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LEARNING OBJECTIVE

After completing this chapter the student will be able to:

1. Define and describe the flow of an audit trial

2. List the four basic controls of auditing: completeness, validity, accuracy, and maintenance.

3. Discuss the questions that should be asked to check that the application controls are functioning.
4. Prepare a Control Report containing information on hardware, software, and personnel.

5. Perform end-of-month activity and discuss how to store the end-of-month reports. 
6. Explain how an auditor would use computers to prepare trial balance recalculations, statistical sampling, analytical review, and checklist preparation.

7. Use the features of the Business Works Program to share reports containing various data.

8. Describe methods to label a disk.

Making sure the books and financial statements accurately reflect the financial position of the company is one of the functions not only of the accountant but the auditor assigned to verify the books.  Knowing what questions the auditor will ask and what information should be provided will help any individual be prepared for an audit.

     The following pages discuss the activities that can be performed.

An audit trial or a transaction trail is the method used to track a transaction from its source documents (sales invoices, purchase orders, checks written, checks received) through the accounting cycle to the financial statements.  It can also be used in reverse, starting at the financial statements, then going back through the accounting cycle to the group of source documents that determined the number in the financial statements.

To demonstrate using an audit trial, a check will be tracked from recording the transaction to the income statement and back again.  Consider check #502 is recorded in the Cash Disbursements Journal.  Check # 502 is part of the total of $7,505 posted to the Cash Account in the General Ledger and $750 posted  to the Automobile Expense in the General Ledger.  Also, $750 is added to the old balance of $1,050 in the Automobile Expense to get a new balance of $1,800.  This new balance of $1,800 is carried to the Trial Balance and the Income Statement.

      With a good audit trial the trip that Check #502 takes through the accounting cycle can be tracked.  The $1,800 in Automobile Expense can be broken down into all the checks written for that expense, including Check #502.
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 A  good audit trail is essential to make sure that the accounting records are correct.  If an error occurs it can be tracked down by starting  at the beginning of the audit trial and following the transaction through the accounting cycle.

     The audit trail is produced by the software program.  It can be elaborate or simple, as long as you can track where the transactions begin and end.  When purchasing an accounting software package, be sure to have the audit trail demonstrated before installation.

      Figure 9.1 shows how Check #502 can be tracked from the source document to the financial statement and back again.

FIGURE 9.1                                     _______________________________________
[image: image3.wmf][image: image4.png]5% Income Statement

01,2000 SUSY'S BALLOON SERVICE-KEY

10:12 pm

Income Statement

1 et Bt
Oashar 31, 2000

3 Mt Bided

Decetir 31, 20

=] 3

ToTAL s im0 imm e
pr—
SALES piscomiT s o @ o
TOTAL Asmmars @ o Y
T R s oom imsm o
Con o oot S0
SUkcrAsEs comw o comon
DURCHASE RETURM & ALLOWANCES Taw Tw i
SURCHASE DIsCOMT G 1o Gt 1
€051 oF G00DS 01D s s R
TOTAL Cost o G S e mon e
GRoss pRoFT sum sum man
Boases
SpbLIEs momisE sw o s o
DERECIATION XGRS P I
TOTAL Bt mw e mm s
opERATING PROFIT smm o s e
et promT wman o s e
4] Paget [ [0 EL=EREN

g tart | B Microsoft word

— [

0]

(Chapte™1.ppt

0

Chapter 2ppt

|[#Rincome Statement

|[@BVER 1013



Audit Demo  


           Your Company


No. 502

                                                                    To:   Tire Company                             $200.00                 Source
                                                                                                                                                              Document—
                                                                    For:  Two hundred 00/00           dollars                             Check to
                                                                      INV # 53621                          Susy Smith__ 

                                                               ___________________________________________ 

                                         _________________________________________________________

                                                                         Cash Disbursements Journal

                                            Date          CK #       Desct           Acct #         Sundry     A/P       Cash
                                            12/1/xx       499                                                                300        300       Transaction
[image: image5.wmf]                                            12/1/xx       500        Auto X            602              550                     550        Posted  to
                                            12/2/xx       501        Advert            613              600                     600         Journal
[image: image6.wmf]                                            12/5/xx       502        Auto X            602              200                     200

                                                                                                                    _____     _____   _____  

[image: image7.wmf]                                                                                                                     2,500    4,550     7,050

                                          _________________________________________________________ 

 

                                                          Auto Expense    602                   A/P         210                        Cash
        101
                                                                                                                                                                          

                                Post to                                    1,050                                        2,050                                              10,000

                               General               12/1   550                       12/31           3,000                  12/31    11,000

                                Ledger                12/5   200    1,800         12/31  4,550                            12/31                  7,050 








Bal                          500
  Bal

            13950


                                                          ________________     _______________________   __________________________ 

                                                           Income Statement                                            Balance  Sheet

                                                      ------------------------------------------                 ----------------------------------------

                                                                                              YTD                      Assets
                                                       Sales                          10,000                      Cash                       13,950

                         Prepare                  Expense                                                                                  _______

                          Financial               Wages X                                                       Total Assets       $50,000

                          Statement             Auto X                         1,800                      

                                                        Advert  X                                                    Liabilities
                                                                                                                           A/P                               500

                                                                                          ______

                                                                                            8,000                      Owner’s Equity
                                                        Net Income                  2,000                      Capital                    49,500
                                                                                                                            Total L & OE        $50,000

                                                     __________________________             _________________________ 

One of the purposes of an audit is to verify that the data that has been entered is correct and can be relied on to provide correct and accurate financial statements.  Certain controls must be present to rely on the integrity of the data.  If the accounting program selected has adequate general controls, it can be relied on to perform its programmed activities for each transaction, thus eliminating many human errors like transpositions, slides, and omissions.

     The basic accounting controls are completeness, validity, accuracy, and maintenance.

The completeness control states that all the transactions are recorded.  This is especially important with non-visible transactions such as telephone orders.  Taping the phone calls and reviewing the tape on consistent basis could ensure all sales orders are received.

      To ensure completeness” separation of duties” needs to be present.  Separation of duties means that two different people handle the two parts of a transaction.  For example, a check is received in the mail.  The bookkeeper batches all the checks to obtain a batch total.  Another person inputs the batch into the computer to maintain the A/R customer file.

      Once you are assured that all transactions are entered, it is imported to have controls such as validity, accuracy, and maintenance over the recorded transactions.

A supporting document must exist to validate the transaction.  Source documents are the supporting documents and must be kept.

      A source document is a check received, a check written, a sales invoice, a purchase invoice, or an interoffice memo from a supervisor requesting a particular adjusting entry.  The source documents should be filed in numerical or chronological order so they can be accessed quickly should a problem or an audit arise.

When working with batches it is common practice to have what is termed a “hash total.”  This is a non dollar total that is the total of all the three-,four-, or five-digit account numbers for every transaction.  Some accounting programs provide this number for each batch as well as the batch dollar amount.  If your present system does not have this feature, use a calculator to get the control dollar total and the hash total.  Use the calculator again after the batch has been entered to check that the hash total for the control and the batch are the same.  This hash total will provide assurance that the account numbers have been entered correctly.

      Table 9.1 is an example of a special journal using hash totals.  The dollar amount entered in the General Ledger for Cash is $4,435 but the batch hash total (3975) should equal all the accounts entered, including those with column headings.
Basic Controls

COMPLETENESS

_______________ 

_______________ 

VALIDITY

________ 

________ 

ACCURACY

__________ 

__________ 



  CHECK #        SUNDRY ACCT           A/P          PURCHASE            CASH

                                                                                DISCOUNT

                        #                   $                 201                452                      101

_______________________________________________________________ 

    2053         115               200                                                                  200

    2054         151             1000                                                                1000

    2055                                                    800                                            800

    2056         302               500                                                                  500

    2057                                                    500                 10                       490

    2058         510                 45                                                                    45

    2059         610               350                                                                  350

    2060         625             1050                                                                1050

                                        3145              1300                 10      Dollar     4435

Hash Total:3975                                                                        Total                                                                                        
TABLE 9.1
Cash Disbursements Journal

MAINTENANCE

Application

Controls

      The hash total of 3975 equals the sundry account numbers, A/P account 201 twice, Purchase Discount account 452 and Cash Account 101 eight times.

      An alternate approach is to get a hash total just for those sundry accounts.  In this case it would be 2313.

       Many accounting programs provide hash total for each of the special journals as well as the General Journal.  This hash total will point out if the Building account 151  was used in place of the Supplies account 115.  It will also help in the Cash Receipts journal to make sure you have not used the Cash account 101 for the Accounts Receivable account 110.

      Remember, the accounting program only proves that the debits equal the credits not that the correct account number has been entered.  Using a hash total provides another check.  An auditor should be able to find out if an account is consistently used improperly in recording a transaction.

A written procedure should be in place for the process of entering a new account number, customer, vendor, employee, or inventory item.  The data entry clerk should not be able to enter new main file accounts without having a written notice to add, change, or delete a main file.  This will prevent the data entry clerk from creating an account and then entering transactions into it, later transferring this amount to a special bank account.

       Maintenance of the computer is as important as maintenance of the main files.  It should always be verified that the computer is calculating the figures correctly and no virus has crept into the system, allowing the computer to provide incorrect information.  Remember, virus programs are used to detect known viruses.  New viruses appear at an alarming rate.  Constant backups are the best protection.

      No computer generated report should be relied on completely without a quick review to locate any major errors.  The user of a computer generated report should always have a good estimate of what the total of the report should be.  Looking over the report quickly to find any “larger than life” errors will save an embarrassing moment.

Application controls deal with the input, processing, and output functions.  Some questions to ask to check the application controls are:

Input

1. Before a bill is paid, is there an authorization to pay?

2. Are the passwords changed frequently to ensure input  security?

3. Are the data entry clerks prohibited from initiating accounting transactions?

Processing

4. Is there an error correction procedure?

5. Are all main files kept up to date at all times?

Output
6. Are the disks labeled both internally and externally? Are the labels defined to identify the data contained?  (See page  10  for methods to label a disk)

7. Is there a cutoff procedure to ensure data is in the correct period?

8. Are data backups performed on a regular basic?

9. Is there an adequate disaster recovery plan?

10. Is there a periodic comparison between output and the original input?

     Many other questions can be asked but these are the main questions for any computer system.

A report can be generated before an audit is performed to make sure that most of the controls  are present.  The auditor should have the general information about the computer system (hardware).

Information about the computer system hardware that should be available to the auditor is discussed here.  It is a good idea to write down information about your system on a chart like the one in Table 9.2, so it will be readily available.

                                               TYPE     MANUFACTURER    MODEL   OTHER         _______________________________________________________________ 

   Central processing unit

   Windows Version

   Disk drives

       Hard

       Floppy

       CD/Writer

       DVD

   Screen

       Color- #s

       Monochrome

   Network

   Modem/Fax

   Printer 1

   Printer 2

   Mouse

   Scanner

   Keyboard

_______________________________________________________________ 

The central processing unit (CPU) can be as old as an  80286, 80486, 80586, or as new as the Intel fastest chip etc.  The speed (i.e., 80386—40 MHz) is extremely important.

How much memory is in the hard drive? What type of disk drive does the computer have:  31/2”, Zip or Jazz disk drives? How fast is the CD Rom drive and does it have a CD Writer?  These are important considerations for the adequacy of the computer system to do the complete accounting cycle.

The type of screen is important to indicate since some programs run only in color on certain types of color monitors.  Make sure to state whether the color monitor is EGA,,CGA, VGA, or Super VGA.  Also state the number of colors that can be displayed on the screen. This Is especially important if graphs are to be produced in color.  The size of the screen is also important to record.

The network information is also important, to verify the number of users of the accounting system.  When using a network in a small- to mid-sized company, one person and one person only should be allowed to change and /or input information into the main network.  Users should be limited to an area set aside for them and should not have access to others’ areas and data.  Controls should be in place to ensure users’ limitations.  Accounting programs that are installed on a network have limitations.  These limitation are 1) only one person can work on a company at a time 2)  only the network controller can add new companies and 3) only the network manager can restore data.  These are good controls for any company to keep employees from adding a new company and entering fraudulent data.

Information about the modem is important to make sure that data being transferred to subsidiary companies is accurate.  Know which communication port (circuit board slot inside the computer) the modem is using to send and receive transmissions from the subsidiaries and for individuals trying to get on line with public access programs.

     Knowing the speed of the modem of the DSL line is important to keep track how long a transmission will require.

     You should know how the company is keeping computer bandits from using the modem to access confidential data.  To control virus contamination of your hard drive, be sure to receive all modem sent files onto the floppy drive.  You can then add the files to your hard drive once the file(s) are scanned by a virus protection program and are known to be free of viruses.

     Never open an attachment from a unknown source.  It can contain well- hidden virus that will not show themselves for many months.  They can even embed themselves into the system files.


Control Report

HARDWARE

__________ 

__________ 

TABLE 9.2
Hardware

In Use Information

FORM

CPU

DISK DRIVE

SCREEN

NETWORK

MODEM

PRINTER/

SCANNER

SOFTWARE

__________  

__________  

PERSONNEL

___________ 

___________ 

End of Month

Report

Organization

MONTHLY REPORTS

________ 

________ 


The types of printers the company uses is important to indicate when installing a new program.  Many times new programs need to add printer files to allow the program to work with the printer.  Always keep the printer files handy in case the printer will need to be reinstalled.

     A scanner is a must for Accounts Payable Clerk to manage the bills that a company receives.  There are several programs that will help the A/P Clerk bring any bill to the screen whenever it is needed.

Once the hardware has been identified, the software information must also be available.  The name and modules that are included in the accounting system and which ones the company uses are required information.  Registration Codes must be kept in a secure location to prevent use of the program by unauthorized users.  Also the number of users that has been purchased by the company is required in case the software company questions the company's use.  

Question to ask about the program are: Can the user alter the computer program?  In other words, can a computer wizard enter the firm as an accounting clerk and play with the programming to record funds to a special account?  Make sure that all revisions are accounted for and by whom, why, and when they were made.

     What are the backup procedures? Are they written down for everyone using the computer to read?

      The auditor will want to review of the output.  Installation instructions, especially those providing cutoff dates for payments and sales discounts, will be reviewed.  Another item the auditor will review is whether a parallel system was used when implementing a new or revised program.

A list of all individuals who use the computer and what functions they perform should be always available and updated.  This should include input, processing, output, and proof/checking of data.  Also list the individuals who install and revise the programs.

      This control report should be kept up to date so that the company is aware of all the sources of possible errors.

A written procedure for the end-of-month activities must be available with a checklist to ensure that all procedures have been performed.  Some checklist questions could be:

1. Are statements sent out to customers to verify their balance?

2. Is there any balance in the suspense account?

3. Is a report printed to verify that end-of-month processing or posting has been performed?

4. Have all the specified reports been printed? (These may include the General Ledger, A/R and A/P Subsidiary Reports, Financial Statements, and special journals for each batch.)

After the reports are printed, what do you do with them?  The month-end reports should be printed and kept in an orderly book.  There are many ways to file the reports.  They can be filed in monthly groups, by type of report, or by module.

Put the special and general journals for the month in front (the detail), then the General Ledger for the month, the subsidiary listings, and the financial reports.  Or put the reports in the reverse order if the Balance Sheet and Income Statement are the most important.

JULY                                                  JULY
Income Statement                              Special Ledgers

Balance Sheet                                    Subsidiary Ledgers

General Ledger                                  General Ledger

Subsidiary Ledgers                             Income Statement

Special Journals                                 Balance Sheet

Keep a file for each type of report.  File each report in order by month. This will organize the reports by type and date.

Income Statements             Balance Sheets          General Ledgers
July                                         July                               July

August                                    August                          August

September                             September                    September

Sales                                     Purchases                    Cash Receipts
July                                         July                               July

August                                    August                          August

September                             September                    September

Cash Disbursements           A/R Ledgers                 A/P  Ledgers
July                                         July                               July

August                                    August                          August

September                             September                    September

The reports that can be printed from each module are kept in a module file.  These files can be organized either by report or by month. 

General Ledger                  A/R                                A/P 
Chart of Account                 Customer List                Vendor List

General Ledger                   Sales Journal                Purchases Journal

Bank Reconciliation            Cash Receipts               Cash Disbursements

                                            A/R Ledger                    Check Stubs

                                            Statements                    A/P Ledger

Payroll                               Inventory                      Financial Analysis
Employee Information        Item List                        Comparative Income Statement  

Employee Earnings            Price List                       Comparative Balance Sheet

Payroll Register                  Activity Report               Ratio Analysis Report

Payroll Journal                   Reorder List

Payroll Check Register      Back Order Report

Deduction Listing               Inventory Status

      However you choose to file the reports, the method must be consistent and make sense.

Auditors use computers for recalculations and sampling.  Some auditors use a computer program written specifically for auditors.  An auditor’s program may include such activities as:

1. Trial balance recalculations.  An auditor may use a computer program to enter the beginning trial balance before an audit, enter adjusting entries, then print a new adjusted trial balance.

2.  Statistical sampling.  This will help the auditor select a representative selection of transactions to review.  The program may create random numbers for the auditor to use.    

3. Analytical review.  A program can help the auditor perform comparisons, calculate ratios, and perform additional analyses.

4. Checklist preparation.  The program could provide the auditor with a specific checklist of items to review.

             Auditors generally will not be entering transactions, but will verify the existence of an adequate audit trail.
                              
REPORT BY TYPE

_______________ 

_______________ 

REPORT BY MODULE

__________ 

__________ 

Use of Computer 

by Auditors

______________ 



Objective 7:  Use the features of the Business Works Program to share reports containing various data .

A report can be shared in three ways:  1)E-mail the report to a selected recipient, 2) Select Copy report icon or 3) highlight an area of the report and copy it to a word processing document.  

E-MAIL THE REPORT TO A CLIENT OR BANK

One feature of the Business Work Report Module is the ability to send a report to a e-mail address. Entire reports can be e-mailed to the client or bank if necessary.  Simply bring the report to the screen.  Instead of selecting the printer icon, select the e-mail icon (See Figure 2) and enter the e-mail address of the recipient.

SELECT  "COPY  REPORT" ICON

Another feature is copy the entire report to a word processing document.  The steps are as follows:

1. Click on Copy report icon.( See Figure 2)

2. Open a word processing document

3. Click on the work document
4. Press ctrl+V to paste the entire document into the word processing document.


HIGHLIGHT AN AREA OF THE REPORT

There are times when only a portion of the report needs to be entered into a word processing document.  In that case, the steps are :  First, the area to be copied should be highlighted, Second, press ctrl+C, Third, open a word processing document, and Fourth, press ctrl+V to paste the area in the report.


Oct 1, 200X
SUSY'S BALLOON SERVICE-KEY


11:15 pm
Income Statement

                                                              1 Month Ended                        3 Months Ended

                                                              October 31, 200X                     December 31, 200X


Expenses


SUPPLIES EXPENSE
 25.00             0.5%
              25.00        0.5%


DEPRECIATION EXPENSE
    200.00             4.1%
            200.00        4.1%


                                                 ------------                           ------------


TOTAL Expenses                             225.00
            4.6%
            225.00        4.6%

After placing the data in the document, description of data can be entered. Using the tools in the word processing document, arrows can be inserted to point to certain data, or text boxes can be inserted to identify the data.  Adjusting the formatting of the data might be necessary.  Note that whenever you select a portion of the report the report heading will also be copied.

Being able to copy files can save a great deal of retyping time.  A high level of skill in copying and pasting accounting data into documents can create excellent reports to management.

METHODS TO LABEL A DISK

Whether you have a floppy disk or a compact disk to store the data you always need to internally label the disk.  This will be of use in case the external label is lost or unreadable.

There are three basic ways to label a disk.  1) During the formatting process, 2) The command LABEL at the C> and 3) Select properties in Windows Explorer.

DURING THE FORMATTING PROCESS

A disk can be labelled  or named when the disk is formatted.  The last step after formatting the disk is to answer the question of the 11 character label. 

Right click on the 3 1/2 disk to bring the menu box to the screen.


Click on the format command.


Enter the name in the blank area under the label: line.  Then press start and the formatting will continue and write a label on the disk.

USE THE LABEL COMMAND

To label a disk using the DOS command LABEL , first exit out of windows by selecting the MSDOS icon.  Next, Change the drive to A by typing A: at the C prompt (C>).  The A> will appear.  Type the command LABEL .  The current name or label of the disk will appear and then give you a chance to change it.  Change back to the C> by typing C:.  Exit to windows by typing exit.

_________________________________________________

Microsoft(R) Windows 95

   (C)Copyright Microsoft Corp 1981-1996.

C:\WINDOWS>a:

A:\>label

Volume in drive A has no label

Volume label (11 characters, ENTER for none)? STUDENT

A:\>C:

C:\WINDOWS>EXIT

_________________________________________________

SELECT PROPERTIES IN WINDOWS EXPLORER

Click on the Windows Explorer icon.  Highlight by one click on the 3 1/2 floppy A drive.  From the tool bar at the top of the screen select PROPERTIES.  In the blank area marked Label enter either a name or a new name for the disk.  Press enter.  Close the windows screen.

SUMMARY
In this chapter we learned that an audit trail is a method used to track a transaction from its source document to its financial statement.  The basic controls of completeness, validity, accuracy, and maintenance were described.  Questions were given to check the presence of application controls.
      Contents of a control report that include information on hardware, software, and personnel were presented.  End-of-month procedures should be written and followed.  Three methods of organizing reports were described: by month, by report, and by module.  Four activities that auditors use the computer for were described: trial balance recalculations, statistical sampling, analytical review, and checklist preparation.    Methods to copy data from business works to a word processing document or e -mail the data were listed.  Lastly, methods of label disks were provided.

Key Terms  

Accuracy
Control Report
Processing




Application Controls
Hardware
Report Organization



Audit Trail                                        Input                                             Software

Auditors                                           Maintenance                                 Validity

Basic Controls                                 Output

Completeness                                 Personnel

CHAPTER 9

REVIEW

QUESTIONS
1. Why does a data entry clerk need too know what an auditor will review?

2. An audit trail tracks a transaction from ____________________  through the  _________________________________________ .

3. What control states that all transactions are recorded?

4. _______________________ means that two people handle the two parts of a  transaction.

5. What must exist to validate a transaction?

6. Define a hash total.

7. What is the purpose of a hash total?

8. What must a data entry clerk have before entering a new account in the accounting system?

9. Application controls deal with __________ , __________ and __________ .

10. A Control Report would include information on ____________ and __________ and ______________ .

11. Three methods to organize reports are ______________ , _____________ ,and ____________________ .

12. Creating random numbers to select a representative selection of transactions is called __________________________.

Matching
1. A method to track a transaction through the accounting cycle.

2. Control that states all transactions are entered.

3. A check received or written, or an invoice.

4. A total of all the account numbers.

5. Before a bill is paid is there an authorization to pay?

      This is an example of what control?

6. Are disks labeled internally and externally?

      This is an example of what control?

7. Is there an error correction procedure?

      This is an example of what control?
A. Audit trail

B. Completeness

C. Hash totals

D. Input control

E. Output control

F. Processing control

G. Source document
SELF-

EXAMINATION

QUESTIONS

True or False 

___________ 1.   If the debits equal the credits you have entered all the information correctly.

___________ 2.   Virus protection programs only protect against known viruses.

___________ 3.   Knowing what communication port the modem is in is not necessary.

___________ 4.   The purpose of an audit is to make sure the statements accurately reflect the company’s financial position.

__________  5.   Making daily backup copies of the computer memory is a way to prevent loss of data due to viruses.

__________  6.   An auditor will enter daily transactions.

__________  7.   All computer-generated reports should be review for any possible errors.




Chapter 9 - AUDIT  TEST
Using Susy’s Balloon Service data, perform the following auditing activities:

1. Make a list of the check numbers, amounts, and to whom the checks were paid for the total year-to-date expense on the September Income Statement.

2. Check #2004 appears on what financial statement and in what account in the General Ledger?

3. Locate all the transactions that comprise the year-end balance in the Accounts Receivable account.  Verify the balance for each month.

4. What monthly entries comprise the Retained Earnings Account?(Net Income)

5. Verify that the balance in the Accounts Payable is correct.  Start with the July balance and follow the ins and outs in the account.  Verify that the A/P Detail Listing is correct.







Copy   E-mail





Figure 2:


Report Options
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