
pliance should be related to the purposes of his evaluation of the
system. For this reason, generalized or overall evaluations are not
useful for auditors because they do not help' the auditor decide
the extent to which auditing procedures may be restricted. On the
other hand, the auditor ordinarily would confine his evaluation to
broad classes of transactions, such as disbursements and sales; he
ordinarily would not evaluate separately procedures that result in
entries to particular accounts and he usually would not apply his
procedures differently within a class of transactions. For example,
disbursements may be examined by selecting from all disburse-
ments, without considering the accounts to which the disburse-
ments are charged, and in his examination the auditor would be
concerned with validity and approval of supporting documents
without regard to the nature of the documentation or the particular
individual authorized to approve the disbursement. There may be
circumstances, however, in which a more narrow evaluation may
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be appropriate because control over a class of transactions may be
good except as to certain transactions within the class, and it may
be more efficient to extend auditing procedures as to only those
kinds of transactions. For example, control of cash disbursements
may be good except for disbursements for advertising, and it may
be more efficient to extend procedures relating to advertising dis-
bursements than to extend procedures relating to all cash disburse-
ments.

.68 The auditor’s evaluation of accounting control with refer-
ence to each significant class of transactions and related assets
should be a conclusion as to whether the prescribed procedures
and compliance therewith are satisfactory for his purpose. The pro-
cedures and compliance should be considered satisfactory if the
auditor’s review and tests disclose no condition he believes to be
a material weakness for his purpose. In this context, a material
weakness means a condition in which the auditor believes the pre-
scribed procedures or the degree of compliance with them does not
provide reasonable assurance that errors or irregularities in amounts
that would be material in the financial statements being audited
would be prevented or detected within a timely period by em-
ployees in the normal course of performing their assigned functions.
These criteria may be broader- than those that may be appropriate
for evaluating weaknesses in accounting control for management
or other purposes.

Correlation With Other Auditing Procedures

.69 Since the purpose of the evaluation required by the second
auditing standard of field work is to provide a basis “for the deter-
mination of the resultant extent of the tests to which auditing
procedures are to be restricted,” it is clear that its ultimate purpose
is to contribute to the “reasonable basis for an opinion” compre-
hended in the third standard of field work, which is as follows:

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

1 Section 150.02.
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.70 The evidential matter required by the third standard is
obtained through two general classes of auditing procedures: (a)
tests of details of transactions and balances and (b) analytical re-
view of significant ratios and trends and resulting investigation of
unusual fluctuations and questionable items. These procedures are
referred to in this section as “substantive tests.” The purpose of these
procedures is to obtain evidence as to the validity and the propriety
of accounting treatment of transactions and balances or, conversely,
of errors or irregularities therein. Although this purpose differs from
that of compliance tests, both purposes often are accomplished
concurrently through tests of details.

.71 The second standard does not contemplate that the auditor
will place complete reliance on internal control to the exclusion of
other auditing procedures with respect to material amounts in the
financial statements. This interpretation is appropriate for several
reasons. First, the connotation of “restricted” in this context does
not imply “eliminated.” Second, the third standard includes no
language suggesting complete reliance on internal control. Finally,
the inherent limitations on the effectiveness of accounting control
as discussed in paragraph .34 are the fundamental reasons under-
lying this interpretation.

.72 In considering the more difficult question as to the extent
of restriction contemplated in the second and third standards, the
following excerpts from section 320A provide a useful conceptual
analysis of the intricate relationship between these standards:

14 ... [T)he ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combina-
tion of two separate risks. The first of these is that material errors
will occur in the accounting process by which the financial state-
ments are developed. The second is that any material errors that
occur will not be detected in the auditor’s examination.

15 The auditor relies on internal control to reduce the first risk,
and on his tests of details and his other auditing procedures to
reduce the second. The relative weight to be given to the respec-
tive sources of reliance . . . are matters for the auditor’s judgment
in the circumstances.

.19 The second standard of field work recognizes that the extent
of tests required to constitute sufficient evidential matter under the
third standard should vary inversely with the auditor’s reliance
on internal control. These standards taken together imply that the
combination of the auditor’s reliance on internal contrel and on
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his auditing procedures should provide a reasonable basis for his

opinion in all cases, although the portion of reliance derived from

the respective sources may properly vary between cases.

.73 The foregoing excerpts recognize not only that the reliance
on substantive tests may properly vary inversely with the reliance
on internal accounting control, but also that the relative portions
of the reliance on substantive tests that are derived from tests of
details and from analytical review procedures may properly vary.
Regardless of the extent of reliance on internal accounting control,
the auditor’s reliance on substantive tests may be derived from tests
of details, from analytical review procedures, or from any combi-
nation of both that he considers appropriate in the circumstances.
Variations in this respect may arise from differences in circum-
stances bearing on the expected effectiveness and efficiency of the
respective types of procedures. In this context, effectiveness refers
to the audit satisfaction that can be obtained from the procedures,
and efficiency refers to the audit time and effort required to per-
form the procedures. Effectiveness necessarily is the overriding
consideration, but efficiency is an appropriate consideration in
choosing between procedures of similar effectiveness. The differ-
ences in circumstances having a bearing on expected effectiveness
and efficiency may include factors such as the nature of the trans-
actions or balances involved, the availability and stability of ex-
perience or other criteria for use in analytical review procedures,
the availability of records required for effective tests of details, the
volume of such records and the nature of the tests to which they
are susceptible, and the timing of the analytical review and/or
tests of details in relation to the end of the period being audited.

[.74] [Superseded, December 1975, by Statement on Auditing
Standards No.9.] (See section 322.)

.75 Substantive tests of details may be applied on either a sub-
jective or a statistical basis. Statistical sampling may be a practical
means for expressing in quantitative terms the auditor’s judgment
concerning the reliance to be derived from such tests and for deter-
mining sample size and evaluating sample results on that basis.'

> The next page is 281. <&

! Sce Appendices A and B (sections 320A and 320B).
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Appendix A—Relationship of
Statistical Sampling to Generally
Accepted Auditing Standards’

Issue date, unless
otherwise indicated:
November, 1972

Introduction

.01 The Committee on Statistical Sampling issued a special re-
port entitled “Statistical Sampling and the Independent Auditor”
in February 1962. This report dealt with the general natute of -
statistical sampling and its applicability to auditing, and concluded
with the following paragraph:

A broader education in and knowledge of statistical sampling and
further research as to its applicability on the part of the’profession
is desirable.

.02 In line with this conclusion, the committee has given fur-
ther attention to the relationship of statistical sampling to generally
accepted auditing standards and believes that publication of its
views on this matter may serve a useful purpose.

.03 The following excerpts from the special report are quoted
to provide some background to the subsequent reference to statis-
tical sampling by the Committee on Auditing Procedure and to serve
as an introduction to the matters discussed in this report:

The committee is of the opinion that the use of statistical sampling
is permitted under generally accepted auditing standards.

Statistical samples are evaluated in terms of “precision,” which is
expressed as a range of values, plus and minus, around the sample
result, and “reliability” (or confidence), which is expressed as the
proportion of such ranges from all possible similar samples of the
same size that would include the actual population value.

1 This Appendix is a reprint of “A Special Report by the Committee on Statis-
tical Sampling of the American Institute of Certified Public Accountants,”
which was published in The Journal of Accountancy, in slightly altered form
(July 1964), pp. 56-58.
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Although statistical sampling furnishes the auditor with a measure
of precision and reliability, statistical techniques do not define for
the auditor the values of each required to provide audit satisfaction.

Specification of the precision and reliability necessary in a given
test is an auditing function and must be based upon judgment in the
same way as is the decision as to audit satisfaction required when
statistical sampling is not used.

.04 In December 1963, the Committee on Auditing Procedure
issued Auditing Standards and Procedures (Statement on Auditing
Procedure No. 33), which included the following comments con-
cerning statistical sampling:

In determining the extent of a particular audit test and the method
of selecting items to be examined, the auditor might consider using
statistical sampling techniques which have been found to be ad-
vantageous in certain instances. The use of statistical sampling does
not reduce the use of judgment by the auditor but provides certain
statistical measurements as to the results of audit tests, which mea-
surements may not otherwise be available (section 330.14).

.05 The two sources from which the foregoing excerpts were
taken make it clear that statistical sampling is not a fundamentally
-different audit approach, and that its use is permissive rather than
mandatory under generally accepted auditing standards.

.06 The committee believes that interest in the use of statistical
sampling is increasing. Accordingly, this report is issued to discuss
more specifically a way in which statistical precision and reliability
can be related to generally accepted auditing standards and to point
out some of the factors to be considered by the auditor in deciding
what degree or level of each is satisfactory for a particular sample;
it is not issued to propose definitive numerical criteria for these
measurements nor to discuss their mathematical aspects.

Generally Accepted Auditing Standards

.07 The auditing standards to which statistical sampling is most
directly related are the three standards of field work:

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

2. There is to be a proper study and evaluation of the existing
internal control as a basis for reliance thereon and for the determina-
tion of the resultant extent of the tests to which auditing procedures
are to be restricted.
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3. Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries, and confirmations to
afford a reasonable basis for an opinion regarding the financial state-
ments under examination (section 150.02.)

.08 Since the ultimate objective of the first and second of these
standards is to contribute to the “reasonable basis for an opinion”
which is comprehended in the third, the three standards are dis-
cussed in reverse order in this report.

Third Standard—Evidential Matter

.09 The opinion referred to in the third standard of field work
ordinarily is to the effect that the financial statements present fairly
the financial position, results of operations, and changes in financial
position in conformity with generally accepted accounting prin-
ciples applied on a basis consistent with that of the preceding year.
Materiality is implicit in the concept of fair presentation. Similarly,
some degree of uncertainty is implicit in the concept of a reasonable
basis for an opinion.

.10 Although “precision” and “reliability” are statistically insep-
arable, the committee believes that one of the ways in which these
measurements can be usefully adapted to the auditor’s purposes is
by relating precision to materiality and reliability to the reasonable-
ness of the basis for his opinion.

Materiality and Sampling Precision

.11 Evaluation of the precision of an audit sample in monetary
terms contributes directly to the auditor’s ultimate purpose since
such evaluation can be related to his judgment as to the monetary
amount of errors that would be material. Evaluation of precision in
terms of the frequency of deviations from internal control proce-
dures or of other errors not evaluated in monetary terms contributes
to the auditor’s ultimate purpose by influencing his judgment as
to the reliability of the records and the likelihood of errors having
a material effect.

.12 In making decisions with respect to the results of a sample,
the auditor should consider the precision of the sample as well as
the estimate derived from it. For the purpose of some audit tests,
the auditor may be concerned with both the upper and lower pre-
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cision limits; for others, he may be concerned with only one of these
limits. For example, if a sample results in an estimate that an asset
is overstated by $10,000 with an upper precision limit of $12,000
at the reliability level desired by the auditor, he usually would be
concerned with the estimate of $10,000 and the upper limit of
$12,000 because his primary interest in such circumstances would
center on the maximum amount by which the asset might be over-

stated.

.13 The auditor’s decision as to the monetary amount or fre-
quency of errors that would be considered material should be based
on his judgment in the circumstances in the particular case. In
addition to the statistical evaluation, the auditor should also con-
sider the nature and cause of errors revealed by the sample and
their possible relation to other phases of his examination.

Reasonableness and Sampling Reliability

.14 For the purpose of relating sampling reliability to the rea-
sonableness of the basis for an opinion, it should be understood
that the ultimate risk against which the auditor and those who
rely on his opinion require reasonable protection is a combination
of two separate risks. The first of these is that material errors will
occur in the accounting process by which the financial statements
are developed. The second is that any material errors that occur
will not be detected in the auditor’s examination.

.15 The auditor relies on internal control to reduce the first risk,
and on his tests of details and his other auditing procedures to reduce
the second. The relative weight to be given to the respective sources
of reliance and, accordingly, the sampling reliability desired for his
tests of details are matters for the auditar’s judgment in the circum-
stances. The committee believes that reliability levels used in samp-
ling applications in other fields are not necessarily relevant in deter-
mining appropriate levels for applications in auditing because the
auditor’s reliance on sampling is augmented by other sources of reli-
ance that may not be available in other fields.

Sufficiency and Sample Size

.16  After the auditor’s judgment has been expressed by specify-
ing the precision and reliability desired, statistical formulas or tables
can be used in determining the sample size that will be sufficient to
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achieve these objectives. In this manner, statistical sampling can be
related to compliance with the third standard of field work concern-
ing the sufficiency of evidential matter to be obtained.

Competence and Sample Evaluation

.17 The competence of evidential matter as referred to in the
third standard of field work is solely a matter of auditing judgment
that is not comprehended in the statistical design and evaluation of
an audit sample. In a strict sense, the statistical evaluation relates
only to the probability that items having certain characteristics in
terms of monetary amounts, quantities, errors, or other features of
interest will be included in the sample—not to the auditor’s treatment
of such items. Consequently, the use of statistical sampling does not
directly affect the auditor’s decisions as to the auditing procedures to
be performed, the acceptability of the evidential matter obtained
with respect to individual items in the sample, or the action which
might be taken in the light of the nature and cause of particular
errors.

Second Standard—internal Control

.18 The second standard of field work requires an evaluation of
internal control as a basis for determining the extent of audit tests.
Compliance with this standard involves two problems: (a) evalu-
ating the internal control, and (b) relating the extent of tests to this
evaluation.

Extent of Tests

.19 The second standard of field work recognizes that the extent
of tests required to constitute sufficient evidential matter under the
third standard should vary inversely with the auditor’s reliance on
internal control. These standards taken together imply that the com-
bination of the auditor’s reliance on internal control and on his audit-
ing procedures should provide a reasonable basis for his opinion in
all cases, although the portion of reliance derived from the respective
sources may properly vary between cases. For statistical samples de-
signed to test the validity or bona fides of accounting data and to be
evaluated in monetary terms, the committee believes the foregoing
concept should be applied by specifying reliability levels that vary
inversely with the subjective reliance assigned to internal control and
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to any other auditing procedures or conditions relating to the par-
ticular matters to be tested by such samples.

Evaluation of Internal Control

Y20 The evaluation of internal control involves two phases, as
indicated in the following excerpt from section 320.50: “(a) knowl-
edge and understanding of the procedures and methods prescribed
and (b) a reasonable degree of assurance that they are in use and
are operating as planned.”

.21 The auditor’s knowledge of the procedures prescribed by the
client ordinarily is obtained by inquiry or reference to written in-
structions, and his understanding of their function and limitations is
based on his training, experience, and judgment. On this basis, the
auditor makes a preliminary evaluation of the effectiveness of the
prescribed procedures, assuming that compliance with them is satis-
factory. Statistical sampling is not applicable to this phase of the
evaluation.

.22 As to the second phase, statistical sampling may be applied
to test compliance with internal control procedures that leave an
audit trail in the form of documentary evidence of compliance. This
evidence may consist of signatures, initials, and the like, which indi-.
cate preparation, checking, or approval of documents such as pur-
chase orders, receiving reports, vouchers, checks, sales invoices, and
credit memorandums. The committee believes that samples taken
for this purpose should be evaluated in terms of the frequency and
nature of deviations from any procedures the auditor considers essen-
tial to his preliminary evaluation of internal control, and that their
influence on his final evaluation of internal control should be based
on his judgment as to the effect of such deviations on the risk of
material errors in the financial statements. Since samples taken for
this purpose are intended to provide a basis for relying on compliance
with internal control procedures, the committee believes they should
be evaluated at a reliability level the auditor considers reasonable in
the light of factors other than the procedures themselves.

.23  On the other hand, statistical sampling generally is not appli-
cable to tests of compliance with internal control prcocedures that
depend primarily on appropriate segregation of duties and leave no
audit trail of documentary evidence in this respect. Although statis-
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tical sampling may be applied to test the accuracy of records such as
bank- reconciliations, customers’ accounts, footings, and postings,
these tests provide no affirmative evidence concerning the segrega-
tion of duties because the related records may very well be accurate
even in the absence of this element of internal control. Consequently,
in the absence of documentary evidence in the form of signatures,
initials, and the like, evidence of appropriate segregation of duties is
usually obtained by the auditor through his original inquiries or ref-
erence to written instructions and through supplemental corrobora-
tive inquiries and observation of office personnel and routines.

First Standard—Audit Planning and Supervision

24 The committee believes the foregoing discussion of matters
to be considered in applying statistical sampling and in correlating
it with other aspects of an audit demonstrates that proper use of
statistical sampling requires audit planning and supervision as com-
prehended in the first standard of field work. In addition to the
statistical problems involved in designing, selecting, and evaluating
samples, audit planning and supervision are required in defining
errors or other features of interest for sample purposes, specifying
sample objectives in terms of reliability and precision related to such
purposes, applying the definition of errors or other features of interest
in examining sample items, and deciding on the significance of
sample evaluations in relation to other information obtained during
an audit.

This report presents the considered opinion of the nine members
of the Committee on Statistical Sampling, reached on a formal vote
after examination of the subject matter by the committee and the
technical services division. Except where formal adoption by the
Council or the membership of the Institute has been asked and
secured, the authority of the statements rests upon the general ac-
ceptability of the opinions so reached.

W—> The next page is 291. <~
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Appendix B—Precision and
Reliability for Statistical
Sampling in Auditing

Issue date, unless
otherwise indicated:
November, 1972

Introduction

.01 Section 320 reiterates the position expressed in prior pro-
nouncements to the effect that the use of statistical sampling is com-
patible with, but not required by, generally accepted auditing stand-
ards. Because statistical sampling is relevant to the subject matter of
section 320, this Appendix has been included for the guidance of
auditors who have made an informed judgment to use statistical
sampling, For a complete understanding of the terms and concepts
in this Appendix, it should be read in conjunction with section 320,
“The Auditor’s Study and Evaluation of Internal Control” and with
section 320A, “Relationship of Statistical Sampling to Generally
Accepted Auditing Standards.” '

.02 Statistical sampling is one of the techniques available to the
auditor to accomplish his objectives. In determining which tech-
nique is appropriate in a particular set of circuinstances, the auditor
should carefully consider the audit effectiveness and efficiency of the
alternatives available.

.03  Although the precision and reliability required for statistical
sampling necessarily is a matter of audi¥ judgment, the discussion
and examples included in this Appendix’ are intended to facilitate
the exercise of judgment concerning these requirements. This mate-
rial, however, is not intended to be applied in a mechanical fashion
nor to impinge upon audit judgment in any respect.

.04 This Appendix does not discuss any of the statistical theory
or techniques required to execute a valid statistical sample and
should therefore be used only by auditors who have adequate statis-
tical knowledge to (a) decide when statistical audit samples may be
appropriate, (b) design and select a valid sample, (c) evaluate the
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audit evidence from the sample, and (d) apply the evaluation in the
overall context of the audit. For matters of statistical theory and
technique, the auditor should refer to standard reference sources.

.05 This Appendix applies only to statistical samples for audit
purposes; it does not apply to those used to determine basic account-
ing information.

Audit Tests and Uncertainty

.06 In the examination of financial statements, the auditor is con-
cerned both with the accuracy of the underlying data and with man-
agement’s decisions relating to accounting principles, estimates and
judgments with respect to future events, and other representations
implicit in the financial statements. Audit tests of details of transac-
tions and balances are concerned primarily with the processing and
accuracy of the data and may also provide information relevant to
the decisions made by management and to those required by the
auditor. However, information relevant to such decisions may also
be obtained by other auditing procedures. Although some uncer-
tainty is inherent both in audit tests of details and in other auditing
procedures, references to uncertainty in the remainder of this Ap-
pendix are restricted to the uncertainty relating to tests of details.

.07 The justification for accepting some uncertainty in audit tests
arises from the relationship between such factors as the cost and time
required to examine the data and the adverse consequences of pos-
sible erroneous decisions based on the resulting conclusions. Where
these factors do not justify the acceptance of some uncertainty, the
only alternative is a complete examination.! Since this is seldom the
case, the basic concept of testing is well established in generally
accepted auditing standards.

.08 Whether audit tests of details are applied by statistical or
nonstatistical sampling, the common purpose of both is to form a
conclusion about an entire population by examining only a part of it.
The distinguishing feature of statistical sampling is that it provides
a means for measuring mathematically the degree of uncertainty that
results from examining only a part of the data. Auditors who prefer

I'Complete examination obviously would eliminate the uncertainty that would
arise solely from testing; however, it would not eliminate the uncertainty
attributable to possible failure of the auditor to recognize errors in the data
examined or in management’s decisions implicit in the financial statements.
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statistical sampling believe that its principal advantage flows from
this unique feature. By mathematical measurement of such uncer-
tainty, the auditor can determine the sample sizes necessary to con-
fine the uncertainty to limits that he considers acceptable in any
particular situation.

.09 The measurement of uncertainty or of assurance associated
with statistical samples is expressed in terms of two parameters or
dimensions: “precision” and “reliability.” The meaning and inter-
dependence of these terms has been explained in section 320A.03 as
follows:

Statistical samples are evaluated in terms of “precision,” which
is expressed as a range of values, plus and minus, around the sample
result, and “reliability” (or confidence), which is expressed as the
proportion of such ranges from all possible similar samples of the
same size that would include the actual population value.

Stated somewhat less technically, precision expresses the range or
limits within which the sample result is expected to be accurate,
while reliability expresses the mathematical probability of achieving
that degree of accuracy. In this context, “sample result” refers to the
estimate of the actual but unknown quantity (number or amount,
expressed in absolute or relative terms) of the feature of interest in
the population. For example, a sample concerned with the amount
of an account balance and evaluated at a particular reliability level
might result in an estimate of the population total of $1,000,000, a
“precision” of plus or minus $100,000, a “lower precision limit” of
$900,000, and an “upper precision limit” of $1,100,000, all based on
the sample.

.10 In this Appendix, precision and reliability refer to these
parameters as finally determined upon evaluation of the information
obtained from the sample. These parameters are discussed further
in subsequent segments relating to audit tests for specific purposes.

Audit Judgment and Statistical Sampling

.11 Section 320A.03 includes the following comments concerning
the need for audit judgment in applying statistical sampling:

Although statistical sampling furnishes the auditor with a measure

of precision and reliability, statistical techniques do not define for
the auditor the values of each required to provide audit satisfaction.
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Specification of the precision and reliability necessary in a given
test is an auditing function and must be based upon judgment in
the same way as is the decision as to audit satisfaction required
when statistical sampling is not used.

.12 This excerpt, as well as the experience of auditors who have
used statistical sampling, should allay the concern of some auditors
that its use impinges on the province of audit judgment. Such judg-
ment necessarily becomes explicit in determining the precision and
reliability to be used for statistical samples, but it is implicit in non-
statistical samples.

.13 The determination of precision and reliability desired for
statistical samples is in the realm of audit judgment because no
mathematical basis for definitive criteria is available and no authori-
tative pronouncement has been issued. As mentioned in paragraph
.11, statistical sampling techniques provide a means for computing
precision and reliability but not for determining the adequacy of
these parameters for the auditor’s purposes. Although it is evident
that definitive criteria cannot be established or proven mathemati-
cally, the discussion and examples in this Appendix should provide
useful guidance for the exercise of further judgment by auditors who
are interested in applying statistical sampling in particular situations.

.14 Section 320A.10 indicates the general framework within
which audit judgment should be exercised in designing and evalu-
ating statistical samples:

Although “precision” and “reliability” are statistically insepar-
able,! the committee believes that one of the ways in which these
measurements can be usefully adapted to the auditor’s purposes
is by relating precision to materiality and reliability to the reason-
ableness of the basis for his opinion.

Some of the considerations involved in the application of this concept
in designing and evaluating audit samples to test compliance with
internal accounting control procedures and to test the substuntive
aspects of transactions and balances are discussed under those
captions in the remainder of this Appendix. Although discussed

1 Precision and reliability are “statistically inseparable” only in the sense that
they are computationally interdependent and that both should be stated in
expressing the results of a statistical sample. This does not imply, however,
that the respective measurements cannot be related to separate aspects of the
auditor’s examination, as suggested in the excerpt quoted above.
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separately, a single sample can be designed to serve both of these
purposes as explained further in paragraph .37. Because generalized
or overall evaluations of internal control are not useful to the auditor,
as explained in section 320.67, the discussion that follows presumes
the samples are designed to test the compliance and/or substantive
aspects of particular classes of transactions or balances.

Compliance Tests

.15 The discussion in section 320 concerning the purpose, nature,
and extent of tests of compliance with internal accounting control
procedures applies also to the discussion of those matters in this
Appendix. Samples designed for this purpose should be evaluated
in terms of deviations from, or compliance with, pertinent procediires
tested, either as to the number of such deviations or the manetary
amount of the related transactions. In this context, pertinent pro-
cedures are those which, if not purported to be in use, would have
affected adversely the auditor’s preliminary evaluation of the system
prior to his tests of compliance.

.16 In addition to the statistical evaluation of the quantitative
significance of deviations from pertinent procedures, consideration
should be given to the qualitative aspects of the deviations. These
include (a) the nature and cause of errors, such as whether they are
errors in principle or in application, are deliberate or unintentional,
are due to misunderstanding of instructions or to careless compliance,
and the like and (b) the possible relatiopship of errors to other
phases of the audit.

Precision for Compliance’ Tests

.17 The evaluation of a sample designed to test compliance with
internal accounting control procedures would ‘provide, at the relia-
bility level specified, an estimate of the procedural deviations in the
population from which the sample was selected and precision limits
with respect to such estimate. The precision limits would depend
on the size of the sample and on the procedural deviations found.
The auditor’s evaluation of compliance would include a statistical
conclusion that the procedural deviations in the population did not
exceed the upper precision limit obtained or, alternatively, were
within the precision range obtained.
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.18 In considering the precision desired for compliance tests, it
is important to recognize the relationship of procedural deviations to
(a) the accounting records being audited, (b) any related account-
ing control procedures, and (c) the purpose of the auditor’s evalua-
tion.

.19 While procedural deviations increase the risk of material
errors and irregularities in the accounting records, such errors and
irregularities do not necessarily result from procedural deviations.
For example, a disbursement that does not show evidence of required
approval may nevertheless be a valid transaction that was properly
recorded. Procedural deviations would result in errors or irregulari-
ties remaining undetected in the accounting records to be audited
only if the procedural deviations and the errors or irregularities oc-
curred on the same transactions. Consequently, procedural devia-
tions of any given percentage ordinarily would not be expected to
result in substantive errors or irregularities of the same magnitude in
the accounting records.

.20 In some situations, the primary control against a particular
type of error or irregularity may be provided by a single procedure
or a set of related procedures; in others, auxiliary control that is over-
lapping or to some degree duplicative may be provided by another
procedure or set of related procedures. In either situation, a set of
two or more procedures necessary for a single purpose should be
regarded as a single procedure, and deviations from any procedure
in the set should be evaluated on that basis. For the auditor’s pur-
pose, the significance of deviations from primary control procedures
is affected by the potential effectiveness of, and compliance with,
any auxiliary control procedures.

.21 As indicated in section 320.71, the auditor’s reliance on in-
ternal accounting control may result in his restricting, but not elimi-
nating, his application of other auditing procedures. Therefore, the
impact of procedural deviations on the auditor’s evaluation for this
purpose is somewhat less than it would be if complete reliance on
internal control were contemplated.

.22 As discussed later in this Appendix, the upper precision limit
for compliance tests necessary to justify reliance on internal account-
ing control in performing substantive tests depends on factors such
as the importance of the pertinent procedures (including the matters
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discussed in paragraph .20), the qualitative aspects of the procedural
deviations (see paragraph .16), the nature and amount of any related
substantive errors, and the extent of reliance to be placed on the pro-
cedures. The precision limits discussed in this paragraph for compli-
ance tests relate only to deviations from pertinent procedures, which
may or may not result in substantive errors in the accounting records
(see paragraph .19); substantive errors should be considered sepa-
rately in evaluating substantive tests in relation to the precision con-
sidered necessary for that purpose. Based on consideration of the
general matters discussed in paragraphs .19 through .21 and of the

specific factors mentioned in this paragraph, an auditor may decide,

for example, that an upper precision limit of 10 percent for compli-

ance tests would be reasonable; if substantial reliance is to be placed

upon the procedures, he may decide, for example, that a limit, of 5

percent or possibly lower would be reasonable.

Reliability for Compliance Tests

.23 As indicated in the preceding discussion, the precision ob-
tained is related to the condition of the population being tested. In
contrast, the reliability level is related to the probability that the
auditor’s conclusion based on this precision will be correct. Thus, the
choice of reliability level establishes the level of confidence the audi-
tor desires; it is the complement of the level of sampling risk he is
willing to assume that his conclusion will be incorrect.

.24 To illustrate this concept of reliability, assume that the audi-
tor decided, for example, that a 95 percent reliability level would be
reasonable for a sample designed to test compliance with a particular
procedure or set of related procedures. Based on this decision, an
audit sample may result in an upper precision limit of 6 percent at
the related reliability level of 95 percent. If the actual but unknown
rate of procedural deviations in the population exceeds 6 percent,
at least 95 percent of all possible samples of the same size that could
be selected from the same population would result in upper precision
limits that would exceed 6 percent. Therefore, at least 95 percent of
such samples would protect the auditor against the risk of over-
‘evaluating the degree of compliance with the procedures. Similarly,
if the auditor decides that a 90 percent reliability level would be
reasonable, at least 90 percent of all samples would protect the
auditor against the risk of overevaluating the degree of compliance

with the procedures.
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Substantive Tests

.25 The discussion in section 320 concerning the purpose and
nature of substantive tests applies also to the discussion of those
matters in this Appendix. The feature of audit interest in performing
substantive tests of details is the monetary amount of errors that
would affect the financial statements being audited. In this para-
graph and in those that follow, “errors” include both unintentional
errors and intentional irregularities.

.26 The foregoing discussion of the interpretation of precision
and reliability with reference to compliance tests applies also to sub-
stantive tests, with the understanding that the term “upper precision
limit” refers to the monetary amount of error stated as an absolute
value. Although compliance tests and substantive tests are discussed
separately herein, the same sample can serve both purposes as ex-
plained in paragraph .37.

Precision for Substantive Tests

.27 The upper precision limit for errors in an individual substan-
tive test should be established so as to be consistent with the overall
audit objective to obtain reasonable assurance that the financial
statements taken as a whole are not materially in error. Since mate-
riality is an accounting as well as an auditing concept and is beyond
the scope of section 320, the committee expresses no further views on
that subject at this time.

Reliability for Substantive Tests

.25 A narrow range of reliability levels was illustrated in the
foregoing discussion of tests of compliance. This was considered
appropriate for such tests because the evidence obtained from them
is the primary source of the auditor’s reliance with respect to com-
pliance. This is not the case, however, in determining the reliability
level for substantive tests because the reliance on these tests is to be
combined with the reliance on internal accounting control. This
concept is expressed in section 320A.19 as follows:

. . . These standards [the second and third standards of field work]
taken together imply that the combination of the auditor’s reliance
on internal control and on his auditing procedures should provide a
reasonable basis for his opinion in all cases, although the portion of
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reliance derived from the respective sources may properly vary be-
tween cases. For statistical samples designed to test the validity or
bona fides of accounting data and to be evaluated in monetary terms,
the committee believes the foregoing concept should be applied by
specifying reliability levels that vary inversely with the subjective
reliance assigned to internal control and to any other auditing pro-
cedures or conditions relating to the particular matters to be tested
by such samples.

The foregoing reference to “subjective reliance assigned to internal
control” introduces another element on which judgment is required.
Considerations relevant to the exercise of judgment in this respect
are discussed in the paragraphs that follow.

.29 The risks to be considered in determining “. . . the combina-
tion of the auditor’s reliance on internal control and on his auditing
procedures [that] should provide a reasonable basis for his opinion
in all cases . . .” are described in section 320A as follows:

.14 ... [T]he ultimate risk against which the auditor and those
who rely on his opinion require reasonable protection is a combina-
tion of two separate risks. The first of these is that material errors
will occur in the accounting process by which the financial state-
ments are developed. The second is that any material errors that
occur will not be detected in the auditor’s examination.

.15 The auditor relies on internal contrel to reduce the first risk
and on his tests of details and his other auditing procedures to re-
duce the second.

The combined risk of both of the related adverse events occurring
jointly is the product of the respective individual risks, and the com-
bined reliability is the complement of such combined risk.

.30 The risk that material errors will not be detected in the audi-
tor’s examination is measured by the complement of the reliability
level used if the auditor compares the upper precision limit of mone-
tary error to the amount he considers material. This is the basis for
the discussion pertaining to reliability in subsequent paragraphs. On
the other hand, if the auditor adopts the decision rule to accept the
book value as materially correct only if it is included in the statistical
precision range, this constitutes a hypothesis test and he should
interpret the following paragraphs in that context.
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.31 The reliability levels discussed in the following paragraphs
refer to the auditor’s substantive tests as a whole for particular classes
of transactions or balances. As indicated in section 320, the reliance
on substantive tests may be derived from tests of details, from ana-
lytical review procedures, or from any combination of both that is
appropriate in the circumstances. This concept is consistent with
the references to “other auditing procedures” in the excerpts from
section 320A in paragraphs .28 and .29. Consequently, the reliability
levels mentioned later may be achieved by combining the reliability
from one or more statistical samples that serve a particular audit
purpose with the “subjective reliance assigned to . . . any other audit-
ing procedures” that serve the same purpose. The combined relia-
bility is the complement of the combined risk that none of the
procedures would accomplish the particular audit purpose, and the
combined risk is the product of such risks for the respective individ-
ual procedures. While the combination of statistical and subjective
reliance as discussed in this paragraph is conceptually sound, there
is a practical problem in reasonable quantification of subjective reli-
ance. This problem, however, does not arise from the use of statis-
tical sampling but is implicit in any event in the process of evaluating
audit evidence and reaching conclusions.

.32 If the auditor’s evaluation indicates that little if any reliance
should be assigned to internal accounting control for the purpose of
particular substantive tests, he may decide after considering other
relevant factors that a reliability level of 95 percent, for example,
would be reasonable for those substantive tests.

.33 If the auditor’s evaluation indicates that both the prescribed
procedures and the degree of compliance with them are satisfactory,
the other extreme would be to assign all of the desired reliance to
internal accounting control and require none from substantive tests.
As indicated in section 320.71, however, generally accepted auditing
standards contemplate that other procedures will be restricted, but
not eliminated, through reliance on internal accounting control. This
position recognizes that the maximum potential effectiveness even
of satisfactory procedures is something less than complete because
of the inherent limitations discussed in section 320.34. The focal
point for judgment in determining the reliance to be assigned to
satisfactory internal accounting control is the portion of the risk of
occurrence of material errors that may reasonably be expected to be
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eliminated by such control. The remaining risk is the portion rea-
sonably attributable to the inherent limitations of such control.

.34 The auditor’s judgment concerning the reliance to be as-
signed to internal accounting control and other relevant factors
should determine the reliability level to be used for substantive tests.
Such reliability should be set so that the combination of it and the
subjective reliance on internal accounting control and other relevant
factors will provide a combined reliability level conceptually equal
to that which would be used in the circumstances described in para-
graph .32. Thus, the reliability level for substantive tests for partic-
ular classes of transactions or balances is not an independent’ or’
isolated decision; it is a direct consequence of the auditor’s evglua-
tion of internal accounting control, and cannot be construed ptop-
erly out of this context.

.35 The concept expressed in paragraph .34 can be applled by
use of the following formula:

(1-R)
S=1-

(1-C)
Where
S = Reliability level for substantive tests.
R = Combined reliability level desired (e.g., 95 per-
cent as illustrated in paragraph .327.

C = Reliance assigned to internal accounting control
and other relevant factors.

This concept is illustrated in the following table, fOl’/Wthh the com-
bined reliability level desired is assumed, for illustrative purposes,
to be 95 percent:

Auditor’s Judgment
Concerning Reliance
to Be Assigned to Resulting
Internal Accounting Control Reliability Level
and Other Relevant Factors for Substantive Tests
90% 50%
70% 83%
50% 90%
30% 93%
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.36 A final factor that is important in considering the reasonable-
ness of the reliability levels mentioned herein for substantive tests
is the risk of occurrence of material errors in financial statements in
the absence of satisfactory internal accounting control. Because the
magnitude of this risk is unknown, it has been treated implicitly and
conservatively as being 100 percent in deriving such reliability levels,
although audit experience indicates clearly that it is substantially
lower. Consequently, the effective combined reliability levels are
greater than those mentioned herein.

Dual-Purpose Tests

.37 Compliance tests and substantive tests have been discussed
separately because of the different considerations relating to each.
In practice, however, the same sample often can be taken and evalu-
ated for both purposes. The only additional requirement in design-
ing a dual-purpose sample is to determine that it will be adequate to
provide the more stringent precision and reliability for the two pur-
poses. In evaluating such samples, procedural deviations and sub-
stantive monetary errors should be evaluated separately, using the
reliability level applicable for the respective purposes.

W—> The next page is 307. <&
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AU Section 321
The Etfects of EDP on the Auditor's Study
And Evaluation of Internal Control

Issue date, unless
otherwise indicated:
December, 1974

Introduction

.01 Section 320, “The Auditor’s Study and Evaluation of Internal
Control,” dcfines internal control in terms of administrative coritrol
and accounting control.! That section also sets forth the basic con-
cepts of accounting control and concludes that accounting control is
within the scope of the study and evaluation of internal control con-
templated by generally accepted auditing standards, while adminis-
trative control is not.

.02 Scction 320.33 discusses methods of data processing as follows:

Since the definition and related basic concepts of accounting control
are expressed in terms of objectives, they are independent of the
method of data processing used; consequcntly, they apply equally to
manual, mechanical, and clectronic data processing systems. However,
the organization and procedures required to accomplish those objec-
tives may be influenced by the method of data processing used.

Because the method of data processing used may influence the organi-
zation and procedures employed by an entity to accomplish the
objectives of accounting control, it may also influence the procedures
employed by an auditor in his study and evaluation of accounting
control to determine the nature, timing, and extent of audit proce-
dures to be applied in his examination of financial statements.

.03 A dita processing system may be wholly manual or may include
a combination of manual activities, mechanical activities, and elec-
tronic data processing ( EDP) activities. EDP applications vary con-
siderably, from routine applications that process a small payroll to
complex, integrated applications that process accounting, production,
marketing, and administrative information simultaneously. In some
data processing systems, accounting control procedures are performed

' See section 320.09-.29,
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by people in one or more departments. In EDP systems, many or even
most of these control procedures may be performed by the EDP
process itself. When EDP is used in significant accounting applica-
tions,? the auditor should consider the EDP activity in his study and
evaluation of accounting control. This is true whether the use of EDP
in accounting applications is limited or extensive and whether the
EDP facilities are operated under the direction of the auditor’s client

or a third party.

.04 The first general auditing standard is as follows: “The examina-
tion is to be performed by a person or persons having adequate tech-
nical training and proficiency as an auditor.” If a client uses EDP in
its accounting system, whether the application is simple or complex,
the auditor needs to understand the entire system sufficiently to en-
able him to identify and evaluate its essential accounting control
features. Situations involving the more complex EDP applications
ordinarily will require that the auditor apply specialized expertise
in EDP in the performance of the necessary audit procedures.

.05 This section describes the effects of the use of EDP on the
various characteristics of accounting control and on an auditor’s study
and evaluation thereof. It is intended to be read in conjunction with
section 320. The concepts in this Statement are expressed in general
terms. An auditor likely will need to refer to other sources of infor-
mation to apply the concepts in particular audit situations.* Those
sources include continuing education courses, data processing manuals,
current textbooks, and current professional literature.

EDP Accounting Control Procedures

.06 Some EDP accounting control procedures relate to all EDP
activities (general controls) and some relate to a specific accounting
task, such as preparation of account listings or payrolls (application
controls).

.07 General controls comprise (a) the plan of organization and oper-
ation of the EDP activity, (b) the procedures for documenting,

2Significant accounting applications are those that relate to accounting informa-
tion that can materially affect the financial statements the auditor is examining,.

3Section 150.02.

‘This section is intended to provide a framework for the development of further
guidance concerning auditing procedures in examining financial statements of
entities that use EDP in accounting applications.
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reviewing, testing and approving systems or programs and changes
thereto, (c¢) controls built into the equipment by the manufacturer
(commonly referred to as “hardware controls™), (d) controls over
access to equipment and data files, and (e) other data and procedural
controls affecting overall EDP operations. Weaknesses in general
controls often have pervasive effects. When general controls are weak
or absent, the auditor should consider the effect of such weakness or
absence in the evaluation of application controls.

.08 Application controls relate to specific tasks performed by EDP.
Their function is to provide reasonable assurance that the recording,
processing, and reporting of data are properly performed. There is
considerable choice in the particular procedures and records used
to effect application controls. Application controls often are cate-
gorized as “input controls,” “processing controls,” and “output con-
trols.”

a. Input controls are designed to provide reasonable assurance that
data received for processing by EDP have been properly author-
ized, converted into machine sensible form and identified, and that
data (including data transmitted over communication lines) have
not been lost, suppressed, added, duplicated, or otherwise im-
properly changed. Input controls include controls that relate to
rejection, correction, and resubmission of data that were initially
incorrect.

b. Processing controls are designed to provide reasonable assurance
that electronic data processing has been performed as intended for
the particular application; i.e., that all transactions are processed
as authorized, that no authorized transactions are omitted, and
that no unauthorized transactions are added.

c. Output controls are designed to assure the accuracy of the process-
ing result (such as account listings or displays, reports, magnetic
files, invoices, or disbursement checks) and to assure that only
authorized personnel receive the output.

.09 EDP accounting control procedures may be performed within
an EDP organization, a user department, or a separate control group.
The department or unit in which accounting control procedures are
performed is less significant than the performance of the procedures
by persons having no incompatible functions for accounting control
purposes and the effectiveness of the procedures.
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The Effects of EDP on the Characteristics of
Accounting Control

.10 The objectives and the essential characteristics of accounting
control do not change with the method of data processing. However,
organization and control procedures used in electronic data process-
ing may differ from those used in manual or mechanical data proc-
essing. For example, electronic data processing of sales, billings, and
accounts receivable may perform the ancillary function of verifying
invoice totals and extensions, a control that usually is established in
manual data processing through independent clerical calculations.
Further, in some EDP systems (such as one using direct terminal
input as the basic source of data to be processed in a payroll, cost
accounting, or inventory control application) control functions that
otherwise would be performed by several individuals and depart-
ments may be concentrated within the EDP activity. Paragraphs.11
through.23 describe the effects of EDP on the essential characteristics
of accounting control*

Segregation of Functions

.11 As set forth in section 320.36, incompatible functions for account-
ing control purposes are those that place any person in a position both
to perpetrate and to conceal errors or irregularities in the normal
course of his duties. Many EDP systems not only process accounting
data but also include procedures for detecting errors and irregularities
and for providing specific authorization for certain kinds of transac-
tions. Since the procedures may be combined, incompatible functions
may be more likely to be combined in an EDP activity than in a
manual activity.

.12 Frequently, functions that would be considered incompatible
if performed by a single individual in a manual activity are performed
through the use of an EDP program or series of programs. A person
having the opportunity to make unapproved changes to any such pro-
grams performs incompatible functions in relation to the EDP activ-
ity. For example, a program for an accounts-payable application may
have been designed to process for payment a vendor’s invoice only if
accompanied by a purchase-order record agreeing with the invoice as
to prices and quantities and a receiving record indicating receipt of

5Those characteristics are described in section 320.35-.48.
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the goods or services. In the absence of adequate control over pro-
gram changes, an unapproved revision might change the application
so that unsubstantiated payments could be made to vendors.

.13 EDP data files frequently are basic records of an accounting
system. They cannot be read or changed without the use of EDP, but
they can be changed through the use of EDP without visible evidence
that a change has occurred. A person in a position to make unapproved
changes in EDP data files performs incompatible functions. In the
example of the accounts-payable application in the preceding para-
graph, an individual who could make unapproved changes in the
files containing purchase orders and receiving reports might be able
to add spurious records purporting to represent purchase orders and
receiving reports to the files, thereby causing the program to process
for payment unapproved vendor invoices.

.14 Supervisory programs are used in some EDP systems to per-
form generalized functions for more than one application program.
Supervisory programs include (a) “operating systems,” which control
EDP equipment that may process one or more application programs
at a given time and (b) “data management systems,” which perform
standardized data handling functions for one or more application
programs. An individual who can make unapproved changes in super-
visory programs has opportunities to initiate unauthorized transac-
tions that are like those of a person who can make unapproved
changes in application programs or data files; he therefore performs
incompatible functions.

.15 Paragraphs.l1 through.14 discuss incompatible functions re-
lated to matters such as assignment of duties, changes in programs,
maintenance of data files, and operating or data management systems.
If individuals involved perform incompatible functions, compensating
controls may be applied. For example, a plan of organization and
operation may contain controls over access to EDP equipment, effec-
tive library controls and provisions for effective supervision and
rotation of personnel Also, user departments or other control groups
may establish independent document counts or totals of significant
data fields. Compensating controls frequently are supplemented by
internal audit procedures.
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Execution of Transactions

.16 The extent to which EDP is used to execute steps in a transac-
tion cycle varies. For example, EDP may be used in an accounting
application for reordering materials: (a) to determine items to be
ordered and prepare the purchase orders, (b) to identify items that
require replenishment and prepare a notification list for use by pur-
chasing department personnel, or (c) to prepare inventory listings
for review by purchasing department personnel.

.17 To the extent that EDP is used to execute steps in a transaction
cycle, the EDP application program usually includes accounting con-
trol procedures designed to assure that the steps are executed in
conformity with specific or general authorizations issued by persons
(including, in advanced systems, customers or other persons not
employed by the entity) acting within the scope of their authority.
Those procedures might include checks to recognize data that fall
outside predetermined limits and tests for overall reasonableness.

Recording of Transactions

.18 Accounting control is concerned with recording of transactions
at the amounts and in the accounting periods in which they were
executed and with their classification in appropriate accounts. The
use of EDP to process or initiate and record transactions may affect
the source and extent of possible errors.

.19 To be usable in EDP, data are converted into machine-sensible
form. The initial recording of the transactions or the initiation of
transactions by the processing of previously recorded data may intro-
duce errors that could affect balances and reports unless data input is
properly controlled. Procedures of various types are used to maintain
accounting control over data conversion. Some are manual, some are
an integral part of the EDP program, and some are built into the EDP
equipment by the manufacturer.

.20 The use of EDP often provides an opportunity to improve
accounting control relating to the recording of transactions. For ex-
ample, EDP equipment is not subject to errors caused by fatigue or
carelessness. It processes and records like transactions in a like
manner. It may be programmed to detect certain types of invalid or
unusual transactions. The procedures for these purposes may be -
more comprehensive, effective, and efficient than manual control pro-
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cedures having the same objectives. On the other hand, a transaction
may be processed incorrectly by EDP if the EDP program does not
provide for the particular set of relevant circumstances, whereas the
same transaction might be questioned in a manual system.

.21 The effectiveness of accounting control over the recording of
transactions by EDP depends on both (a) the functioning of the
EDP procedures that record the transactions and produce the out-
put (such as account listings or displays, summaries, magnetic files,
and exception reports ) and (b) the follow-up or other actions of users
of the output. For example, an EDP program might reject from further
processing invoices with improperly coded customer numbers. How-
ever, if users who receive exception reports on those items do not
correct the customer numbers and resubmit the invoices for process-
ing, accounts receivable and sales will be understated.

Access to Assets

.22 EDP personnel have access to assets® if the EDP activity in-
cludes the preparation or processing of documents that lead to the
use or disposition of the assets. EDP personnel have direct access to
cash, for example, if the EDP activity includes the preparation and
signing of disbursement checks. Sometimes access by EDP personnel
to assets may not be readily apparent because the access is indirect.
For example, EDP may generate payment orders authorizing issuance
of checks, shipping orders authorizing release of inventory, or transfer
orders authorizing release of customer-owned securities. Controls
such as those discussed in paragraph.15 should be established to mini-
mize the possibility of unauthorized access to assets by EDP per-
sonnel.

Comparison of Recorded Accountability With Assets

.23 EDP frequently is used to compare recorded accountability
with assets. For example, EDP may summarize ‘physical counts of
inventories or securities and compare the recorded quantities with
the summarized counts. If EDP is so used, conditions under which
errors or irregularities may occur should be considered. For example,
there may be opportunities to overstate physical counts, insert fic-
titious physical counts, or suppress the printout of differences. Many

* See section 320,42,
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of the considerations described in paragraphs.18 through.21 may also
apply.

Review of the System

.24 An auditor’s review of a client’s system of accounting control
should encompass all significant and relevant manual, mechanical,
and EDP activities and the interrelationship between EDP and user
departments. The review should comprehend both the control pro-
cedures related to transactions from origination or source to recording
in the accounting records and the control procedures related to re-
corded accountability for assets. The objectives of the auditor’s review
of accounting control within EDP are similar to those for manual and
mechanical processing. The review is an information-gathering proc-
ess that depends on knowledgeable inquiries directed to client per-
sonnel, observation of job assignments and operating procedures, and
reference to available documentation related to accounting control.

.25 The preliminary phase of an auditor’s review should be de-
signed to provide an understanding of the flow of transactions’
through the accounting system, the extent to which EDP is used in
each significant accounting application, and the basic structure of
accounting control. During the preliminary phase, the auditor may
identify some of the specific accounting control procedures relating
to each application and may become aware of apparent material
weaknesses in the procedures. The auditor’s preliminary understand-
ing ordinarily is obtained by inquiry, but it also may be obtained by
observing client personnel and reviewing documentation. Such pre-
liminary understanding of EDP procedures normally relates to the
general controls and application controls discussed in paragraphs .06
through .09.

.26 After completing the preliminary phase of his review as de-
scribed in paragraph.25, for each significant accounting application
the auditor should be in a position to assess the significance of ac-
counting control within EDP in relation to the entire system of ac-
counting control and therefore to determine the extent of his review
of EDP accounting control.

7For a description of the flow of transactions, see section 320.19-.25.
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a. The auditor may conclude that accounting control procedures
within the EDP portions of the application or applications appear
to provide a basis for reliance thereon and for restricting the extent
of his substantive tests. In that event, unless the auditor chose to
follow the procedures described in paragraph.26¢, he would com-
plete his review of the EDP accounting control procedures, per-
form related tests of compliance, and evaluate the control proce-
dures to determine the extent of his reliance thereon and the extent
to which substantive tests may be restricted.

b. The auditor may conclude that there are weaknesses in accounting
control procedures in the EDP portions of the application or apph-
cations sufficient to preclude his reliance on such procedures. In
that event, he would discontinue his review of those EDP account-
ing control procedures and forgo performing compliance tests
related to those procedures; he would not be able to rely on those
EDP accounting control procedures. The auditor would assess the
potential impact on the financial statements he is examining of
such weaknesses as have come to his attention, and would ac-
complish his audit objectives by other means.

c. The auditor may decide not to extend his preliminary réview and
not to perform tests of compliance related to accounting control
procedures (either in general or as to certain procedures) within
the EDP portions of the application or applications even though
he concludes that the controls appear adequate. In that event,
he would not be able to rely on those EDP accounting control pro-
cedures. Situations of this type could be those in which —

(1) The auditor concludes that the audit effort required to com-
plete his review and test compliance would exceed the reduc-
tion in effort that could be achieved by reliance upon the EDP
accounting controls.

(2) The auditor concludes that certain EDP accounting control
procedures are redundant because other accounting control
procedures are in existence.

Tests of Compliance

.27 The purpose of tests of compliance is to provide reasonable
assurance that accounting control procedures are being applied as
prescribed. Tests of compliance are concerned primarily with the
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