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MISSION STATEMENT

The Texas Association of County Auditors’ Mission Statement will be added to this Guide after its adoption
by the TACA membership in the October 1996 Annual Conference
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AUDIT GUIDE
CODE OF ETHICS

The Texas Association of County Auditors’ Code of Ethics will be added to this Guide after its adoption
by the TACA membership in the October 1996 Annual Conference
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TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTRODUCTION TO THIS GUIDE

County Govemment is, for many people, the primary, most accessible leve! of govemment. In true democratic
fashion, officials are elected from among the populace to represent citizens, provide a variety of services, and
act as a bridge to span the gap between local citizens and State Govemnment. In the midst of these elected
posttions is one, apolitical, appointed official - the County Auditor. The County Auditor has a broad scope of
duties and responsibilities. Among other jobs, the County Auditor is to serve as a “check” on the financial
operations of other county offices, as well as fulfill financial accounting and budget responsibilities.

The general duties and responsibilities of the County Auditor are spread throughout the Local Government
Code, Govemment Code, Code of Criminal Procedures and other statutes. There are over 250 references
throughout the statutes conceming the County Auditor. There is no indication that any one function has a
higher priority than any other required function of the office. It is the responsibility of each County Auditor to
use his/her own professional judgement in deciding to what degree, and in what order, he/she fulfills those
prescribed duties.

County Auditors from across the State of Texas have expressed a need for some guidance and direction in
performing one of their required duties - auditing. The Education Committee of the Texas Association of
County Auditors (TACA) has developed this Audit Guide in an effort to help satisty that need. The Education
Committee has gone to several reliable sources for guidance in the preparation of this Guide. Among them
are the Texas State Comptroller's Office, CPA firms that have heavy county government practices, and various
experienced County Auditors. Many hours have gone into the preparation of the Guide, but it is not meant to
stay in its present form forever - it is meant to be a living document. The Education Committee (or the
proposed Audit Guide Committee, if it is approved by the members of TACA in October 1996) will continue to
work closely with the Law Study Committee and all the members of TACA to update it and expand i,
continuously. The Guide is presented in a codified format rather than with numbered pages to facilitate such
updates - sections can and will be added, edited or deleted without affecting the page numbering in subsequent
sectlions.

All readers should understand that this Guide is in no way meant to prescribe any one particular auditing
technique. Nor does it imply that the audit function of the County Auditor carries any greater weighted
importance than any other prescribed duty. It is simply intended to serve as a tool to help County Auditors in
carrying out their auditing function. It also provides an overview of some of the other duties of County Auditors,
starting with the definition and specific duties of the office, and progressing to specific methodologies of auditing
and fraud detection in Texas county govemment.
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INTRODUCTION

The authority of the county auditor is probably best summarized in a statement made by W. C. Murphy in his
article, Coun Administration in Texas (University of Texas Bulletin, 1933): "Since the auditor
has the authority to impose a budget on the county, because of his power to stop payment on all warrants not
drawn strictly according to the law, he has been in a position to dominate county finances.” Since the creation
of the position of county auditor in 1905, the county auditor has been referred to as the *connector” and the
“lynch-pin” of county govemment, due to the fact that the position is not elected. The county auditor is
appointed by the district judge(s) having jurisdiction over the county, and as such the county auditor is not
controlled by the commissioners' court. The real significance of the county auditor's authority stems from the
oath of office (Texas Constitution Art. XVI, §1, with the added wording "will not become personally
interested in a contract with the county") and the obligation to ensure strict enforcement of state laws and
the duty to disallow any expenditure of county funds he believes to be unlawful.

The county auditor is called on in many instances to reach a legal decision (and most often the auditor is not
an attomey) based upon the examination of underlying documents and an interpretation of state laws. The
chief role of the position is the role of financial officer of the county. As such the county auditor has full
comprehensive authority to direct accounting procedures, stop illegal payments, and to establish intemnal
control procedures for the custodial maintenance of county assets.

Today it is required that all counties with a population in excess of 10,000 will have a county auditor appointed
(LGC §84.002). The county auditor has the responsibility and the authority to audit all areas that have custody
of money or property that belongs to the county, that is intended for county use, or is held in some official
capacity by a county official. This responsibility is an “audit" function, and has the general objective to ensure
that the financial integrity of the county's financial operations is maintained.
v

The county auditor should never equate the authority and responsibility of the office to "power”. The duties of
the county auditor are prescribed by state law, prescribed by the standards and ethics of the profession,
inherited, and some duties are assigned because no one else wants to do them.

Once appointed the county auditor must be qualified to be an accountant, an auditor, an attorney, an

economist, a public relations manager, a financial forecaster, a budget expert, a personnel director, a
purchasing agent, a politician, and possibly a resident expert on cleaning compounds and toilet tissue.

APPOINTMENT

The county auditor is an appointed position (LGC §84.002) and reports directly to the district judge(s) that
appointed the position. The procedure for appointment (LGC §84.003, §84.005) and the term (LGC §84.005),
two years, are consistent for all counties, except those greater than 2,000,000 in population. The qualifications
for the county auditor are established by LGC §84.006, and the bond and oath are set out in LGC §84.007.
When the population of the county is less than 25000 LGC §84.008 establishes guidelines for joint
employment. LGC §84.009 sets out the criteria for the removal of the county auditor.

Once the county auditor has been appointed by the district judge(s), it is then the county auditors responsibility
to work within the available budget to hire and appoint assistants (LGC §84.021). Anyone who works for the
county auditor is an assistant county auditor. The county auditor must receive 40 hours each term of
continuing education in courses relating to the duties of the county auditor and certify the same to the district
judge(s) (LGC §84.0085). The county auditor has the ability to buy materials and supplies to run the office and
this is established by LGC §84.901 (Commissioners’ Court of Harris County v. Fullerton, county auditor,
1980, Tex. Civ. App. 596 S. W. 2d 572). The county auditor's operating budget is established by the county
auditor and the commissioners’ court annually during budget hearings. The district judge(s) may set the county
\ auditor's salary at a level which is determined to be adequate, but can not increase the county auditor's budget
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from one fiscal year to the next for expenses and assistant auditor's salary by more than 5% without the
approval of commissioners’ court (LGC §111.013, 111.044, 111.074).

The county auditor's salary and the salary of the assistant county auditor's are set annually by order of the
district judge(s) to the commissioners' court (LGC §152.031 - §152.034). The county auditor's salary and the
salary of assistants are exempt from the compensation statutes as set out in Local Government Code
§152.001-016 (LGC §152.017). The county auditor is permitted to be reimbursed for the use of a personal
automobile in performance of the duties of the office (LGC §152.035).

The district judge(s) will hold a public hearing annually to set the salaries of the county auditor and assistant
county auditors (LGC §152.905).

COUNTY AUDITOR AUTHORITY

It is often difficult to determine where "authority” stops and “responsibility" starts. Statutory authority
establishes the legal rights that enhance the county auditor's ability and make it possible to fulfill statutory
responsibility. There are four types of statutory authority conferred upon county auditors, all of which overlap
with each other throughout the statutes:

® Oversight Authority

o Access Authority

® Prescriptive Authority

® Verification Authority
OVERSIGHT

Local Government Code §112.006

“(a) The county auditor has general oversight of the books and records of a county, district, or
state officer authorized or required by law to receive or collect money or other property that
is intended for the use of the county or that belongs to the county.

ety

(b) The county auditor shall see to the strict enforcement of the law govemning county finances.

Local Government Code §320.043
Local Government Code §320.047

Conceming the oversight responsibility when a Park Commission exists.

Local Government Code §324.097

Conceming the oversight responsibility when a Recreation District exists.

Oversight generally means watchful and responsible care for. Watchful and responsible care for implies not
only access to the books and records, but also the authority to help ensure that those books and records are
properly maintained. In Smith v. McCoy (Civ. App. 1976) 533 S. W. 2d 457, it was determined that the county
auditor has responsibility, before approving a claim against the county, to determine whether the claim strictly
complies with the law(s) goveming county finances.

NOTE: When the county auditor is required to deal with statutes that have
population brackets, it should be remembered that the population that is being
\ referred to is based on the last Federal census. /
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ACCESS

Local Government Code §115.001

The county auditor shall have continual access to and shall examine and investigate the correctness of-
e The books, accounts, reports, vouchers, and other records of any office;
® The orders of the commissioners' court relating to county finances.

In many instances the authority established by the statutes are very broad - but they are specific. The above
statue would include all reports made by all offices to the commissioners' court and would include all
evidentiary matter; i.e. books of original entry, accounts maintained, reports other than those made to the coun,
vouchers, and any other records deemed necessary. Financial records and documents would not be limited
to fiscal evidence, but would also include intemal policies and internal controls. Reports dealing with collection
of money, bank reconciliations, deposits, disbursements, court records, and safe guarding of assets would be
essential.

Local Government Code § 140.003

(9) The county auditor, if any, of the county that manages a specialized local entity's funds has
the same authority to audit the funds of the entity that the auditor has with regard to county
funds.

Note: a "specialized local entity is a district, a criminal district attorney,
a juvenile board, a juvenlie probation office, an adult probation office or
a judiclal district, ¥

Code of Criminal Procedure §103.11

The county auditor has the authority to examine the receipt books of officials collecting fines and fees in
criminal cases for the county to determine whether the money collected has been properly disposed of.

Access generally means the fiberty to enter, look at or review. This would include all specialized local entities
(ref. Att. Gen. Op. JM-1275, 1990). Generally speaking the county auditor may look at anything that pertains
to county finances (ref. Att. Gen. Op. M-756, 1 970; H-1185, 1978, H-1212, 1978).

PRESCRIPTIVE

Local Government Code §112.001

In a county with population of less than 190,000, the county auditor may adopt and enforce reguiations, not
inconsistent with law or with a rule adopted under LGC §112.003, that the auditor considers necessary for the
speedy and proper collecting, checking and accounting of the revenues and other funds and fees that belong
to the county.

\_ | J
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Local Government Code §112.002
(a) In a county with a population of 190,000 or more, the county auditor shall prescribe the

system of accounting for the county.
Additional references:
Att. Gen. Op. JM- 1275, 1990
Att. Gen Ltr. Op. 92-50, 1992

Local Government Code §114.002

The county auditor shall determine:
(1) The time and the manner for making reports to the auditor, and
(2) The manner for making an annual report of:
(A) office fees collected and disbursed, and
(B) the amount of office fees refunded to the county in excess of those that the officer is
permitted by law to keep.

Local Government Code §130.902

Any county official that collects public funds may request that the county make a change fund available, and
the commissioners' court may set aside funds from the general fund for such a purpose, once the county
auditor has approved the amount and the purpose. '

¥

Local Government Code §130.905

In counties with a population of 800,000 or more the county may establish a welfare fund to provide support
for paupers. The fund is established under a system provided and installed by the county_ auditor.

s
Prescribe generally means to require or dictate, and this type of authority allows, and in some cases requires,
county auditors to prescribe accounting and/or bookkeeping systems, and to prescribe frequency, format and
content of reports. Attomey General opinions have extended this authority to the County Attomey's “hot check
fund" and to the Sheriff's "commissary fund".

Local Government Code §154.044

All district, county and precinct officers are required to file by the 5th day of the month a report (as specified
by the county auditor) with the county auditor which details the fees and commissions collected for the previous
month and an itemized swom statement as to the expense claims paid during the period.

VERIFICATION

Local Government Code §113.064

(a) In a county that has the office of county auditor, each claim, bill, and account against the
county must be filed in sufficient time for the auditor to examine and approve it before the
meeting of the commissioners’ court. A claim, bill or account may not be allowed or paid until
it has been examined and approved by the auditor.

| )

A
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(b) The auditor shall stamp each approved claim, bill or account. If the auditor considers it

necessary, the auditor may require that a claim, bill, or account be verified by an affidavit
indicating its correctness.

(c) The auditor may administer oaths for the purposes of this section.

Additional References:
Att. Gen. Op. M-955, 1971
Att. Gen. Op. 0-6784, 1945
Atl. Gen. Op. JM-192, 1984

This type of au*" :rity relatz2 ic the clal. .. 4pp. o .al process and allcws auliiors (o abtain swo.. statements
or testimony relating to the validity of claims, bills or accounts.

Local Government Code §154.043

(b) A payment may not be made from the salary fund to an employee for a service performed
before the person has taken the constitutional oath of office, if applicable, and the authorized
appointment and oath, if any, have been filed with the county clerk and the county auditor.

Property Tax Code §26.044

The county auditor is required to certify the number of “paper ready” inmates and the number of inmate
days that were spent in the county jail facility by “paper ready” inmates awaiting transfer to a division
of the Texas Department of Correction. The county auditor is to verify the amount that the county spent
in a twelve month period for the maintenance and upkeep of these prisoners that are awaiting transfer.
The verification is based on a review of the records maintained by the county sheriff.

L3

N

COUNTY AUDITOR - AUDIT RESPONSIBILITIES

There are three offices in county.government which have the statutory responsibility to audit: commissioners'
court, county treasurer and the county auditor. All have the responsibility to ensure that:

All funds due to the county are being collected within some reasonable assurance;
All funds being held by the county are being adequately safeguarded;

All funds being collected are being disposed of properly;

All county property is being used and managed properly;

All county assets are accounted for; and

There are responsible parties held accountable for county property.

All are required to support the efforts of the other offices in strengthening the financial management and
responsibility of the county. The responsibilities of the county auditor are much broader than those given to
either the commissioners’ court or the county treasurer. Often the position of the county auditor is viewed as
a bookkeeping function, rather than one of accounting and auditing.

The statutes contain three separate audit responsibilities for all county auditors:

Local Government Code §115.002

(a) The county auditor shall carefully examine and report on ali reports about the collection of
money for the county and that are required to be made to the commissioners' court.

\

/
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(b) At least once each quarter the county auditor shall check the books and shall examine the

reports of the county tax assessor, county treasurer, and all other officers. The auditor shall
verify the footings and the correctness of those books and reports. The auditor shall either
stamp the books and reports approved or shall note any differences, errors or discrepancies.

(c). The auditor shall carefully examine the report made under §114.026 by the county treasurer
together with the cancelled warrants (checks) that have been paid. The auditor shall verify
those warrants with the register of warrants issued as shown on the auditor's books.

in addition:

Local Government Code §115.003 v

The county auditor is required to verify that the funds maintained by the county treasurer are intact and
correctly reported.

Local Government Code §115.0035

At least once each county fiscal year the county auditor is to fully examine the accounts of all precinct, county
and district officials. This statement seems to be repeated at:

Local Government Code §114.041

(a) In a county with a population of 190,000 or less, a district, county or precinct officer shall keep,
as part of a record provided for the purpose, a statement of fees eamed by the officer and of
the money received by the officer as deposits for costs, trust fund deposits in the registry of
acour, tees of office and commissions. The officer must make an entry in the record when
the fees or commissions are eamed or the deposits are made and when the money is
received. The county auditor shall annually examine the records and accounts of each officer
and report the findings of the examination to the next grand jury or district court.

PERVLEN

Local Government Code §115.004 L

Special requirements for county auditors in counties with a population of more than 190,000.

Local Government Code §115.901

The county auditor shall examine the accounts, dockets and records of each clerk, justice of the peace, and
constable and of the sheritf and county tax assessor-collector to determine if any money belonging to the
county and in the possession of the officer has not been accounted for and paid over according to law.

The word "accounts” is often used throughout the statutes and should be understood to mean all public funds
subject to the control of any precinct, county or district official, including money seized by law enforcement
agencies and the attomey for the state; but it does not include funds received by the attomney for the state from
the Comptrolier under the General Appropriations Act, or federal or state grant-in-aids funds received by an
official (LGC §115.0035).

Money may be paid out of a registry fund maintained by a court, but these disbursements must be submitted
to the county auditor for review, verification and countersignature (LGC §117.121). These funds held in a
registry fund are to be audited annually, and a written report delivered to the county judge, each commissioner,
and the clerk of court 90 days after the last day of the fiscal year. The audit is a public document and should
be held available for public inspection (LGC §117.123).
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Local Government Code §351.0415

(d) At least once each county fiscal year, or more often it the commissioners court desires, the
auditor shall, without advance notice, fully examine the jail commissary accounts. The auditor
shall verify the correctness of the accounts and report the findings of the examination to the
commissioners court of the county at its next term beginning after the date the audit is
completed,

2.1-7

Human Resources §152

Each county auditor should consut this chapter to understand how the juvenile board and it's related activities
are to be treated. Not all are the same. This chapter deals with the creation and authority of the juvenile
boards and deals with the collection and distribution of support service fees.

AUDITING OTHER COUNTY OFFICES

The extent of audits performed on other county offices depends on many factors. One of the most critical is
personnel. The county auditor in a small county with a staff of one has the same responsibility (established
by the statutes) and authority as does the county auditor that has a staff of 15. The office is often called upon
to perform many financial functions relating to personnel, payroll, purchasing, grants, insurance, etc. These
functions are for the most part above and beyond the statutory responsibilities of the office: i.e. to produce
financial reports, audit account payable records, audit payroll records, and ensure that there is strict
enforcement of the laws goveming county finances. Chances are if the county auditor is performing all the
mandated responsibilities in a county with a small staff, then audits of other offices are very possibly neglected.

The authority and responsibility that is vested in the county auditor is derived from the Vemon's Texas Codes
Annotated, which is a codification of the statutes and faws passed by the Texas legislature. From these
statutes the county auditor has four derived audit objectives:

o To ensure that an official has collected all the funds or other property that he/she is entitied
to; the money/property is actually.checked within the officials's possession, making sure that
the proper amounts have actually been received. This procedure should include the
evaluation of supporting documentation for the amounts received. Review intemal controls
to evaluate if a diligent effort is being made to collect past due amounts.

® To ensure that the funds collected by a county official is remitted to the appropriate party; to
include the county treasurer, the state, refund claimants, and others. An effort should be
made to insure that remittances are made in a timely manner in conformity with the Statutes,
Contract, or the Rapid Deposit Law. All refunds and dismissal should be handled in a timely
manner.

® All funds and property that is the responsibility of the county is properly managed and
safeguarded (insured, bonded, safe deposit, intemal controls). It should be documented that
all investments and deposits are in compliance with the state and local depository and
investment policies. All equipment and machinery owned by the county is being used solely
for county purposes. And the county auditor is to ensure that all grant administrators are in
compliance with grant provision.

o Alifunds and other property is properly expended, accounted for and reported. Ensure that
all disbursements are made from the proper fund, in compliance with statutes, contracts and
the budget. Ensure that all amounts disbursed are to the correct party, are legally owed and
are in compliance with the Prompt Payment Act. The accounting system is established in
accordance with statute and reflects what has actually occurred within the county. The
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bookkeeping systems employed throughout the county are to reflect the actual occurrences. Ensure that all
reports are accurate and timely.

PURCHASING AND THE APPROVAL OF CLAIMS

The county auditor has the authority to disapprove claims against the county, but even so this authority is not
absolute. The statutes have established a basic criteria for all claims aqgainst the county:

Locai Government Code §113.901

(a) ~ Except as provided by subsection (c), a county auditor may not audit or approve an account
for the purchase of supplies or materials for the use of the county or of a county officer unless
a requisition, signed by the officer ordering the supplies or materials and approved by the
county judge, is attached to the account. The requisition requirement is in addition to any
other requirements of law.

Note: This aspect of the county auditor's office is probably
the most litigated, due to the authority of the county auditor
to disapprove of a claim.

Note: The requisition (purchase order) is to be In triplicate
and the original is required to have been delivered to the
person from whom the purchase is to be made.

[

The auditor shares the responsibility for approving claims against the county with the commissioners' court.
The county auditor may be required by the commissioners’ court to act as the purchasing agent (LGC §262.012
(a)) for the county. That responsibility normally falis to the county judge in counties where there has not been
a purchasing agent designated by the district judge(s) or the commissioners' court (LGC §262.01 1). tis the
responsibility of the commissioners' court to *audit and settle all accounts against the county* and to authorize
their payment (LGC §115.021). In counties with a population of greater than 100,000 the commissioners' court
may employ a person to act as the county purchasing agent (LGC §262.0115). When this option takes place
then the person so appointed shall carry out the functions prescribed by law for the county auditor with regards
to county purchases and contracts, and shall administer the procedures prescribed by law for notice and public
bidding.

Each claim, bill and account against the county must be filed with the county auditor and approved by him
before the commissioners' court is allowed to authorize payment (LGC 113.064). The prerequisites for
approval of these claims are established by LGC §113.065 and §113.901. Any claim must have been "incurred
as provided by law", and the purchase of all materials and supplies must have a pre-approved purchase order
by the county judge (or purchasing agent). The issuance of any county warrant (check) must be co-signed
by the county auditor, except for those issued in payment of jury service (LGC §113.043). The county auditor
is required to keep a register of these warrants (checks) issued by the county judge and by the district and
county clerks (LGC 113.045).

When the law requires the county to foliow competitive bidding procedures in making a purchase in excess
of $15,000, and there is only one supplier from whom an ftemn can be bought, the county auditor or other county
officer or employee may not refuse payment for the purchase, because competitive bidding procedures were
not followed (LGC §262.003).
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The commissioners' court is permitted to exempt various purchases from the competitive bidding requirement
(LGC §262.024). In the event that an exemption is granted a copy of the authorization is to remain in the
purchasing office for at least one year, or until the county auditor has had an opportunity to review the
transaction.

There is no procedure outlined or stated in the statutes that gives the county auditor a guide for disapproving
aclaim. His failure to approve a claim in a reasonable time has been determined to be the criteria to allow a
vendor (claimant) to sue the county for recovery (McLennan County v. Miller, 257 S. W. 680, Waco 1923; Att.
Gen. Op. 0-6663, 1945). The county auditor is not authorized to require, as a prerequisite to his approval of
a claim for items of expense, that a requisition be signed and approved by him at the time the purchase is made
or the expense is incurred. (Attomey General Opinion CM-95 dated 9/71). in the competitive bid process the
auditor is required to ensure that all bids are properly advertised as required by the County Purchasing Act
(LGC §262). The statutes provide for the establishment of exemptions, emergencies and exceptions to the
standard procedure (LGC §262.024), and Texas Att. Gen. Op. No. 0-2315, 1940 established that the county
auditor did not have the authority to question the commissioners' court decision that an emergency existed.

Local Government Code §351.902

The sheriff may purchase equipment and supplies for a “bureau of criminal identification”, but only in the
manner prescribed by the county auditor.

ACCOUNTING RESPONSIBILITIES

The county auditor has the responsibility to be progressive and should continually strive to improve the
financial recordkeeping and the financial reporting for the county. Many may not appreciate it, but the county
auditor has the responsibility to help provide honest, effective and efficient government for the commercial and
residential taxpayers in the county. Good county govemment will always be the result of a cooperative effort
on the part of all county officials and county employees working towards common goals.

Local Government Code §112.001

In a county with population of less than 190,000, the county auditor may adopt and enforce regulations, not
inconsistent with law or with a rule adopted under §112.003, that the auditor considers necessary for the
speedy and proper collecting, checking and accounting of the revenues and other funds and fees that belong
to the county.

Local government Code §112.002

(a) In a county with a population of 190,000 or more, the county auditor shall prescribe the
system of accounting for the county.

Local Government Code §112.005

(a) The county auditor shall maintain an account for each county, district, or state officer
authorized or required by law to receive or collect money or other property that is intended for
the use of the county or that belongs to the county.

(b) In the account the auditor shall detail the items of indebtedness charged against that officer
and the manner of discharging the indebtedness.

(c) The auditor shall require each person who receives money that belongs to the county or who
has responsibility for the disposition or management of any property of the county to render
\ statements to the auditor. /
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Local Government Code §112.006

(a) The county auditor has general oversight of the books and records of a county, district, or
state officer authorized or required by law to receive or collect money or other property that
is intended for the use of the county or that belongs to the county.

(b) The county auditor shall see to the strict enforcement of the law goveming county finances.

Local Government code § 112.007

The county auditor shall keep a general set of records to show all the transactions of the county relating to
accounts, contracts, indebtedness of the county, and county receipts and disbursements.™

Loca!l Government Code §113.023(b)

The county treasurer is o ensure that a duplicate copy of all receipts issued, shall be signed and rendered to
the county auditor, who is responsible for seeing that the receipt is properly recorded in the general ledger and
journals of original entry.

Local Government Code §113.903

With the consent of commissioners' court the official to whom funds are owed, a district, county or precinct
officer authorized by law may receive funds or collects amount due to another county, district or precinct office.

The county auditor is responsible for setting up the accounting procedures to ensure that the funds are properly
handled and accounted for.

REPORTING RESPONSIBILITIES

Loca!l Government Code §114.002

The county auditor shall determine:

[ The time and manner for making reports to the auditor, and
e The manner for making an annual report of;
o Ofiice fees collected and disbursed, and
o The amount of office fees refunded to the county in excess of those the officer is

permitted by law to keep.

Local Government Code §114.003

(a) A county official or other person who is required under this subtitle to provide a report,
statement, or other information to the county auditor and who intentionally refuses to comply
with a reasonable request of the county auditor relating to the report, statement, or
information, commits an offense.

(b) An offense under this section is a misdemeanor punishable by:

Q) A fine of not less than $25 or more than $200;
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2) Removal from office; or
(3) Both a fine and removal from office. e
In counties with a population of more than 225,000 there is a monthly reporting requirement (LGC 114.023),
which includes a publication requirement. However, all county auditor's are required to present to

commissioners' court at its regular monthly meeting a tabulation of the county's receipts and disbursements
by fund for the month, and a tabulation of accounts (LGC §114.024).

The county auditor is required to make monthly and annual reports to tha commissionars' cotrt and th tha
district judge(s) of the county. These reports are to show the aggregate amounts received and disbursed from
each county fund; the condition of each account on the books; the amount of county funds on deposit in the
county depository; the amount of county bonded indebtedness and any other county indebtedness; and, any
other point of interest that the county auditor feels is proper and informative, or that the commissioners' court
or the district judge(s) may require (LGC §1 14.025(a)). The annual report that the co unty auditor shall prepare
must include a record of all transactions made during the fiscal year. The county auditor shall file the annual
report at the regular monthly meeting on the commissioners' court in April of the year following the end of the
year. The county auditor shall file the same report with the district judges. At the time the report is rendered
to commissioners' court and to the district judges, the county auditor shall send to the bonding company of
each district, county and precinct officer a report indicating the condition of that person’s office. (LGC §114.025

(b, c)).

In addition to the reporting requirements placed on the county auditor, the county auditor has the authority to
require reports to be made by a district officer, county officer, or precinct officer. The county auditor may
require these officers to provide monthly and annual reports regarding any money collected for taxes, fines,
orfees, as well as money disbursed and remaining cash on hand. The county auditor may at any time count
the cash in the custody of these officer and verify the amount of funds on deposit at the bank and in the custody
of the officer (LGC §114.043).

Any courity officer that receives compensation based on fees collected must file a annual report by the first day
of the second month following the end of the fiscal year setting out the fees collected and the compensation
paid. The report is to be filed with the county clerk, who must file a copy of the report with the county auditor
within 30 days of the date that the report is filed in the county clerk’s office (LGC §114.046).

The county auditor is required to annually (for the year ending December 31st) file the Texas County Road and
Expenditures Yearly Report with the Comptroller of Public Accounts for the State (Road and Bridge Act,

§4.204)

In counties of more than 190,000 county officers who hold funds in trust shall be required to make a report as
prescribed by the county auditor, which details the money received and disbursed for the period under report.
All disbursements from these trust funds must be issued under order of the court and properly countersigned
by the county auditor (LGC §117.058).

EXTERNAL AUDITS AND REPORTS

In addition, there are audit and reporting responsibilities that lie with the commissioners’ court. Should the
commissioners' feel it is justified, they can employ a disinterested, competent public accountant to audit all the
books of the county, including those maintained by the county auditor (LGC §115.031). If the county does not
have a county auditor, then the commissioners' court is required to have an independent audit conducted of
the county's records and books at least once every two years (LGC §115.041). In counties with less than
25,000 one or more counties may jointly employ competent personnel to perform an audit in whole or in part
(LGC §115.042). In counties of 191,500 to 200,000 the commissioners' court shall have a biennial (in each
even numbered year) independent audit performed of all county records, books and finances (LGC §115.044). /
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In counties with a population of 350,000 or more an annual independent audit is required (LGC §115.045).
These audits as described are to be done in addition to those required by the county auditor.

In counties with a population of 40,000 to 100,000 the district judges(s) on the request of a grand jury may

appoint an auditor to examine the condition of records and county finances in a broad or a specific character
(LGC §115.043).

BUDGET RESPONSIBILITIES

Among the county auditors more significant duties and responsibilities is preparation of the county's budget.
In a county of population of 225,000 or less the county budget officer is the county judge, who serves for the
commissioners' court (LGC 111.001, 111.002). The county auditor assists the budget officer.. The two working
together prepare a budget to cover all proposed expenditures of the county govemment for the succeeding
fiscal year (LGC §111.003). In counties that have a population of more than 225,000 the county auditor serves
as budget officer for the commissioners' court of the county (LGC §111.032). Commissioners' Court has the
ability to appoint a budget officer. Once appointed, if the office is ever abolished, the county auditor shall
immediately assume the duties of the budget officer (LGC §111.062).

Local Government Code §111.034

(a) The county auditor shall itemize the budget to allow as clear a comparison as practical
between expenditures included in the proposed budget and actual expenditures for the same
or similar purposes that were made for the preceding fiscal year. The budget must show with
reasonable accuracy each project for which an appropriation is established in the budget and
the estimated amount of money carried in the budget for each project.

¥
(b) The budget must contain a complete financial statement of the county that shows:
(1) The outstanding obligations of the county;
(2) The cash on hand to the credit of each fund of the county govemment;
(3) The funds received from all sources during the preceding fiscal year,

(4) The funds and revenue estimated by the auditor to be received.from all sources
during the preceding fisca! year;

(5) The funds and revenue estimated by the auditor to be received from all sources
during the ensuing fiscal year; and

6) A statement of all accounts and contracts on which sums are due to or owed by the
county as of the last day of the preceding fiscal year, except for taxes and court
costs.

In the budget preparation process the county auditor an/or the budget officer may require any district, county
or precinct officer of the county to provide information necessary for the auditor to properly prepare the budget
(LGC §111.036, 111.065). Once the proposed budget is prepared the county auditor will file a copy with the
county clerk and available for public inspection (LGC §111.037). The budgeted expenditures that is approved
by the commissioners' court may not exceed the funds available at the beginning of the fiscal year and the
estimated revenues for the fiscal year as provided by the auditor (LGC §111 .039). Therefore it is very important
that the county auditor have a good understanding of unencumbered fund balances for all funds. Once the
budget is approved the commissioners' court is required to file a copy of the approved document with the
county auditor and the county clerk.(LGC §111.040, 111.066, 111.069).

The county auditor shall certify to the commissioners' court the receipt of all public or private grant or aid money
that is available for disbursement in a fiscal year, but not included in the budget for that fiscal year. On
certification, the court shall adopt a special budget for the limited purpose of spending the grant or aid money
for its intended purpose (LGC §111.043). Duties which have not been expressly conferred to the budget officer
\ by the statutes remain with the county auditor (LGC §111.072).
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On the final adoption and certification of a general or special county budget, the county auditor shall open an
appropriation account for each main budgeted or special item in the budget. The county auditor shall enter to
an appropriation account each warrant (check) drawn against that appropriation. The county auditor shall
periodically inform the commissioners' court of the status of the appropriation accounts (LGC §111.091). The
county auditor is to oversee the warrant process to ensure that expenses of any department do not exceed
the budget appropriations for that department (LGC §111.092).

In counties with a population of more than 225,000, the county auditor shall charge all purchase orders,
requisitions, contracts, and salary and labor allowances to the appropriate accounts. Such a requisition,
contract or purchase order is not binding on the county until the county auditor certifies that the budgst contains
ample provision for the obligation and that funds are or will be on hand to pay the obligation. The amount
allocated in the budget for a requisition, contract or purchase order or labor account may not be allocated for
any other purpose unless an unexpended balance remains in the account after full discharge of the obligations
or unless the original charge is cancelled in writing by the order of the commissioners' court for a valid reason
(LGC §111.093).

It the county plans to use "Anticipation Notes" to fund expenditures for which the notes may be used, then
usually a recommendation for such use is recommended by the county auditor (CIV ST Art. 717w)

OTHER AREAS OF RESPONSIBILITY AND AUTHORITY

Local Government Code §117.051

The commissioners' court may authorize the county auditor, or the county treasurer if there is no county
auditor, to place funds in time deposits with the depository selected by the county.
v

Local Government Code §117.054

The county is entitled to receive a part of the interest eamed on the trust funds placed in time deposits under
§117.051. The amount to be received is to be determined by the county auditor and transferred to the general
fund of the county. The amount must be reasonably related to the accounting and administrative expenses
incurred by the county in handling the funds.

Local Government Code §152.051

By definition the county payroll officer means the county auditor unless the commissioners' court has
designated another county official to issue paychecks to county personnel.

Local Government Code §154.045

If a notice of indebtedness has been filed with the county auditor evidencing the indebtedness of a person to
the state, the county, or a salary fund, a warrant may not be drawn on a county fund in favor of that person,
or an agent, or an assignee, until the person owing the debt is notified that the debt is outstanding and the debt
is paid.

Note: The Attorney General for Texas has ruled that delinquent taxes are not
to be construed to be a debt.
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Local Government Code §155.002

A request for a payroll deduction is to be in writing, submitted to the county auditor, and state the amount to
be deducted and the entity to which the amount is to be transferred. The request will remain in effect until the
county auditor receives a written notice of revocation signed by the employee. A payroll deduction can not
exceed the amount stated in the request.

Local Government Code §156.003

The county is authorized to establish and operate an electronic fund transfer system and the county auditor
shall establish the procedures for operating the system.

Local Government Code §237.004

In a county where the sheriff has the authority to regulate alarm systems, and a permit is required to operate
an alarm system as prescribed by commissioners' court, then the sherift may permit the county auditor to
collect and report such fees.

Local Government Code §291.006

A county official or an agent, deputy, or employee of a county official may not operate a private business on
public property unless the person: files a report of receipts and disbursements with the county auditor on or
before the 1st of January each year; the person must maintain accurate and detailed records; and, all records
of receipts and disbursements are to be available for the county auditor to review. The net operating income
from the operation (on a cash basis) is to be delivered to the county treasurer at various intervals along with
required reports.

Government Code:

" From time to time, it may be necessary for a county auditor to seek clarification conceming the
statutes. The county auditor has several sources for such clarification including, but not limited to:

(A) Other county auditors

(B) the texas association of County Auditors

(C) The Local Govemment Division of the State Comptroller's Office
(D) Oral information from the Attomey General's Office

(E) The County's Independent Legal Counsel

(F) The County or District Attomey

Government Code §402.042

(a) On request of a person listed in subsection (b), the attorney general shall issue a written
opinion on a question affecting the public interest or conceming the official duties of the
requesting person.

(b) An opinion may be requested by:

(8) a county auditor, authorized by law. In practice, The County Auditor must first
request an opinion from his County or District Attomey. If the County or District
Attorney refuses to issue an opinion or if the County Auditor disagrees with the
opinion, the County Auditor may then send a request for formal written Attomey
General's Opinion




(Odcbeﬂ.l%é
1]

TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
THE COUNTY AUDITOR'S OVERALL STATUTORY RESPONSIBILITIES

2.1-15

Government Code §441.161& 441.162

The County Auditor shall be a member of the local govemment records committee.

Government Code §511.016

(a) Each county auditor shall provide the commission (On Jail Standards) with a copy of the
auditor's annual audit of the county jail's commissary operations and a copy of the annual
financial audit of general operations of the county jail. The county auditor shall provide a copy
of an audit not later than the 10th day after completing the audit.

Water Code §60.204

In counties where there is a navigational district organized under Article Ill, Section 52, or Article XVI, Section
59, of the Texas Constitution, the county auditor is to insure that each year the commission that controls the
district set aside 5% of its gross income from operations for the promotion and development fund. The county
auditor is not required to audit the disbursements from the fund, but is entitied to a monthly report.

Water Code §61.174

In counties where there is a navigation district created under Article 1li, Section 52, of the Texas Constitution,
the county auditor is required to be the auditor for the district, and in this capacity make such additional reports
and perform such accounting services in addition to those now required by law as may be reasonably incident
to the proper conduct of the business of the district.

Water Code §62.158

¥

In counties where there is a navigation district created under Article XVI, section 59, of the Texas Constitution,
the county auditor (or an independent certified accountant) is required to make an audit of the revenues of the
district. The audit is to be performed by March 1 each year and reported to the commission for the district.

Water Code §63.224

In a "self liquidating” navigational district, the county auditor (or a certified independent auditor) is required to
perform on an annual basis an audit of all books maintained by the district, and to report the results of the audit
to the district as soon as practical after January 1.

Civil Statutes Article 1676

(a.b) In counties having a county auditor and in which the population is not less than 75,000, nor
more than 83,350, and in which there are navigation districts, water improvement districts and
water control and improvement districts, the county auditor shall not exercise any control over
the financial affairs of these districts. But, annually between July 1 and October 1 the county
auditor is required to conduct audit of all books and accounts maintained by the district. Each
month the districts will file with the county auditor a monthly report for the preceding month.

(c) In order for a county to issue "revenue anticipation notes”, it must have a county auditor.
Such notes may only be issued upon the recommendation of the county auditor. The county
auditor is responsible for identifying the anticipated revenue, the expenses to be paid, and is
responsible for seeing that the notes are paid in accordance with this article.
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Counties With A Population of 500,000 or More:

Local Government Code §151.903

The county auditor is required to prescribe the forms and systems to be used by elected officials and
department heads for documenting departmental personnel and requests for pay.

Local Government Code '§157.002

The commissioners' court may adopt a rule to provide medical care, hospitalization and compensation for
various county employees and other related parties. Such a rule is subject to the approval of the county
auditor, _

Eaid

Local Government Code §157.902

The district judges in a county may by a majority vote establish rules to be applied to hours of work and the
related benefits of probation officers, court reporters and county auditors. Once the rule is adopted it must be
evidenced as an order of the court and filed for record.

Local Government Code §159

A county or district officer or a candidate for a county or district office shall file a financial statement and other
disclosures as required by Subchapter A with the county auditor.

Local Government Code §291.005

The commissioners' court has the authority to direct end control employees hired to operate and maintain the
county courthouse and criminal court buildings. Such personnel so employed will be done so in writing and
approved annually by the commissioners' court. The number of employees appointed under this section is
subject to the approval of the county auditor.

Counties With A Population of 600,000 or More

Local Government Code §293

The commissioners' court may put before the voters the proposition to establish a Building Authority. The
purpose of the authority is to review existing county facilities, develop plans for the expansion of county
facilities, perform surveys, create preliminary plans, and to make recommendations to the commissioners'
court. In the event the authority is created, the county auditor shall appoint a comptrolier to the authority
subject to the approval of the board and the commissioners' court (§293.025).
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INTRODUCTION

The concept of auditing seems to have been developed some 5,500 years ago in Mesopotamia. Records have
been recovered that appear to be financial records, reflecting business transactions. Beside the numbers in
the clay tablets are small "tick marks" to indicate that the transaction was complete and verified. The system
required one scribe to summarize the transactions and another to verify to the assertions. Thus was the
concept of division of duties established.

Egyptians and Persians are found to have had a similar system for verifying the accuracy of the records
maintained by trading caravans. A third position was added - the witness. An independent party hired to
witness the exchange of goods and money and to document same. The Greeks followed their lead in adopting
control over finances, but the businessmen did not trust freemen to carry out the duties of verfication and
attestation. They used slaves, because they could be tortured to reveal the truth. They did not trust the
question and response logic. The merchant took the audit process seriously.

The county auditor is familiar with the fact that there are two kinds of auditor - the independent external and
the internal auditor. The external auditors must satisfy themselves that an entity's financial statements are
reasonable and presented in conformity with generally accepted accounting principles. They should also verify
that said principles have been applied consistently, when compared to the previous year. The external auditor
extends an assurance on an entity's financial statements and the results of operations. This manual does not
deal with the extemal auditor. lts focus is the same as the merchants of old - the intemal auditor.

The county auditor performs an audit function with the primary responsibilities as follows: the reviewing of
accounting controls for adequacy; generating, classifying and reporting accounting information; and keeping
managemant informed on all financial and non financial matters that may be observed. While the external
auditor's focus is very general and very broad, the county auditor's focus is very narrow and comprehensive.
The extemal auditor is more interested in financial matters, while the county auditor is not only interested in
the financial matters, but also the operational controls within the system. The extemal auditor is not over
concemed with fraud and his level of materiality is usually set very high. On the other hand the county auditor
is vitally concemed with all manner of waste and fraud, whatever the source and however small the size.

The word “audit” has several meanings. In the dictionary, an audit is defined as the following:

An examination of records or accounts to check their accuracy.

An adjustment or correction of accounts.

An examined and verified account.

A hearing.

To register for and attend a college class without receiving academic credit.

Nhwp s

The etymology of the word "audit” comes from the Middle English adaptation of the Latin auditus, *a hearing,"
from the past participle of audire, “to hear." The modem word “auditory,” whose definition is “of or pertaining
to the sense, the organs or the experience of hearing,” comes from the same etymology. Hence, the definitions
and etymology of "audit” primally meant to “to hear." "Hear" has several definitions in the dictionary which are
meaningful in defining the word audit, as shown herein:

To hear by the ear.

To listen attentively.

To leamn by the speech of others; be told.

To listen in an official, professional or formal capacity.
To be informed; leam.

NAhLND -
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The word “hearing” also has definitions which parallel the meaning of the word "audit,” as follows:

1. An opportunity to be heard.

2. A preliminary investigation of an accused person.

3 A session, as of an investigatcry commitiee, at which evidence is gathered, assessed and
testimony is taken from witnesses.

in the definitions of "hearing,” forms of the word “investigate" appear in two of the three definitions presented.
To follow the trail of meaning even further, the definitions of *investigate* are presented below:

1. To observe or inquire into in detail.
2. . To examine systematically.
3. To search into.

The etymology of “investigate” is from the Latin in + vestigare, “to track” or "trace,” which is further derived
from the Latin vestigium, which means “a trace" or “footprint."

Initially, the primary root behind the word audit, “to hear,” sounds passive. However, when taken in conjunction
with the root words and "cousin” words of audit, it becomes a word which connotates planned and systematic
action. For purposes of this discussion “hear” must be expanded to mean all that is received by the auditor's
ears, eyes and brain - it must include listening to the auditee, observing the auditee's actions, perusing the
auditee's files and documentation, and analyzing and assimilating everything the auditor hears and sees. In
short, it means much more than the dictionary definition of audit as "an examination of records or accounts to
check their accuracy”. An audit must be an all encompassing quest for knowledge about nearly all aspects
of the auditee. in fact, the auditors of the county auditor's office should know as much or more about many
areas of the auditee's office than the actual auditee. How can an audit be accomplished by an auditor who is
not very knowledgeable about the auditee? It cannot.

In addition to the aforementioned, an audit must have "results." An auditor must not only gather knowledge
and information, he must report the results of his findings, analyses and recommendations in‘the form of the
conclusions he states in his workpapers, exit interviews and audit reports. This is called the "attest* function
of an audit. The dictionary definitions of “attest” are as follows:

1. To affirm to be correct, true or genuine; corroborate.
2. To certify by signature or oath; affirm in an official capacity.
3. To bear witness; give testimony.

An auditor must attest as to the auditee's records and reports. See section 6 of this guide for additional
comments on communicating audit results.

TYPES OF AUDITING

The Standards For Intemal Auditing, promulgated by the Institute of Intemal Auditors do not require that intemal
auditors be aware of everything, nor does it require the auditor to insure against all noncompliance or
wrongdoing that might be occurring. The Standards do require that a reasonable and competent person will
apply reasonable professional care in developing compliance standards for review and analysis.

The county auditor and available staff must be aware that there are risks involved in auditing any county office
or activity. There are stones to be tumed over and caves that must be entered. Each assignment does not
require the auditor to have extensive awareness of all possible pitfalls, but it does require the auditor to exhibit
professional competence. The layman often does not appreciate the problem that exists when the same
person that makes deposits, posts accounts receivable, and does the bank reconciliation. Department heads
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often do not understand the problem when the same person that orders goods is the same person that
receives the goods, acknowledges receipt and issues checks for payment thereof. It falls to the county auditor
to perceive the risks associated with these activities. e -

Thus, the county auditor is constantly confronted with potential risks that may be present in any assignment,
and is vigilant to install safeguards that will prevent losses and eliminate risks. The intemal auditor will
structure an audit program for the assignment based on a preliminary evaluation of the adequacy of both the
intemal and financial controls, the effectiveness of intemal monitoring, and management competence. Audit
programs will vary from office to office, depending upon the controls present.

SAMPLE AUDIT TYPES WITH DEFINITIONS

Accounting-Orlented Audit - is an audit that focuses on accounting transactions and attests that the
recordation of those transactions and related financial activities within an organization's financial statements
are correct and proper. Some times this is referred to as a “transaction audit,” where a transaction is followed
from the source document, through the ledgers, to the financial statements.

Balance Sheet Audit - is an audit conducted at a specific point in time that confirms the existence of supporting
detail for every item on a fund's balance sheet. All elements of the balance sheet should be properly classified.
A balance sheet audit is not concemed with the proper classification of revenues or expenditures, but is
concemed that the ending balances are reconciled and there is subsequent activity to support the balances.

Compliance Audit - is an audit that reviews the offices financial transactions and operating controls.
Evaluation should reveal that the department is Properly managing county assets and complying with
established minimum standards.

Comprehensive Audit - is an audit that would involve the evaluation of all the activities within a govemmental
office. This form of audit would go beyond just the financial evaluation.

Financial Audit - is an audit that would concentrate on the economic activity of an office (or an entity), the
measurement of this activity; the reporting of this activity, and the accounting of this activity.

Management-Oriented Audit - the purpose of which is to help managers to be better managers; i.e., achieve
goals, create efficiency, and reduce costs. The results of this form of audit will make the manager more aware
of their environment, and the effectiveness of their office.

Operational Audit - The goal of this audit is a full, comprehensive understanding of the activities, systems and
controls of a particular office. The results of the audit allow the auditor to better evaluate the unit's efficiency
and effectiveness within economic parameters. This is sometimes referred to as a "performance audit".

Participative Audit - is a form of audit used that enlists the aid of the auditee once an area of concem has
been isolated. Its purpose is to get the manager involved in the problem solving.

Program Audit - is a review of an entire program to determine if the desired benefits are being achieved. This
is not to be confused with an audit of continuing activities.

Transaction Audit - is an audit that reviews the documentation and support surrounding a selected type of
transaction. Usually the auditor will test various attributes associated with a selected form of transaction.

~ /
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TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
THE AUDIT FUNCTION OF THE COUNTY AUDITORS OFFICE

OBJECTIVE

The objective of the auditing function within the county auditor's office is to assist other county offices in the
effective discharge of their responsibilities. To this end the auditing process fumishes them with analyses,
appraisals, recommendations, counsel and information conceming the activities reviewed. The audit objective
includes the promotion of effective controls and reasonable costs. The desire of the county auditor is to see
that adequate financia! control procedures are implemented at all levels.

SCOPE

The scope of duties with regard to auditing encompasses examination and evaluation of the adequacy and
effectiveness of the organizations' system of intemal controls. It includes review of the quality of performance
carrying out responsibilities established by statute and commissioners’ court. These duties include, but are
not limited to:

o Reviewing the reliability and integrity of financial and operational information, and the means
used to identify, measurs, classify, and report such information.

o Reviewing the systems established to ensure that the organization is in compliance with state
laws and regulations and county policies, and to ensure that reporting is proper and adequate.

o Reviewing the means used to safeguard assets, and verifying the existence of those assets.

L Reviewing the economy of use and efficiency of use with which resources are employed.

L Reviewing operations or programs to ascertain whether results are consistent with
established objectives and goals and whether the operations or programs are being carried
out as planned. .

RESPONSIBILITY AND AUTHORITY

The county auditor functions under those statutes established by the State of Texas and those policies as
established by the commissioners’ court. The office's responsibility and authority should be defined in a formal
written document. It should be clear in the document that the county auditor has no authority over the activities
audited.

The county auditor is responsible for to serving the organization in a manner that is consistent with the
standards established by the State of Texas. This includes coordinating intemal audits, providing reliable,
timely accounting and reporting of financial activities while maintaining high levels of independence and
adherence to ethical standards.

INDEPENDENCE

The county auditor should be independent of the activities being audited. The county auditor should be able
to carry out work freely and objectively. Independence allows the county auditor to render impartial and
unbiased judgments essential to the proper conduct of the audit. Independence is achieved in that the county
auditor is appointed by the district judge(s) and therefore should not respond to political influence. The county
auditor is responsible for maintaining an independent mental attitude. The county auditor is not responsible
for drafling operational policies or procedures, or for designing and installing operating systems for a county
office. But, the county auditor is responsible for developing fiscal and financial policies and procedures.

The county auditor must insure that a high level of objectivity is maintained at all times in performing an audit.

N /
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THE AUDIT FUNCTION OF THE COUNTY AUDITORS OFFICE

REPORTING

The countv auditar chall ranart all findinae Ahcanrad and documented within the ccope of the —uZil All
deficiencies should be noted in the report, and recormmendations for the correction of those deficiencies made.
The praliminary report should be reviewed with the auditee, with all matters of concem being evaluated.
Comments by the auditee are requésted. All material deficiencies must be reported.

For additional information regarding reporting, please see Chapter 6.

N
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TEXAS ASSOCIATION Ofl' COUNTY AUDITORS
AUDIT GUIDE
QUALITY CONTROL IN THE COUNTY AUDITOR'S OFFICE

As the county auditor's office assumes greater responsibility for evaluating the financial status, compliance
status and internal controls of the county's operations and financial reporting, there is a need to assure that
the quality of the reports and examinations is consistent and reliable. The county needs to be assured that the
desired safeguards are in place and functioning. There is a need for independent, objective and reliable
analyses and assurances.

As a general term, “quality assurance” is usually understood to mean the process of objective reviews of
general effectiveness and compliance with relevant policies and standards. The idea of quality assurance
encompasses a broad range of objective reviews, from routine supervisory functions to independent
appraisals. Such reviews may encompass various levels of responsibility and detail (Statement of internal
Audit Standard 4). ’

Thus, the office of the county auditor should establish and maintain a quality assurance program to evaluate
the operations of the audit and accounting functions that are a responsibility of the office. The office should
document that each function of the office is being carried out in an objective, independent, and competent
manner, with integrity and consistency. Standards should be established so that the county auditor's required
level of assurance is met. Quality assurance is essential to maintaining an intemal auditing depariment’s
capability to perform its functions efficiently and effectively.

All accounting functions and practices of the county should conform to and follow those standards established
as generally accepted accounting principles (GAAP). Ensuring that principles and standards promulgated by
the Governmental Accounting Standards Board (GASB) are adhered to is the responsibility of the auditor's
office. In addition the office of the county auditor should insure that the financial reports prepared by the county
meet the minimum standards set by the GASB and the State of Texas.

Regarding the audit function, the office of the county auditor should establish some standards as minimal
assurances, such as the following: -

Regarding general standards:

@ All examinations are.to be made by person(s) having adequate technical training, who are
proficient auditors.

] In all matters relating to an assignment, an independent menta! attitude must be maintained.

e Due professional care is to be exercised in the performance of the examination.
Regarding field work:
| | Work is to be adequately planned and all assistants are io be properly supervised.

| There is to be a proper evaluation of intemal controls for establishing a basis for reliance, and
for deciding the extent of work to be done on the underlying transactions.

n Sufficient, competent evidential matter is to be obtained through inspection, observation,
questions and confimations to provide the county auditor with a reasonable basis for its
report regarding the financial status and intemal controls of the auditee.

\_ _
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Regarding reporting:
u The report shall meet the minimum standards established by State statutes and GASB
pronouncements,

| The report shall identify those areas perceived to be deficiencies, those areas that do not

comply with State statutes, and those areas that are not being accounted for consistently.

[ | The report shall be informative and adequate disclosures should be provided for the reader.

| The report shall not contain an =vnression of opinion regarding -2 financiai activi,

operations of the auditee, but it shouid contain a clear-cut indication of the.character of the
~auditor's examination and the degree of responsibility that is being taken. .~

During assignments and engagements within the county auditor's office, conflicts are bound to arise. It is
responsibility of the county auditor, and first assistants, to insure that the rules of conduct established for the
office are adhered to, that conflicts of interest and biases are avoided, so as not to compromise the integrity
of the work being done. ‘

One of the issues confronting the county auditor is that of independence. The county auditor probably cannot
obtain an absolute degree of independence, but the office could probably achieve sufficient independence
conceming matters they audit to accomplish objectivity - in both fact and appearance. The auditor can render
a free, unbiased, unrestricted report as to the state of matters as they exist.

Regarding evidence:

v
The working papers developed during the audit should document the work done, and should provide a record
of the findings. The working papers should contain a written audit program referenced to the working papers.
Working papers should contain the objective, scope and results of the audit. The working papers shouid
contain sufficient information so that supplemental oral explanations are not required. The working papers
should be legible, containing both adequate summaries and lead schedules. Information regarding matters
not materia! to the audit being performed should not be included in work papers. The work papers should
contain documentation that supervisory review has taken place (see Chapter 5.3).

Other issues:

Another pervasive factor in the accounting and auditing function is that of materiality. It has been defined as
".. . the magnitude of an omission or misstatement of accounting information that, in the light of surrounding
circumstances makes it probable that the judgment of a reasonable person relying on the information would
have been changed or influenced by the inclusion or correction of the item.” (Statement of Accounting
Concepts 2). Whether an item is material will depend on the circumstances surrounding it. Common sense
will normally lead us to a de minimis rule. The county auditor should establish a standard that is consistently
foliowed by all staff conceming materiality.

A county auditor should make sure that all work is reviewed regularly. The review can be done intemally with
the use of supervisory personnel within the county auditor's office, or it can be done extemally with the
assistance of independent auditors.

Al personnel employed within the county auditor's office should practice a high level of due care. All
iregularities need to be investigated, evaluated and documented. Errors could exist because of omissions,
clerical oversights or the ignorance of the auditee. Then again they could occur due to intentiona! wrong doing
and collusion. All errors, irregularities and illegal acts should be reported.
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The county auditor should establish policies and procedures for the hiring of personnel. Reasonable
assurances that employees possess appropriate characteristics allowing for competent performance of duties
should exist. Accordingly, the policies and procedures should establish reasonable assurance that personnel
hired will have the opportunity to advance, and also the ability to assume additional responsibilities.

Allmembers of the county auditors office should be provided the opportunities and the encouragement to fulfill
minimal levels of professional development through continuing education. Insuring that all personnel have
adequate education and knowledge, provides assurances for the fulfilling of assigned responsibilities. No staff
member should be assigned to accounting or auditing tasks for which they do not have proper techniral
training.

The county auditor should establish minimal standards and objectives for the preparation of intemal working
papers. Workpapers used consistently throughout various audits (cash counts, bank reconciliations,
confirmations etc.) should be standardized. All workpapers should be reviewed. All items included in the
report should be adequately documented in the workpapers. It needs to be remembered that the workpapers
are public documents.

Conformance to established standards is no guarantee that each accounting or audit function is being
accomplished. All work must be well planned, supervised and evaluated to assure that all available resources
are properly and economically deployed. The review function, both in the office and in the field, should be
conducted regularly and all assignments should be monitored. The written report is the best documentation
of the review function.

Finally, the accounting and auditing functions of the county auditor's office should be reviewed each time the
county has an extemal financial audit performed. Good quality control in the auditor's office will allow the
external auditors the ability to place some reliance on the reports aiready prepared intemally, and consequently
reduce the leve! of materiality in their evaluation ang scope.

COUNTY AUDITOR'S OFFICE BASIC INTERNAL QUALITY CONTROL SYSTEM

e INDEPENDENCE

Personnel will exhibit and maintain a high level of independence at all times, and conduct their daily work
professionally.

o ACCEPTANCE AND CONTINUANCE

When associated with another county department or interacting with county employees and elected officials,
high degrees of integrity and respect are always required, and should be expected in retum.

® ENGAGEMENTS AND ASSIGNMENTS

No personnel should be assigned, nor should they accept assignments for which they are not technically
compstent..

® SUPERVISION

Allwork that is performed will comply with professional standards of quality. All work should be reviewed by
the county auditor or an external auditor retained by the county.
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® REPORTING

All audit and review assignments should be followed with a written report as to the results, findings,
suggestions, and personnel involved within fifteen days after the completion of field work. The final report
should be presented to the auditee within thirty days after the completion of field work.

o PROFESSIONAL DEVELOPMENT

The county auditor’s office is responsible for always maintaining high levels of trained proficiency, so that all
assigned responsibilities and duties are carried out efficiently and effectively.

e CONSULTATION

All members of the county auditor's office are expected to seek consultation and assistance from their
immediate supervisor. No question or problem should be viewed as improper or insignificant. Problems are
issues looking for solutions.
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DEVELOPMENT OF AN AUDIT PLAN
GENERAL DISCUSSION

Very few Texas county auditors have an overabundance of time and manpower. It is even probable that some
county auditors simply cannot find the time to carry out their audits to the level required by the statutes or at
least to their own professional level of comfort.

Each county auditor wants to be able to say "I am effective at discharging my audit function,” but many carry
around a little nagging feeling that there are some things which need to be done which just are not getting
done. Maybe there are some audits the auditor knows need to be done, but he spends so much time putting
out fires and chasing rabbits that they just do not get done.

There is an old adage which proclaims that “work always expands to meet time available to complete the task."

This simply means that if a man has four hours to dig a five-foot deep hole in soil which has many interesting
fossils, it will probably take him four hours to dig the hole. However, if he knows that an enemy tank will be
¢oming in thirty minutes, and that he must dig that five-foot hole to hide in, it will probably take fifteen minutes
for him to dig the hole.

Ina CPA firm, each audit has a time budget in which each section of the audit is allocated a set amount of time
for completion. The time allocated to each audit section is based primarily on the professional judgement of
the audit manager. The audit manager reviews all available documentation conceming the client and allocates
audtt time, giving more time to high risk areas and less time to low risk areas. Thus, the audit team has a guide
telling each member how much time they can afford to spend on each audit section, and it will help keep them
from getting "bogged down" on cash, accounts receivable, inventories, etc.
That same discipline that the audit manager uses in the CPA firm shouid be used on each audit performed by
the county auditor, but more importantly this discipli_ne should be employed on a macro basis. That is, the
county auditor should assess the relative risk existing for each one of the officials or entities which should be
audited, and then allocate the available audit manhours based on the relative risk determined to exist in each.
The rest of this chapter discusses this process in more detail by covering the following areas:

L Determination of the audit universe
Internal control evaluation
Analytical review

Risk assessment

The audit plan

The audit calendar

Each county auditor must realize that perfecting the audit planning process is a time consuming process.
Adequate intemal control documentation and risk assessment for each auditee office in the entire county could
take up to two or three years. Itis not a short-term project, but once it is set up it will be an invaluable asset
which will ultimately save time and, more importantly, it will help establish priorities so that the most important
jobs are assuredly completed.

o
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DETERMINE THE AUDIT UNIVERSE

Before an assessment of relative risk between auditees can be done, the audit universe must be defined - what
are the entities/functions which must be audited routinely? To a large degree the audit universe is defined by L
the statutes, but it will probably be necessary to add to those required by statutes to adequately discharge
what others may perceive as the County Auditor's duty. On page 3.2-1 is an example of the audit universe of
an actual very large Texas county, which can be used as a reference in developing an audit universe for any
Texas County. A substantial number of the auditees listed on 3.2-1 will not apply to many counties.
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911 Emergency Network
Accounts Payable

Administrative Services-Budget Office
Agricuttural Extension Services
Aberti Fund (Special Revenue)
Appraisal District

Sport Facilty Lease Agreements
Auditor's Management Information Systems
Auto Usage

Bank Reconciliation

Bonded Debt Compliance

Building Superintendent

Cash Management & investments
Cash Management Quarterly
Children’s Protective Services
CIMS

Commissioner, Pct. 1
Commissioner, Pct. 2
Commissioner, Pct. 3
Commissioner, Pct. 4

Constable 1

Constable 2

Constable 3

Constable 4

Constable 5

Constable 6

Constable 7

Constable 8

Construction Activity-Engineer
Construction Activity-Flood Control
Construction Activity-Flood Control
Budget & Coordination

County Attomey -

County Clerk-Election Division
County Clerk-Trust Funds

County Clerk Management Info System
CSC-Business Office

CSC-Fiscal Services
CSC-Management info System
CSC Building

CSC Probationer Programs

CSC Residential Facilties

CSC Restitution Funds

Data Services & Communications
Debt Management

Department of Education

District Attorney

CSC - Community Supervision & Corrections

AUDIT GUIDE

DEVELOPMENT OF AN AUDIT PLAN
DETERMINE THE AUDIT UNIVERSE
SAMPLE OF A METROPOLITAN TEXAS COUNTY AUDIT UNIVERSE

District Clerk-Child Suppont

District Clerk-CiviVFamily Intake
District Clerk-Jury Fund

Disirict Clerk-Juvenile Courl System
District Clerk-Posl Trial Division
District Clerk-Subscriber Access
District Clerk-Trust Funds

Domestic Relations

Economic Development

Emergency Medical Services/Rural Fire Dist.
Engineer

Fee Audit

FEMA Funds

Fire Marshall

Flood Control District

General Fixed Assets

Grant Monitoring Subrecipient

Grant Programs

Health Department-Environmental Health
Health Department-Animal Control
Health Depariment-Consumer Health
Health Depariment-Grant Activities
Health Department-Personal Health
Hospital District(Detail on Separate List)
Housing & Comm Dev-Housing Assistance
Housing & Comm Dev-CDA Activities
JIMS

JP 1-1

JP 1-2

JP 2-1 %

JP 2-2

JP 31

JP 3-2

JP 4-1

JP 4.2

JP 5-1

JP 5-2

JP 6-1

JP 6-2

JP 71

JP7-2

JP 8-1

JP 8-2

Juvenile Probation

Law Lbrary

Marriott Management Services Corp.

Mental Health and Mental Retardation
Mosquito Control

Parking Facilities

Payroll

Payroll Hanuouts

Pct. 1 Concassion Agreement

Pct. 2 Concession Agreement

Pct. 3 Concession Agreement

Pct. 4 Concession Agreement

Private Industry Council

Poflution Control

Port Authority

Pretrial Services

Public Lbraries

Purchasing Recycling Program

Right of Way

Risk Management

Race Park

Seized and Forfeited Assets

Sheriti-Bait Bond & Forfeitures
Sheriti-Booking, Classification & Release
Shertfi-Civil Service Commission
Sheritt-Commissary

Sherifi-Cost Bill Tracking System
Sheritt-Inmate Programs and Trust Accounts
Sheriff-Jait Operations

Sherif{-Reserve Deputies Program
Sheriti-Technical Service Bureau
Sherit{-Office of Emergency Management
Sherith\Constable Contract Services
Social Services

Tax Assesor Management Info Systems
Tax Assessor & Substations

Testing for External Auditors

Toll Road Authority
Treasurer

Treasurer-Quarterty Cash Count

Vehicle Maintenance

Vendor Documentation

Workers Compensation Quarterly Review

3.2-2
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INTERNAL CONTROL EVALUATION IN GENERAL

Adequate intemal control evaluation is the backbone of the audit planning process. 1t is an extensive process
which involves different information gathering and documentation techniques. 1t is the primary basis for
assessing the various risks related to each auditee.

An entity’s system of intemal controls consists of policies and procedures, actually functioning as designed,
established by management to:

@ Provide reliable information 'with which to produce financial statements and to manage the
department.

@ Safeguard assets and records.

® Encourage adherence to prescribed policies, procedures, laws and regulations.

® Promote operational efficiency.

® Accomplish established objectives and goals.
Intemal controls are not a guarantee that the above mentioned goals will be accomplished, because a system
of internal controls should be cost effective. The cost of operating such a system should not outweigh the
benefits and even the best system will fail without strict adherence by both management and staff and clear
communications.
Intemnal controls must function as designed. The existence of good control may be concluded by an auditor
when an auditee's checks require dual signatures,_But the auditor may not know that one of the signers
routinely presigns all of the blank checks in the checkLook "becausae it is more convenient." So much for that

control!

See Chapter 4 of this manual for a complete discussion of the intemal control evaluation process.
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ANALYTICAL REVIEW

In addition to intemal control evaluation, anatytical review provides additional depth in helping assess the risk
level of each auditee. Analytical review is the process which examines information about the operations of the 4
auditee in order to find significant or unusual relationships, changes and fluctuations.

If something unexpected or unexplained is discovered it could point to a potential problem area, or at least be
a symptom of trouble. The analytical review process often presents revelations which might be missed through
other auditing and review techniques.

Basically, analytical review allows the auditor to quit examining trees and leaves and makes him stand back
and ook at the forest as a whole. Does the forest look like a forest shouid iook? Are the:« "holes” in the forest
where they should not be, or conversely are there trees where “holes* should be? Has the forest grown since
last viewing? Has the mix of the trees changed, indicating a new direction for the forest? The Iogglng company
was denied access to the forest, but there are new ciear cut areas. Why?

An analytical review of a Justice of the Peace office might examine and compare data over several months
and years including, but not limited to, areas such as the following:

Citations filed in the court

Number and amount of fines collected

Fines dismissed

Number of receipts issued

Number and amount of refunds issued
Number of employees

Staff tumover

Cash collections compared to check collections

The above data can then be examined with questions such as the following being asked:
1
® Does the data reveal fluctuations or changes which were not expected.
~ @ Were there any expected fluctuations or trends which did not occur? An example of this would be
an expected increase in fees, when the legislature mandates an increase in a fee or.requires a new
fee. If a new fee increases the total fee structure 20%, did the total fee collections increase 20% (of
course changes in volume of fee collections have to be considered, also)

@ Are there seasonal fluctuations? Are they reasonable, expected or unexpected?

@ Has there been an increase in the ratio of checks collected compared to cash coliected, and yet
the total dollar amount and number of collections remains flat? That could indicate a theft of cash.

Section 5.4-6 of this audit guide presents an additional discussion of analytical review.
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RISK ASSESSMENT

INTRODUCTION

If there were no risks in county finance, audit time could be allocated according the size of the various county
offices. For example the county tax office would require considerably more audit resources than a one-man
justice of the peace office. However, it is entirely possible that an adequately staffed and well-run, large office
generates less risk than a disorganized, poorly-run small office that keeps poor records.

The county auditor must identify and evaluate the relative risks associated with each auditee over which he
has resronsibilty

Audit risk can be broken down into several components, as will be shown below. But, business risk (aka. job
security risk for the county auditor) should be remembered. This is the risk that the county auditor will suffer
loss or injury from litigation or adverse publicity in connection with an audit for which he was responsible. An
auditor who does his job in a credible, professional manner and who exhibits high standards in professional
judgement and documentation will have much more to back himself up when the rocks start flying. Doing the
job nght is no guarantee that all the problems will be detected, but at least it can demonstrate that the standards
of the profession were met. Also, always remember the auditor's prayer.

“Lord, if something is out there, please let me find it.
And, if it is there and | don't find it, don't let anyone else find it."

Remember, the worst way for a county auditor to find out about problems in the county is to read about them
in the newspaper. A county auditor can minimize the risk of such nasty little surprises by doing his job and
paying attention to what is going on in the county buildings.

RISK COMPONENTS AS PROMULGATED BY THE AICPA
¥

The AICPA's Statement of Auditing Standards No, 47 , states that audit risk consists of three components -

inheren@'risk, control risk and detection risk.

“Inherent risk is the susceptibility of-an account balance or class of transactions to error that could be
material...assuming that there were no related [offsetting] internal controls. The risk of such error is greater
for some balances or classes than others. For example, calculators are more susceptible to theft than is an
inventory of [asphalt]. Accounts consisting of amounts derived from accounting estimates pose greater risks
than do accounts consisting of relatively routine, factual data. Extemal factors [can] also influence inherent
risk."

"Control risk is the risk that error that may occur in an account balance or class of transactions and that could
be material...[and] will not be prevented or detected on a timely bases by the intamal control structure. Control
risk is a function of the effectiveness of the intemal control structure. Some control risk will always exist
because of the inherent limitations on any control structure.*

"Detection risk is the risk that the auditor's procedures will lead to the conclusion that error in an account
balance or class of transactions that could be material...does not exist, when in fact such error does exist.
Detection risk is a function of the effectiveness of auditing procedures and of their application by the auditor.
it arises partly from uncertainties that exist when the auditor does not examine 100 percent of an account
balance or class of transactions and partly because of other uncertainties that exist, even if 100 percent...has
been examined. Other uncertainties arise because an auditor might select an inappropriate auditing procedure,
misapply an appropriate procedure, or misinterpret audit results. These other uncertainties can be reduced
to a negligible level through adequate planning, supervision and conduct of the county auditor's office with
appropriate quality control standards."”

\_ J
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OTHER RISK FACTORS

In addition to the risk factors set out by the AICPA, other risk factors should be considered.

B Frequency and quality of auditing by the county auditor and any outside agencies.
B Size and complexity of the auditee's operations.

W Employee attitudes and morale in the auditee's office.

B Managerial attitudes and morale in the auditee's office.

B Exteral factors such as the press, controversy, politics, etc.

Other risks may be identified in different counties, depending on the circumstances.

Frequency and quality of auditing is a factor over which the county auditor has control. If the audites is rarely
or poorly audited, the risks are substantially greater than for an auditee who is examined professionally with

regularity. Regular auditing tends to discourage fraud and makes employees more careful, it tends to discover
fraud and errors sooner, before they have a chance to become significant, and it often leads to improved
operations through audit generated recommendations.

Size and complexity of the auditee's operations is a factor to consider. Generally, the larger and more
complex the operations of an office, the more risk there is that errors or fraud can be material, simply because
there is more financial exposure.

Employee attitudes and morale can be a serious risk factor. in an office where the employees are truly
overworked, or just think they are overworked, or even if they are unhappy for other reasons, it is easy for

them to rationalize setting aside some of the cash receipts for themselves - after all, they “are not getting paid
enough for this job, and other people make more for ghe same job.” Also, poor attitudes and morale can lead
to the shortcutting of procedures, sloppiness and make the system more prone to error.

Managerial attitudes and morale can also be a serious risk factor. Risk factors relating to managers/officials
can include, but not be limited to the following:

o A manager/official who delegates excessively, without appropriate monit'bﬁhé.

o A manager/official who insists on doing everything himseff, especially if this compromises
intemal control.

o A manager/official who is not an effective communicator - he knows what needs to be done,
but somehow cannot get his staff to follow his directions (because they cannot understand
what he wants).

o A manager/official who lacks apparent integrity.

o A manager/official who is overly oppressive and keeps the employees immobilized from fear.

® A manager/official who would trust every one of his employees with his credit card.

o A manager who is "nice,” but does not have a clue as to what he is supposed to do.

External factors can produce high visibility risk in some situations. For example if the press is pursuing a

problem in an official's office - the county auditor better find it before they do! Other pressures could include
special interest groups, political races and controversial county programs.

\_
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SAMPLE RISK ANALYSIS SCHEDULES
A simple format is shown below to help the county auditor assess the risk of a particular auditee and to
document that he went through the necessary steps to accomplish that assessment.

EVALUATION OF RISKS AND PROBLEM AREAS
JUSTICE OF THE PEACE, PRECINCT 1
DATE OF EVALUATION: XX/XX/XX

RISK FACTOR COMMENTS

FREQUENCY AND QUALITY OF AUDITING

Frequency of examinations Meeting statutory requirements

Quality of examinations Generally OK, except Jan-Mar not as thorough due to time spent on
another special project audit,

Audit planning OK. Need to review and amend audit program to cover the new
changes in the computer system

ADEQUACY OF INTERNAL CONTROL

Segregation of duties Adequate, except for dismissals.

Safekeeping of assets No separate change drawers, and access to change drawers is
unlimited.

Sound policies & procedures Adequate, except that one clerk who receives cash also initiates

dismissals. Judge approves the dismissals on a "batch basis" by
initialing a list at month end.

Adherence to policies & procedures Good in significant areas

SIZE AND COMPLEXITY OF OPERATIONS

Complexity Relatively compiex - second only to tax assessor

Dolla} volume $1.7 million annually $6-9,000 per day

Frequency of remittances to Treasurer Daily

Amount left in office overnight Averages $2,000. Kept in locked safe.

Number and volume of refunds / dismissals Dismissals are increasing in relation to prior years.
Seasonal fluctuations Greater volume In summer with tourist traffic on interstate.

EMPLOYEE ATTITUDES / MORALE

Subjective / Objective Observations Degenerating. Clerk who handles dismissals is irritable and refuses
to iet anyone else do her work.

MANAGEMENT ATTITUDES / MORALE

Subjective / Objective Observations JP delegates excessively and infrequentty monitors office.

EXTERNAL FACTORS

Press, political, etc. JP's opponent in upcoming race has been making open records
requests concerning dismissal volume.
SUMMARY OF RISK HIGH RISK
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The preceding evaluation format is a sample only and does not include all the factors which may need to be
included in a actual assessments. The following is a sample form which can be used to puli the risk
evaluations together for an evaluation of the relative risk of each auditee. Objectivity is paramount in this
assessment process.

RELATIVE RISK RANKING BY OFFICE
DATE OF EVALUATION: XX/XX/XX

1=LOWEST RISK & 6 =HIGHEST RISK AUDITEE
RISK FACTOR A B C D E F
FREQUENCY AND QUALITY OF AUDITING
Frequency of examinations 2 6 1 3 6 4
Quality of examinations 1 1 3 3 2 1
Audit planning 1 1 2 3 2 1

ADEQUACY OF INTERNAL CONTROL

Segregation of duties 2 2 5 1 2 1
Safekeeping of assets 1 2 2 1 1 1
Sound policies & procedures 3 2 4 1 1 1
Adherence to policies & procedures 1 1 6 1 1 1

SIZE AND COMPLEXITY OF OPERATIONS

Complexity 6 2 2 5 3 4
Dollar volume 6 1 1 5 4 5
Frequency of remittances to Treasurer 1 5 6 1 ' 1 1
Amount left in office overnight 4 5 6 1 1 1
Number and volume of refunds / dismissals 1 1 6 1 1 2
Seasonal fluctuations 4 1 2 5 1 2

EMPLOYEE ATTITUDES / MORALE

Subjective / Objective Observations ‘ 2 2 5 1 2 1

MANAGEMENT ATTITUDES / MORALE

Subjective / Objective Observations 2 2 6 1 2 2
EXTERNAL FACTORS

Press, political, etc. 3 1 6 1 1 2
TOTAL OF RANKINGS 40 35 63 34 31 30

RELATIVE RISK RANKINGS
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THE AUDIT PLAN

The first step in developing an audit plan and audit calendar is to determine the available resources to carry
out the audit plan. The example below shows how this can be determined in a relatively simple matrix. The
matrix lists each resource's available total hours and reduces those hours for vacation, holiday and non-audit
hours. Note that the county auditor's non-audit hours are significant because of the time which must be
devoted to other duties such as the budget, personnel matters, financial and general ledger management,
continuing professional education, etc. Note also, that other county auditor's staff such as accounts payah'»
staff, data entry personnel, support staff, and payroll staff are not included in the analysis, but an all-inclusive
plan could be set if the county auditér so desired.

ANALYSIS OF AVAILABLE AUDIT HOURS

NAME TTLE AVAILABLE HOLIDAY VACATION NON-AUDIT AVAILABLE

TOTAL HOURS HOURS HOURS AUDIT HOURS

HOURS
Smith county auditor 2,080 (80) (80) (1.200) 720
Jones Audit Manager 2,080 (80) (80) (320) 1,600
Thomas Auditor 2,080 (80) (120) (60) 1,820
Perkins Auditor 2,080 (80) (80) (60) 1,860
Wilson Auditor (PT) 1,040 (40) 0 (20) 980
TOTAL 9,360 (360) (360) {1,660) 6,980

After the county auditor determines the available manhours which can be devoted to audit work, he should
prepare a table of auditees, the relative audit risk assigned to each, and the total audit hours which can (or
must, because of statute) be invested in each. Note tht just because audit risk on a particular auditee is high,
a large amount of time should not be arbitrarily assigned to its audit. instead, the time assigned should be
based upon the amount of time it should take to complete the steps in an audit program which has been
designed for this auditee's particular risk factors.

ALLOCATION OF AVAILABLE AUDIT HOURS

AUDIT TOTAL

AUDITEE RISK HOURS SMITH JONES THOMAS PERKINS WILSON
Tex Assessor High 1420
County Clerk Moderate 1,080
District Clerk Low 700
Juslice of the Peace, Pct. 1 High 860
Justlice of the Peace, Pct 2 Low 720
Sheriff - Commissary High 680
Sheriff - Beil Bonds Low 620
Juvenile Probation Moderate 400
CUSHION FOR REQUESTED
OR FRAUD AUDITS N/A 400

TOTALS 6,980 0 0 0 [ 0

The above matrix is a layout example, In no way Indicales that the hours allocated are reasonable for any given auditee

N
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After the allocation of available audit hours is made to the auditees, the matrix should be completed by
assigning the available audit hours to the resources as is shown in the matrix below. Note that there is an
"auditee” called "cushion for requested or fraud audits®. This is includable at each county auditor's option, but
itis recommended. If there is a cushion and it is not needed (fat chance of that happening), the time can be
used for other productive projects such as system design improvements in auditee offices. If there is no
cushion and a special project raises its ugly head, the audits which have been assigned specific hours based
on their risk will end up being shorted - and that can compromise the whole audit plan.

TEXAS ASSOCIATION OF COUNTY AUDITORS

AUDIT GUIDE
DEVELOPMENT OF AN AUDIT PLAN

THE AUDIT PLAN

ALLOCATION OF AVAILABLE AUDIT HOURS

3.6-2

\

AUDIT

TOTAL

AUDITEE RISK HOURS SMITH JONES THOMAS PERKINS. WILSON

Tax Assessor High 1420 185 500 580 - 155
County Clerk Moderate 1,080 75 200 580 225
District Clerk Low 700 30 100 570
Justice of the Peace, Pct. 1 High 060 80 200 870 10
Justice of the Peace, Pct 2 Low 720 10 100 430 180
Sheriftt - Commissary High 680 50 180 300 150
Sherift - Bail Bonds Low 620 10 120 400 90
Juvenile Probation Moderate 400 40 40 150 170
CUSHION FOR REQUESTED
OR FRAUD AUDITS N/A 400 240 160

TOTAL 6,980 720 1,600 1,820 1,860 980

Note that the "audit risk" in the preceding matrices is either "High,” "Moderate" or "Low." Altemnatively, a county
auditor could use more than three classifications, and they couid be expressed quantitatively (i.e. rank the risk
on a scale of 1to 10). Any approach is acceptable as long as the results are clearly justifiable with supporting

documentation.

¥
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THE AUDIT CALENDAR

SPREADSHEET TYPE AUDIT CALENDAR

COUNTY AUDITOR'S OFFICE
COMPRENHENSIVE AUDIT DEPARTRENT CALENDAR
Fiscal Yesr 9/30/XX

3.71

Creating the audit calendar takes the audit plan one step further by determining when the audits are planned.
An audit calendar such as the one presented below is based upon the total hours for each auditee as
determined in the audit plan creation, and is sufficient for counties which do not have a large audit staff.

REK MONTH OF FIELD WORK
AUDITEE HRS Oct | Nov | Dec [ Jan | Feb | mar | Apr [ Way { Jun [ Jul | Aug | Sep
ax Assessor RONIGR 2 2 1B 1A H 1A 1C 2 1A 1A ] 1A TA
1,420 [ 28B4 [ 14 | 284 14 1 142 | c84 14 14 | 314 14 14
County Clerk poizraioreant A 4 1C A 3 1A 1A H 1A i8 < 1A
1,080 10 [ 216 [ 110 10 [ 241 10 10 [ 296 10 1 21 1216 (4]
pDistrict Clerk aaverayd 1A 1B ] 1A TA 2 1A 1A 3 1A 1C 2
700 [] 16 {140 8 8 | 140 8 | 166 I 70 [ 140
Justice of the Pesce, Pct. Ilwmawna] < 1A 1A £ 1C 1A . 1A 1A 2 1B 1A
Y60 | 212 1 10 [ 212 r¥d 10 1 ¢3 U 10 1212 19 10
Justice 0f the Pesce, Pct. cf«weawanwd] 1B 1A 1A 1A 1A c 1A 1A 2 1€
i 10 {76 8 E- BRIy 8 8 | 16U ] 81160 18
Sher1tY - Commissary raRdie] 1A 18 r4 1A 1A 3 TA 1C < 1A 1A <
68U 8 y 150 & 81164 8 Yy 1150 [ 8 1150
SherifY - Bail Bonas R 1A 1A 2 1A 1A 2 1A 1A 3 1A 1A
6c0 { 138 B[ 138 8 B | 138 8 8 1142 [ 8
Juvenile Probstion ogvarer] 1A 18 1A ¢ 1A 1A H 1A 1C 2 1A
6,956 12 7 16 12 70 12 12 70 12 24 70
TOTAL 6,508 1 682 | 5¢ L58 [ 680 | 5371 [ &%4 | 6599 [ &95 358 t 737 1557 | 350
LEGEND
1A Lisited Scope 2 Full scope sudit
1B Limited Scope with payroll hsndout 3 Full scope sudit with surprise cash count
1C Limited Scope with fixed asset inventory
123R5W/AUDGUIDY . WK1

DATABASE ORIENTED AUDIT CALENDAR

database.

AUDITEE

AUDIT TYPE
SCOPE

AUDIT PERIOD
FIELD WORK DATE
AUDIT RISK

MANAGER NAME
SENIOR NAME
STAFF NAME
DATE OF LAST
AUDIT REPORT

Note that the audit calendar above does not include the “cushion” time allowed in the audit plan.

MANAGER TIME BUDGET
SENIOR TIME BUDGET

STAFF TIME BUDGET
TOTAL TIME BUDGET

Counties with larger audit staffs will probably find that an audit calendar built from a database approach will
be more useful and flexible. Here is an example of the fields which could go into each record of such a
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With the preceding information in a good database software package many useful reports can be generated
to aid in management of the audit team. Several ofi-the-shelf, user-friendly database software packages exist
and any of them would work well for this purpose.

The following are some examples of the types of reports which can be generated from such a database:

@ A report of all the audits assigned to a given audit staff employee. This could help in identifying
overcommittment or slack time for that employee.

@ A report of all of the scheduled audits for a given auditee.
@ A report showing the dates of the last audit reports for all auditees.

@ A report of all of the audits and who is assigned to each. This would be an excelient mechanism
for communicating schedules a year in advance.

@ |f fields were included in the above database structure for actual time expended on each audit,
a report of actual results could be printed at year end to serve as a baseline for the next years audit
calendar.
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AUDIT GUIDE
INTERNAL CONTROL EVALUATION
GENERAL DISCUSSION OF INTERNAL CONTROLS

WHAT IS INTERNAL CONTROL?

Internal accounting controls are designed to provide reasonable, but not absolute, assurance that:

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

o Transactions are recorded as necessary to:
o Permit accurate preparation of financial reports.
 J Maintain accountability for assets.

] Access to assets is permitted only in éccordance with management's authorization.

L Recorded accountability for assets is compared with the existing assets at reasonable
intervals.

The broad sweep of this definition includes much more than just simple procedures. It includes the methods
by which an entity's management delegates authority and assigns responsibility for all functions, but reaches
further than that. The absolute most important component of a good internal control system is managements
embracing of, wholehearted desire for and dedication to intemal control. If management does not care about
good intemnal control it will not exist. That is the reason it is as important to review and document not only the
intemal control system, but also the intemal control “environment” (i.e., is it taken seriously, is it something to
which the auditee just pays lip service, or is it simply ignored or even abhorred).

The second most important component of the intemal control system is frequent, high-quality auditing by the .

county auditor. If the county auditor does not take the audit function seriously, county offices are less likely
to take their own intemal control responsibilities seriously.

Key objectives of intenal controls are:

L To help prevent errors and fraud

] To help safeguard assets

o To help protect those who do not commit errors and fraud

L To help insure that transactions are consistent with the law and management directives

[ To detect errors, fraud, and violations of law and management directives as early as possible,

before they become serious problems

ltis also important to stress that when errors and fraud are found, especially if they are found early, may be
an indication that the internal controls are working and that someone and/or something is doing their job. Of
course, one should always find out why the error or fraud occured, and determine whether changes need to
be made. However, do not automatically assume that major changes need to be made - maybe the system
was working and that is why the problems were brought to light.




/E)ctober 1,1996 - ' \

' 41-2
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTERNAL CONTROL EVALUATION
GENERAL DISCUSSION OF INTERNAL CONTROLS

There are many offices in a county, operating under different conditions, in different locations and with varying
numbers of personnel and volumes of transactions (transactional volume should be measured two ways -
number of transactions and total dollars handied). Before delving into a detailed analysis of any office, it is
important to step back and "look at the big picture” of what should exist in any and all offices if they are to have
an effective internal control system. An effective intemal contro! system begins with:

® A logical plan of organization, which establishes clear lines of authority and responsibility,
and segregation of duties..

® An adequate structure consisting of well defined procedures.

® Personnel with ability, experience and ATTITUDE sufficient to enable them to perform
satisfactorily the responsibilities assigned to them.

One of the maxims of intemal control is that no one person should handle all phases of a transaction from
beginning to end. A logical plan of organization (ex. .. {cr "one-man" offices), requiring two or more persons
to participate in each transaction, causes the work of one employee to serve as proof against the work of
another. The principle is that a segregation of duties should add to the efficiency of operations and produce
warning signals when an error, whether accidental or intentional, is introduced into the accounting process.
The three key duties which should always be divided are the authorization (approval), recording and custodial
(physical handling) duties.

An adequate accounting structure should always be set forth in a policies and procedures manual, or less
desirably, memorandums from management. Every éntity, large or small, has a body of established methods
of initiating, recording, summarizing and reporting transactions. If accounting procedures are clearly stated
in writing, the policies set by management can be enforced efficiently and consistently. Uniform handling of
like transactions is essential to the production of reliable accounting records, and consistency is possible only
when definite patterns for processing routine transactions is communicated clearly to all employees.

An adequate accounting structure should also include well designed documents and forms which are controlled
by serial numbering (some forms such as receipts and checks should always be prenumbered at the printer).
The inventory of prenumbered forms should always be controlled by someone other than the employee who
should be using them in the system.

The need for having personnel with the ability, experience and attitude to do their assigned job is self-
explanatory and self-evident, but it should be pointed out that attitude is probably the foremost of the three
attributes. A less experienced, less skilled employee with a good attitude can contribute much more to a
system that an experienced, highly skilled employee with a poor attitude.

LIMITATIONS OF INTERNAL CONTROL

There are inherent limitations that should be recognized in considering the potential effectiveness of any
system of intemal control. In the performance of most control procedures, errors can result from
misunderstanding of instructions, mistakes of judgement, carelessness, a “don't care” attitude, other personal
factors, or managements lack of commitment to intemal controls. Internal controls are like seat belts; it is one
thing to just have seat belts in a car and quite another matter to use them. Too many people hold their
shoulder strap down with their hand whenever they go by a law enforcement officer, and then release them
when the officer is out of sight. It is the auditors duty to determine that the internal

- /

GENERAL CHARACTERISTICS OF GOOD INTERNAL CONTROL o -
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controls, as documented, actually function as designed; that they are more than just “window dressing.” Just
having prenumbered receipts is not sufficient, for example. Inventories of unused receipts must be controlied, -+
receipts must be issued in sequence, copies must be given to payors, voided originals must be kept and
accounted for, and they must be matched to deposits. Without ali of these occurring, prenumbered receipts
are not worthless, but are certainly not as effective as they could be.

intemal control procedures, depending on the strength of segregation of duties can be circumvented by
collusion. Additionally, some of the offices in counties are "one-man"” offices making segregation of duties
difficult. In these small offices it is important to institute compensating controls such as mandated vacations
of up to one full week and more frequent and extensive audit procedures such as heavy confirmation work and
more frequent surprise cash counts.

The concept of reasonable assurance recognizes that:
@ the cost of a control should not exceed the benefits to be derived, and

@ the evaluation of costs and benefits requires estimates and judgements by those charged with the
design of the internal controls.

Common sense must be utilized in designing and implementing intemal control systems. They should be tight

enough to provide the desired degree of assurance and protection, but should not be so cumbersome as to
interfere unnecessarily with the real function of an office. It does not make sense to spend $500 to protect $5.

DOCUMENTATION OF THE INTERNAL CONTROL SYSTEM

Internal control systems can be documented by a nufber of methods. Narratives, questionnaires, flowcharts
and segregation of duties analyses are the most common and effective methods. Each of the methods has
its own strengths and weaknesses. Generally speaking, a combination of all or some of the methods is usually
necessary in order to adequately document a system. The “package" of one or all of these methods is
combined in the permanent audit file. under the catch-all phrase "system documentation” or “sysdoc", for shon.
A detailed discussion of each of these methods is follows in this chapter.
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Interview technique is critical to a successful sysdoc interview. The most effective method is to ask the
interviewee to tell all their functions, and then have them do a “walk-through" of each function. A "walk- -
through” consists of the interviewee starting at the initiation point of a transaction and explaining all the
documentation, processing, approvals, and reports or forms generated, all the way through to the culmination
of a transaction. Frequently it may be necessary to link interviews with two or more persons in order to obtain
a complete walk-through. For example, in order to perform a walk-through on the expenditure cycle for supply
purchases in a county, it could be necessary to interview the Purchasing Agent, County Judge personnel,
county auditor, accounts payable personnel and County Treasurer personnel. Each has responsibilities in the
expenditure cycle, such as order initiation, receiving and controlling the products ordered, processing invoices,
purchase orders and receiving documentation, approving for payment, entering transactions, signing checks
and reconciling the bank statement.

During a walk-through, the interviewer should never ask leading questions (questions phrased whereby the
average man on the street would know what the auditor wants to hear). For example, it an auditor is
conducting an interview with a cashier and wants to know what happens to the original of each receipt, the
auditor should ask the interviewse the disposition of the original, blue copy and pink copy of the receipts. If
an auditor asks the interviewee “Does each payor always get the original receipt?," most interviewees would
know the "correct” answer should be yes - and that is frequently the answer the auditor should receive, even
if in reality the payor receives the original receipt only 10% of the time. Many people who are being audited
want to please the auditor, and sometimes tell the auditor what they think the auditor wants to hear, rather that
the reality.

In doing a walk-through it is also important to let the interviewee "ramble" to some degree since they may
provide the auditor with valuable information he might miss otherwise. One quick way to squelch ar
interviewee's information flow is to make judgmental comments such as "that is a bad procedure"” or “instead
of doing "x", you should do "y"). The main goal in the interview process is to determine the system as it is
represented to exist - the time for professional judgeménts and suggested improvements to the system should
come later. Having said that, it is also the auditor's responsibility to gently guide the interview so it does not
get too far off course. There is a delicate art to guiding the interview in the needed direction without causing
the interviewee to become defensive or start withdrawing - remember, auditors are frequently perceived as a
threat.

Each time an interviewee, refers to any type of documentation, reports, forms, logs or journals, the auditor
should request to see these and obtain copies of each, preferably ones which contain live data, as well as
biank forms.
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The best way to get the information necessary for a complete and adequate sysdoc is by interviews. It is
usually best to begin with an entrance interview of the elected or appointed official, then interview the
supervisors and, finally, interview the personnel who actually do the work. It is not unusual to find that there
is a disparity between what management thinks employees do and what they really do.

The elected or appointed official should be able to provide the auditor with the basic office organization chart
(either on paper or verbally). From interviewing the official, the auditor should be able to determine the official's
attitude toward intemal controls, the official's personal involvement in the day to day operations of his office,
and what specific concems he has, if any, about specific personnel or procedures. The interview with the
official should leave him with the feeling that the auditor is on his side and is there to help protect him
as well as the county. In larger offices try to avoid getting into the office details with the official, unless he
wants to do so - instead depend on the supervisors for more detailed information. In smaller offices, however,
it may be necessary to get details from the official.

The entrance interview of the official is also the time to establish the "ground rules” for the audit. It is important
to get off to a good start with the official by setting ground rules to minimize misunderstandings. The ground
rules should address such items as the following:

® Who is authorized to answer the auditor's questions.

® What are the office hours and what are the "crunch hours" when the auditor would unduly interfere
with office functions.

® What location would the official prefer that the auditor use for a workplace during the audit.
® Which of the official's staff are available to help the auditor during the audit.

Supervisors in larger offices should be interviewed for more detailed information about "who does what" in their
areas of responsibility, and interviews with their personnel should follow. Discrepancies between what an
auditor leams from interviewing the supervisor and interviewing the subordinates should be resolved through
further discussion with both the supervisor and subordinates.

Professional judgement should be used in determining which subordinates to interview. If there are ten
cashiers in an office which perform the same function, there is no need to interview each - just one. The
supervisor should be able to recommend the best subordinate to interview. However, there may be situations
where the ten cashiers perform the same basic functions, but each has a specialized job they do each
day/week/month/quarter. H this is the case, interview all ten cashiers, but only on their specialized duties and
only one cashier on the cashier function.

Itis critical to take notes during sysdoc interviews and to quickly transpose them into easily readable form
immediately after the interview, before they become “cold” to the interviewer. Additionally, it is usually better
for the auditee and the auditor if the interview is carried out in segments of no more that 20 minutes per
segment. This keeps the auditor from consuming large blocks of the auditee’s time, and gives the auditor time
to clarify his notes and isolate any questions resulting from the interview.
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INTRODUCTION

An understanding of the environment in which the auditee's system of internal controls operates should be
obtained by the auditor. That understanding is the basis for forming an overall assessment of the control
environment. A documentation guide (see example beginning at 4.3-2-1) is provided to the auditor as a
framework for this study and evaluation.

TIMING OF DOCUMENTATION

The intemal control environment should be considered in completing the preliminary assessment phase of the
study and evaluation of internal controls, as well as during the entire field work phase. It may not be realistic
or accurate to try to completely finish the documentation guide during the preliminary phases of the audit,
The auditor can complete parts of the guide in the preliminary phases of the audit, but should keep the items
on the guide in mind, and develop additional or modified comments throughout the field work.

OBJECTIVES OF THE STUDY OF THE ENVIRONMENT

Because of the differences in offices and the various environmental elements, it is not readily possible to
measure the significance of each element. However the study and evaluation of the environment allows the
auditor to develop an overall assessment of the level of control consciousness present in an auditee office.
The information gathered for this documentation should reflect that broad objective.
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TEXAS ASSOCIATION OF COUNTY AUDITORS
DOCUMENTATION GUIDE - INTERNAL CONTROL ENVIRONMENT Pg 1 of 2

Auditee:

Prepared by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:

1. COMMUNJCATION: Consjder the extent of formal communications occurring
in the office such as written policy statements, codes of conduct,
procedure procedure manuals, organization charts, organized informational
meetings, etc.

2. MANAGEMENT QVERSIGHT: Discyse management's oversight of setting
standards, reviewing (nonxtorané performance, and applying corredtive and
reinforce-ment procedures. Copsider
a. Managements overall phllosophy about contr
on areas of risk

b. The extint to whjch the accoynting system and related system of
internal accounting control 1s documented (1. e. the existence of
defined standards).

¢c. The timeliness of reports groduced, roconciliution: gertormed, and
corrections to errors detetted through the interna ontrol system.
Are important things “put-off-.

d. The suitability, availability, reléubility or even existence of
management reports, and the view of management concerning these
reports.

e. The extent to whigh action has been taken historically, in response
to audit reports lssued by the County Auditor's office
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TEXAS ASSOCIATION OP COUNTY AUDITORS
DOCUMENTATION GUIDE - INTERNAL CONTROL ENVIRONMENT Pg 2 of 2

lAuditea:

3. PLAN OF ORGANIZATION: The plan of oiqunizution can_vary from office
to office according to its size and compléxity. Generallx organization
encompasses checks and balances ,iualxty of peruonne}, delegation of
uuthorxt¥ and scope o requnlxﬁx ities. The plan of organization should
provide lor segregation of incompatible functions.

4. PERSONNEL ENVIRONMENT: Consider whether standards, policies and
procedures exist for selecting, training, appraising and compensating

employees.

5. DELEGATION OF AUTHORITY; Consider whether there is a clear
understanding of the authority and responsibilities dejeqgated and the
relationships #ndxvxduala have with respect to others in the organization
(e. g. as set forth 1n an organjzation chart, job descriptions, etc.). Are
gersongel informed o{ the policies, procedures;, and activities that
irectly or indirectly affect their individual responsibilities?
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INTERNAL CONTROL EVALUATION
OFFICE ORGANIZATION CHARTS

on page 4.4-2.

personnel/positions. The following are examples:

“treasury” duties, no further information would be necessary concerning that position.

handle large sums of money when they execute arrest warrants involving seizures.

4.4-1

Organization charts graphically display the persons/positions in an entity. The county auditor's office should
utilize expanded organization charts which shows the title, primary functions and names in the auditee
department. An example of an expanded organization chart should be developed for each auditee is presented

In some departments, it should not be necessary to list the detaiis of the primary responsibilities of certain

® When preparing an organization chart of a County Clerk, the primary responsibiiities of the
employees who deal with accounting records or cash handling would be presented in detail, but the
clerks who simply work with the physicai deed filing, indexes, etc. do not need to be set forth in detail.

® When preparing an organization chart of the nonpayroll aspects of a Treasurer's Office it would

only be necessary to show the name and position of the payroll clerk; since she doesn't have

Use care, however, in assuming certain positions/personnel do not handle cash. For example the Sheriff's
deputies and District Attorney's investigators primarily perform nonfinancial activities, but they can and do
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OFFICE ORGANIZATION CHARTS
EXAMPLE OF ORGANIZATION CHART
TAX ASSESSOR-COLLECTOR
A, F. “BUDDY" JONES
EXECUTIVE SECRETARY
IVY ROGERS
PRIKARY FUNCTIONS
t.MorLoege company
EXECUTIVE DIRECTOR processing
ble deot in Auditors
PRIKARY FUNCTIOMS office concerning Tax
1.Revarses pots on re- office bilts
Lrned chechs and pre— 4,0rcers supplies/issues
pares redill letters requisilions
2. lnitistes at! outgoing S.Answers swilehboerd
COrrespondence.
3.0eais with ali prodies
LWW?:" all Tax
Department personne!
S.Lismson Detween Tax Dot
and Commissioners Crt
CASH
ASSISTANT SERVES
EXCUTIVE DIRECTOR ™o
FUNCT JONRS

PATRICIA "TRISH™ CASK == procccceacococanca,

PRIMARY FUNCTIONS
1.Caicuiates efective
roliback rates
2.Precares £-71 payment
deposits

| l

ACTOUNT ING DPT.

MAIL ROOM

PRIMARY FUNCTIONS
DEBRA “DEBBIE™ DUCKWORTR
Account ing Supervisor
VALISSA “LISSA" SANGER
Assistant Accountant

PRIMARY FUNCTIOMS

MORMA LEE ASTON
Mail Ctert

PRIKARY FUWNCTIONS
.Run computer trens-
action reportis
.Transfer funas col-
lectec to appropriaste
entities
3. Receive formia (oo

from participating

entities
4.Prepare monthly recorts
for Auditors office
S.Prepsre reports as
reguested Dy each
entity

N -

PRIMARY FIACTIONS
1.0pens, sorts & dis
butes incoming mai

2.4pplies postage & seals

outgoing mail

tri-
1

COLLECTIONS DPT.

EASY PAYMENT “E-T" DPT.

PRIMARY FINCTIONS
SHIRLEY JACKSON
Supervisor of
Collections
SHIRLEY “LOUISI™ SWMPTER
Collections Clerk
LAURA BETTON
Cotlections Clert

PRIKARY FUNCTIONS

1.All payments by cash or
payments with some
giscrepancien

2.nandle all paywents
asde al the counter

3. Angeer inquiries froa
Laxpayers on prone or
in person

4. Eoch clert maintaing
own cash Orawer. Counts
cash, bslances and
prepares deposil each
cay

PRIMARY FUNCTIONS
PEGGY MORRIS

E-] Payment Supervisor
DEBORAN “DEBBIE™ MARTIN

E-] Payment Clerr
PATRICIA “TRISH™ CASH -~
Assistant Executive
Oireclor/E~1 Pavment
Cierx

PRIKARY FUNCTIONS
.4polication of “easy
pmis. (i.e. paywments by
checl. with the coupon
enc no dicrepancies.
2.Process changes (rom
the Appraisal Dastrict
_.Perfors research for
taxpayers via phone or
+n person
.Ass;ist public in use of
the public access CRT's

w—

~




ﬁclober 1. 1996 TN
'

4.5-1
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTERNAL CONTROL EVALUATION
CASH FLOW CONTROL QUESTIONNAIRE

The Cash Flow Control Questionnaire (see 4.5-2-1 through 4.5-2-3) is a tool to assure that key questions
concerning the auditee’s intemal controls relating to cash flow are answered. The questionnaire can be
prepared in rough form during the interviews and them a final version can be completed after the interview.
The auditor should usually find that it is necessary to go back for follow-up interviews in order to accurately
complete the questionnaire.

The first two pages of the questionnaire consist of questions relating to procedures and the third page is a
segregation of duties questionnaire.

The importance of adequate segregation of duties is discussed at the bottom of 4.1-1 continuing onto 4.1-3.
The segregation of duties questionnaire is designed to isolate incompatible duties or responsibilities performed
by one person.

Ideally, no one should be involved in more than one type of duty. That is, employee A should have "custody"
duties only, and should not be keeping any type of books or signing checks. Employee B might be involved
in "record" functions such as bookkeeping, posting to logs/journals, taking inventory of unused receipts, etc.,
but should have no duties involving "custody" or "approval.”

On the Segregation of Duties Questionnaire, the auditor should record the names of the persons in the column
headings under "Person Performing Duty/Responsible." If the auditor is analyzing a large office such as the
tax office, and there are 6 cashiers who perform the same duty, there should be one column marked “"cashiers"
on the questionnaire instead of writing 6 employees names in 6 ditferent columns. The auditor should then
indicate who performs each duty or has the responsibilities listed by placing an “x" in the column of the person

(or group of persons such as cashiers) performing that duty or having that responsibility.
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TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTERNAL CONTROL EVALUATION
REDUCED COPY OF CASH FLOW CONTROL QUESTIONNAIRE - PAGE 1

CASH FLOW CONTROL QUESTIONNAIRE

Otfice Dats
Auditor
Account Name Bank
Account Numbers: Purposa of Account
Bank account
Genaral ledger
Authorzed signers:

1. Describe the'typss of payments for which receps are ssued?

v
2. Are Lhe receipls computer genersted or are they menual receipts?

3. i manual recepls are ever uliized 10 any degree,
& Are they prenumbered?

b. Are they purchasad, issued and conuoled through the County Audiloc's office?

c. ¥ manual recelpts are lemporary (used when the computer is unavadabls) descrbe the wha!
happens 10 e manual recept allar & is enlersd In the comMpuiar sysiem.

4. Which empioyees receive money from the publc? (For smal offices, describbe what happens wih receapis
when the normal cashssr 13 oul ON vacADON, SK isave, unch or coflee break )

5. U mulipie empioyees receive money, descrbe the securty and separsteness of aach ‘cashiecs’
accumulated recepts (1.8, separaie cash dmwervboxes, lock security, eic.).

6. N multiple employess recalve money and they utilze computerzed recepts, describe they password secuy
and procedures 10 assuse accountabdity (i.e. common knowiedge ol each others passwords, leaving larminals
unatiended, eic.)

4.5-2-1
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REDUCED COPY OF CASH FLOW CONTROL QUESTIONNAIRE - PAGE 2

TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTERNAL CONTROL EVALUATION

CASH CONTROL QUESTIONNAIRE - Page 2

7. What is the office’s policy conceming empioyees cashing checks oul of changs funds or sccumuisted

undeposded cash recepts?

8. Descrbe the method of accounting for all eceipls issued and who is responsdie for this accounung.

9. Describe how receipts are reconciied 0 deposits and who accomplishes Lhe reconctia tion.

10.

11,

12

13.

15

17

Descrbe the procedures when a receipt is voided.

How often are deposds madae at the bank and how does the money gel 10 the bank?

Where k undeposited cash kept
a. On breaks and lunch times?
v
b. Ovemight, 1 not deposiied each night?

Describe the physical securtty for the checkbook.

. Daescrbe the securty of any check signing parsphaneiia (stamps and signatwre plales)

. Are dual signalires required on all checks?

. {3 the buk of the receipls in cash, checks or monay ordecs?

. i the office recervas receipts in the mal,
a. Who opens the mau?

b. Are cash recelols lsied by the person opening the medl?

c. R0 yes, what is done with the §ut?

d. Are recols malled 1o the senders?

45-2-2
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AUDIT

GUIDE

INTERNAL CONTROL EVALUATION
REDUCED COPY OF CASH FLOW CONTROL QUESTIONNAIRE - PAGE 3

TEXAS ASSOCIATION OF COUNTY AUDITORS
SEGREGATION OF DUTIBS QUESTIONNAIRE

Auditee:
Prapared by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Place an ';‘ in the column of the Person Performing Duty/Responsible
gcrgon performing the duty or
aving responsibility
Not
L. Punction [Dqne
Duty/Responsibility Type N?A
. Receives money Custody
2. Issues receipts Custody
3. Opens and lists mail
reciepts Custody
4, bseguen compares
g:teg mai yrocegp;m to
recorded cash receipts Approve
5. Balances receégt copies
against cash awer Custody
6. Verifies that voided
original receipts are
kepf and reviewed Approve
7. Accounts for numarical
esequence of cash
recelpts Record
8. Maintains cash drawer Custody
9. Prepares bank deposita Custody
10. Compares bank depos.ta
receipts to bank stnt. Approve
11. Records rcpts in iauh
recelved journal/log Record
12. Access to invento of N
unused cash receipts Custody
13. Maintains inventory log
of unused cash receiptal Record
14. Pregares reports of
cash received Record
15. Requneible for col-
lection of returned cks| Custody
16. Ptegargl checks for
cash disbursements Custody
17. Signs checks )
2 signatures required?
Yes No Approve
18. Access to blank checks Custody
19. Takes inventory of
and orders blank checks] Record
20. Records disbursements
yn cash disburesments
Journal/log Record
21. Reconcile bank stmts Record
22. Reviews reconciled
bank statements Approve
23. Posts to receivables Record
24. Prefares billings &
follows up on delin-
quenciles Record
25. Abilit o write off
any [egeivabfea7
1smiss cases Record
26. Authority to write off
any ;ece;vables?
1sml1ss cases Approve
27. Review, approve & sign
monthly fin reports Approve

45-2-3
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INTERNAL CONTROL EVALUATION

NARRATIVES
NARRATIVES INTRODUCTION

A written description of the flow of transactions is referred to as a narrative. A narrative describes in a logical
progression everything that happens from the initiation of a transaction all the way through to its ultimate
disposition. It should address, but not be limited to, the following subjects:

® Who or what initiates a transaction.

® Divisions of tasks into logical, understandable parts.

® Segregation of incompatible duties between personnel.

® Flow of documents from their creation to disposition. The disposition of all copies of a multi-copy
document should be addressed.

® Who records transactions.

@ Who authorizes transactions and at what points.

® Who has custody and/or access to cash or other assets.

® The degree of independent verification and mathematical checking which occurs.

@ What reports are generated.

@ Who reviews and/or approves and signé generated reports.
A written description should include identification of the employees performing each step of the function being
documented and should indicate in reasonable detail the procedures carried out by those employees.
After the narrative is completed, the auditor should make notations in the borders of the narrative pointing out

the internal control strengths and weaknesses present in the described system.

Examples of narratives are included in this guide at 4.6-2-1 through 4.6-2-3 and at the top of 4.7-6-1.

ﬂ)ctober 1,1996 \
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TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
INTERNAL CONTROL EVALUATION
NARRATIVES
NARRATIVE EXAMPLE

Perm File: Jail Commissary Fund (Fd #165) File No: PF165

Subject: Narrative of ABC Vendors's Procedures Date: 10-07-99

On this date. | went 1o the ABC Vendors corporate office at 300 2nd St. in Anytown. Texas and visited with Bob Williams . the
owner, and Eileen, his office manager. [ visited with then concerning their procedures as they relaie to the Jail Comniissary. They explained their
procedures 1o me. gave me copies of the documents used in their accounting system, took me through the cage in their warehouse containing the
commissary inventory and showed ine the “counnng room” where cash receipls are counted and entered into their computer system. I also spent three
hours with Jack. the route man assigned to the main jail comnussary, as he made his deliveries 1o the inmates and collected the cash from then.

The procedures used in the commissary operation are outlined in the flowchart beginning at PF165-61-1, and the forins used
in the operations begin at PF165-70-1. A narrative of the commissary procedures follows below:

QVERIVIEW: ABC Vendors Co. contracls with Anytex County (see PF165-30-1)
1o provide commissary services to the inmates of Anytex County in accordance with Local Government Code 351.0415 They
receive, fill and deliver orders from inmates and collect the sales price in cash direcily from the inmates. The last Friday of each
month, they summarize the sales and remit ]6.2% 1o the County as a commission. The procedures governing the commssary
operations can be divided into two main categories - Inventory Cycle and Revenue Cycle.

INVENTORY CYCLE: The Inventory Cycle 15 the bastis  from which Anytex  County's
commission is computed. It is a simple system of beginning inventory + inveniory received - ending inventory = sales.

[nventory: All of the products to be sold to inmales are segregated in a wire cage in the ABC Vendors
warehouse. Each Friday, a physical inventory taken @nd listed on an inventory fornm such as the one
at PF165-71-2.

Inventory Received: All additions to the conmissary cage are lisied on a legal pad by the route man
in charge of the comniissary route (Jack). Each week he suinmarizes the lists by product and gives the
informal Summary of Inventory Received to the office manager (Eileen), who summarizes them by
product (see PF165-71-4)

Product Sales: The sales for the week, by product, are developed by the office manager on 1he same
blank form as 1s used for inventory, but the quantity she inserts is not the inveniory on hand. is the the
result of the equation “prior week inveniory + inventory received - current week inveniory” (see
PF165-71-2)

Comnunission Statement Generation: The office manager inputs the weekly product sales (PF165-71-2)
tnto CompuVend (a software package) on their computer. The last Friday of each month, a monthly
commission statement (see PF165-71-5) and comnussion check is generated based upon the weekly
product sales input. Afier this is generated, the weekly product sales Lsting (PF165-71-2) is destroyed

(Continued)
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INTERNAL CONTROL EVALUATION
NARRATIVES
NARRATIVE EXAMPLE

Perm File: Jail Compussary Fund (Fd # ] 65) File No: PF]65

Subject: Narrative of ABC Vendors's Procedures Date: 10-07-99

(Continued)

REVENUE CYCLE: The Revenue Cycle is comprised of the procedures involved n order initiation, order verification. order filling, delivery / cash
collection, counting room activity and sales summarization. )

Order Inination: On Monday mornings, Tuesday and Thursday, the inmates prepare their
own order on a two part form (see PF165-70-1) They are told 1o enter with a black pen the
quantity of each product they want, the extended price for each product, and the 1otal
purchase price on the bottom of the form below the perforation. These forms are taken up
by the jailers, and a representaitve from ABC Vendors picks them up. Deliveries will be
made on Aonday afiernoon (for AMfonday morning orders, Wednesday (for Tuesday orders)
and Friday (for Thursday orders).

Order Venficanon: Immediately upon receiving the order Jorms, the office manager checks
them for inathemnatical accuracy and for compliance with the $350.00 per order ceiling set
by the Sheryf's Departinent. When the office manager finds errors in math, she correcs them
inred pen, on both the upper part of the order form and the lower "stub™ portion. After all
changes have been made she totals the order forms 1o develop a control totals for product
sales and postage stamp sales for each jail location and records them on her Daily Conrrol
Reconciliation (see PF165-70-2). Afier deliveryshe deductions, the deposit and difference
(see "Sales Summarization” following).

Order Filling: The route man receives the order forms from the office manager, goes 1o the

cage containg the commissary inveniory and places the product ordered in individual clear

plasnc bags for each ininate. When the order for a particular inmate is completed, the route B
man staples the bag closed and staples the order form (with the swb sull attached) to the

bag. Bags are then placed in boxes which are labled by tank number 1n which the inmate

resides.

Delivery:/ Cash Collection: The route man takes the boxes (o the Jail and goes 10 each tank.
The inmates are called to the window of their tanks one-at-a-time. If an inmaie has been
released. transfered, has no money, or simply doesn't want his order, the route man can sell
the bag to another inmate. If he can't sell it to another prisoner, he tears off the order form
Jrom the bag. puis the bag back in the box, and

(Continued)
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AUDIT GUIDE
INTERNAL CONTROL EVALUATION
NARRATIVES
NARRATIVE EXAMPLE

Perm File: Jail Commissary Fund (Fd #165)

Subject: Narrative of ABC Vendors's Procedures

File No: PF165

Date: 10-07-99

(Continued)

keeps the order forni for the undelivered order for the office manager (see "Sales
Swmmanization” below). The route man tells them the total price of their order. collects their
money, gives the stub portion of the order form the order forin to the jailer responsible for
that tank, and passes the bag through the window to the inmate. The only tine the inmate
doesn't receive his order form with his bag 1s when he rejects something in the bag. In this
instance, the route inan keeps the order formn, marks the undelivered product on the order
form and changes the total on the stub. The altered order form is taken back to the office
manager (see "Sales Summarization” below).

The jailers give the stubs to a deputy in the property room, Jane Doe. She accumulates the
stubs from all the jailers and delivers them 10 the County Treasurer's office.

Counnng Room Entry:: When the route man returns to ABC Vendors he takes the cash to the
counting room where it is counted by a money counting machine which also enters the
amount counted into the computer nerwork through the CopmpuVend software. Compulend
generates a Daily Cash Report by roule (see PF165-70-5). The main jail and minimum
security jail are routes 14 and 15, respectively.

Sales Summarization: The route man iakes all altered order forms and order forms for
undelivered product to the office manager. The office manager enlers the dollar amount of
the undelivered product and the alterations to hex:Daily Control Reconciliation (see PF]65-
70-2, PF165-70-3 and the narrative at "Order Verification” preceding). The next morning
she receives the Daily Cash Repori (see “Counting Room* above} and records the amount
of the cash collected. She then records the difference berween the cash deposited and the
amount which should have been recorded. She has been instructed by the owner, Bob
Chanibers, not 10 look for any differences under $5.00. The balches of aliered sales orders
and sales orders for undelivered product (PF165-70-3) are destroyed after the Daily Control
Reconcilianon is completed. The office manager then prepares the Daily Comnussary Sales

Recap (see PF165-70-4) which 1s mailed 1o the County Treasurer.

46-2-3
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AUDIT GUIDE
FLOWCHARTS
FLOWCHARTING INTRODUCTION

System flowcharting is one of the three primary methods of documenting an intemal control system . A
flowchart is a symbolic representation for a system or a series of sequential processes. Preparation of a
flowchart enables an auditor to quickly appraise the effectiveness of internal controls and compiements the
detailed written narratives of procedures or questionnaires. Some basic concepts of systems flowcharting are
discussed below:

M The eleven basic flowcharting symbols presented following this introduction are adequate,
with the interjection of limited custom symbols, to prepare a complete and effective
systems flowchart.

W Every systems flowchart must begin with terminal symbols indicating where the process
begins and where it ends.

B The annotation symbol (see no. 12 at 4.7-2-2) is to be used when a further explanation is to
be made for a process, document, file, etc.

B Whenever a document is created or comes into a system flowchart it must be followed
through to its disposition. It must either be filed, delivered/mailed or destroyed.

No flowchart approach is right or wrong - only adequate or inadequate. Five ditferent auditors should flowchart
the same systemn five different ways, all of which can be "correct”. However, there can be five different levels
of adequacy. The most important attribute in flowcharting for intemal control documentation purposes is a good
balance between detail and brevity. A flowchart must provide sufficient detail to show all of the control points
without going into so much detail that the reader gets lost in the flow. Look at Flowchart Example One at
section 4.7-5 for an example of this concept.

v
Flowcharts require a considerable investment of time, and their efficient preparation requires careful planning
and a thorough knowledge of the system being flowcharted. Before a flowchart can be prepared, the auditor
must visit with the personnel involved in the system, get copies of all of the documentation, reports, etc. used
or produced in the system, and prepare a detailed narrative of the system. In addition, if a flowchart is going
to be prepared with a pencil and template is a good idea to prepare a rough draft of the flowchart initially in
order to gain an understanding of the space requirements for each segment and the order of the fiow. A rough
draft really is not necessary if you are doing the flowchart using personal computer flowchart software
(insertions and/or movement of process segments is very easy using the flowchart software). PC based
flowcharting software is highly recommended, because they are easier to do initially provide a way to record
system changes in the future.

Flowcharting is a skill that must be developed and nurtured, and becomes easier to do each time it is done.
The following pages present the twelve most common fliowchart symbols, examples of variations in uses of the
symbols and two examples of system flowcharts. .
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TEXAS ASSQCIATION OF COUNTY AUDITORS
AUDIT GUIDE
FLOWCHARTS
FLOWCHARTING SYMBOLS

v
~

4.

7.

Terminal indicator
This symoo! is used to sShow the reader where to begin
reading the flowchart and where it ends.

Olrectional Indlicator
This arrow shows the direction of the Information flow
in the flowchart.

Procass / activity bdox
This box represents any processing of documentation or
any action carried out by 2 person.

Smail document symboi
This symbol may be used to designate smail! documents such
as checks, cash, cash receipts, etc.

Oocument / report / printout
This symbol represents any document, manuai report,
or computer printout.

Adding machine tape

This symbol indicates a caiculator tape and is generally
used to represent a caitculator tape of 2 dbatch of
documents represented by either symbot #¢ or #5.

Computer flle processing
This symool represents the processing of data through a
a computer (mainframe or personal computer),

J
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FLOWCHARTS
FLOWCHARTING SYMBOLS

8. Fille / storage / foider
This symbol represents any type of storage medium such
as a fiie cabinet, file folder, index card box, main
memory of a computer, floppy disks, a cardboard flie
box, or even the trash can.

9. 9. Dectsion process
This symbol represents a decision process after which
logic "flow™ can go multipie directions, depending upon
the answer to the question in the gecision symbol.

1e. 18. On page connector
This symbol is useo to connect the logic filow between

two other symbols from one point on a page to another
point on the same psge, when it would be cumbersome to
use 8 directional indicator. There must aiways be two
connectors when this symbol is utilized - a “from™
connector and & "to” connector.

v

11. 11. Of?f page connector

connector and a "to” connector.

12. 12. Annotatlon
cemeee » This symbol is connected to any other symdol by a dashed
Iine for further elaboration on the connected sympol. This

is convenient when the space inside any symbol is not

into it,

— be put

MOTE 1 - The totai size, height or width of any of the symbols can be varied to accomodate the text

This symbol is used to connect the logic flow from a symbo)
on one page to another symbol on another page. There must always
de two connectors when this symboi is utilized - a "from™

sufficient to contain si! narrative/comments tnat need to

47-2-2

which will be put inside of it. However, the size and contents neec to be adjusted only
to the point that they will still flt with the “theme™ of tne chart. The annotation symbol
symbo! (number 11) is aiways available when the necessary text wiil not fit into a symbo! of

reascnable size.

KOTE 2 - Other custom symbo!s can be used periodical!y, when they woul!d be more descriptive anc make

the cnert essier to read, Examples of these custom symbols canh be seen in the flowchart

examples wnich follow.
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Croer

Match

4. Process 1

Process
Document

Process 2

N—

4.7-3
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
FLOWCHARTS
FLOW INDICATOR EXAMPLES
1. Process | Process 2 t. This exampie Oepicts thal, after Process | is compieted
> the next step i3 ilc do Process 2
2. Process ! 2. Same 285 number | above, excepl expresseo vertically.
Y
Process 2
3. Invoice Purchase Requisition 3. This example incdicttes Lhat the cat2 on the invoice,

purchase orger and requisition are tc be matched,.

4. This example is presented 10 show that when directional
indicators cross paths the symdo! —P— should be used
to show one line "jumping”™ over the other, and that they
have NOthing to OC with one another.
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FLOWCHARTS
MULTICOPY DOCUMENT FLOW

4.7-4

REPORT

CHECK
PREPARATION

CHECK COPY 1

STAPLE [NV
COPY TO CHECK

INVOICE COPY

EA

REPORT I

STAPLE CHECK
COPY TO
INYOICE

INVO!

CHECK

CE ORIG

coPyY 1

10
SUPPLIER
PREPARE
RECEIPT RECEIPT BLUE
copy recelpt.
RECEIPT ORIG
1 4
GIYE TO CASE STAYS IN
PAYOR FOLDER RECEIPT

A

800K

This deplcts the preparation of & one copy report

This depictys the writing of s multicopy chack. The
originat Inveice and & copy of the invalce are then
removed from the unpaid invoice fliea. The Invoica copy
Is stepled Lo the check originsi and sent to the
suppller. The check copy is stepied Lo the Involce
original and flled in the paid Invaice file

This deplction uses the small document symbol to
represent the prepasration and distribution of a mutti-
The original recelpt i3 given to the
payor, the blue copy (3 filed In the case file,

(aiphabeticalty) and the pink copy stays In the receip
book (since they sre prenumbered they sre In numerical
order). The filing iogic, afphabetical{(A), numericat(
dete(D), etc., I3 Indicated by a single letter abbrev|
tion isoiated at the bottom of the flte symbol.
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FLOWCHARTS
HOW DETAILED SHOULD A FLOWCHART BE?
YOou want to make a peach pie, and you have heard that the grocery store is having a very good
saie on fresh peaches. However, the (83t two times they have had such 10w prices on fresh fruit, the
fruit was rotten and old. You decide to 9O to the store Lo get the materials for a peach pie, anc if
the fresh peaches are rotten, you will buy canned peaches.
DETAILED YERSION COMDENSED VERSION
L} R
A
Enter grocery
store and get ENTER THE GROCERY
basket STORE AND BUY THE
MATERIALS FOR A
PEACH PIE
Go to the proudce
section and ook
at the congition
of the fresh Y
peaches on sale
END
Are the Go to the canned
fresh peaches fruit section anc
rotten get a canned
? peaches
v
Select 5 of the WOTE: This exampie shows the varying amount
best fresh of detall which can be ysed in presenting a
peaches particular action fiow. The detailed version
could even De expanded further to fil! several
pages ancd depict every action including finding
the right aisies, sheives and drands, how to
write a check to pay for tne products, etc.
The most important criteria in deciding how
much detall to put in a flowchart is the
Y the purpose of the chart., From an auditor’s
perspective, the purpose is to assess the
Go to baking quality of the internal controils present in
products section a given system. A fiowchart prepsred for this
and get bag of should be In sufficient detal! to present all
fiour and sugar document sources, document production, controt
points and cocument disposition, "Sufficient
cdetal!”™ is shown in flowcharting example two

Y

GO to checker,
& pay for items

END
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ANALYSIS OF COMPUTER CONTROLS

THIS SECTION WILL BE INCLUDED IN THE NEXT EDITION OF THIS GUIDE

4.8
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GENERAL INTERNAL CONTROL QUESTIONNAIRES

General intemal control questionnaires are an excellent method of documenting intermal controls and
pinpointing internal control weaknesses. Intemal control questionnaires are usually designed so that a *no"
answer is an indication of a weakness, thereby making it easy to pick up weaknesses while scanning the
questionnaire. They also serve as a tool to help insure the auditor does not miss any krtaey control issues.

the auditor "wants to hear,” and in practice it is not uncommon for an auditee to respond to questions read
directly from a list in a way that will "please the auditor.” The auditor should try to ask questions to elicit the
answers without making it obvious what the "correct” answer is. For example it is better to ask the auditee to
describe their bank reconciliation process and frequency of the same, rather than simply ask “do you reconcile
your bank account monthly" - the answer to that question is usually going to be yes, even if it rarely ever
happens in reality, because that answer makes the auditor smile.

Some excellent internal contorl questionairres have been prepared and published by the Texas State
Comptrollers Office and they have been reproduced in this guide in APPENDIX 10.5 and 10.6.
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SAMPLE DOCUMENTS

The auditor should obtain copies of sample documents and forms to supplement the previously described
intemal control documentation techniques. Blank original forms such as a receipt and all its copies enhance
the auditor's (and subsequent auditors') understanding of the system. However copies of actual "filled-in"
joumals, logs, ledgers, reports, worksheets are even more valuable- they add flesh to the skeleton of internal
control documentation previously docurented.
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ORGANIZATION OF AUDIT FILES
ADMINISTRATIVE FILES

Administrative files of the county auditor's audit department require placement near permanent and current
audit files. Administrative files contain past and current audit calendars and a master file of blank audit forms.
Current audit calendars show assigned audit dates. Historical calendars show audit schedules. If the Auditor's
office is computerized, each auditor has a master file template of blank audit forms. Otherwise, auditors should
maintain a supply of blank audit form photocopies.

it is very important for auditors to follow the audit calendar. The auditor discusses any schedule changes with
the Audit Manager.

Periodic audit rotations between audilors encourage fresh audit approaches and promote independence.
Additionally, rotations provide an opportunity for each auditor to gain a well-rounded understanding of the
functions of each County office.
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ORGANIZATION OF AUDIT FILES
PERMANENT FILES
Audit files are divided into two basic categories:
@ Permanent files - discussed in this subchapter.

® Current files - discussed in subchapter 5.1-3-1

Permanent files accumulate data that remains unchanged between audit periods and relates to a particular
auditee. Each auditee has a permanent file. The permanent file serves four primary purposes:

@ To refresh auditor's memory conceming auditee history.
® To serve as an audit summary for successor auditors when rotation occurs.
® To preserve work papers on items showing few or no changes over time.

® To serve as evidence of auditor's knowledge of the auditee. Knowledge allows the auditor
to do an audit meeting auditing standards.

Standard size paper (8 1/2" x 14" or 8 1/2" x 11") is recommended for permanent file documents. If a
nonstandard size permanent file document is provided, the auditor uses staples or tape to attach the document
to standard size paper.
Each pemmanent file has a permanent file index as the first page. A reduced version of a standard permanent
file index is shown on 5.1-2-4. In accordance with subchapter 5.3-4 standards, each permanent file section
has an index number for each file work paper. If work papers are included in a section of the permanent file,
the auditor places a check mark in the "included" column of the index. With this procedure, sections without
check marks contain no documentation. ¥
Index numbers for divisions of the permanent file are listed below:

10 Office overview

20 Personnel and office organization

30 Contracts

40 Statutes

50 Audit programs

60 Systems documentation

70 Sample forms

80 Audit log

90 Audit reports and responses
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ORGANIZATION OF AUDIT FILES
PERMANENT FILES

OFFICE OVERVIEW

In narrative form, the office overview describes statutory and nonstatutory office functions. It documents cash
receipts and disbursements transactions. Receipt and disbursement descriptions trace funds from receipt to
disbursement. For example, a Justice of the Peace collects funds for a Department of Public Safety traffic
citation. Overview documentation shows amounts collected and disbursed to other fee officers, County, State
or other entities.

PERSONNEL AND OFFICE ORGANIZATION

Data describing personnel and office organization serves two primary purposes. First, an organizational chart
with position titles sets forth basic hierarchy of responsibility, accountability and authority. Second, the addition
of employee names to the chart helps the auditor and any successor auditors know the employees' position
within the organizational structure.

In large offices, stratified organization charts are best, The overview chart might show only the official,
department/function heads and department/function descriptions. A separate chart describes each
departmentfunction. Smaller offices are adequately presented on one organization chart. (See 4.4-1 and 4.4-
2)

This section contains resumes or bibliographies of key employees. The narratives describe the employee's
county work experience and length of county employment. Bibliographies describe an auditee's expertise,
skills and strengths. Since audit work papers are public record, the auditor's opinion of an auditee's faults is
not appropriate documentation. Additionally, employees in the auditee's office may inadvertently read
documentation.

CONTRACTS

The permanent file contains photocopies of all auditee office contracts. Contract examples include sheriff and
jail commissary contracts, delinquent tax attomey contracts and tax office collection contracts.

STATUTES

Photocopies of Vemon's Civil Statutes or other governmental agencies’ official publications addressing fiscal
and/or reporting functions of the auditee require placement in this permanent file section. If commissioner's
court mandates the function of the auditee, photocopies of minutes describing the order are necessary for
proper documentation. Understanding the statutes, not photocopying them, is the key to this section.

AUDIT PROGRAMS

Master copies of full and limited scope audit programs used for the auditee are located in this permanent file
section.

NGl /
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PERMANENT FILES

ro
w

SYSTEMS DOCUMENTATION & SAMPLE DOCUMENTS

The systems documentation section, with the sample forms section, usually comprises the bulk of each
permanent file. Both sections are critical to documentation of an effective audit and are discussed at greater
length in Chapter 4.

AUDIT LOG

An auditlogis a summary of audits previously done on the auditee. A reduced example of the form is on 5.1-2-
5.

AUDIT REPORTS

Photocopies of issued audit reports and reportable conditions point sheets are included in this permanent file
section.
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PERMANENT FILES
REDUCED SAMPLE OF PERMANENT FILE INDEX

PERMANENT FILE INDEX

AUDITEE: lDATE CREATED: /
INCLUDED {INDEX # DESCRIPTION
10 Overview of Office
20 Personnel and Office Organization
29 Personnel and Office Qrganization - superseded
30 Contracts
39 Contracts - superseded
40 Statutory Items
41 Statutes - General
42 fees Required by Statute
43 fees Aliowed at Discretion of County
49 Statutory items - Superseded
50 Audit Programs v
59 Audit Programs - Superseded
60 System Documentation
61 Documentation Guide - Internal Controf Environment
62 Cash flow Control Questionnaire
63 Narratives
64 Flowcharts
69 Systems Documentation - Superseded
70 Sample Forms
79 Sample forms - Superseded
80 Audit Log
90 Audit Reports & Responses
91 Reportable Conditions Point Sheets
95 Audit Reports
98 Auditee's Responses
100 Other

CVHFORMEV ORMSNVE O X 00t
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PERMANENT FILES
REDUCED SAMPLE OF AUDIT LOG

AUDIT LOG
AUDITEE.
TYPE DATE DATE DATE DATE
OF FIELOWORK | FIELDWORD REPORT REPORT
AuOn BEGAN COMPLETED | COMPMETED | RELEASED

FS
FSS -
SR

CODES FOR TYPE OF AUDIT

LS - Umited Scope Audit

a. Routine
b. with Payroll Handout
C. Wilh FRzed Asset Observation

- Full Scope Audit

Full Scope Surpnse Audit (required once per yedr by statute)

- Special Request

YN ORMEN-ORMONAUDL OG 001

o
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CURRENT FILES

INTRODUCTION

A current file is required for each audit and contains work papers relating to one audit. The current file serves
as the connecting link between auditee's records and auditor's report. In limited scope audits, the file provides
the link to the auditor's conclusions.

WORK PAPERS

In discussing standards of field work, the Committee on Auditing Procedure of the American Institute of
Certified Public Accountants pointed out “sufficient competent evidential matter is obtained through inspection,
observation, inquiries and confirmations to atford a reasonable basis for an opinion regarding the financial
statements under examination.” In building this evidential matter, auditors prepare work papers. Work papers
include all evidence gathered by the auditor to show work done, methods and procedures followed and
conclusions reached. In the work papers, the auditor has the basis for the report or conclusion, evidence of
the examination and proof of professional care exercised in the investigation.

Work papers must speak for themselves. Complete, legible and systematically arranged work papers are
required. No supplementary explanations or interpretations are necessary.

The most important purposes of work papers are as follows:

® To coordinate and organize all audit phases.

® To simplify audit report preparation.

® To substantiate and explain in detail conclusions and findings summarized in the report.

.

Coordinate and organize all audit phases
Coordination of all audit phases of audit work is achieved through work papers and illustrates proper planning,
thought processes and rationales used by the auditor during the audit. An independent third party reviewing
permanent and current files should know why the audit was done, why the auditor chose certain audit
techniques, how the auditor's conclusions were reached and see the audilor's conclusions.

Simplify report preparation

Work papers are the source that simplifies preparation of the auditor's report and conclusions. Nothing is
found in an audit report without work paper support.

Substantiate the report

To clearly prove the auditor's report, audit work papers must provide evidence of the auditor's compliance with
generally accepted auditing standards. The work papers should show adequate planning of the audit, a
comprehensive study and evaluation of the auditee's system of intemal control, relation of interal control
evaluation to the audit program, accumulation of sufficient competent evidential matter to support conclusions
and the report.

\_ | J
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CURRENT FILES

CURRENT FILE INDEX
On 5.1-3-4 of this guide, a reduced copy of sample current file index is presented. The work paper sections
presented are as follows:

1 Audit work order

2 Audit program

3 Reportable conditions point sheets
5 Audit report

10 Notes for subsequent audits

2x Copies of reports generated by the auditee
3x General ledger analysis

4x Bank activity

5x Cash counts

60 Receipts tests

70 Disbursements tests

80 Confirmations

90 Open section

100 Fixed assets

110 Payroll handout

Audit Work Order

At the inception of the audtt, the auditor prepares an audit work order. A reduced example is presented on 5.1-
3-5. An audit work order shows the auditee, planned audit date, audit type, auditor, auditor comments, time
budget and audit review sign-off segment. The audit log section tracks time spent on the audit on a daily basis.

Audit Program

- Limited and full scope audit programs of each auditee are located in respective permanent files. When an
auditor reaches the planning stages of an audit, he reviews the pertinent audit program and makes necessary
modifications. The revised audit program is placed in the current audit file for the pending audit.

Reportable Conditions Point Sheets

Reportable conditions point sheets are documents where audit points are recorded. Audit point examples
include control weaknesses, discrepancies, statute violations, etc. Atthe end of audit, each point is reviewed
to decide if the point warrants disclosure in the audit report or only discussion with the appropriate official. All
official responses to points are recorded in this section.

Audit Report

Signed audtt reports are located in this section. If any significant items are not included on the audit report, a
comment sheet should list reasons why the items were not included on the final draft. Audit drafts are
inappropriate for this section. Chapter 6 of this guide contains more information concerning writing of audit
reports.

\

-4

.
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CURRENT FILES
Notes for Subsequent Audits
Comments for future audits are located in this section. |f pending legislation affects future periods, information
with effective dates is necessary to correctly audit changes. If specific areas of a department warrant extra
aftention in a subsequent audit, the current auditor explains the expanded audit procedures. The section is
a good place to note any follow up audit procedures from previous audits.

Copies of Reports Generated by Auditee

Auditee generated reports for the audit period are included in this area. Reports to county auditor's office and
reports issued to State or other agencies are examples of auditee reports. Cross referencing report data to
supporting work papers in other sections is necessary to provide a proper audit trail.

General Ledger Analysis

This section contains a trial balance and work papers analyzing balance sheet accounts. Balance sheet
account analysis should cross reference to the trial balance. Account balance detail is required for proper
analysis of accounts.

Bank Activity
Bank reconciliations and/or proofs of cash for the audit period are located in this section. Miscellaneous bank
transactions reports are also included in this section.

Cash Counts

Cash count work papers are located in this section. Cash counts show the cash count date, cash on hand.
required cash balance, auditor's signature, auditee's signature and any variances. Auditors never do a cash
count without the auditee's presence. Auditor always have the audites sign the cash count to verify the return
of funds.

Receipts Tests
Cash receipts work papers are located in this segtion. If sampling is used, complete documentation of
sampling procedures is required. (See 5.4-7-8 of this guide).

Disbursements Tests
Cash disbursements work papers are located in this section. If sampling is used, complete documentation of
sampling procedures is required. (See 5.4-7-8 of this guide).

Confirmations

Confirmation documentation is located in this section. Documentation includes sampling procedures (see 5.4-
7-8 of this guide), confirmation copies, responses, cleared discrepancies and resolved discrepancies.
Fixed Asset Audit

The auditee's fixed asset listing is shown in this section. The auditee is responsible for assets shown on their
listing. Work papers show any comments and tickmarks document observation of listed assets.

WORK PAPER CONTENTS AND TECHNIQUE

Section 5.3 of this guide is dedicated to the discussion of work paper development, contents and technique.

. J
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REDUCED SAMPLE OF CURRENT AUDIT FILE INDEX

CURRENT FILE INDEX

AUDITEE: AUDIT DATE: / /
AUDITOR IN-CHARGE: AUDIT TYPE:
{NCLUDED [INDEX # DESCRIPTION

1 Audit Work Order

2 Audit Program

3 Reportabie Conditions Point Sheets

4 Audit Report

S ¢ Wititten Repsonse of Official

10 Notes for Subsequent Audits

20 Reports Generated by Auditee

30 General Ledger Analysis

40 Bank Reconciliatians & Analysis

S0 Cash Counts

60 Receipt Tests

70 Disbursements Tests

80 Confirmations

90 Open Section

100 Fixed Assets

110 Payroll Handout

5.1-3-4
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REDUCED SAMPLE OF AUDIT WORK ORDER

AUDIT WORKORDER
AUDITEE: AUDIT DATE.
AUDITOR IN-CHARGE AUDIT TP
COMMENTS:
B DaArt
AUDIT STEPS o

AUDIT REVIEW AND SIGNOFF
AUDITOR IN CHARGE SUPERVISOR
INIMALS DATE INITALS DATE

STEPS

Pelmrenary diaic of tepont wrnien & ready lor
(ovarw woth otla sl

Final audd crport ready ta be wiued

Audil @ complete and ready loc Hhng
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INTRODUCTION

Audtting is an "art" and a "science.” The "arnt" partis a "sixth sense” auditors acquire. “Sixth sense" makes
auditors question things productively. Questioning is not condemning, accusing or condescending. The
audtor develops “sixth sense” by practicing heatthy skepticism. The most dangerous auditor tendencies are
as follows:

® Tendency to accept things at face value merely on appearances,

® Tendency to believe everything they hear without independent verification,

® Tendency to make assumptions without having all the facts and

® Lack of curiosity and/or aggressiveness.
Healthy skepticism means an auditor questions everything and never "assumes" anything. If an explanation
does not sound right, it probably is not. Before jumping to conclusions, an auditor must gather facts. An
auditor must ask many questions and make observations. Auditors must carefully phrase questions so as not
to offend the auditee, lead the auditee to ‘correct answers" or intimidate the auditee.
The following "danger signs" suggest problems within an auditee's department:

@ Auditee is unable to answer questions about subjects with which they should be familiar.

® Auditee is in personal financial trouble or is living beyond their means.

® Auditee’s records are sloppy. Sloppy records can indicate poor attitude, poor internal
controls or fraud cover up.

v
® Auditee is agitated by auditor questions.
@ Auditee "cannot find" documentation requested by auditor.

® Auditee takes short or no vacations. Individuals who handle cash and are involved in fraud
cannot afford to take time off and risk the discovery of their scheme.

It is critical for an auditor to leam the art of accumulating and assessing facts. An auditor must form
conclusions based on these facts. Does each piece of the puzzle fit? Does everything pass the "stink test?"
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INTRODUCTION

Where does the "art" side of auditing come from? How does one improve the "art" side of auditing? The "arnt”
of auditing comes from one's basic personality and character with improvement coming from the “science"
component of auditing.

The "science” part of auditing includes time proven procedures and techniques that lead the auditor to valid
and productive conclusions. Procedures and techniques form the basis for the remainder of this chapter -
Steps in an Audit. :

The “science" part of an audit is broken down into steps. The auditing “art” is used with professional judgment
in deciding auditing steps. Steps and their order are outlined as follows:

A. DETERMINE AUDIT OBJECTIVES
B. PRELIMINARY REVIEW

1. Understand office
2. Review prior audits
3. Interview office holder

C. FIELD WORK

Review intemal controls

Develop audit program

Perform audit program steps

Identify and evaluate findings

Perform additional audit procedures, if necessary

oA~

D. COMMUNICATING AUDIT RESULTS

1. Review Reportable Conditions Pointsheets

2. Write preliminary audit repor

3. Hold an exit conference and present preliminary audit report
4. Issue audit report with county auditor's signature

E. CLOSURE
1. File cleanup

2. Final review
3. Filing work papers
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DETERMINE THE OBJECTIVES OF THE AUDIT

General audit objectives are noted in subchapter 2.2 of this guide. When starting a specific audit, objectives
are taken a step further.

Before an auditor proceeds, it is necessary to identify specific audit objectives. Audits are compliance,
substantive or fraud. Most audits conducted by the county auditor's office have some elements of each audit
type. Compliance audits test compliance with policies and procedures. Substantive audits verify balances
(i.e., a bank reconciliation). Fraud audits detect the existence and extent of fraud.

Audits are divided into five basic categories for audit caizndar and audit program purposes:
® Audits of officials

® Limited scope audits are done with greater frequency, usually monthly. Only
limited substantive audit procedures are done. Unless significant audit points are
detected, no audit report is issued.

= Full scope audits are performed quarterly, semiannually, or annually, depending
upon the particular auditee. Audit procedures include compliance and substantive
testing. An audit report is issued.

= Full scope surprise audits are required annually. The auditor randomly selects
the date of the surprise audit. The auditee is unaware of the audit date.
® Fixed asset/inventory observations are primarily substantive in nature and are
accomplished through specialized audit programs. Most audit steps discussed in the
remainder of this chapter do not apply to these audits.

v
® Analysis of general ledger accounts is primarily substantive in nature and is
accomplished through specialized audit programs. Most audit steps discussed in the
remainder of this chapter do not apply to these audits.

® Payroll handouts are primarily substantive in nature and are accomplished through
specialized audit programs. Most audit steps discussed in the remainder of this chapter do
not apply to these audits.

® Special request audits include, but are not limited to. fraud audits and are coordinated by
the Audit Manager under specialized audit programs. Audit reports of some form are normally
issued.
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PRELIMINARY REVIEW

The preliminary review objective is to obtain an understanding of the office/function. The preliminary review
consists of understanding the office, reviewing prior audits, and interviewing the office holder. .

UNDERSTAND THE OFFICE

To complete a competent and effective audtt, it is imperative the auditor understands all facets of the auditee's
office. A mechanic who does not have a working knowledge of every engine part has no business diagnosing
it. The process is the same with a professional auditor. An auditor cannot complete a professional audit of an
office without full knowledge of the office, laws goveming the office and the environment under which it

@ Determine office statutory duties,
® Review office holder's statutory authority,
® Determine nonstatutory duties performed in the office and

® |dentify preliminary areas of risk.

Determine the statutory responsibilities of the office

To detemmine an auditee's statutory duties, statutory fees and statutory limitations, the auditor must be familiar
with the laws governing the auditee. The primary sources for this information are as follows:

1%
® Vemon's Local Government Code.

® "Guide to Texas Laws for County Officials" (Texas Department of Community Affairs).
® Public records such as minutes of the commissioners court meetings.

Review the statutory authority of the officeholder

Knowledge of the officeholder's authority is just as important as knowledge of the office holder's duties. The
Question becomes “Is the office holder doing something he shouldnt?" Sources mentioned in "deciding the
statutory responsibilities of the office” also apply.

Determine nonstatutory functions performed in the office

i a duty performed by an official is not required by state statutes, the county auditor's office must still include
the duty within the audit scope. For example, the sale of fire ant poison by the commissioners is not a required
duty. Cash handling opens the possibility for misappropriation of funds and inventories. Additionally, the sales
pose potential problems with sales tax. The auditor’s office must audit “extra” functions.

_ J
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PRELIMINARY REVIEW

identify preliminary areas at risk

Risk areas include cash collection, cash refunds, and disbursements. Other risk areas involve events that may
put the County in a liability or assei ioss situation.

REVIEW PRIOR AUDITS

Be familiar with County's independent auditor's management letter

With each annual audit by the County's independent certified public accountants, the County receives a
"management letter” which points out intemal control weaknesses and makes improvement suggestions. Each
auditor in the county auditor’s office should have a copy of the letter and be familiar with it. With county auditor's
approval, each auditor follows through with implementing recommended changes effecting his assigned
auditees.

Review prior audit work papers and audit reports issued by county auditor concerning the auditee
The auditor is responsible for clearing prior audit findings. The auditor determines if recommendations were
made and followed. Audilee action since the prior audit help establishes the auditor's current audit plan. It is

critical to review the reportable conditions point sheets and the audit report. Since some reportable conditions
are expressed verbally, the audit report does not always contain all reportable conditions.

INTERVIEW THE OFFICE HOLDER

Itis important to set a time with the official to conduct an entrance conference. It is important to know who is
authorized to answer questions and retrieve documentation for the auditor. Without this knowledge, the auditor
runs the risk of embarmrassing the officeholder and his staff, as well as himself. if the auditor has done the audit
before, he should know most of the entrance interview information. The auditor should interview the official
to find out changes in staffing or procedures since the last audit. The interview is also a good public relations
tool to leam "how's the family " -

Establish the ""ground rules"

Itis important to get off to a good start with an auditee by setting some ground rules. This establishment should
help reduce any misunderstandings. The auditor should ask: '

® Who is authorized to answer the auditor's questions?

® |[s there any staff assistance available to the auditor for document retrieval?

® What are the observed office hours?

® What are the worst times to do an audit? An auditor should avoid beginning an audit at
times when the auditee’s office is historically in a "time crunch.” For example, auditing the
automobile department of the tax office on the last day of the month would not be a good idea.

Everyone waits until the last minute to buy their auto registration stickers, and the office is very
busy.

. | )
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@ if the auditor needs to work in the auditee's office, where does the office holder want the e -

auditor to establish a work station?

Are there any particular areas of concern to the office holder?

An auditor should always give an official the opportunity to share his or her concemns about office problems.
It there are some concems, it can make the auditor's job easier, and it helps build goodwill with the official. If
the official brings out concems, the auditor should consider the following:

@®The auditor weighs the concerns within the general objectives of the audit. It is important
the auditor does not spend much time on tangents or do the official's job for him. Unless the
Audit Manager and county auditor approve the additional work, the auditor should not spend
much time on the problem areas. However, it may be possible to "guide” the official without
spending valuable audit time.

@ If the official's concems are appropriate to include in the audit, the auditor adjusts his audit
program to adapt to additional procedures required.

® If the auditor postpones investigating the official's concerns, the auditor makes notes of
future plans in the work papers and informs the official of the plans. An auditor must never
leave an official feeling that his concerns have been ignored or forgotten.

Clearly express the auditor's expectations

v

The auditor tells what is expected and needed during the audit. Examples of areas for the auditor to cover are:

@ The auditor communicates documentation needs. If a statf member is reluctant to release
documentation to an auditor, the auditor politely backs away from the staff member. The
auditor asks the official to make the staff member comfortable with releasing information and
documentation to the auditor. Remember, the staff member is usually just trying to protect his
job and is doing what he thinks his boss wants. Do not provoke statf members with "Well, |
am from the county auditor's office and | have access to everything!" Authoritative attitudes
alienate the auditees from the auditor.

@ The auditor communicates how much time the audit should take.
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Identify what the office holder can expect from the audit

All audits include at least an exit interview, and many audits require a written report. It is important the official
knows what the auditor does because of the audit. At a minimum, the auditor should advise the office holder

conceming the following:
@ An exit interview should occur.

@ If any recommendations or audit points are in audit report drafl, the auditor discusses the
items with the office holder.

® The auditor indicates what kind of report should be written.

@ The auditor asks who should receive final copies of the audit reports and when.
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Field work describes work auditors do at the auditee's premises. The auditor completes as much audit work
as possible in the auditee's office. A significant part of any routine audit is the auditor's physical observance 4
of the routines, procedures and attitudes in the auditee's office. When the auditor has obtained the necessary
audtt evidence, the field work is complete. The auditor is ready to write the report.

Field work follows a logical progression the whole way ensuring all required audit work is done and
unnecessary audit work is avoided. ‘Field work progresses through the following steps:

® Document and evaluate (or review in a repeataur™ .. audilee's internal controf systems,
® Prepare (or reevaluate in a repeat audit) the audit program,

® Evaluate the use of sampling and

® Perform the audit.

DOCUMENT AND EVALUATE (OR REVIEW) THE AUDITEE'S INTERNAL CONTROL SYSTEMS

The documentation and evaluation of the auditee's internal control system is extremely important. An entire
chapter of this guide is provided to guide the auditors in documenting and evaluating an auditee's internal
controls. When reaching the internal control system documentation and evaluation portion of an audit, guide
users are directed to Chapter 4.

On a full scope audit, an auditor always critically reviews the existing documentation and evaluation of the
audttee's intemal control systems. The auditor makes appropriate modifications to the permanent file reflecting
changes in the organization chart, procedures, forms, reports, laws, etc.

15

PREPARE (OR REEVALUATE) THE AUDIT PROGRAM

Although there are many similarities in audit programs, the auditee audit program is customized to match the
individual auditee characteristics. For example, all justices of the peace do not always have identical
procedures or internal control environments. Therefore, one audit program cannot necessarily serve each
justice of the peace.

Before writing the audit program (or reevaluating it in a repeat audit), the auditor considers the following:

Recent significant changes

The auditor considers the impact of recent significant changes in elected officials, sources of revenues or cash
receipts, types of cash disbursements, personnel policies or procedures.

Special concerns cited by the official or any other source

The auditor considers any special concems cited by the official or any other source and expands his auditing
procedures as necessary.

N\ J
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Specific audit objectives

Next, the auditor considers the specific audit objectives. The following list represents routine audit objectives
that require revision depending on the audit:

® All monies or other assets to which the county is legally entitied -

¢ Is properly collected.

¢ Is in possession of the proper official.

¢ Is proper in terms of the amounts charged.
Is proper in terms of the amounts received.
Is properly recorded.

Is properly reported.

L 4

* > o

@ All monies collected are properly disposed -

¢ By remittance timely to the proper entity.

¢ Through proper cash management techniques.
¢ In timely, authorized expenditures.

¢ Through proper accounting and reporting.

® Operations conform to prescribed policies and procedures for -

¢ What transactions are authorized.

¢ When transactions are completed.

¢ How transactions are campleted.

¢ Who is to perform the transactions.

¢ Who is to authorize the various transactions.

® Operations are conducted in the most efficient and effective manner possible -
¢ Deposits are made timely following the rapid deposit taw.
¢ Errors are quickly identified and kept to a minimum.
¢ Authorizations occur only at the point required.

@ Operations conform to other special factors such as -

¢ Compliance with grants.
¢ Specialized accounting principles.

Analytical review

The auditor gathers data to complete an analytical review of the auditee's statistics to decide whether the
current information is consistent with the auditor's expectations in the circumstances. If they are not
consistent, the auditor is alerted to a potential problem area. If the data is in line with expectations, the auditor
may employ standard auditing techniques and move on to concentrate on more pressing areas. Analytical
reviews, which are extremely important, are discussed completely at subchapter 5.4-6-1.

N /
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Consider preliminary materiality leveis
The auditor considers the following factors in deciding materiality levels:

@® The total funds handled in each office.

® The amount of cash, as a percentage of total monies, handled in each office.

it relative risk is low, materiality levels ars high.

@ To utilize the auditor's time most effectively and efficiently.
® To determine the nature, timing and extent of audit procedures.

The auditor is concerned with establishing pertinent materiality levels for each of the following:
@ Individual account balances (salaries, office supplies, due to other funds).
@ Each class of transactions (property tax receipts, cash disbursements, etc.)
@® Each account group (general fixed assets, agency accounts, etc.)

Evaluate the use of sampling v

keep audit risk to a reasonable level. Sampling has two purposes:

® Allows the auditor to examine less than 100% of the items in a population.

based on the sampling results.

Guide users are directed to subchapter 5.4-7 for a sampling discussion.

5.2-4-3

@ The degree of risk existing in each office. If relative risk is high, materiality levels are low.

“Level of materiality" assigned to each attribute, office, fund, or account is a matier of "professional judgment.”
As an audit progresses, it is necessary to establish preliminary levels of materiality for several reasons:

Sampling is an audit technigue to optimize the allocation of resources (auditors and audit time available) and

@ Allows the auditor to draw a conclusion about certain characteristics of the total population
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Design tests of compliance
Compliance tests provide the auditor with reasonable assurance the intermal controls are in place and
operating as designed. If the intemal controls are in place and operating as designed, the auditor might
conclude with reasonable assurance such things as:
@ Receipts are properly completed and handled.
@ Transactions are properly recorded.
@ Calculations are correct.
@ The auditee meets applicable laws and regulations.
® Errors are discovered through the normal course of business and on a timely basis. In
other words, the system does not rely on the auditor to detect errors. The system of checks
and balances handles error detection.
If the compliance tests provide reasonable assurance, the auditor progresses to substantive testing or another
audit phase. If the auditor is not assured the accounting controls are in place and operating as planned, he
adjusts the audit procedures to the extent reliance may be obtained. If reliance is unattainable, the auditor

resorts to examining every transaction in detail.

Risk is the fundamental idea to determining "reasonable assurance." Auditors are concemed with the following
three areas of risk and their potentially material effect:

v
@ The risk of noncompliance with an accounting control.

@ The risk of noncompliance with laws and regulations.

® The risk the existing internal controls might not detect errors or prevent noncompliance.

Compliance tests are concemed with error rates and rates of noncompliance rather than dollar values.
Evidence of ineffective internal controls include the following:

® Many clerical errors.

® Widespread carelessness.

@ Frequent violations of accepted accounting principles.
@ Frequent violations of applicable laws and regulations.

® Possible evidence of manipulation or fraud
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Substantive tests
For each stated objective, the auditor conducts substantive tests and concludes if:
@ Account balances are valid and proper.
@ Transactions are valid and proper.
@® Receipts and disbursements in the accounts are valid and properly classified.

Reach conclusions

With the audit objectives firmly stated and defined, the auditor pursues the accumulated evidence to sound
conclusions. Subchapter 5.3-8 fully discusses conclusions. Briefly, the auditor should

@® Keep conclusions simple and to the point.
@ Logically organize the evidence.
@ Present the basis for the conclusion.

PERFORM ADDITIONAL AUDIT PROCEDURES IF NECESSARY

After evaluating compliance and substantive tests results, some audits require expanded audit procedures.
For example, the audior selects a sample and relies on internal controls. After testing the sample, the auditor
finds out the internal control system is not operating as documented. The auditor might expand the sample
size or apply altemate audit procedures. As another example, many dismissals are noted. The auditor
considers sending independent confirmations to the persons whose cases were dismissed to find out they
were dismissed.

OTHER COMMENTS

New audits to the county auditor's office

Substantial time is required for offices or functions without prior audits. Since the objectives are new, no
permanent file exists to understand the office and the related intemal controls. Each new audi is a leaming
experience for the auditor and the auditee. Time spent with the new auditee builds a solid foundation for future
audits. Suggested improvements and exceptions require positive communication.

New audits to the field auditor

Audits done by other county auditor personnel in the past may be assigned to another auditor through a
rotation program. The audit requires more time by the new auditor. In these instances, a permanent file exists
and also past audit files and audit reports. The new auditor becomes thoroughly familiar with the permanent
file, the statutory requirements of the auditee, the systems documentation, organization charts and previous
audit reports.

N /
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Design substantive tests

Substantive tests determine transactions are accurate and account balances are reasonable. They are
concerned with dollar values rather than error or noncompliance rates. Accuracy and reasonableness are
decided through detailed account analysis or on a sample basis.

Substantive tests include, but are not limited 1o, the following:

® Physical verification of an item for quantity and quality (cash counts, inventory
observations, examining fixed assets, etc.).

@ Tracing transactions through accounting records.
@ Vouching account components back to supporting documentation.
@ Negative and positive confirmations.
Set the timing for various stages of the audit
The audit schedule inciudes a time schedule and budget for the following matters:
@ Audit start and conclusion dates.
® Surprise cash counts dates (do not tell anyone).
@ Inventories and fixed assets observation dates.
® Confirmation mailing dates. )

COMPLETE THE STEPS IN THE AUDIT PROGRAM

This phase of an audit is not its starting point. There is a tendency among some auditors, even in CPA
firms, to jump into the audit program and start tuming out work papers. Unfortunately, they are taking
substantial risks and are leaving out critical parts of a complete audit. Instead, this audit phase is the time to
build on all evidence collected and focus on areas of concern.

Tests of compliance

For each of the auditor's stated objectives, he conducts compliance tests and concludes if:
@ Intemal controls are operating as planned.
@ Controls are effective in preventing or detecting errors or misstatements.

@ He can continue the audit or part of the audit as planned.




ﬂctober 1. 1996 \

5.2-4-7
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
STEPS IN AN AUDIT
FIELD WORK

Repeat audits

When an auditor is assigned to the same auditee through several audits, the audit inception requires less time.
The auditor progresses rapidly into doing audit procedures on the audit program. A review of the recent audit
reports and permanent file, along with other auditing steps described in this chapter is necessary. On a repeat
audit, it is important to remain alert for organizational structure changes, intemal control system deterioration,
statutory changes, or reporting reatiirements changes. Since many offices change constantly, auditors should
avoid complacency.
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AUDITS ARE PUBLIC RECORD

Article 6252-17a(Sec. 4) of Vemon's Civil Statutes states the following:

"On application for public information to the officer for public records
in @ govemmental body by any person, the officer for public records
shall promptly produce such information for inspection or
duplication, or both, in the offices of the govemmenta! body. If the
information is in active use or in storage and, therefore, not available
at the time a person asks to examine it, the officer for public records
- all certify this fact in writing to the applicant and set a date and
hour within a reasonable time when the record should be available
for the exercise of the right given by this Act [Open Records Act].
Nothing in this Act shall authorize any person to remove original
copies of public records from the offices of any governmental body."

Because of this law, all audit reports and audit work papers are open public records, except in situations that
are statutorily exempt, as follows:

® Pending litigation

® Unresolved criminal matters

® Raecords involving juveniles

® Records tumed over to a law enforcement agency

® Uncompleted audits ¥
The exceptions listed are encountered in few audits done by the county auditor's office.
For this primary reason, the auditors in the county auditors office must use good judgment in preparing work
papers. Audit work papers of public accounting firms are the property of the firm and are only obtained by
subpoena. However, work papers of the county auditor's office are much more accessible. Assumptions,

unsubstantiated judgments, and careless comments about personalities do not have a place in the work
papers. Only facts belong in the work papers.

Audit work paper should not contain unresolved audit issues or unanswered questions.
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Sufficient competent evidential matter is obtained through inspection, observation, inquires and confirmations
Evidential matter includes legible work papers cross-referenced to the written audit program. The work papers
are properly indexed and contain objective, scope, methodology and audit results. Evidence is restricted to
materially important matters and is relevant to the audit objectives. It is important the evidential matter show
supervisory reviews of the audit work. Auditors use evidential matter to form a cc- ~:sion about t~- auditec'.
records. Since the evidential matter is the supporting data behind the audit conclusions, it is an integral part
of the audit work papers and requires no oral explanation.
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STANDARD SIZE PAPER

Standard size paper (8 1/2" x 11" or 8 1/2" x 14") is very desirable in the current and permanent audit files.
Nonstandard size work papers should be attached to standard size paper. The auditor's office should maintain
a good commercial brand of blank work paper. ltis desirable to use the same brand for all work papers (7
i, L ST e, ST d e siyi, siv.. Flhivwowupies O scneduies, documents, repons, etc. are
photocopied on standard size paper. Odd size documents such as confirmation replies, checks, receipts, etc.,
should be mounted on standard size paper. Auditors should remember to allow enough blank space for

binding.
STANDARD BINDING

Standard size loose leaf binders are recommended for temporarily binding work papers during the fieid work
and through the review process. After review notes are cleared, the work papers can be bound at the top or
left with manila covers at the front and back. "Acco" type binders work well for this purpose. Until the binder
is full, several months of current audit work papers can be placed in the same manila binder.
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INDEXING

Indexing is work paper numbering in an organized and consistent manner. it provides continuity throughout
the audit files. If a reader wants to look at a bank reconciliation, he finds the current auditee file and section
41 of the work papers. Good indexing is a strong indication of professionally prepared work papers.

All indexing is placed on the bottom right of the work paper in red pencil.

Consecutive page numbers in a filé are a form of indexing but are not functional in “living" sets of papers. f
consecutive page numbers were used, page numbers continuously change. The audit guide is divided and
indaxart by contion. Foravample the oo gulde iv always secion 5. Vvien a citation is maae o1 a particuiar
Vemons Civil Statute, it is not cited as a page number but as Section X.y (z). The indexing used in our audit
guide and in the statutes is the type the county auditor's office uses in its work papers. It allows expansion of
pages without requiring the renumbering of succeeding pages.

The Permanent File Index and Current File Index provide the skeleton index to build work paper index
numbers.

The auditor should review the indexing in this audit guide and understand the methodology. If this indexing
method is unclear, the auditor should visit with the Audit Manager.
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Cross referencing between work papers

Cross referencing ties numbers between different work papers. Cross referencing is done in red pencil only.
A cross referencing example is shown on 5.4-3-2to 5.4-3-4 of this audit guide. Please tum to the examples
and mark the spot for the following discussion.

Some red numbers are circled and others are underlined. Some numbers are atthe top lett of referenced
numbers and some are at the bottomn right. There is a logical flow of information in work papers. Numbers from
supporting work papers with “flowing" amounts "flow to" the primary work papers. Circled cross references
placed at the bottom right of a number show the amount is "flowing to" the referenced work paper. The
underlined cross references at the top left of a number indicate the amount is "flowing from" the referenced
work paper.

On page 5.3-2-2, the cross references 5.4-3-3 and 5.4-3-4 are followed by a long red line. The red line is
simply a ditto mark tied to the cross reference. Numbers immediately below the line are also from 5.4-3-3 and
5.4-3-4. This ditto mark red line is also seen on page 5.4-3-3 below the cross reference to 5.4-3-2. |t indicates
the $12,909.00, $45,309.00, $42,738.41 and $15,479.59 flow to page 5.4-3-2.

Cross referencing between work paper items

close. Too many arrows on a work paper look sloppy. The other method uses circled alpha characters. Alpha
characters are circled and placement is not significant. Alpha characters are used in same paper cross
referencing, because numerical characters might indicate cross referencing to another work paper.

v
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Tickmarks are a shorthand explanation of a procedure completed. Standard tickmarks are reserved for certain
procedures. Other procedures are evidenced by a tickmark of the auditor's choice.

Standard tickmarks
Standard tickmarks are as follows:
? Footed (recomputed the column to check the accuracy to the total and it was correct)

¥V Footed and Crossfooted (footed column and crossfooted the other column totals and
the grand total was correct)

& Recomputed (recomputed the multiplication or division and it was correct)

NOTE:Since “footing and recomputing” are verification procedures, auditors are not
to use them on self-prepared work papers.

Procedure/attribute shown in column heading was satisfactorily done and no
exception was noted

Traced to copy of receipt

Physically examined asse}

Examined canceled check, noting date, payee and amount
Confirmation mailed

Confirmation received

PHD T

Confirmation received with exception
Custom tickmarks
Custom tickmarks are created by the auditor for a procedure not designated above. Custom tickmarks are

listed on the bottom of the work paper or shown on an attached work paper entitled "Tickmark Legend." The
legend gives an explanation of the tickmark and must bear the initial of the auditor.

Y — X X g
= % = & 2
X v 7 ¥ ®
N ‘ J
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Work papers prepared by auditor

Each work paper prepared by the auditor requires intials and dates at the bottom right of the work paper. The
initials and dates are immediately to the left of the index number.

WORKPAPER

SM_ 04/15/96 43-2-3

Work papers prepared by the auditee

v
Originals or photocopies of documents prepared by the auditee bear the comment “PBA” in red pencil at the
bottom of the work paper.

WORKPAPER

PBA _ISM 04/15/96 43-2-3
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AUDIT CONCLUSIONS

The audit conclusion is an audit summary and discusses the findings and recommendation. Conclusions are
made from evidential matter documented in the work papers. Audit conclusions require indexing to the
appropriate source work paper. Comments are not made in the conclusion without supporting work papers.

Remember, all audit reports and audit work papers are open public records. Assumptions, unsubstantiated
judgiieiis, and careless comments do not have a place in the work papers or audit conclusions.
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REPORTABLE CONDITIONS POINT SHEET

During the audit, the auditor records all audit findings and exceptions on reportable conditions point sheets.
The reportable conditions point sheet is a form that an audttor records each finding, exception and/or reportable
condition as detected in the audit. The auditor records both significant and insignificant points. If the auditor
has an improvement idea for controls or procedures, he should record the idea on a reportable conditions point
sheet. A reportable conditions point sheet example is presented at 5.3-9-2 of this guide. Comments are
handwritten to encourage the recording of spontaneous comments.

If reportable conditions are not immediately recorded on reportable conditions point sheets, the auditor may
forget them. If the reportable conditions prove insignificant or impractical, the conditions are discussed in the
disposition section. The auditor uses the reportable conditions point sheet to formulate his comments for the
exit interview and audit report.
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SAMPLE OF A REPORTABLE CONDITIONS POINT SHEET

REPORTABLE CONDITIONS POINT SHEET

OFFICE DATE

AUDITOR

CONDITION

REASON IMPRQVEMENT NEEDED

RECOMMENDATION

FOR COMPLETION BY FIRST ASSISTANT COUNTY AUDITOR:
1. RECOMMENDATION DISCUSSED WITH OFFICIALY __ NO __ YES DATE

IF NO, WHY NOT?

2. FINDINGS LETTER ISSUED TO OFRICER? ___ NO __ YES DATE ISSUED

tF NQ, WHY NOT?

3. FINOINGS LETTER COPIED TO COMM COURT ___ NO ___ YES DATE 1SSUED

OFFICIAL'S RESPONSE

5.3-9-2
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GENERAL DISCUSSION

Auditors must use education, experience, and common sense to properly apply auditing methods and
techniques during an audit. Auditing methods and techniques discussed in the upcoming section include
observation, proofs of cash, cash counts, confirmations, analytical review, and sampling. Auditors must
properly apply these methods and techniques to produce a successful audit with correct conclusions.
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OBSERVATION

During the audit, the auditor's observation of the auditee's office procedures is very important to developing
a complete understanding of the auditee. Observation allows the auditor to verify the auditee practices the
office procedures as documented in the intemal controls. If the auditor observes practices in contrast to the
office procedures, the auditor should revise the audit to discover why the office procedures are not followed.

Additionally, observation expands the auditor's knowledge of the auditee. Often, the auditee does not verbally
tell all office practices or procedures to the auditor. The omission is usually the auditor's inability to ask the
auditee "every possible question.” Thus, the auditor’s best auditing tool is his eyes and ears.
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PROOFS OF CASH

The traditional bank reconciliation is a ‘must” in any accounting system. Additionally, a proof of cash is
essential as an auditing tool unless the following two criteria are met:

o Auditor obtains the bank statement unopened directly from the bank, AND
[ Auditor opens the bank statement envelope and does the reconciliation, personally.

If an auditee’s controls are inadequate or the audites is a one-man office, auditee's bank accounts require a
proof of cash (see form at 5.4-3-2).

A proof of cash reconciles the bank balances to book balances. Proofs of cash reconcile the transactions and
reveals all monthly bank transactions. In comparing the proof of cash to the book transactions, the auditor
locates unrecorded transactions. For example, a normal bank reconciliation would not detect the following
scenario.

] A clerk orders a separate set of preprinted checks through the mail.

o When the checks arrive in month one, the clerk writes a check to himself (or a
fictitious payee) for $5,000.00 and invests the money in a temporary investment.

[ ] On the last day of month one, the clerk borrows $5,000.00 from a lending source and
deposits the money into the auditee's checking account.

o When the bank statement is received for month one, the clerk removes and destroys
the $5,000.00 check and the $5.000.00 deposit slip. The clerk reconciles the bank
account.

| At the beginning of month two, the clerk writes a $6,000.00 check to himself (or a

fictitious payee) and continues the growing cycle.

An example of a completed proof of cash and related documents is shown at 5.4-3-2.




ﬁ)ﬂober I, 199¢

TEXAS ASSOCIATION OF COUNTY AUDITORS

AUDIT GUIDE

AUDITING METHODS AND TECHNIQUES
PROOFS OF CASH

PROOF OF CASH EXAMPLE

CINF ORME/F ORMS/CS HPROOF 00t

PROOF O

F CASH

ACCOUNT NAME: W W’

AUDITEE: DW’L FW /B P ﬁﬂ;_?

AUDITOR: &a i 4 Y AUDIT DATE: s‘/_;/ /G
DESCRIPNON BEGINNING ADDITIONS REDUCTION'S P
2035 SN
(3.5 — ] SE———
PER BANK STATEMENT ﬁ% 909,00 453064l Y2738/ 7/.57 .59
DEPOSITS IN TRANSIT, BEGINNING (1) |+ / 8¢S 001"  / pys @
DEPOSITS IN TRANSIT, END (1) +  srp.00 + /54 00
OUTSTANDING CHECKS, BEG (1) -8 ¢/ 00 - 8 7). 00
OUTSTANDING CHECKS, END (1) + G /50.90|- 7/5D. 0o
OTHER RECONCILING ITEMS
Chanye (B) q — ¥ |+~ Ly
[ 74
g4 s 7
— <
PER BOOXS 5993 00 Y3 ccamwly3 /A7 | £ 522 00

COMMENTS:

coacZ o

(1) ATTACH DETAILED LIST

5.4-3-2




ﬁober 11996 \
1

5.4-3-3
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
AUDITING METHODS AND TECHNIQUES
PROOFS OF CASH
PROOF OF CASH EXAMPLE - BANK STATEMENT
PAGE 1

REGULAR CHECKING aAICOUNT

ACZOUNT NUMBER

SSN/FED 1D

STATEMENT R3 OF £/31/9%
PREVIOUS STMT DATE %/30/9%
#OF CR'YS—-STMT PERIOD 31

XxX%x%X STATEMENT PERIOD X%%x¥ 1313111332323 2833 222332222223 st st bt
N B - — -

X

o 1_ -t
14 DEPOSITS/ZREDITS 4c,309.00 * *
§ CHECKS/OEBITS 42,738.41 % *
ENDING BALANCE “15,479.59 % *
MINIMUNM BALANCE 271 . 00—3IHRINR NN NI XX KRR EFRHEFARNRR XK RN RN R
INTEREST PAID YTD {00
AVG COLLECTED BALANCE 9, 455,90
AVG LEDGER BALANCE 11,172.8%
L -
OLPOSITS DATE AMOUNT CESTRIPTION
€/01/9% 155¢z.oo CEPOSIT
€/08B/SE 2;076.0Q  LEPOSIT
5/08/9%S " 283,90 - UEPOSIT
5/03/%¢ €,/€3.00 UCEPOSIT
€/08/5¢ 2,935.00 CEPOSIT
£/09/9% 2,419.00 OEPOSIT
S/11/9% 3,194,00 CEPOSIT
£/15/9¢% 1,121.00 CEPOSIT
€/15/5¢E 3,046.,00 DEPOSIT
£/14/9% 1,200,900  UEPOSIT
€/22/9¢ 4,759.00  DEFOSIT
€/23/9¢ €,032.00 [EFOSIT
S/24/9% 3,136.00 [EPOSIT
C/25/88 2,2181.00 DEPOSIT
£/31/9¢% 3,021.00 DEPOSIT
€/31/9% 3,489.00  DEPOSIT
WITHDRAWALS DATE AMOUNT  DESCRIFTION
/THARGES —— -
€/31/9¢% +41 OO INTEREST CHARGE
oo vrr o
HECHS
CRTE RMOUNT CHECHHR DATE AMDLUINT —HZ iR
\_ ZONTINUED
Mermber F DIC.

Plaeve exoming et once: N A0 error t1 teported In 10 daye the sccount will ba conaldered correct snd vouchers genuina




/ Cxtaber |, 195€

TEXAS ASSOCIATION OF COUNTY AUDITORS S4a
AUDIT GUIDE
AUDITING METHODS AND TECHNIQUES
PROOFS OF CASH
PROOF OF CASH EXAMPLE - BANK TRANSACTIONS REPORT
BANK TRANSACTIONS REPORT - JUSTICE OF THE PEACE 3 ~ DEPARTMENTAL CENERAL ACCOUNT
For the Month Ending 5-/1/ /75-
By David W. Pareya - Justice of the Peace ~ Precinct 3 Dept. No. 14531
Form [4531-311 (2-91)
DEPARTHMENTAL GENERAL ACCOUNT 07-2500-2 - Checks Nos. _ 227¢ to _ 230%
T Description» - ] Account Code l Amount
1. Beginning Benk Dalance (from Previous Report) -5: 273. 00
Add Cash Recaipts as Follows: :: igg (2)(5)2 :: @
2. Ceneral Collections of Fines and Fees 611~220990-14531 y.B/GCD.m
3. NOW Interest Added by Bank to General Account 611-220990-14531
4. Interest Paid by Bond Account to General Account 611-101580-14531
S. Returned Checks Redeposited 611-101530-14531
6. Other Collections (Specify) 611-220950-14531
7. Toctal Receipts - Sum of Lines 2 chru 6 ‘{3/ cca. 08 3~
8. Available Resources - Sum of Lines lvand 7 47, 56‘5*.(39:1)
A% PDC 303 ** ¥
Less Disbursements as Follows: &% ADC 055 **
9. Paymants to County Tressurer 611-207699-14531 ‘/2 57200
10. Payments to Officers of Other Counties 611-220921-14531
11. Paymencs to Texas Railroad Commissfon 611-220922-16531 70.00
12. Payments to Texas Parks & Wildlife Department 611-220922-14531
13. Payments to Municipalities 611-220923-14531
14. Refunds to Plaintiffs 611-220928-14531 Y«p. 00
15. Checks Returned by Bank (Attach Check Copies) 611-101530-14531
16. Other Disbursements (Specify) 611-220929-14531
17. Tocal Disbursements - Sum of Lines 9 thru 16 43 /27
18. Ending Bank Ralance - Line B less Line 17 C, I
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Most field audit work is detailed in nature. Analytical review is a valuable tool giving the auditor a chance to
examine the "big picture”. The auditor uses analytical review to determine the consistency of information with
the auditor's expectations. Some auditors call it the "stink test” approach. If results are not consistent, the
auditor is alerted to potential problem areas. If results are in line with expectations, the auditor has reasonable
assurance no significant problems exist.

Anralytical review types include but are not limited to the following:

@ Trend analysis (or fluctuation analysis) compares data between two or more periods.
The data is not limited to dollars. The data can include dollars, number of receipts processed,
quantity of aviation fuel sold, galions of fuel consumed, etc. The auditor compares data of one
period (day to day, week to week, etc.) to the same type of data from one or more comparable
prior periods. Generally, it is more effective to have several prior periods of data to compare
to the current period. If the auditor detects any significant increases or decreases between
periods, he should pursue the change to determine the reason for the fluctuations.
Conversely, the auditor may expect a particular revenue to vary because of changes in the
law, fee structure or season. If the analysis does not show the expected change, the auditors
should investigate the reason.

@ Component analysis examines component ratios. Cash collections to total collections
and diesel fuel gallons consumed in relation to fuel gallons consumed, etc. are examples of
component ratios. If an office's cash to check ratios change drastically in relationship to a
previous period, a problem could exist. Relationships and mixes do not change without a
cause.
v

® Relational analysis examines the relationship between corresponding data. If an auditor
knows the beginning inventory, amount used, and ending inventory, the auditor can determine
the inventory purchases. If the computed purchases differ from the purchases on the general
ledger, the auditor should apply additional auditing procedures to determine the reason for the
variance. If a material difference exists belween projected sales and actual sales, the
variance warrants additional audit procedures.
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CONFIRMATION FORMAT FOR DISMISSALS IN JUSTICE COURT

LEJTERHEAD

Date

Name

Firm

Address

City, State & Zip

Dear

As part of our regular audit procedures, we periodically seek independent verification of ABC County records.
Please review the information below. If it is correct, please sign part A. If it is not correct, please sign part B,
and provide us with the information according to your records.

After signing, please retum this form to Mr. Ken U. Catchem, Audit Manager, 215 North 5th Street - Suite 130,
Anyplace, Texas 76701-1366. A postage-paid, self-addressed envelope has been enclosed for your
convenience. If you have any questions, please contact me at (817) 757-5156.

Sincerely,

- Ken U. Catchemn

Your name appears on ABC County records as having receiving the following citation, and that it was
dismissed, with no fine assessed.

Ticket number;
Date of violation:
Violation charged:
Justice of the Peace Court, Precinct

Located at:

A. The above information is correct.

B. The above information is not correct.

Comments:
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CONFIRMATION FORMAT BASED ON LIST OF OPEN CITATIONS FROM DPS
Date

Name

Firm

Address

City, State & Zip

Dear

As part of our regular audit procedures, we periodically seek independent verification of ABC County records.
Please review the information below. It itis correct, please sign part A. If it is not correct, please sign part B,
and provide us with the information according to your records.

After signing, please retum this form to Mr. Will Catchem, Audit Manager, 215 North 5th Street - Suite 130,

Anyplace, Texas 76701-1366. A postage-paid, self-addressed envelope has been enclosed for your
convenience. It you have any questions, please contact me at (817) 757-5156.

THIS IS NOT AN ATTEMPT TO COLLECT. T IS FOR AUDIT PURPOSES ONLY. PLEASE DO NOT SEND
MONEY TO THIS ADDRESS.

¥ Sincerely,

Wilt I. Catchem

According to the records of ABC County, Texas, you received the following traffic ticket from the Texas
Department of Public Safety on mm/dd/yy and have not paid a fine in relation to this ticket.

Ticket Number:
Violation:
Justice of the Peace Count, Precinct

A. The above information is correct.

B. The above information is not correct.

Comments:
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EXAMPLE OF A CONFIRMATION FORMAT FOR COST DEPOSITS IN DISTRICT CLERK'S OFFICE

LETTERHEAD “

Date

Name

Firm

Address

City, State & Zip

Dear

As part of our regular audit procedures, we periodically seek independent verification of ABC County records.
Please review the information below. If it is correct, please sign part A. If it is not correct, please sign part B,
and provide us with the information according to your records.

After signing, please retum this form to Mr. Will Catchem, Audit Manager, 215 North 5th Street - Suite 130,
Anyplace, Texas 76701-1366. A postage-paid, self-addressed envelope has been enclosed for your
convenience. If you have any questions, please contact me at (817) 757-5156.

Sincersly,

Wil U, Catchem

The ABC County District Clerk has a cost deposit balance on hand for you in the amount of
$ at May 31, 199X

A. The above information is correct.

B. The above information is not correct.

Comments:
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GENERAL DISCUSSION

Bank confirmations are categorized as negative or positive.

Negative Confirmations

Negative confirmations are usually sent by banks or credit unions with customer statements. An negative
confirmation example is shown below:

NOTCE:
( LovEEs ﬁmwumwtgrmmrot
MCLENNAN COUNTY EMPLO ARGARORG YR AGHTE TO CBAUTY LSO
FEDERAL CREDIT UNION DVION OR QUETIONS ABOUT YOUR ELACTACMC TRAIZTAL
@ 215 N. STH ST., SUITE 224 ACCOUNT #: 20300
WACO, TEXAS 76101 PAGE: 1
4 (817) 757-5015 SOC SEC %: 449-96-8138

THIS IS THE SUPERVISORY COMMITTEE ANNUAL AUDIT-~IF AN ERROR IS
FOUND PLEASE CONTACT LINDA VANDENBERG (757~5057) P.O0. BOX 2451
WACO, TX 76703

e — STATEMENT PERIOD
89/01/95%

MONTHLY FROM:
S e7/01/95

NON-MOMTHLY FROM:

WACO, TX 76705 TOo: 09/30/95
TRAN TRAN TRANSACTION RESULTINGO LOAN *FINANCE* RESULTING
\ DATE TYPE AMOUNT SHARE BQ}ANC! PRINCIPAL *CHAROGE" LOAN BALANCE J

Negative confimnations provide assurance as to the correctness of a large number of similar items (i.e. 14,562
bank balances). They are only effective if a large % of the population audited is mailed the confirmations. They
require no action on the part of the addressee. Since they do not require a response, the auditor assumes no
response is a good response.

Positive Confirmations

Positive confirmations request the addressee verify the audited balances. Positive confirmation examples are
shown at 5.4-5-2 through 5.4-5-4.

Positive confirmations are used to confirm small populations. Positive confirmations are also used when the
auditor believes the receiver may not pay attention to a negative confirmation. The auditor always makes
photocopies of the confirmations before mailing them. The purpose of the copies is twofold. First, they serve
as a source to make additional copies for second and third requests. If no reply is received, they provide
evidence a confirmation was sent.

Generally, it is best to send stamped, self-addressed envelopes to encourage response.

\_ Y,
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EXAMPLE OF A COMPLETED CASH COUNT SHEET

CASH COUNT

avorree: P o ) C IV adlon

AUDITOR: /7 i W COUNT DATE: 9/ 2¢ /? S
CASH CUSTODIAN ﬁoﬁu Cocln e
DESCRIPTION OF CASH coumw 4,4._.. WMM Corole Lo
\/
N\ )
CASH AND CURRENCY CASH FUND RECAP
DENOMINATION AMOUNT CASH AND CURRENCY 21 007.9/
(»)
.01 /6 CHECKS & MONEY ORDERS q,200.9
.03
3.9 TOTAL MONIES ON HAND //,R207.9]
-10 .20
23 4 as LESS CASH CHANGE FUND L00. 00
.50 _ MONIES COUNTED,
EXCLUSIVE OF CHANGE FuND | /0,70 7.9]
1.00 4/ 2.00 TOTAL OF RECEIPTS ISSUED 8
5.00 95 . 00 SINCE LAST DEPOSIT /0,706 .93
10.00 l¢p 90
20.00 /200 .00 CASH OVER (SHORT) 20
50.00 7 -
THE ABOVE CASH WAS COUNTED W MY PRESENCE, AND WAS
100.00 s00 .01 RETURNED 10 ME W1
o[ szl 1|~ M

RECEIPTS TO ACCOUNT FOR

N

[ BEGINNING RCPT. NO. | | ENDING RCPT. NO. 11

BATCH TOTAL

)

(T oa7ess [T ge26ea [ s5/¢.0 ][0 manva [ comrren]
| /723 ] { / 726 | [ 2,490.30 | [@ manvac[[J compuren]
{ |1 ] 1 ] [CJ manvat [ computen]
\ oial ® | /0 90c.87 |

CHECKS / MONEY ORDERS

/ SOURCE AMOUNT SOURCE AMOUNT
M Fu(AN“ J oI
1Y . #4947 J00 &0
Ue o4, Bl 1.5D0.00
M»rm,«/,.ﬁ, 3,.900.40
T01AL A | 9o

¥ ADO(TIONAL SPACE 1 NETOED, CONTINUE LISTING ON STPARATE PAGE. JUST RUN ADOWG MAQ ONE TATE % > 30 O RO

5.4-4-3

J
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o A space is provided on the cash count sheet to list checks and money orders. |f

there are more than 30 checks, the auditor should run an adding machine tape of the
checks instead listing the checks. Auditors permanently attach the tape to the cash

~ount. The auditor notes the followinq items or a Reportable
Conditions Point Sheet and attaches photocopies of the items:

[ ] There is a check from any employee of the County. Point sheets note the
check date.
[ There is a check or money order dated prior to the last deposit date.

Auditors should consider possible mail lag time.
[ ] There is a two party check.

[ There is a check which appears altered or unusual.

Discretion is used in preparing the reportable conditions point
sheets. Instead of recording details on the point sheet(s) in view of
the cashier, it is best to make brief notes on a separate pad while
doing the cash count. Immediately after leaving the auditee's office,
the auditor should transfer the information to a point sheet .

[ ] The auditor determines which receipts were issued after the last balancing process.
List the receipt range(s) on the space provided on the cash count sheet. There is
space for three receipt ranges and boxes to "check” indicating whether the receipts
are computer generated or manual.

[ The auditor completes the cash fund recap section of the cash count sheet. The
auditor assists the cashier in determining the cause of any shortages or overages.

CLOSURE
[ ] The auditor obtains the cashier's signature on the cash fund recap section of the
cash count sheet.
[ Discrepancies are noted on reportable conditions point sheets.
FOLLOW UP

When the bank statement arrives for the month of the cash count, the auditor traces the cash count deposit
to the bank deposit. The auditor places a copy of the cleared deposit slip with the bank stamp and a copy of
the bank statement page showing the deposit in the work papers behind the cash count sheet.

. ]
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The auditor does an annual surprise cash count at each cash collection point. A surprise cash count is
unannounced. An example of a cash count sheet is at 5.4-4-4 of this guide.

Cash count steps are as follows:

The auditor decides the best day for the cash count. For example, a cash count on
the first or last day of the month in the automobile department is bad timing. A
Uecember 31 casn count in ne ad vaiorem tax oftice is insanity. Employees are
anticipating their New Year's Eve party and taxpayers are paying their last tax
deduction. Auditors should respect the auditee's specific situations and do the cash
count at a reasonable time.

Atleast six weeks before the surprise cash count, the auditor finds out the time of day
the auditee counts and balances cash. This time is the best time to accomplish a
surprise cash count.

The auditor decides the number of auditors required to accomplish the count.

The auditor enters the auditee's office a few minutes before the cashier closes and
balances cash and advises the officeholder of the annual surprise cash count, as
required by law. By informing the office holder of the law requirement, he is not
alarmed by the "invasion.""If the office holder is gone, the auditor should locate the
in charge employee and continue with the cash count.

Do not intimidate the employees. Usually, employsees are intimidated by auditors.
The auditor should discuss the cash count procedures in terms easily understood by
the employee. In other words, do not talk "over their heads." If the cashier makes
excuses and wants the cash count at another time, it is more important than ever
complete the count. If the auditee is acting suspicious, the auditor should discrestly
contact the Audit Manager or the county auditor to "help" with the cash count."

The auditor counts the cash or watches the cashier count the cash. The auditor
records the count on the cash count work paper as it occurs. Do not allow the
cashier to leave the auditor alone with the money. If the cashier is required to leave
the cash, the cashier should either lock up the cash until he retums or have another
office employee view the count.
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PROOFS OF CASH
PROOF OF CASH EXAMPLE - STANDARD BANK RECONCILIATION
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INTRODUCTION

Time is a precious commodity. Sampling allows auditors to reach reasonable conclusions within a time budget.
Unless there is a problem, the auditor should not examine every transaction. The auditor is “auditing" records
and not producing records.

Sampling has two purposes:

@ Examine the ieast amount of a population to obtain the greatest assurance about the
population.

@® Based on sampling resulls, draw a conclusion about certain characteristics of the
population.

Sampling is used in compliance and substantive auditing. With sampling in compliance auditing, the auditor's
objective is to select a sample which is representative of the population. If the sample has an error rate of 5%
and is reliable, the auditor conciudes 95% of the population is correct. With substantive auditing, the auditor's
objective is to obtain sutficient evidence to conclude about the correctness of particular balances. The analysis
of an expense account is an example of using sampling in substantive auditing. For example, the auditor
selects purchases over $10,000 and every 20th purchase to substantiate 70% to 90% of the dollar value with
examining only 5% to 10% of the population. As another example, confirmations sent to a sample of citizens
with dismissed citations reasonably substantiates the total dismissals volume.

WHEN TO USE SAMPLING

Auditors use professional judgement when using sampling. An auditor would probably use a sample of 100%
in cases such as the following: v

® The auditor has reviewed the internal control system and has little or no confidence in the
intemnal control structure.

@ The audit staff has unlimited time.

® The auditee office has few transactions and selecting a sample is more time consuming
than auditing all transactions (i.e. small one-person justice of the peace office).

® A 100% sample is required by the audit terms (i.e. certain grants).
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at the following items:
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@® Unusually large or small values,
® One of a kind transactions,

® Transactions involving personal business of the office staff or official,
@® Known problem areas,

@® Controversial areas,

@ Areas currently in the public eye (high exposure) and

@® Anything that seems unusual.

54-7-2

Whether sampling is used or not, an auditor always look at all unusual items. The auditor should always look
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DEFINING A POPULATION

Before an auditor can select a sample, he defines the population. Basic parameters are defined first and can
include the foliowing:

@ The auditor defines the test period. Test and audit period are usually the same. In a large
audit, the auditor has the option of selecting a test period within the audit period. For example.
an auditor might consider selecting a test month for a semi-annual or quarterly audit.

@ The auditor defines the sampling unit . Sampling unit examples include cash receipts,
checks, deposit slips, etc.

The auditor determines the completeness of the population. When auditing an office with computer generated
and manual receipts, all receipts are included in the population. The same principle applies to checks.

After basic population parameters are defined, specific parameters are outlined.

@ Transactions/documents dated within a given period of time. For example, checks issued
beginning April 1 through June 30 or all receipts issued beginning October 1 through
December 31 are defined in the population.

® Certain type of documents numbered “xxx" through "xxx". For example, receipt number
“xxx" through "xxx" are included in the population and encompass the entire audit period.
® Assets in a particular location such as fixed assets in the District Clerk’s office or inventory
of culverts at Precinct 4.

DETERMINE SAMPLING METHOD

There are two basic types of sampling:

® Judgmental sampling allows auditors to determine size and composition of each audit
without reference to other sources. Judgmental sampling is most appropriate with small to
medium populations and good intemal controls.

@ Statistical sampling requires selecting the sample using mathematically defined levels of
risk, precision and expected error rate. Auditors refer to statistical sampling tables for
appropriate sample size and perhaps specific transactions for the sample. Statistical
sampling is appropriate for a population with a large number of homogeneous transactions
and a strong internal control system.
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Judgmental sampling

Judgmental sampling is used in most audits performed by the county auditor's office. Judgmental sampling is
divided into three broad categories:

©® Sequential sampling selects every "nth" item from the population beginning at a defined
starting position. For example, the auditor selects every 10th receipt beginning with receipt
number 6541.

® Random sampling utilizes random number tables to select items from the population.
Sequential sampling is considered "random" if the items in the population are in random order
and the starting point is randomly selected.

® Block sampling selects a "block" of items from the population. A weakness in block
sampling is it ignores personnel changes. However, it is very effective in detecting frauds
such as lapping (fraud involving delays in the recording of cash receipts). The following items
are examples of block sampling:

% The population of receipts is numbers 1525 through 2416. The auditor selects a block
sample from number 1845 to number 1945.

& The population is checks issued for the quarter. The auditor selects the checks issued
during a particular week for the block sample.

a The population is all personnel. The auditor selects last names beginning with L, M, N, or
O for the block sample. .

Statistical Sampling

Statistical sampling allows an auditor to select a small sample from a relatively large homogeneous population.
if sample results are satisfactory, the auditor reaches a legally and mathematically valid conclusion about the
population. However, statistical sampling requires the use of cumbersome statistical tables in an excellent
internal control environment. if statistical sampling is considered appropriate in an audit, the auditor should
consult with the Audit Manager for guidance.

Stratified Sampling

Stratified sampling divides the population into subgroups or “strata” with each subgroup treated as a mini-
population. The sample is selected from the subgroups. Different sampling methods are applied to each
subgroup. Examples of stratified sampling are as follows:

When auditing a bank and counting vault cash, it is normal audit procedure to count using a
stratified sample. Stratified sampling divides the risk into components. For example, risk of
error is greater if one $100.00 bill is missing than if one $1.00 bill is missing

_ J
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AVOID BIAS

Stratified sampling is important because small and large items are selected. If an auditor only looks at large
ftems, the auditee quickly leams the auditor's methods. After that point, carelessness or fraud in the handling
of small transactions is potentially encouraged. There is also danger a small item may actually be an
incorrectly recorded large item or a part of one.

A tainted sample element results in a bias sample. Consequently, sample resuits are invalid and distorted.
The following examples illustrate biased samples:

\
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Currency in vaults is packaged in “straps” of fifty bills except for $50.00 bills and $100.00 bills
which are in straps of twenty and ten bills, respectively. When counting vault cash, CPAfirms | .
usually open and count individually 10% of $1.00 bill straps, 20% of $5.00 and $10.00 bill
straps, 50% of $20.00 bill stran< and 100% of $50.00 and $100.00 bill straps. The advanlage
is veritying a high percentage of total dollar amount by counting a low percentage of the
number of bills within the straps.

When analyzing a particular eéxpense account, an auditor examines supporting invoices for
tems $25,000.00 or more and every 10th item under $25,000.00.

® A polister steers poll resuits by controlling his sample of opinions. A poll determining the
percent of the population smoking marijuana yields very different results depending on the
sample source from which the opinion is collected (i.e. Stanford University, the First Baptist
Church of Armadilio, TX, Willie's Fourth of July Picnic or random telephone calls). Bias is
introduced by poliing mall shoppers and surveying only persons between the ages of 18 yrs.
to 35 yrs. or only persons over the age of 65 yrs,

¥

® If an auditor uses block sampling for testing procedures compliance, the sample is
potentially biased in the following situations:

= An auditee hired employes A as the cashier from October through May, employee
B for June, and employee C for July through September. If an auditor selects a block
sample of June receipts, the sample is tainted because it only includes the work of
one employee as cashier for 1/12 of the year. If the auditor selected two days from
each month during the year or if Person A worked all year, the bias is eliminated.

®  An auditee routinely accumulates weekly mail receipts and deposits them on
Friday with "walk-in" receipts. The cashier is lapping funds by taking some "walk-in"
cash and replacing it with checks received in the mail from the prior week to cover the
shortage. Mail receipts are prepared, but the originals are thrown away. If an auditor
decides to perform a quarterly audit on Wednesday receipts, the sample is biased by
excluding receipts related to the fraud activity and mail receipts. If the auditor elects
to examine receipts of every 4th or 6th business day or a sequential sample of

receipts, the bias is eliminated.
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In each sampling procedure, the auditor carefully and objectively considers whether or not bias taints the
sample. The following table shows the sampling methods, selection methods, and relative risk of bias.

5.4-7-6
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SAMPLING METHOD SELECTION METHOD RISK OF BIAS
Statistical Sampling Random Theoretically non-existent

Judgmental Sampling Random Very low
Judgmental Sampling Sequential (svery "nth" item) Moderate
Judgmental Sampling Block Highest when it is”used in

compliance testing. However,
block sampling is the best way
to determine prenumbered
documents are all accounted
for - by examining several
blocks of documents.

SAMPLE SIZE

people out of millions.

Random or Sequential Selection

Practically speaking, there is no relationship between sample size and population (except for very small
populations). Sample sizes over 120 add little information or assurance involving populations under 500,000
tems. On election day, the President of the U.S. is ac¢urately predicted with an unbiased sample of only 2,000

The county auditor's office should utilize random or sequential selection for compliance or verification type
audits of homogeneous populations. The following audit procedures use random or sequential samples.

Verification proper legally mandated fees are charged.
Verification receipts are correctly recorded on a summary report.
Verification of the existence of fixed assets.

Verification of authorized signatures.

Verification of mathematical accuracy on forms/reports.

Inventory test counts.
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AUDITING METHODS AND TECHNIQUES
SAMPLING

Generally, sample sizes on random/sequential seleclted samples are as foliows:

® Populations of 500 or less require a sample size of 25 items. If any discrepancies are
noted within the sample, the auditor must increase the sample size to 60.

] Populations over 500 require a sample size of 60 items.

Block Selection

The block selection method is used primarily to determine sequential numbers are accounted for when
auditing prenumbered documents such as receipts and checks (see the discussion of block sampling at 5.4-7-
4). The auditor's office should use the following block sampling sizes:

o Populations of 500 or less require 3 batches of 10 sequential items starting from 3
different starting points.

o Populations over 500 require 4 batches of 15 sequential items starting from 4
different starting points.

SAMPLING PROCEDURE DOCUMENTATION

Sampling procedure documentation in audit work papers is important to validate audit work and to use as
reference in future audits. The documentation includes a complete population definition, the sampling method,
and selection method. The Audit Sample Selection Document presented at page 5.4-7-8 is a reduced copy
of the required work paper which documents each $ample relied on during each audit.
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REDUCED COPY OF AUDIT SAMPLE SELECTION DOCUMENT

54-7-8

AUDIT SAMPLE SELECTION DOCUMENT

AUDITEE
AUDITOR AUDIT DATE
OBJECTIVES
. POPULATION
DESCRIPTION :
NUMBERED DOCUMENTS? [ YES ] wNo
IF YES, RANGE OF NUMBERS : FROM 10
DATES COVERED:  FROM 10
IS POPULATION HOMOGENEOUS 7 [ YES 3 w~o

IF NO, DESCRIBE RANGE OF DIVERSITY.

3

SEQUENTIAL SELECTION

NUMBER OF ITEMS IN POPULATION: SAMPLE SI2E.:
STARTING POINTS. FIRST SECOND THIRD
Nih ITEM OETERMINATION:
Nth ITEM
Number of Sisrling Points X Populstion Slze / Number of Starts INTERVAL

C J | J 1 EQUALS

NOTE: I # becomes necessary (0 increase the amoie size due 1o discrepandes in tha first sample, continue using
the same Nth itemn, bul siart (rom & fourth, fih & sbah set of starting points untll larger sample size ts otxained.

INCREASE IN SAMPLE SIZE:
ADOITIONAL STARTING POINTS: FOURTH FIFTH SiIXTH

BLOCK SELECTION

NUMBER OF ITEMS IN POPULATION: NUMBER OF BLOCXS:

NUMBER OF STARTING POINTS: NUMBER OF ITEMS PER BLOCK:

STARTING POINTS. FIRST SECOND THIRD FOURTH

NOTE: I # becomes necessary to increass the sample size due to discrapancies in Lhe first sample, and only Lhres
blocks ware selecied originaily, seled a {ourth block, now.

STARTING POINT OF FOURTH BLOCK DUE TO DISCREPANCIES:
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CONFIDENTIALITY OF INFORMATION GATHERED IN AUDITS

As discussed at subchapter 5.3-1, most audit work papers and reports are a matter of public record. Anyone
has access to audit work papers and reports produced by the county auditor's office.However, audit work T =
papers, audit reports and other audit field work information should be treated confidentially. Does the
confidentiality concept conflict with the Open Records Act? No, not really. Since the Open Records Act gives
everyone access to records formally and specifically requested, the inquirer must actively seek out certain
records and spend time reading them. This avenue is the only way anyone has access to audit findings and
conclusions. When we say audit knowledge should be confidential, we mean auditors should not volunteer
any audit knowledge to anyone or respond to questions concemning audit knowledge from anyone except to
those persons mentioned below, unless a formal Open Records Act request has been filed.:

@ Other auditors in the county auditor's office (not payroll, accounts payable or support
personnel -- just audit staff) who also follow the same confidentiality policy. It is important
confidential information is shared between auditors (except in ongoing fraud investigations)
so they learn about the questionable office and broaden their audit knowledge.

@ The county auditor.

@ The official audited or his designated supervisory personnel concerning the audit. Except

as necessary for fact finding, the auditor should not discuss findings or opinions with other
personnel in the auditee's office. If an auditee's employee asks about an audit, the auditor
should refer them to their employer or the official of the office about which they are concerned.

® The other addressees of the audit report (i.e., commissioners court, district judges, etc.)

The confidentiality policy is critical to effective audits; It is critical to the audit staff a credible and trustworthy
image is maintained. AN AUDITOR'S IMAGE AND CHARACTER IS PARAMOUNT! if anyone wants auditee
information and pursues it through the Open Records Act, they have procured the information through due
process. And, the auditor's trustworthiness is still intact, because the information was not offered.

REMEMBER! THE ACTIONS OF ONE AUDITOR REFLECT ON THE ENTIRE AUDIT STAFF! Auditors are
protessionals and should act accordingly. Gossip has no place in the audit. Each auditor is responsible for
his image as well as the entire audit staff and should not let down the audit team by showing “friends" how
much they are "in the know".
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GENERAL DISCUSSION

An audtt is not complete until there has been an effective communication of the scope of the audit performed,
the findings and the recommendations. This communication should be performed in several steps, as
discussed below:

@ Hold an exit conference and review the Reportable Conditions Point Sheets (see 5.3-9
of this guide).

® Draft the preliminary copy of the audit report using the point sheets.

® Deliver or mail the preliminary draft of the audit repont.

@ The final audit repén can be issued.
A recent article was published by the Association of Government Accountants entitiled Why Performance
Audits Preceding Scandals Were Ignored. While performance auditing is not a pressing issue for Texas
county auditors at the writing of this guide, this article really relates to any audit report, It is well worth reading

for anyone who is in the business of "communicating audit results." This article is reproduced at APPENDIX
10.8 with the permission of the Association of Government Accountants.
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EXIT CONFERENCE

An exit conference is an opportunity for the auditor to "sell his product” to the auditee, build goodwill with the
auditee and help ensure there will be no surprises for the auditee or the auditor. There is nothing more
embarrassing to an auditor than presenting a final audit report making a recommendation to an auditee and
having the auditee show the auditor a law or regulation prohibiting the carrying out of that recommendation.
Auditees tell stories about those types of instances to all who will hear for years.

Atthe exit conference the auditee should have an outline of points to cover, if any, which are not included in
the preliminary audit report, and shouid record the auditee’s response to all points whether they are in the audit
report or not. The exit conference should include the following:

- @ Discuss each point to the satisfaction of the auditee official.

@ Obtain the official's agreement or disagreement for each point, and if he disagrees, the
reason for disagreement. The auditor should not get hung-up defending his
recommendations - it is alright for the auditor to agree to disagree with the official. It is
important for the auditor to maintain a good and cordial relationship with the-official - if the
official is vehemently opposed to a recommendation, the auditor should simply state that he
will discuss it again with his supervisors, and leave it at that. The county auditor or first
assistant county auditor can then come in and be the "bad guys," if necessary, while the
auditor maintains a good relationship with the auditee. Remember, the auditor's role at this
point is primarily advisory. Itis the responsibility of the official to make corrections and be in
compliance with the law.

@ Always comment on the current status of recent past audit points.
The audit exit conference must be documented invan audit exit conference memorandum. The audit exit
memorandum should set forth the following points, at a minimum:

@ Where the conference was held.

@ The time and date of the conference.

@ The names of those present at the conference.

@ Issues presented by the auditor and the auditee's responses.

@ Any other concems brought forth by the auditee.
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PRELIMINARY AUDIT REPORT

This part of the audit is dedicated to translating the auditor's field work into & rational, informative document.
it is important that the report be written in such a way as to be unbiased, informative, to-the-point and accurate,
and should contain the following key points:

@ Koy errors or discrepancies noted in the audit which are significant enough to be pointed

out in the report. Remember, less significant points, and even more significant points which
are "first offenses,” can be discussed verbally in the exit interview with the officeholder, if
deemed appropriate.

@ Failures to follow either County's or the auditee's own office policies and procedures.

@ Praise of the official if action was taken to correct deficiencies pointed out to the official in
preceding audit reports.

@ An offer that the county auditor's office is available to help the official in correcting any
deficiencies pointed out in the audit report.

® Thanks to the official for his and his staff's assistance during the audit, unless this
comment is totally unwarranted and out of color with the remainder of the report.

In citing deficiencies, the auditor should state all the related facts conceming the deficiency. If there are any
violations of County or office policies and procedures or State laws, the specific policy, procedure or law should
be referenced and cited. The auditor should then state a recommendation for improvement concerning the
deficiency, keeping in mind the limitations of the auditee office (larger offices can do things the small offices
cannot do).
v

If audit deficiencies continue in the audit reports of a particular official, the county auditor may have to take
more drastic action than simply writing another report to that official. This could include addressing an audit
to the Commissioners' Court or going to the District Attomey, although this last step will be very rare, and are
to be done only by the county auditor, himself.

The preliminary draft should be prepared on plain paper (not letterhead) with words such as "Draft” or
*Preliminary - for discussion only" written at the top ot each page.

-
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ISSUANCE OF THE AUDIT REPORT

Auditees deserve a record of the auditor's review and findings in order to prove their performance record and
the auditor needs it to help substantiate that the audit and communication occurred. Some statutes require
that an audit report be issued annually, but the county auditor's office should, if practicable, go beyond that
minimal requirement and issue reports more frequently.

The final audit report should be identical to the preliminary draft except for any changes to which the auditor
and auditee agreed, it should be signed by the county auditor and should be on the county auditor's letterhead.
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COMMUNICATING AUDIT RESULTS
STATUTORY REPORTING REQUIREMENTS

THIS SECTINWILL BE ADDED IN A FUTURE EDITION

€65
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AUDIT GUIDE
FRAUD
RED FLAGS

Fraud was discussed briefly on page 5.2-1-1 of this guide and some *red flags" were listed. They are repeated
here with some additional red flags to consider:

@ The auditee is unable to answer questions about subjects with which they should be
familiar.

® The auditee is in personal financial trouble, or conversely, is living beyond their apparent
means.

® The auditee's records are sloppy. Sloppy records can indicate poor attitude, poor internal
controls, or be a coverup for fraud.

® The auditee is agitated or edgy when questions are asked by the auditor.

® The auditee “cannot find" documentation requested by the auditor.

® The auditee takes very short or no vacations. Persons handling cash, and who are
involved in fraud, cannot afford to take time off, because if someone else did their job, their
scheme might be discovered.

® A new program is being phased in and the systems are not yet fully established.

@ Employees of an auditee are very “tight" with information about procedures.

@ There are significant delays in getting documentation or data from the auditee

@ There are numerous adjustment$ to accounts, receipts, reconciliations, etc.

® Endorsements on canceled checks are odd or are endorsed by the auditee, as if they
cashed it.

@ Increases/decreases in volume of cash handied/revenues collected.

@ Discrepancies noted between what an official thinks his office procedures are and what
they are in reality.

® Someone in the auditee's office acts as if they are the only one qualified to handle
transactions and/or refuses help from other employees.

@® Things simply appear odd, but it is unclear as to why.

This is by no means an exhaustive list of red flags, but is presented as food for thought.
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FRAUD
WHAT IF SUSPECTED FRAUD IS DISCOVERED?

Anonymous/ Confidential Tips

Many frauds are discovered through tips from confidential or anonymous informants. The following is a list of
things to remember or do when approached by such an informant.

[ The auditor should assure them that their confidence will be protected, to the best of his
ability, and then make absolutely certain that it is protected. Blown confidences will affect the
credibility of the auditor and the entire audit team - and can totally close down the informal
“information pipeline” for a long period of time. The informant is frequently taking a big chance
by revealing information.

| The auditor should be sure the informant knows that if their tip results in a legal action by the
County or District Attomey, they might have to give up their anonymity or could even be forced
to testify either in person or by deposition.

[ Listen to their comments and ask questions, but do always act in a professional noncommittal
manner - try to keep them calm and unemotional.

o The auditor should encourage the informant to commit his comments to writing before the
facts get "cold". The statement should address dates, times, occurrences names, etc. This
will protect the auditor and may help preserve evidential matter. The informant shouid be
asked to sign and date his statement.

o Remember their perceptions of the situation they are reporting may
be totally wrong - or could be only the tip of the iceberg. The auditor
should not take anything they say atface value until he has verified
all the facts for himself.

o ' The auditor should ask the informant it he has discussed his concems with anyone else; or
whether or not he has heard anyone else discussing the supposed situation. If so, the auditor
should advise the informant that it would be in his best interest, and in the best interest of the
investigation, that he not reveal the meeting with the auditor to anyone - period.

] It the informant tells the auditor to talk to another party for additional information, the auditor
should use careful judgement. The other party may have valuable and useful information, but,
on the other hand, could be the alleged wrongdoer's Saturday night domino partner, and leak
the existence of the investigation to the them.

[ The auditor should treat all informants with respect and follow up with them, even if their
information seems trivial - if they are snubbed they may never come forth when they have
a serious issue. The auditor should follow up with them and make them feel like they are
part of the investigation, if there is one, but information gained in the investigation should
be shared with them only on a need to know basis.

The auditor should immediately contact the Audit Manager or the county auditor after contact has been initiated
by an informant, and together they should decide what action needs to be taken.

\ Y,
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WHAT IF SUSPECTED FRAUD IS DISCOVERED?

Suspected fraud discovered through routine audit procedures

When the auditor discovers a transaction or set of circumstances which leads him to believe that the existence
of fraud is a possibility, some careful actions need to be taken, and professional decisions made. The following
three key codependent objectives, and the actions necessary to accomplish each of them should be
considered by the auditor:

PRESERVE EVIDENTIAL MATTER

It possible, the auditor should make photocopies of the documentation causing concern, or
as a less desirable option, make notes sufficiently detailed for future reference. Care should
be taken to gather this documentation using discretion so as not to cause undue interest of
the auditee.

The auditor should also consider the possibility of destruction of records by the auditee if the
auditor leaves the scene to meet with the county auditor or Audit Manager. In making this
decision, the auditor should use professional judgement to try to determine whether or not the
auditee is suspicious that the auditor has discovered something.

COMMUNICATE THE SITUATION TO THE COUNTY AUDITOR OR AUDIT MANAGER

As soon as possibie after discovery, the auditor should contact the county auditor or Audit
Manager to discuss the situation. It would be best if the auditor came back to the county
auditor's Office to make this contact, unless:

[ | The auditor can use a phone in or near the auditee's office to make the
contact with no risk of being overheard, or

e
| | The auditor is concemed about the possible destruction of records, and

needs to maintain his presence in the auditee's office, or

| The situation involves serious discrepancies noted in a cash count and
requires the immediate presence of the county auditor or Audit Manager at
the scene of the count. In these situations, the auditor shouid not try to
explain the situation over the phone - he simply needs to state his location
and that he needs assistance on an audit.

Contacting the county auditor, Audit Manager or District
Attorney is vital to the auditor's personal safety and legal

safety.
AVOID ANY OUTWARD INDICATIONS OF SUSPICION

The purpose of this objective should be self explanatory.

N /
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FRAUD AUDITS

It a suspected fraud is discovered, the county auditor and Audit Manager should determine the audit
procedures which should be carried out. Each case will be different and the legal and liability factors will vary.
In most situations, the Sheriff's Department and/or the Texas Rangers should be co-investigators, and most
certainly the District Attomey's office should be co-investigators.

Some points the auditor needs to know on all fraud audits are as follows:

L Be alert for any new “red flags" - they may raise new issues

[ The auditor should not accept explanations from the auditee at face value, until they
have been veritied by independent means.

[ The auditor should be “low key" to avoid undue concern or curiosity from auditee's
employees.
o The auditor should be extra cautious in protecting his workpapers and notepads to

avoid having them read or destroyed by anyone. They should stay in his possession
at all times - even when going to the restroom.

The auditor SHOULD NEVER discuss the case with anyone, except the following:
® The county auditor
® Audit Manager
and after the investigation begins,
® District Attomey's personnel directly assigned to the case
® Law enforcement personnel directly assigned to the case
The auditor should not answer questions from or make comments to:
® Auditee personnel
® Other county auditor's Office personnel
® Other County personnel
® Newspaper, radio, or television reporters

® Their family
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AUDITOR'S LIABILITY AND EXPOSURE

Legal liabilities R

Since auditors are not law enforcement officers, they are exposed to a different kind of liability when conducting
fraud audits. It is called TORT LAW. Tort law is the law of personal injury, and there are several categories
of personatl injury to which fraud auditors are exposed, as follows:

e Invasion of Privacy

L Intentional Infliction of Emotional Distress
° False iImprisonment

o Slander

L Libel

Invasion of Privacy

The Supreme Court has held as recently as 1987 that where govemment employers are
involved, there is a Constitutional right to privacy on the part of the employees.

Since the county auditor's office is an extension of a govemmental unit, we have a higher duty
than a private employer might have in preserving the right to privacy. The standard that a
courts use has been the "balancing test." The court should ask whether the intrusion inlo
the employee's privacy was reasonable, given the employee's expectation of privacy and the
government employer's need to supervise.

Courts have consistently found that there is a reasonable expectation of privacy in the desk
and file drawers used exclusively.by an employee. Further, some district courts have implied
that if a search in someone's desk is for the purpose of uncovering evidence of criminal
wrongdoing a search warrant should be obtained, even though the controlling law does not
require one.

Elements of the tort of invasion of privacy include the following:

e The intrusion occurs in a place where the plaintiff has a reasonable expectation of
solitude.

[ The intrusion must be highly offensive to a reasonable person.

[ The intrusion must be intentional.

As a general rule, If a search should involve looking into an employee's desk, drawers, purse, file cabinets, etc.
without their verifiable consent, the District Attomey's office must be contacted to determine if probable
cause is sufficient to obtain a search warrant .

N /
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intentional Infliction of Emotional Distress

The tort of infliction of emotional distress can be caused by:

An act of extreme or outrageous conduct, as perceived by a reasonable person.
Spoken or written words are construed as an “act".

The act must be intended to cause severe emotional distress.

The modern view of this tort is that where the perpetrator of the act intentionally and
- successfully causes severe emotional distress to the plaintiff. Suggestions to avoid tort suits
are as follows:

Be aware that a given employee may be particularly sensitive.

Avoid the primary way of running afoul of this tort - always maintain an even temper
and avoid unpleasant encounters like the plague.

The tort of false imprisonment can be present if the following conditions are present:

There is an act which, in the perception of the suspect, causes the suspect to feel
confined. Words alone may be enough if the auditor represents himself as having the
authority to keep the defegdant from leaving.

The auditor must have the intent to confine the suspect.

The confinement must be to some specific area. -

It is not necessary to physically restrain a suspect to be guilty of this tort. The courts have
found that a person in a position of authority may intimidate a person into believing that they
may not exit a certain area.

Some general guidelines to follow to avoid this tort are as follows:

Be aware of physical space in encounters with employees, and whether the suspect
feels as if he is able to end the encounter by leaving. Ask the suspect to sit down
rather than telling them to sit down.

As far as is practical, leave office doors open or ajar, and make an effort not to use
body language the suspect couid consider confining. Do not stand in the doorway,
block stairs, iean against the suspect's car door, or sit between the suspect and the
only way out.

J
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Slander
The tort of slander can be claimed if the following occurs:
[ Oral defamation occurs that is transitory in nature.
] If the suspect can show "special damages®, which are losses he suffers as a result
of the slander, the court will not presume without proof.
L The defamation must be communicated to any third person by the doer of the tort.
L There are two instances where a suspect would not need to show "special damages”
to collect. The suspect need only show that the conduct took place.
- If the speaker accuses the suspect of a crime, the court presumes damages.
- If the speaker accuses the suspect of conduct unbecoming or having
characteristics incompatible with a member of the suspects profession, the court
presumes damages.
General rules to avoid slanderous remarks are as follows:
] Before an auditor speaks, he shouid remember that verifiable truth is the best
defense to slander.
e The auditor should be very_aware of the surroundings and who may be listening to
any statements made.
The auditor should editorialize and generalize as little as possible. Make statements
that are centered around facts and not judgements.
Libel

The tort of libel can occur when the following happens:
[ Defamation appears in some physical form and permanent form (i.e. writing).

e The defamation must be communicated to a third party. The third party need not
believe the libel - just receive the communication.

Ways to avoid the possibility of committing a libelous act are as follows:
[ Do not commit any unsupported negative comments to writing.

@ - Certainly, do not put into a letter or memo form any negative theories that are not
supported by hard facts.

N /
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Personal Exposure

One never knows what desperation or mind set exists in people in this high pressure world we live in today.
People are killed for little or no apparent reason. While it is very unlikely that an auditor would ever be in
physical danger, it is something that should be in the back of the auditor's mind - One never knows for sure
when the wrong nerve might be touched, especially when dealing with issues as sensitive and lifechanging
as fraud conviction. The auditor should always be sensitive to the mood and level of nervousness of the
suspect in a fraud audit, and should not take unnecessary chances. One more compelling reason to keep the
county auditor and Audit Manager informed of discoveries is that "there is safety in numbers".
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OUTSIDE INDEPENDENT AUDITOR'S PERSPECTIVE

Outside Independent Auditor's Perspective
The following is included to provide information about fraud from the outside independent auditor's perspective.
It should be noted that some of the information may have been discussed previously.

)

Errors and irregularities

In order to satisty generally accepted auditing standards, an audit should be conducted to detect material
misstatements in the financial statements. Material misstatements may arise because of errors or irregularities.
An audit should be designed to detect both. In Statement of Auditing Standards - SAS 53 "The Auditor's
Responsibility to Detect and Report Errors and lrregularities”, errors are defined as unintentional
misstatements, while irregularities are intentional misstatements. An irregularity that is committed by an
employee usually has an immaterial effect on the financial statements. On the other hand, an irregularity
committed by a member of senior-level management is more likely to be material.

Discovery
When it appears there is an irregularity, the auditor should consider whether the financial statements are

materially affected. If the effects of the irregularity are not material, SAS-60 "Communication of intemal Control
Structure Related Matters noted in an Audit®, says to:

e Notify management of the irregularity (at least one level above the level involved).
® Determine whether there are implications for other phases of the audit.

If the effect is material, or if the effect cannot be evaluated, the auditor should:

Identify implications for other phases of the audit.
Discuss the irregularity with management (at least one level above the level

involved).
® Attempt to obtain support®to substantiate the irregularity and its effect on the

financial statements.
L Advise the client to discuss the matter with legal counsel, if laws have been

violated.

Communication

The auditor should be satisfied that the audit committee is aware of irregularities (except those inconsequential
ones) that the auditor has become aware of. Allirregularities (both consequential and inconsequential) that
involve the entity's management should be communicated to the audit committee.

fliegal Acts

Although the purpose of an audit is not to detect illegal acts, an auditor should be aware that such acts could
occur. SAS-54 "lllegal Acts by Clients", defines illegal acts as "violations of law or govermmental regulations”.
in order to determine the auditor's responsibilities for detecting illegal acts, they are classified as either those
with a direct effect on the financial statements or those with an indirect effect on the financial statements.

lllegal Acts With Direct Effects

The auditor’s responsibility for detecting illegal acts relating to laws and regulations having a direct and material
effect on the financial statements is the same as the responsibility relating to the detection of error and
irregularities. The auditor must design the audit to provide reasonable assurance for detecting such acts.

\. J
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llilegal Acts With indirect Effects

Most laws and regulations have only an indirect effect on the financial statements. lllegal acts of this type are
generally related to the operations of the organization rather than to the financial and accounting aspects of
the entity. SAS-54 lists the following as examples of specific information that may raise questions about the
existence of illegal acts.

Unauthorized transactions, improperly recorded transactions, or transactions not
record in a complete or timely manner in order to maintain accountability for assets.

Investigation by a governmental agency, an enforcement proceeding, or payment
of unusual fines and penaities. ’

Violations of laws or regulations cited in reports of examinations by regulatory
agencies made available to the auditor.

Large payments for unspecified services to consultants, affiliates, or employees.

Sales commissions or agents' fees that appear excessive in relation to those
normally paid by the client or to the services actually received.

Unusually large payments in cash, purchases of bank cashiers' checks in large
amounts payable to bearer, transfers to numbered bank accounts, or similar
transactions.

Unexplained payments made to government officials or employees.

¥
Failure to file tax returns or pay government duties or similar fees common to the
entity's industry or the nature of the business.

Audit Procedures - Suspicion of lllegal Acts

If an auditor is aware of information conceming an iliegal act, the auditor should (1) understand the nature of
the act, (2) understand the circumstances surrounding the act, and (3) obtain sufficient information to evaluate
the effects of the act on the financial statements. The auditor should deal with management at least one level

When management cannot provide sufficient information to demonstrate that an illegal act did not take place,

Consult with the entity's legal counsel or other specialists.

If necessary, perform additional procedures such as:

® Examine supporting documentation and compare with accounting records.
@ Confirm information with other parties.

® Determine if the transaction has been properly authorized.

@ Consider whether similar transactions have occurred and attempt to identify
them.
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FRAUD
OUTSIDE INDEPENDENT AUDITOR'S PERSPECTIVE

Discovery of lllegal Acts

When an illegal act has occurred or probably occurred, the auditor should evaluate the effects of the act. The
possible loss arising from the illegal act should be evaluated to determine whether the amount is material. The 4 -
need for accrual and /or disclosure in the financial statements should be evaluated. The illegal act should also
be evaluated to determine other aspects of the engagement are affected.

Communication
An auditor should assure himself that an illegal act has been communicated to the audit committee or to

individuals with equivalent responsibilities. Notification of the occurrence of an illegal act to parties other than
management and the audit committee is not required; however, SAS-54 notes that under the same
circumstances the auditor may be called upon to inform another party of an illegal act. The auditor may find
it advisable to contact legal counsel before illegal acts are disclosed to outside parties.
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DUTIES AND AUTHORITY

When And Where The County Auditor's Duties And Authority Stop

In the December 1995 issue of Govemment Finance Review, the article Fraud Happens: A Primer on Lying,
Cheating and Stealing, by Arthur A. Hayes, Jr., addresses the issue of when and where the auditor's duties
and authority stop as “The principal role of auditors is to report. It is important that they not lose sight of their
primary focus on auditing, for it is all too easy for auditors to initiate decisions and actions that are not their
responsibility. The decision about prosecution is in the purview of the officials having the authority to
prosecute: District Attomeys, General or United States Attomeys, who will be concemned that the auditor be
able to prove that fraud exists in a program or agency to their satisfaction.”

The auditor's responsibility once fraud is determined is to:

® Preserve Evidential Matter - this was discussed under the section "Suspected Fraud
Discovered Through Routine Audit Procedures”

o Notify the District or County Attomey to review the supporting documentation. If the
District or county auditor concurs with the auditor that a fraud has occurred, then:
® If the fraud is an employee fraud, the District or County Attorney will notify the
Texas Rangers to assist or conduct the investigation.

@ If the fraud is a non-employee fraud, the District or County Attorney will notify
the proper agency or authority.

| Review the intemal controls to determine what steps need to be made to improve the
internal controls to prevent the fraud from happening in the future.

In conclusion, Arthur Hayes, Jr. notes "Auditors may be disappointed in the decisions of these authorities not
to pursue a case which they feel is air tight, but they should not be discouraged; their efforts are essential to
the protection of public assets. Audit findings can serve to stimulate public awareness of serious shortcornings
in the administration of programs, and their recommendations are key steps in improving controls to prevent
future problems. Even if there is not a prosecution, the auditor's efforts may serve to deter individuals
otherwise tempted to abuse their trust, or may be sufficient evidence for noncriminal disciplinary action against
the subject.”

it is recommended that each auditor discuss the issue of fraud detection and reporting with their District and
County Attomeys to determine policies and procedures for their own particular county. Review by the District
Judges of the policies and procedures regarding fraud may also provide additional information, and will provide
information to the District Judges of what policies and procedures you, as the auditor, will be following once
fraud is detected.

The above referenced article in the December 1995 Government Finance Review by Arthur Hayes, Jr. is
included in appendix 10.2 of this Guide to help provide awareness as to how fraud may happen. Mr. Hayes
has graciously granted permission to have his article reprinted in this guide.

Other reference materials are Statements on Auditing Standards Numbers 47, 53, 54 & 55. Also, the

Govemment Finance Officers Association publishes a hand out "An Elected Officials Guide to Intemal Controls
and Fraud Prevention” which can be purchased from GFOA.

N ),
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REPRODUCIBLE FORMS

Appendix 10.1amntains photocopies of reproducible forms which can be used by county auditors in
accomplishing thei audit responsibilities. They are only generic samples which can be added to or changed
in any way to fitspacific needs.

The forms reprathiced here were originally legal size forms (8 1/2" x 14") which have been reduced in size
by 77%. In orderticonvert them back to their full size, the photocopier need to be set at an enlargment factor
of 129%.
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Auditee:

Prepared by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:

1. COMMUNICATION: Consjder the extent of formal communications occurring
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"Auditeei *ﬂ

3. PLAN OF ORGANIZATION: The plan of organization can_ vary from office
to office according to its size and compléxity. Generall{ orggnlzatlon
encompasses checks and balances ,guallty of personnel, delegafion of
auth¢r1t¥ and scope of responsibilities. The plan of organization should
provide for segregation of incompatible functions.

4. PERSONNEL ENVIRONMENT: Consider whether stiniards, policies and
rocedures exist for selecting, training, appraising and compensating

employees.

v

5. DELEGATION OF AUTHORITY; Consider whether there is a clear
undergtanding £ the authority and responsibilities delegated and the
relationships gndxv uals have with respect to others ip the organization
(e. g. as ;et orth in an oriinization hart, job descriptions, etc.). Are
girsonnel nformed of the policies, progedures, and actiyvities that"
rectly or indirectly affect their individual responsibilities?




CASH FLOW CONTROL QUESTIONNAIRE

Office Dale
Audtior
Account Name Bank
Account Numbers: Purpose of Account
Bank account
General ladger
Authorized signers:

1. Describe the types of payments for which receipts are issued?

2. Are the receipts computer generated or ars they manual receipts?

3. i manual receipis are sver utiized to any degree,

a. Are they prenumbered?

b. Are they purchased, issued and controlied through the County Auditor’s office?

¢. i manual receipts are temporary (used when the computer is unavailable) describe the what
happens 1o the manual receipt afier R is entered in the computer system.

4. Which employees receive money from the public? (For small offices, describe whal happens with receipts
when the nomal cashier is out on vacation, sick leave, tunch or cotfes break )

5. H muttiple employees receive money, descrbe the security and separaleness of each ‘cashiers®
accumulated receipls (i.e. separate cash drawers/boxes, lock security, elc.).

6. If multiple employees receive money and they utilize computerized receipts, describe their password security
and procedures {o assure accountability (i.e. common knowledge of each others passwords, leaving terminals
unatiended, etc.)



CASH CONTROL QUESTIONNAIRE - Page 2

7. What is the office's policy conceming employees cashing checks out of change funds or accumulated

undeposited cash receipts?

8. Describe the method of sccounting for all receipls issued and who is responsible for this accounting.

9. Describe how receipts are reconciled to deposits and who accomplishes the reconciliation.

10. Describe the procedures when a recaipt is voided.

11. How often are deposits made at the bank and how does the money get 1o the bank?

12. Where is undeposiied cash kept
a. On breaks and lunch times?

b. Ovemight, f not depostied sach night?

13. Describe the physical security for the checkbook.

%
14. Describe the sacurity of any check signing parephaneliia (stamps and signature plates)

15. Are dual signatures required on afl checks?

16. Is the bulk of the receipts in cash, checks or money orders?

17. i the office receives receipts in the mail,
a. Who opens the mail?

b. Are cash recsipts listed by the person opening the mail?

c. If b." Is yes, what Is done with the list?

d. Are receipls mailed to the senders?
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Checks and balances

APPENDIX 10.7

It pays (and saves)
to protect your office

ow that you know
what an internal con-
trol svstem is and
what the guiding
principles are, we can tell
vou what the svstem can
actually do for you.

A good internal control
system has several benefits.
It allows vou to:

1. safeguard assets;

2. record and report

properly;
prevent and minimize
errors;
promote efficiency and
effectiveness; and
. ensure compliance
with laws and regula-
tions.

The kev to remember
here is that a good system
will provide these benefits
without creating extra

-~
2.

Fso| it L/
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their tangible assets. We don't
think about it because we are
accustomed to seeing safeguards
in our evervday lives.
For example, how many
vehicles would be taken
for jovrides if we left kevs
in the ignition? How many
portable welders, compres-
sors and power units would
disappear from a construc-
tion site if they weren't hoist-
ed at night?> How manv gal-
lons of tuel would be lost if
storage tanks weren't locked?
Your citv and countv offices
also have valuable tangible
assets that require safeguard-
ing. A good internal control
svstem will safeguard con-
sumable supplies that are
desirable for personal use,
such as gasoline, software
and postage.

paperwork and proce-
dures.

Let's take a closer
look at these benefits.

1.
assets
When we think
of assets, the first item is
monev—cash, checks—in the
bank. How many errors would
go undetected without a good
svstem of checks and balances?
How much monev would disap-
pear if no one was accountable?
You can take several steps to
ensure vour assets—especially
monev—are safeguarded. These
actions include:
* locking all offices and limiting
access to kevs;

Safeguard

It is important to have
an inventoryv of tangible
assets by office or
department. As vou

purchase or acquire
new property, update
vour inventory list.

Jockmg up and
to tiank checks and receipts.

using a processing lock box (a
bank processes receivables
under a government's direc-

limiting access

tion::
* purchasing burglary insur-
ance: and

bonding all emplovees who
handle cash.

Even offices that do not han-
dle monev have internal control
svstems in place to sateguard

‘Although audits
—especially surprise audits—are
an aid in accounting for money
or property, don't rely solely on
them to reveal missing funds or
tangible assets. Instead, consider
internal periodic reviews of vour
inventory,

2. Record and report properly
—and 3. Prevent and
minimize errors

How do vou go about ensur-
ing a good system of internal

nacaement. March-Aprit 1984 3
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control 1s in place? Start bv eval-

uating vour current svstem to

ensure it includes sound proce-

dures and separated duties for

the people performing them.

Remember that no one person

should handle a related transac-

tion from start to finish. For

example, you would not want

the same person doing all of the

following:

* distribute blank receipts to
staff for handling money;

* collect money from the public
and issue receipts;

* make the bank deposits;

* approve the bank deposits;

* make cash entries into jour-
nals and ledgers;

* make entries into taxpaver
accounts, dockets or case files;

* reconcile bank statements; and

* make monthly receipt and
expenditure reports.

In this example, at least three
emplovees are needed for a
good separation of duties so that
vou prevent opportunities for
fraud and embezzlement, and
record what vou really take in
from the taxpaving public. Two
other things to take note of:
number vour receipts so that
vou can account for them and
issue separate cash drawers to
each emplovee. This way, if 2
cash drawer is short of money,
vou have automatically mini-
mized placing all of vour
emplovees under suspicion, and
innocent staff members will feel
protected.

tes

0350; in Austin, call 475-0350.

Economic Assusmnce presents women s
business development seminar

The Comptrolier's Economic Assis-
tance Division will present a one-day sem-
inar this spring for business and profes- Bl
sional women. The seminar, "Blazing New
Trails: Women and Business," will be held
at the Plaza San Antonio Hotel, 555 South Alamo in San Antonio on May
25. Information at the seminar will include business creation, business
development, financing. future trends, and the recent Comptrolier repon,
Forces of Change. Comptrolier John Sharp will present an overview of
Forces of Change. For more information. call 1-800-531-5441, ext. 5-

For other tangible assets,
make sure that whoever signs for
new inventory is not the same
person who records or audits
vour inventory lists. It helps to
ensure that inventory will not
“walk awav.”

An added challenge for many
offices is not having enough staff
to divide the duties of cash han-
dling, keeping the books and
authorizing transactions. If vour
office does not have enough
emplovees to divide duties, vou
may need to look into more fre-
quent direct supervision of poli-
cies and procedures, and regular
internal or periodic external
audits. Supervision will varv
from area to area in vour offices,
but an adequate amount within
those individual areas will help
catch errors early.

All of these tips should help
vou record and report properly.
And, if yvou record and report
properly, vou will greatly mini-
muze a chance for error.

4. Promote efficiency
and effectiveness

If vou have an intermal control
svstem, vou've probablyv taken
the time to review the duties and
processes within vour office. If
vou don't have one, implement-
ing an internal control svstem
will give vou this opportunity.
Because an internal control svs-
tem is something that should ‘be
continually momtored vou will
not only have the chance to fig-

New Trails
WOMEN & BUSIVESS

APPENDIX 10.7

ure out the most effective wav to
do things, vou can take a look at
the efficiency of the svstem as
well. Following are some ideas
vou may want to examine for
vour offices.

Some local governments have
strengthened their internal con-
trol syvstems by adopting a cen-
tral cashier position where one
location serves as the collection
area for all offices, such as when
the county treasurer or city trea-
surer serve as the central cashier.
The adv antages for individual
offices having one central cashier
are that thev do not have to
worry as much about:

* maintaining change funds;

* providing security for money;

* providing cash drawers to each
individual handli ing cash or
balancing cash draw ers dailv;

. establishmo and maintaining
an internal conrrol svstem for
the money;

* making deposits for the trea-
sury;

¢ being audited for their cash
handling process;

. maintaining an inventory of
receipts; and

* dealing with returned checks.
Another idea is to closelv look

at using a lock box service for
mail receipts ta accelerate the
collection of vour funds and ease
some of vour administrative
work. Three steps take place
with lock box processing: (1) the
government assigns a post office
box number to bills generated,
(2) a third party, such as a bank,
picks up the receivables
addressed to that post office box,
and (3) the third partv processes
the receivables as directed by the
government.

Discuss the benefits that a Jock
box provides with the individu-
als who collect, report and invest
vour funds. You mav discover
that it increases accountability of
the funds, and greatlv decreases
money handling—and relieves
the securitv that accompanies
mone\ hand] ing—for vour dif-
ferent’ deparrments The cost of a

4 Marcn-Aprit 1984 City & County Finanzia! Managemen:
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lock box may also mean more
money in the bank through rapid
deposits, which earn more inter-
est for your city or county and
make it more readily available
for investments.

Rapid deposits also increase
the likelihood that offices will
remain current on their workload.
Employees will prepare their
bank deposit slips and remittance
forms much sooner. If you are
making bank deposits once a day
or twice a week, you may want to
see if you should increase the fre-
quency of those deposits. It mav
mean a rescheduling of work to
ensure deposits and remittances
have priority. Calculate the addi-
tional net earnings that could be
made to determine if this is a cost-
efficient and cost-effective strate-
gy for your office. At the very
least, every city and county
should investigate the benefits of
rapid deposits in interest-bearing
accounts.

In addition, rapid deposits
promote efficiency in safeguards.
Individual city or countyv offices
no longer have to worry about
the money once they tumn it over
to the treasurer who becomes
responsible for the deposit of the
funds. Once money is deposited,
the treasurer no longer has to
worry about safeguarding it in
the office because the bank takes
over by protecting the funds.
Remember, it is easier to safe-
guard an account at the bank
than it is to safeguard cash and
checks in your individual offices.

5. Comply with the law
and regulations

When you monitor your inter-
nal control svstem, it also gives
you a chance to review your pro-
cedures and policies to see if thev
are in line with laws and regula-
tions. You may want to have an
independent auditor evaluate
vour system.

Independent auditors evaluate
the internal controls in place to
determine whether there are anv
weaknesses that would prohibit

them from relying on the controls
when they audit your financial
statements. You can request that
they audit your internal control
system for accountability, paying
close attention to the laws you are
required to follow. For example,
as a county you may want to look
closely at laws that require sepa-

rate funds for specific or dedicat-

ed use. If revenues for a fund are
restricted in use, you can ensure
these restrictions through appro-
priate accounting procedures and
regular audits. Countv offices, in
particular, may want to also
ensure compliance with the Rapid
Deposit statutes as they apply.

As a city or a county govern-
ment official, you may also want
to ensure that vou are meeting at
least the minimum amount of
required bonds as stated in the
statutes. You mayv decide to
increase the amount of bonds to
more closely coincide with the
volume of moneyv and the value
of tangible assets vour offices

v

their elected or appointed positions.

County Commissioner
County Judge

Justice of the Peace
County Clerk

District Clerk

Tax Assessor-Coliector
County Treasurer
County Auditor

Sheriff

Constable

County Attorney
District Attorney
Crniminaf Distnct Attorney
Any Municipal Officer
Mayor and Commissioner
City Manager

City Treasurer

City Secretary

City Attorney

Marshall

Palice Officer

Bond requirements for public officials

The law requires that many public officials be adequately bonded as part of

Following is a list of some of those positions. if you need more information on
these or other positions not listed, please call the Local Assistance Division at 1-
800-531-5441, ext. 3-4679; in Austin, call 463-4679.

V.T.C.A.. Local Government Code §81.002
V.T.C.A., Government Code §26.001

V.T.C.A., Government Code §27.001

V.T.C.A, Local Government Code §§82.001,82.003
V.T.C.A., Govemnment Code §51.302
V.T.C.A., Tax Code §6.28

V.T.C.A.. Local Government Code §83.002
V.T.C.A.. Local Government Code §84.007
V.T.C.A., Local Government Code §85.001
V.T.C.A., Local Govemment Code §86.002
V.TC.A.. Government Code §§45.001.41.012
V.T.C.A.. Govermment Code §§43.002. 41.012
V.T.C.A., Government Code §44.002
V.T.C.A., Local Government Code §22.072
V.T.C.A., Local Govemment Code §24.024
V.T.C.A.. Local Government Code §25.029
V.T.C.A., Local Govemment Code §22.075
V.TC.A., Local Government Coce §22.073
V.T.C.A.. Local Government Code §24.051
V.T.C.A.. Local Government Code §22.076
V.T.C.A.. Local Government Code §341.001

APPENDIX 10.7

acquire or purchase. Many local
officeholders are held personally
liable for the money their offices
handle. Others can be personally
liable if they are found to be neg-
ligent—this includes failing to set
up adequate checks and balances.

For more information

The public expects you to safe-
guard the money and assets
entrusted to vour office, so give
your internal control system a
check-up by using the Internal
Control Checklist that follows.

You should be able to answer
"ves” to almost every question. If
vou answer ‘no” to a question,
consider making changes to
ensure accountability.

For more information on inter-
nal control svstems, call the Local
Assistance Division at 1-800-351-
5441, ext. 3-4679; in Austin, call
463-4679. We will be happyv to
answer vour questions. A

Contributing to this article:
Gordon Thomas, CPA

Cuy 3 County 7:nan
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Internal control checklist

YES NO NA COMMENTS

General =

1. Does your office have a procedures manual?

o 2. Does the procedures manual cover all duties and
responsibilities?

3. Do you periodically review and update your
procedures manual?

4. Are the officeholder’s and employees: duties
and responsibilities fixed?

e 5. Do you periodically rotate duties? ] - ) _
s 6. Do you require ail employees 1o take vacations? ) !

S 7. Is the work of employees on vacation perlormed by
someone else during their absence?

- 8. Are all employees adequately trained? '

’ 8. Do you periodically assess training needs?
10. Is the officeholder appropriately bonded?
11. Are other empioyees appropriately bonded?

- 12. Do you periodically review the adequacy of the bonds?
13. Are employees performing their duties appropriately?
14. Is the workioad current?

15. is the office understaﬂed”

16. Do you have an mvemory of all tang:ble assets"

17. Is the inventory up-to- date?

18. Is responsibility for the assets fn(ed"

- L3
19. Do you periodically review your mvemory and account
for all assets? B o
20. Does an intemal/external auditor periodically audit
your office?

5
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21. Do you implement the auditor's appropnate
recommendations?

22. Do you impiement the audxlor s recommendations on
a nmely basis?

Receipts "

. Are receipts fllled out when money is received?
. Are all recelpts sequemlally prenumbered?
. Do you have adequate control over umssued recerpts"

_ Are all recezpts dated and signed (or initialed) by the
persons who issue them? ) o

. Are your receipts at least in three—pan form?

. Is a copy of the receupt g.ven 1o each person paying money?

. Is a copy of the receipt kept by your of'ﬁce7

. Is a copy of the recelpt given o the accoummg office?

. Do receipts contain adequate space 1Q_r£n_orln_a_t_|qg? o

. Are employees instructed to ensure that the person
paying appropnately completes a check before they
1ssue a receipt?

12. Does your office have a policy of nmmednately

stamping all checks with a restnctive endorsement? J

(LI NI AR RN

RETY MK

—

—

- O O o N o>

—_ -

6 March-April 1894 City & County Financial Management



s gt e

October 1, 1996

14. Does each person receiving cash have a separate
cash drawer or register?

15. Is access to cash drawers or registers restricted to the
persons responsibie for them? )

16. Does each person with a cash drawer or register
balance out daily?

17. Is the balancing verified by someone who is not taking
in money?

1B. Are these persons collecting the appropf'\'_a'te amounts? |
(e.g.. according to statutes,ordinances.)

19. Is each person receiving money aware of the amounts
that should be collected?

20. Do you periodically review the collected fine/fee amounts?

21. Does your office adequately sateguard money untit it
is deposited or remitted?

22. Does someone other than the person receiving money
prepare the bank deposit?

23. Are bank deposits or remittances made daily?

24. Do you periodically compare receipt coptes with
bookkeeping entnes?

25. Do you account for change funds?

26. Do you peniodically review the adequacy of change
fund amounts?

27. Does your office open mail daily?

28. Is mail opened by someone other than the persons
taking in office receipts?

29. Does the person opening the mail prepare a record of
the checks and cash received?

30. Does your office have a policy of immediately
stamping checks received through the mail with a
restnctive endorsement?

31. Is the bank deposit prepared by someone other than
the person opening the mai?

32. Are mail recepts deposited or remitted darly?

33. Does your office have a system to account for
instaliment or periodic payments?

34. Does your office have a system to keep up with
payment due dates?

35. Are all outstanding amounts known and accounted for?

36. Is there a control total for all outstanding amounts?

37 Do you penodically compare the control total
with subsidiary records?

38. Is there a sufficient amount of double-checking
of other employees’ work?

39. Does the amount of double-checking increase/
decrease when staff size decreases/increases?

Disbursements

1.

. If applicable, do you compare receipt amounts with
supponting documentation to ensure the amounts
are correct?

Are all disbursements made by check?

2. Are all checks sequentially prenumbered?
3. Are alf checks preprinted with the name of the entity

and other appropnate inforration, such as the name
of the office and the name of the officeholder?

v

City & County Financial Management, March-Apni 1994 7
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YES NO NA COMMENTS

A1 Ui

. Do you account for and adequately saleguard all
unused checks?

. Are all voided checks marked ‘voud' and accounted for?

. Are checks prepared only when supponmg
documentation ts present and atter such
documentation is verified? ) -~ )
. Are checks prevented from being made out to “cash”
or “bearer™? _

. Is the payee line compieted on all checks pnor to
approvai?

. Are checks approved by someone other than the
person responsible for the bookkeeping?

. Are checks prevented trom béioo or.es-igoe.&

. Do you keep authorized check signatures

10 a minimuym?

. It a“stamp” or “check-signing” device is used
do you safeguard it and restrict access to it?

. Does your office prepare and mal (or deliver)
checks hmeiy?

. Are checks manled without relummg them 1o the
person who approves them or who does the
bookkeeping?

If apphicable. are supponmg oocumems such as
mnvoices and statements. canceled upon payment?

_Is there a sufficient amount of double- -checking
of other employees’ work?

"17. Does the amount of double-checking increase/ S ’ ?
iy

decrease when staff size decreases/mcreases”

e e e e R

Bank Accounts x: ¥ ;
- . S A ———— =Y
- 1. Does your otlice maintain onty the minimum
_3«!! . ___ number of bank accounts?
~ : 2. Are balances appropriately sateguarded according
o to provisions in the county depository contract S &
a2 ~or FDIC insurance? :g
A~ L bbbttt A "
E "3 Does your office reconcile bank accounts promptly li
= _after receiving bank statements? -
el 4. Are reconcihiations done by someone other than the =
X : person who prepares bank deposits and approves =
%, checks? "
e — - )
'.:‘P‘j 5. Does tne person who reconciles the bank statements
R __receive those statemnents unopened irom the bank? )
%f-‘f 6. Do you compare deposits shown on the bank statement
% with accounting records as to date and amount?

7. Do you venty the amount of service charges?

8. Do you account for all canceled checks? .

9. Do you compare canceled checks with accounting
records as to check number, date, amount and payee?

>* 10 Do you examine canceled checks for alterations?
o 11 Do you examine canceled checks for unauthonzed
signatures?
12. Do you examine canceled checks for irrequiar
endorsements?

13 Are items retumed or re;ecled oy the bank
properiy investigated and accounted for?

14. Are completed bank reconciliations reviewed and

RS

A MarAh_ Anril 1QAQA Nt R Maninhs Einanciol AMamam e ~at
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COMMENTS

approved by someone other than the person
performing the onginat reconcmauon?

. Is there a ume period or date pnmed on the checks,
after which they become void?

. Are outstéhdmg checks app(opnately handled and
accounted for once they become void?

Does your office policy prohibit pre or post-dating of
checks?

Accounting, Bookkeeping, Reporting

1 Does your ofﬁce mamtam a bookkeepmg system to
_account for all hnancnal -related transactions?

Do you maintain books of oniginal entry?

. Does your office enter transactions daily?

2

3 Do you mantain acfequate subsiciary records”’
. .

S

Are transactions entered fromiappropnate sources
(e. g recelpl copies, check copies)?

. Do you verlfy daily entnies tor mathematical accuracy”

[22]

7 Are entnes periodically reviewed by someone ofher
than the person making them, comparing the entnes
with appropriate source documents?

8. Do you ‘maintain a gc good auart trail for all fransactions
from source documents to accounting records. and
from accoummg records to source documents?

9 Do you maintain docket books as required by law?
(Munlctpal JP. District. ang County Couns)

10. Is all reQwred information entered into the docket books?
{Municipal. JP. District, and County Counts)
11 Are entnes to docket books current?
(Municipal, JP. Distnct. and County Counts) .
12 Do you periodically compare the docket books 1o source

gocuments and other accounting records for accuracy?
(Municipal, JP. District. and County Counts)

13. Is the bookkeeping performed by someone other than
the persons receiving cash. preparing bank deposits
and approving disbursements?

14 Does your office prepare and submu reports timely”?

5. Do you compare reports against accounting records
for accuracy"

16. Are repons reviewed and approved by someone other
than the person preparnng them?

17. Are repons audited monthly by the county/city/other
internal auditor?

18 Is there a sufficient amount ot double-checking of
others’ work?

13. Does the amount of double-checking increase/
decrease when staff size decreases/increases”?

Supplies o

1. Are réqwsmons reQuired 10 obtain supphes?

2. Does your office have procedures and sateguards (0
prevent unauthorized use of supplies. especially those
that are desirable for personal use?

3. Are procedures in place 10 transfer unneeded suppheé
10 others who can use them?

ESN

Do you rotate responsibiiities for supplies (o avoid
collusion”?

City & County Financiat Managemen:. March-April 1994 9
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WHY PERFORMANCE AUDITS PRECEDING SCANDALS WERE IGNORED

The Spring, 1996 edition of The Government Accountants Joumal contained a report on the Association of

Govemment Accountants Task Force Why Performance Audits Preceding Scandals were Ignored. While this Guide
is not directed at performance auditing, this article was included in the appendix, because the knowledge based
on the results of the Task Force's study can be applied by anyone wishing to communicate audit results.

Why Performance Audits Preceding Scandals were Ignored has been reproduced in APPENDIX 10.8 with the
consent of the Association of Government Accountants (AGA). Further information conceming this article or
the AGA can be obtained from their offices at The Association of Govemment Accountants, 2200 Mount
Vernon Avenue, Alexandria, VA 22301-1314,
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-~ Report of the AGA Task Force on

- Why Performance

' APPENDIX 10.8

-

Audits Preceding
Scandals Were

Ignored

By AGA Task Force Members:
Peter Babachicos

Daniel Kyle

Karen McKenzie, CGFM, Chair
Gary Palmquist

When surveyed as to the perceived importance of emerging issucs to be ad-
dressed by AGA, members ranked as most important the completion of a re-
search project to determine why audits were ignored in arcas where subse-
quent scandals occurred. Asa result, our task force was commissioned with the
following objectives: (1) to determine the extent to which audit findings were
ignored preceding scandals; (2) identify factors contributing to the audit find-
ings being ignored, (3) consider actions to increase the use and usefulness of
audit findings and (4) to prepare recommendations to prevent audit findings
from being ignored, potentially allowing scandals to develop. In identifyving fac-
lors contnibuting to ignored audit findings, the task force had a special interest
in whether auditors addressed the real causes of problems detected during an
audit. This report summarizes our efforts to compile meaningful information
regarding why performance audits were ignored preceding scandals. ’

Methodology

The task force’s working definition of scandal is:

an event or series of events, either intentional or unintentional,
which results in embarrassing revelations about public officials
and/or the programs they manage.

Given that definition, we agreed to associate scandals with media attention.
We believed media attention was the best means of identifying instances where
performance audit findings had been ignored and how the issues presented in
those findings ultimately developed into a government scandal. We acknowl-
edge that many potentially scandalous issues may be addressed as audit find-
ings and never attract media attention. This isduein part to the myTiad of events
vying for limited space in media coverage. Moreover, we believe the media
may, at times, devote seemingly unwarranted attention to an issue which had
been addressed as a performance audit finding and “manufacture” a scandal
by cultivating the public’s interest. However, we had to isolate a means of col-
lecting relevant information regarding the occurrence of scandal. Media cav-
erage was agreed to be our primary vehicle.

Data collection was via mail survey, which was sent to the membershi pof two
professional auditor organizations. Asdisplayed in Table 7,216 of our subjects
were from the National Intergovernmental Audit Forum (Audit Forum orNAF)
and 194 were from the National Assodation of Local Government Auditors
(NALGA).



By Katherine Thompann, C1a, CiSA
Audn Supervisor, US Enviranmenta! Putection Aganry OMive of Inspector Genera!

Atsome pointin recent accaunting history, auditing grew
from an examination of the fairness of linancial statements
to auditing the performance of management The federal
goverament, along with at least 16 states and numerous
loca! goveraments, are either using or preparing to use
performance audits.

Butwhatis performance auditing? Sometimes known as
anaoperational audil, program auditor management audit,
Govemment Auditing Standards define a performance
auditas:

The standards o on to say that performance audits in-
clude economy and efficiency angd program audits. In shorn,
perurmance audits identify ways government can work bet-
terand cost less. Bytaking a thorough, top-to-bottom look at
every operation, performance audits measure economyand
efficiency, effecuveness of services and then recammend
appropriate changes. Pedormance audits yncover wasle
andfraud. Ultimately they change the way government
works. ' '

What does performance audiingmeantothe practicing
~ professional? Here are some definitions provided by leaders
ingovernmem performance auditing:

Gerald R, Silva, CGFM, City Auditar, City of San Jase, Califomia:

Kuni Sjoberg, CGFM, State Auditar of California;

Francis E.Reardon, CGFM, Auditor General US Army:

Whatis the mission of the activity? Is it still needed?

Ismanagement achieving its mission?

How does itknow itis achieving its mission?

Canitbe more effective in achieving its mission?

Is management achieving its mission as effectively
&S possible?

Performance auditors mustmake sound, workable
recommandations to make governmentwork betiar lor less
Butwhyis a performance auditor any better armaking gov-
ernment mare effective and efficientthan a government
manager?

According to Dr. Leo Herbert, authgr of Auditng the
Perfarmance ofManagement atthe beginning ofthe auda,
the auditor has “noidea whereto goorwhatiodo.” This
may be 8 great advantage for the open-minded pedormance
auditor. Unencumbered by pracedure manuals, system limi-
tations and “how we have always dane it™ attitudes, the per-
formance auditoris probably more receplive toideas ahout
how 10 do things better. And the seasaned perarmance auds
tor has the grear advantage of working with more arganiza-
tions (and thus having a bener working knowledge of more
systemsin atewyears than most managersdoina career.

Inthe opinion of many suditars, there is another reason
that pedormance auditors have been more elective: the
placement of the auditor outside {ar at the top) of the orgain-
2ational chant. Unlike the manager, the auditor has the advan-
tage of being sble 1o easily cross organizational lines, both
venically and harizantally. Thus, if the auditor isauditing 2
process suchas repairing aircratt, he o she can evaluatathe
enlire process from ardering the partto repairing the sircraft,

 fatherthanjust evaluating the ordering process.

Inverylarge organizations with multiple activities perfunn
ingthe same process, tha auditor’s abilityto cross depart-
ments also provides a big advantage. The auditor can con- -
trasthowefficient and effective these activities are and use
the best procedures and processes o make the whole orga-
fization more efficient.

Ooes perdarmance auditing sound a los like fe-engineering
govemmenmt? it should. ltis. And o continue to be: successful,
performance auditors must ask the questions managers may
Rotwant to ask: should this function exist? Do we siill needir?
An objeciive assessment of how well the function of govern-
menm s being accomplishedis at the hean of effective perfor-

mance puditing
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Thesc subjects received a cover letter
on AGA letterhead reqjuesting ther par-
hapation and assuring them of
anonymuty The letter encouragad sub-
jects to (1) respond to o bricf demo-
graphic information shevt (at Icast) and
(2) provide information regarding, hio
actual performance audits where the
audit identified issucs of potental fraud,
waste or abuse  Uf possible. subpcts were
asked to send information for two dif-
ferent scenanos (case types) One sce-
nano was that the audit identified
issues which su uently appeared ac
2 povernment scandal in media reports;
the other was that no scandal appcared
in the media regarding issues identified
by the audit Subjects were also encour-
aged to send any supporting docu-
ment, media coverage, etcetera, along
with their responses. Because subjects
were cncouraged to retumn the demo-
graphic information sheet even f they
had no case information to share, roum
wac provided for subjects” comments
regarding perceptions on (1) whv per-
formance audit findings may be ignored
and (2) whether specific aspects of the
audit process contribute to manage-
ment’s failure to use audit reports to mut-
igate the impact of scandalous publicity
onan audited matter.

Although we recejved responses with
the aggregate experience of 3,788 per-
formance audits over the past three
years, responding auditors had wadely
vaned experience levels What we con-
sidered most interesting was that of
these 3,788 performance audits con-
ducted over the past thuee vears by owr
89 responding auditors, only 27 cases
were identified where reparted audit
findings were not currected and subse-
quently appeared as government scan-
dal in the media

We have focused on providing mnfor-
mation compiled from the audit case
sheets retumed, with particular interest
in the difterences bebaeen cases with no
media reports of scandal and cases
which did have media reports of scan-
dal

Performance Audit Case Sheet
and Summary of Results

The Performance Audit Case Shoet
was designed to collect information dj-

Table 1
Subjects and Response Rates

lével of Member

Government  List

Number
Mailed

APPENDIX 10 8

' Number
Returaed

Response
Rate

_—-——*———-—-—.—-—-——_—

NALGA 194

NAF 7

NAF 67
NAF - 97

" TOTAL 410

Local
Local
State
Federal

cess to audit findings before offical audit
report issuance, (3) parties who uced
audit findings to initate correchve ac-
tion or seek legal remedics: (4) role
played by parties responsible for ensur-
ing corrective action on reported audit
findings and (5) auditor s presentation
of audit indings

Ourintent was to gather evidence ot
differcnces between actual performance
audit cases where the audit identified ts-
sues of potential fraud, waste or abuse,
which subsequently appeared as a gov-
ernment scandal in the media versus
such cases which did not rsult 1n media
reports of government scandal. Tawventy-
six of vur 153 responding auditors re-
turned a total of 35 case sheets Of thowe,
the number of cases with no media ne
ports of scanda) wag eight and the num-
ber of cases with media reports of scan-
dal wae 27

We found empirical evidence that in
cascs where the performance auditiden-
tificd issues of potential fraud, w aste or
abusc without resulting in media repoTts
of government scandal (1) reportdisem-
buton was greater: (2) more parmes had
access to audit findings before othcial
audit reportissuance and (3) more par-
nes used audit indings toinitate cor-
rechve achon or to seck legal remedies.
We acked the auditors to replv to these
1cucs of distnbution, access and use ol
audit findings with repgard to middle
management, lop management, oy er-
Gght or legichstive parties, the media
and others. The only area of vignificant
differences in replies behveen case npes
was the media’s receipt of the report We
found that report distribution to the
media is higher in cases which resulted
in media reports of goverrunent scandal
a1 - - LREEEEY 'Y v .

n 366%
19 36.5%
% 388%
3 38.1%

LR e L L R

153 3N3%

In addition, our results show that in
cases where the performancr audst iden-
thed issues of potennal fraud. waste or
abuse without resulting 1n media re-
ports. parhes responsible for ensuring
corrective action on reported audit find-
ngs played a more positive role in the
Judit process However, our results are
with regard to the “responsible parties”
issue asa whole. More detailed analysis
could not identify any single attribute of
the “responsible parties” issue as being
signihcantly different between the twa
case types. Interestingly. our evidence
did not Aind a significant difference in re
sponse between the hwo case types Lo is-
sues regarding the auditors’ presenta-
ton of audit findings. That is, regardless
of case type. responding auditors did
notidentify weaknesses within the au-
ditors’ presentation process.

Summary of Writen Comments

Case Sheet Commaents.
The end of each Perforinance Audit Case
Sheet read as follotes

In terms of this case, please provide
your comments on what conmbuted
pnmanly to the success/failure of the
audit process (attach additional sheets,
necessary). We would also apprecatce
copies of media coverage.

Most case sheel comments Supgest-
e< that audit reports were not ipnored
aca resultof the audit process Thuc i
consistent with the fndings of our case
sheet response analyses discussed
above. Miscellaneous weaknses of the
audit pracess. as cormunented on by one
or two responding auditors, included
lack of (1) an audit resolution. (2) follow-
up prucess, (3) a strong audit commut-
tee, and (4) independence
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Table2 _
Indicators of Audit Repont Usefulness

Audit Structure and Scope

Are auditrepontsissued to highest level of management?
Cr 10 oversight committee: {if one exists)?

Does top tnanagement and the urganizational culture
support the audit process?

Are s1aff tesources, including raining, sulticient for
needed audits?

Arc audits perceived by management as being helptul? .

Isthere unresinicted aceess to the audit as0a ind
the audit scope determination?

Ooes audit scope include evaluation ot 1ssues
management considers its domam?

Does the audit pracess adherato appropriate
procedural guidance and applicable audit standards?

Finding Recommendation Development and Regorting

Do work papers adequately supportfindings/re-
commendations?

Asefindings/recommendations relevant and significant?
Are repurted issues meaningful and easy 1o undersiand?

Are impacts fully developed to demonstrate existence
ot real problems? -

Are recommendations presented o those able 1o
take action?

Are management's costs/hanelits of implementing
recommendations addressed?

Arc taster/less-costly actions considered fur the mnterim?

Follow-up System

Are significant findngs promptly wacked and formaily
tesolved? B

Is recommendation unplementation validared by audi?

Are inancial and ather sesyurces available far timely
implementatiun of recommendations?

gard to the auditor 's communication of
findings and recommendations to report
recipients. One comment promoted
greater efforts to “sell” the audit recom-
mendations. In contrast, another com-
mented that the auditor s effort to make
findings and recommendations more
palatable to management often makes

the rrcommeondaknne loce Aramakis Ar

ment. In addition, responding auditors
commented that audit reports often
have too many findings, mixing impor-
tant and lesser findings, thus diffusing
impact for management’s attention.

With regard to the spedificissue of in-
ternal control, some commented that

arnamacmant oo dloe o 0L
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ings are based on hypothetical situations
and theory. Management is described
as reacyve rather than proactive, with no
motivation to act unless there s o real,, .
demonstrated problem (e g . embezzle-
ment of funds).

A related issue, extending well be-
vond intemal control evaluation, is the
auditor’s ability to communicate high-
Iv technical problems ta persons with a
more general technical knowledge who
were in posibons of authonty ta take ac-
tion. Moreover, some commented that
the length of ime.between the identh-
cation of a finding and the distnbution
of the final repont reduced the utility of

the report.

Responding auditors’ comments in-
dicate itis, certainly, necessary that find-
ings be communicated to the appropn-
ate party responsible for corrective
actions. However, one comment ex-
plained that the root cause of the prob-
lems was not addressed in the audit re-
port, but involved administrative/
managenal persons having responsibil-
ity for activities they may not have been
qualified to perform. In additon, some
of the audit suggestions were not speci-
ically presented to or accepted by per-
sons tn positions of responsibility or au-
thority to correct the problems

Some took a more optirrustic tack and
commented on reasons for slow imple-
mentation, rather than no action. In-
duded among the many reasons cited
for slow implementation were (1) un-
avaiabulity of money or technology; (2)
other management priorities; (3) lack of
effective management skills to take ac-
tion on audit findings; (4) a management
view that the auditor ‘s ideas are no good
or impractical because the ideas did not
come from the management team: (5)
management’s pride and concemn over
Job security: (6) management’s unwill-
ingness to saqrifice a department goal for
the good of the larger governmental
unit: (7) management’s view that per-
formance audits are intrusions inits do-
main rather than a positive too!l for
change and a source of valuable infor-
mation and (8) political motivations.

Polibcal inaction was an issue ad-
dressed by several responding auditors.
However, one auditor summarized the
issue by pointing out that there is a gen-



October 1, 1996

TEXAS ASSOCIATION OF COUNTY AUDITORS - AUDIT QUIDE

managers who sex any sort of audit qrit-
icism as dangerous to their (or assod-
ates’) careers. The possibility of intense
media sarutiny of actions secms to have
reated an automatic defensiveness
against anything that might imply they
are less than perfect in the execution of
their dutiex and responsibilities.

With this type of environment, it is dif-
ficult for mana?cmem to acknowledge
the existence of problems noted by au-

ditors. When the environment s such

that the responsible individuals are sub-
jected to pressure that might be person-
ally jeopardizing to them, there is an au-
tormatic resistance to acknowledging and
accepting that the problem exists.

fore, the initial reaction from manage-
ment is to refute the existence of the
problem, which obviously will divert at-
tention and energy away from seeking
an effective solution. Couple this with
the fact that more and more audit func-
tions are independent and thus 1solated
from considerations that determine the
extent of corrective action, if any. So these
political and management functions
may not be working together, but each
doing what it can in its own realm,

[n our system of government, action
and change involve the molding of bu-
reaucratic utiatives, political approval
and public acceptance. Often the audit
function proposes the bureaucratic ini-
bative. Management and elected polit-
ical officials can approve and proceed
with the initiative (usually corrective ac-
tion) or they can choose inaction. As a
concept, political inaction may invoke 3
sinister connotation; however, such in.
‘action certainly can run the gamut. For
example, responding auditors cited
furms of political inaction like (1) delays
to planned corrective actions simplv due
to achange in admirustrations or (3) leg-
fslatures reacting to lobbying interests
choosing not to make changes recom-
mended by audit reports. Wihen inaction
on a sensitive issue is noted by the
media. itis reported to the public. This is
often portrayed as a scandal If the pub-
lic does not accept the inaction, pressure
will often cause political action. Thus,
the nature of the audit process may well
involve an occasional scandal which de-
velops when management misreads the
political importance to the public.

Links among political (in)action, the
public and the media were the subjects

of several comments. The role of the
media was portrayed from one end of
the continuum to the other Summariz-
ing the myriad of views expressed, re-
sponding auditors saw the role of the
media as that of (1) an attention getteror
creator of more pain than an audit report
can create: (2) an intermediary, making
sure that parties able to create changeare
made aware of the need and /or (3) an
alarmist, leaking information and creat-
ing a scandalous air before appropriate
parties have time to address the issues
and activate a plan for improvement.

Some responding auditors indicated
that their policies do not include the of-
ficial release of audit reports to the press.

- Rather, their audit work includes mak-

ing the plan for effective change before
the matters get to the press. Others ex-
pressed that journalists do not always
offer a balanced presentation of the is-
sues, nor do they necessarily report on
corrective action. Nonetheless, press or
media scandals were not viewed as nec-
essarily bad since they tend to focus at-
tenton on issues.

Based on written comments, it ap-
pears that most auditors who had scan-
dals develop in audited areas generally
believe, that they have done a good b
ofidentifying analyzing, reporting, sell-
ing and following up on the audit find-
ings. They also believe scandals could
have been avoided or mitigated if man-
agement had done a better job or polit-
caJ inaction had not occurred. In that re-
gard, responding auditors saw some
value to media attention on an audited
area which has been ignored by mar-
agement or those with final authority.

Demographic Sheet Contments.

The second area of the survey pack-
ARC encouraging auditors to provide
their views on relevant issues was found
on the Demographic Information Sheet,
which asked:

Divour opinion, are there aspects of
the audit process . which at tines
contribute lo management's failure to
1 audit reports bo mitigate the impact
of scandalous publicity on an andited
matler?

Responding auditors’ comments
were diverse and numerous. However,
the camments may be classified into the
following arcas of concern: (1) inade-
quate audit scope and independence, (2)

APPENDIX 10.8

finding development, (3) auditor rela-
tons, (3) folow-up systems, (4) report-
inlf, hierarchy, (5) recommendation de-
velopment, (6) audit reports, (7)
resources and (8) politics. These non-
case-specific comments did not differ
greatly from those discussed above, re-
lating to specific performance audit
cases.

Finding Summary

Owr survey indicated that only 26 of
the 3,788 performance audits performed
by responding auditors in the last three
years contained audit findings that were
ignored, leading to media attention.
Based on the responses received, it ap-
pears that the inadence of ignored audit
findings resulting in media attention is
not a widespread problem. However,
when a scandal does occur, it usually has
signihicant implicabions for the manage-
ment and political officials involved.
Therefore, it is important to identify rea-
sons why findings are ignored and use
this knowledge to design an appraach
to auditing and reporting that will in-
Qease management’s acceptance of find-
ings, ensuring corrective action is taken.

We analyzed responses submitted on
casc sheets for spedific cases where ind-
ings were ignored and responses for
@ses where corrective action was taken
by management. Our research identi-
fied several factors which may assist au-
ditors in modifying their audit approach
toimprove acceptance of audit findings
bv management and timely corrective
action.

First, we determined that auditors
generally do not consider weaknesses in
the audit process as a factor in audit find-
ings being ignored by management
They believe that scandals primanly re-
sult from management's failure to take
corrective action. This position is sup-
ported by our research, which failed to
identifv a significant relabonship be-
tween the auditor's presentation of audit
findings and whether or not findings arc
ignored. This evidence suggesls that
management’s Interest in the audit and
understanding of any audit findings are
the key determinates of whether or not
the findings are ignored

Second, our research identified a sig-
nificant relationship between level of
communication and subsequent corree-
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bve action. Attributes on the survey re-
sponscs Identified the following factors
which contribute to management ad-
dressing findings and initiating corvec-
tive action: (1) the level of management
receiving the audit report, (2) when z:r—
propriate parties have access to audit
findings and (3) the level of involvernent
by those officials responsible for initiat-
ing and ensuring corrective action.

In addition, case-specific comments
received indicated thatissues relating to
communication have been factors in
Mmanagement not taking appropriate cor-
rective action. Some auditors expressed
concern that sufficient effort was not ex-
erted to convince management of the
value of audit recommendations. Othery
stated that management sometimes has
dufficulty understanding audit recom-
mendations, cspeciallv when highly
technical data is involved. Finally. some
auditors stated that findings of lesser sig-
nificance were incdluded with major find-
ings wlich diffused management's at-

tenhon.

Based on the results of our research
and survey responses received, we can
conclude that many of the reasons audit
hndings are ignored relate to the level of
comumnunication between auditors and
report users. Adequate communication
is cntical in ensuring that the findings
are not ignored and that corrective ac-
tion is taken. Communication betywveen
the auditor and auditee should contin-
ue throughout the planning, performing
and reporting phases of an audit.

Recommendations

The task force presents the following
recommendations to increase the accep-
@ance of audit findings and thus improve
the usefulness of performance audits,
These nacommendations are based on
ow findings and are in keeping with ex-
isting guidance provided by the AGA's
“Task Force on IEerforma nce Auditing”
report, the 1994 Yellow Book and the
GAO publication “How to Get Action
on Audit Recommendation.” This liter-
ature suggests a need to sell audit find-
ings, provide early and open dialogue
on findings, produce reports that are
clear. conaise and have meaningful find-
ings with workable recommendations,
and develop a consistent follow-up sys-
tem to assure corrective action is aken.

Based upon a combination of demo-
graphic and case studv input, the task
force recommends that each sudit prac-
titioner review the questions listed in
Table 2. These questions are intended to
identifv conditions that may affect the
usefulness of performance audits and
the related risk of 5 potential scandal
With regard to the media, we urge the
auditor to assess the short- and long term
ramifications for the organication and
the auditor that ultimately result from
public attention to audit work. Such at-
tention will likely create a change in
management’s appraach to and attitude
regarding audit reports. Assessment of
3ppropriate courses of action regarding
the release of audit reports requires due
consideration of the nature, timing and
extent of media coverage.

Conclusion

Overall, auditors believe that they ad-
dress the real cause of the problems they
uncover. However, this should not di-
murush the concem that a scandal could
develop if certain conditions exist with-
1n an organization or program. No mat-
ter how isolated the inddence of scandal
may be, both auditors and auditees
should face the reality that potential risks
and exposures may d’evelop into scan-
dals when specific conditions are pre-
sent. Such conditions include political
pressure, underlying corruption or man-
agement inaction present within an or-
ganization. As profcssionals, auditors
must continue to focus on maintaining a
high leve] of compliance with the audit
standards and on the need for continu-

ous vigilance.

Our combination of survey responses
and accompanying comments suggests
that there is a relationship between the
level of communication with manage-
ment and a positive response to audit
recommendations. Thus, we urgeaudi-
tors to establish a relationship with man-
agement that will fadilitate communica-
Hon.  This
communication should be used by au-
ditors to identify user nceds and expec-
tations, focus audit objectives on sabisfy-
ing those needs and to make specific
recommendations. If auditors gjveusers
information about their progroms that
they can use while providing solid rec-
ommendations to correct problems, it
will be more difficult to ignore the audit
findings.

increased  level of
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While our evidcnce sugpests that
there is not widespread occurrcnce of
pcrformance audit findings being ig-
norad prior to scandals in Bavernment,
auditors responding to our study have
contributed  valuable knowicdge
grounded in vears of performance audit
experience Their understanding and
perceptions of the performance audit en-
vironment, when evaluated in terms of
existing audit iterature, have allowed us
to achieve aur task force objectivies and
develop recommiendations to help pre
vent audit findings from being ignored.
We believe the primary contribution of
this report is the insight it provides on
the performance audit environment at
alllevelsof govermment. We are grateful
to all who have devoted their time and
effort to our cause
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TEXAS ASSOCIATION OF COUNTY AUDITORS
SEGREGATION OF DUTIES QUESTIONNAIRE

Auditee: ' ]
Prepared by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:
Updated by: Date: Updated by: Date:

Place an "x” in the column of the Person Performing Duty/Responsible
gergon performing the duty or
aving responsibility Not
] Function [Done
Duty/Responsibility Type N?A
1. Receives money Custody
2. 1Issues receipts Custody
3. Opens and lists mai
reciepts . Custody
4. bsequen compares
fgsteg maiiyrecegpps to
recorded cash receipts Approve
S. Balances receégt copies
against cash awer Custody
6. Ve;iiies that voided
original receipts are
kept and reviewed Approve
7. Accounts for numerical
sequence of cash
receipts Record
8. Maintains cash drawer Custody
9. Prepares bank deposits Custody
10. Compares bank deposits
receipts to bank stmt. Approve
11. Records rgpts in faah
received journal/log Record
12. Access to inventgrz of
unused cash receipts Custody
13. Maintains inventory,log
of unused cash receiptsl Record
14. Preﬁares reports of
cash received Record
15. Res qnsib%e for col-
} ectlon of returned cksfi Custody
16. Preﬁares checks for
cash disbursements Custody
17. Signs checks .
2 8ignatures required?
Yes No Approve
18. Access to blank checks }| Custody
19. Takes inventory of
and orders blank checks|l Record
20. Records disbursements
in cash disburesments
Journal/log Record
21. Reconcile bank stmts Record
22. Reviews reconciled
bank statements Approve
23. Posts to receivables Record
24. Prefares billings &
follows up on délin-
guencies Record
25. Ability to write off R
any recexvables? J
1sm1ss cases Record i
26. Authority to write off ‘
an recelvables7 !
dismiss cases Approve |
27. Review, approve & sign

monthly fin reports

Approve




AUDIT WORKORDER

AUDITEE: AUDIT DATE: /
AUDITOR IN-CHARGE AUDIT TYPE;
COMMENTS:
Totat DATE
AUDIT STEPS HOURS
3
.
=
AUDIT REVIEW AND SIGNOFF
STEPS AUDITOR IN-CHARGE SUPERVISOR
INITIALS DATE INITIALS DATE

Preflirmnary draft of report written & ready for
review with officia!

Final audit report ready to be ssued

Audit is compiete and ready (or filing




PERMANENT FILE INDEX

AUDITEE: DATE CREATED: /
INCLUDED |INDEX # DESCRIPTION
10 Overview of Office
20 Personnel and Office Organization
29 Personne| and Office Organization - superseded
30 Contracts
39 Contracts - superseded
40 Statutory items
41 Statutes - General
42 Fees Required by Statute
43 Fees Allowed at Discretion of County

49 Statutory Items - Superseded

50 Audit Programs
59 Audit Programs - Superseded
60 System Documentation
61 Documentation Guide - Internal Control Environment

62 Cash Flow Contrb! Questionnaire

63 Narratives

64 Flowcharts

69 Systems Documentation - Superseded
70 Sample Forms
79 Sample Forms - Superseded
80 Audit Log
90 Audit Reports & Responses
91 Reportable Conditions Point Sheets

95 Audit Reports

98 Auditee's Responses

100 Other




1

AUDIT LOG

AUDITEE: -
TYPE DATE DATE
OF FRELOWORK { FIELDWORD
AUDIT BEGAN COMPLETED

DATE
REPORT
COMPLETED

DATE
REPORT
RELEASED

e

CODES FOR TYPE OF AUDIT

LS - Limited Scope Audit

a. Routine

b. With Payroll Handout

¢. With Fixed Asset Observation
FS - Full Scope Audit
FSS - Full Scope Surprise Audit (required once per year by statute)
SR - Special Request




CURRENT FILE INDEX

AUDITEE: AUDIT DATE: /
AUDITOR IN-CHARGE: AUDIT TYPE:
INCLUDED | INDEX # DESCRIPTION

1 Audit Work Order

2 Audit Program

3 Reportable Conditions Point Sheets

4 Audit Report

5 Wititten Repsonse of Official

10 Notes for Subsequent Audits

20 Reports Generated by Auditee

30 General Ledger Analysis

40 Bank Reconciliations & Analysis

50 Cash Counts

60 Receipt Tests

70 Disbursements Tests

80 Confirmations

90 Open Section

100 Fixed Assets

110 Payroll Handout




REPORTABLE CONDITIONS POINT SHEET

OFFICE DATE

AUDITOR

CONDITION

REASON IMPROVEMENT NEEDED

RECOMMENDATION

FOR COMPLETION BY FIRST ASSISTANT COUNTY AUDITOR:

1. RECOMMENDATION DISCUSSED WITH OFFICIAL? ___ NO ___ YES DATE
IF NO, WHY NOT?

e ———————————

2. FINDINGS LETTER ISSUED TO OFFICER? —NO ___YES DATE ISSUED
IF NO, WHY NOT?

3. FINDINGS LETTER COPIED TO COMM COURT —— NO _ YES DATE ISSUED

OFFICIAL'S RESPONSE




¢

PROOF OF CASH

ACCOUNT NAME:
AUDITEE:
AUDITOR: AUDIT DATE:
BEGINNING END
DESCRIPTION OF MONTH ADDITIONS REDUCTIONS OF MONTH
PER BANK STATEMENT
DEPOSITS IN TRANSIT, BEGINNING (1)

OTHER RECONCILING ITEMS

PER BOOKS

COMMENTS:

(1) ATTACH DETAILED LIST




CASH COUNT

TOTAL

® [

]

AUDITEE:
AUDITOR: COUNT DATE:
CASH CUSTODIAN:
DESCRIPTION OF CASH COUNTED:
r
CASH AND CURRENCY CASH FUND RECAP
DENOMINATION AMOUNT CASH AND CURRENCY
A
.01 CHECKS & MONEY ORDERS U
.05
. TOTAL MONIES ON HAND
25 LESS CASH CHANGE FUND
50 MONIES COUNTED,
100 EXCLUSIVE OF CHANGE FUND
. TOTAL OF RECEIPTS ISSUED @
5.00 SINCE LAST DEPOSIT
10.00
20.00 CASH OVER (SHORT)
50.00
THE ABOVE CASH WAS COUNTED IN MY PRESENCE, AND WAS
100.00 RETURNED TO ME INTACT
{ TOTAL L | 1«
y y
/ RECEIPTS TO ACCOUNT FOR \
[ BEGINNING RCPT. Noj L ENDING RCPT. NO. ] [ BATCH TOTAL ] L MANUAL OR COMPUTER cmmrmj
[ R 1 ][O manual O COMPUTER |
[ IR el | (O manual[ 7 computer ]
[\ | [ | [O manval [ COMPUTER |

CHECKS / MONEY ORDERS

SOURCE

AMOUNT

/

SOURCE

AMOUNT

\ADDIIIONAL SPACE IS NEEDED, CONTINUE USTING ON SEPARATE PAGE. JUST RUN ADC'NG MACHINE TAPE IF > 30 CHECKS

TOTAL

®




AUDIT SAMPLE SELEQION DOCUMENT

ARTUDEEE
ARUDIOR AUDIT DATE
OBJECTIVES
POPULATION
DESCRIPTEN -
NUMBERED DOCUMENTS ? [ YEs 3 wNo
IFYES, RANGE OF NUMBERS : FROM T0
DATESCDNERED:  FROM T0
IS POPULARON HOMOGENEOUS 7 L[] YES 3 No

IFFNO, DESCRIBE RANGE OF DIVERSITY:

SEQUENTIAL SELECTION

NUMBER@FITEMS IN POPULATION: SAMPLE SIZE:

13
STARTINGPOINTS: FIRST SECOND THIRD
Nih ITEM DETERMINATION:
. Nth ITEM

Numter of Starting Points X Popuistion Size / Number of Starts INTERVAL

C N | eauns

NOTE: il becomes necessary to increase the sample size due to discrepancies In the first sample, continue using
the same NI item, but start from a fourth, fifth & sixth set of starling points until larger sample size Is obtained.

INCREASE N SAMPLE SIZE: —
ADDITIONAL STARTING POINTS: FOURTH FIFTH SIXTH

BLOCK SELECTION

NUMBER OF IITEMS IN POPULATION: NUMBER OF BLOCKS:

NUMBER OF STARTING POINTS: NUMBER OF ITEMS PER BLOCK:
STARTING POINTS: FIRST SECOND THIRD FOURTH
NOTE: If it becomes necessary (o increase the sample size due (o discrepancies in the first sample, and only three

blocks were selected originally, select a fourth block, now.

STARTING POINT OF FOURTH BLOCK DUE TO DISCREPANCIES:
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Fraud Happens:

A Primer on Lying, Cheating,

and Stealing®

Pointers to help educate managers about the real risks in the organization

and how to detect fraud.

D uring many conversations with audi-
tors and in training programs, the
author has come to believe thar the “prac-
tice™ of public accountancy, particularly
relative to audiring, is grounded on experi-
ence. Education and training are essential
to a mastery of the basic conceprs of the
profession, burt seasoned judgment s based
~n experience. Yer, auditors are not gaining
h real life, first-hand experience in
- -ziting for fraud. The author's informal
survey of participants at presentations and
courses on fraud indicates thart less than 3
percent acknowledge ever having con-
ducted a fraud audit or otherwise having
had experience with fraud. )
This article draws-on the author’s long
experience in auditing and teaching to
caprure a few of his basic concepts about
fraud. It is not an exhaustive treatise on the
subject, but it may give the reader a new
perspective on fraud and a pracrical frame
of reference for detecting fraud. These
concepts are presented to give the auditor
every advantage possible in the bartle
against fraud and the persons who
perperrate ir.

How Does Fraud Happen*

Many frauds begin as honest mistakes—
norhing more, nothing less. \Whar happens
when an emplovee makes a mistake and
does nor get caught? A brand new em-
plovee, for example, is assigned the
responsibility of making daily deposits. The
employvee makes the deposit for the firsc
few days with no problems, then one day
" etsto do it. After waking up in a cold

Sarthur AL Haves, Jr.. 1995, A rights reserved.

sweart in the middle of the night, the

employee races into the office the next

morning to find the bank bag. It is ail still
there. Feeling unsteadv about the marrer,
the emplovee goes to the boss and con-
fesses. What is the boss reaction: ~That's
okay, don't worry abour it."

The situation reveals a slackness in the
svstem. an indifference to good conrtrols.
an opportunity. Mavbe at first the em-
plovee might just hold some of the
deposits for a while to see how the svstem
reacts, not spending the money 5o as o be
able to turn it in as qn oversight ir caughr.
Eventually, and it will nor take very long.
the emplovee gets tired of just practicing
and starts keeping some of the money.
realizing that things are such a mess thar it
probably will be possible to stall any
questions long enougn to cover the theft.
The above scenario is generallv true—
fraud happens.

To be able to detect fraud. one must
have insight into the actions and the
techniques of the frauder. It does nor rake 2
genius to steal. Most of the fraudulent
situations that the author has investigared
were relatively easv-to-understand and
¢asy-to-perpetrate schemes. There are three
tvpes of people in the world.

* Those who would not steal anvthing.
One could feave $1.000 on a table.
unarttended, and if these people came
across the money. they would nort only
not steal it but would be so terrified that
this money was just Iving there that thev
would rush out 1o find someone in
authority to take charge of the money.
This group is extremelv small and gerring
smaller. Such persons can be thoughr of
as “corruption impaired.”

* Those who will steal if the circumstances

Decenisga 1995 © GOvERNMENT Finance REViES

By Arthur A. Hayes, Jr.

are night. Such people. coming across the
$1,000 would count the monev, look
around and assess the risk of being
stopped with the money or being seen
leaving the room. considering whether the
location 15 a place where thev are known.
or whether, if stopped on the wav our, it
would be possible to sav thev were on the
way to rurn it in. The most important
question these people would have is
“Who's money 1s this? If it is public
funds, who is going to ger personally
upset about the theft of public funds: No
one.” The grearer the amounr of monev,
the more risk these people mav be willing
to take. This is a large category of persons
often called “opporrunists.™
* Predators. These persons are at the other
extreme of the continuum: thev may have
started as opportunists, but then they
could not stop. When thev are found
stealing, these people frequentlv are found
to have a long history of stealing. The
author calls these people “gifred. ™
Fraud happens because almost anvone
can move to the opportunist level. Internal.
personal factors, such as an acute need of
money-—due perhaps to sickness or other
unfortunare circumstances or personal
problems, such as dvsfunctional relation-
ships or addictions—combine with
situational facrors—unguardcd monev, for
example—ro grease the skids for them.
Under the right circumstances, anvone
can become gifted. And, as personal needs
become greater, perpetrators will be
motivated to overcome greater and greater
hurdles in their quest for pavday. Even «f
the organizaton has a fairly well-designed
internal control structure. the truly
morivated criminal will find wavs to attack
it.

~1
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something.

ahead.

L Truth 1s no tun.

2) | have sometimes made statements which were not technically correct

4) | have taken thngs that were not technically mine but only if | had a moral

6) You are selling your home. You have had some sernous water damage in
one wall, but a nice coat of paint covers it up. You would be sure to call
attention to the undertying probiem whenever a prospective buyer came
1o iook at the house. (Can you say “Caveat Emptor?” Or “Look out

9) [ believe that failure to manage my personal finances demonstrates a
senous character flaw; one which | would never want to disciose.

Exhibit 1
PRETEST FOR FRAUD POTENTIAL
T F
D ] 1) | have never toid a lie.
but only it there was a good reason.
3) | have never stolen anything.
or ethical claim to them.
5) | think that most people are gutlible.
sucker, don't be a fool'")
7) 1 often teei overworked and underpaid.
8) My co-workers do not know how sman and clever | really am,
2 ) 10)

| am tired of having 1o tell my family *no” every time they want 1o buy

11} 1 believe that people who play stnctly by the rules are naive.

12) 1 believe that most really successtul peopie have broken the rules to get

%

Note: The author does not provide the "correct” answers: however, he offers readers the
following insight tor analyzing their score: Many times psychological tests will include certain
Questions which do not seek to directly measure the personality traits of the individual but
rather attempt to assess his or her prociivity to tell the truth. The qQuestions in mind are those
which obviousty should be answered one way, based on human experience, but due 1o the
nature of the question and the sensitivity of the person being tested, they lie on the question.

The author frequently invires partici-
pants in fraud seminars to take the true or
false self-administered test shown in
Exhibit 1, the Pretest for Fraud Potential.
He interprets a score of more than seven
trues 1o indicate thar the test raker is
probably approaching the gifted category.
This test was developed after many vears of
studving frauders, particularly alking wich
them after thev had admirted their acuons.
The point is, frauders are people just like
any others encountered in a government
office or private enterprise.

Disincentives for Finding Fraud
Audirors do not adequately detect fraud.

Most people, whether auditors or not,
desire not to be required personally ro find
fraud because thev are uncomfortable
accusing someone of dishonesry. They
prefer to depersonalize matters: It is easier
to talk abour “weak internal controls:
management can improve these things.”
Things do not steal, however; people do.
There are many disincentives o fnding
fraud. Auditors do a good job of finding
noncompliance with laws, rules, policies,
and procedures. as well as internal conool
structure reportable conditions and
matenial weaknesses. Bur that is where they
stop: they do nor push things to the next
level. They do not want to offend anvone.
The owo weakest links in the audir process
relanve 1o fraud detection are interviews

8 Deceniser 1995 « GovERNwENT Frvanct Revier

and the skeprical assessment of circumstan-
uial evidence. -

Auditing 1s not easv, and it is becoming
more difficule. Wich ever-expanding
standards to follow and increasing levels of
liigation or disciplinary actions against
audirors, the risk of “audir failures™ has
prompted many certified public accoun-
tants (CPAs) to move away from auditing
into safer consulting practices.

Before accepting the next audir engage-
ment, especially in the public sector, an
audiror should ask, *Do | really want o
find fraud?" If one does nor want to find
fraud, it will nor be found. And the auditor
will not be meeung the expectations of
many cnzens—the “lintle people.™ That
should marrer 10 any auditoy, if for no
other reason than the possibilin thac one of
those lirde people may someday bave
another ntle—juror.

Management and Fraud Detection

It 1s important thar managers of entiries
administering governmenr or public
programs understand the dvnamics of
audits and the expectations of the principal
parmes. Audirors spend only a limited
amount of time at the ennry. Thev onlyv
look at a sample of the numerous wansac-
tions of the ennry for the period under
audir. Yez, in thart verv small amount of
time, the auditors are expected to find all
of the problems thar have gone undetecred
by management of the entiry. Thar is,
auditors should kmow more abour the
operanons of the entiry than those persons
responsible for the day-ro-dav operations
of the entny. Auditors must be the brightest
people in the world.

Ivis widely acknowledged that it is the
responsibility of management, nor the
audirors, 1o insure that the organizanon's
books and records accurately reflect
operanons of the entrv and that che enony’s
assets are properiy safeguarded from thes: or
abuse. Yer, when the audit commences, there
is the pervasive feeling thar it is like 2 deep-
space probe to an uncharted part of the
universe: who knows what thev will fing?

A look at how and why fraud happens
may serve to educate management about
the real dsks in their organizaton and
permit them 1o be 2 bit more skeprical
when they sec weird things happeaing in
their enary. In all the examples here,
managers were convinced thar all was well
with their systems. Although auditors mav
grow relaxed abour fraud, the ardrude of

de %
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Management is not so easvgoing: if there is
a problem in the organization, managers
have failed. and theyv have been “betrayed”
by their trusted emplovees.

A Word Abour Lies. Fraud involves
mmisrepresentarions or distortions of the
truth that can take the form of concealment
or falsification. Concealment, being passive,
is the preferred approach. But some frauds,
such as those involving the submission of
documents which trigger payments, require
falsification practically from the outset,
There is a third approach to lying, which is
somewhere berween concealment and
falsification: the faulry memory.

Whatever approach a frauder emplovs in
his or her lies. one thing is certain: the liar
who picks a victim who wants to beljeve
the lie will be more successful than
someone whose victim is skeptical. Who
wants to believe lies? Evervone, especially
management and auditors. With regard ro
management, it is natural to believe the
people with whom one works and upon
whom one relies for information and
operations every dav. Managers like the
folks they work with and believe them-
<»lves to be a good judge of character.

Auditors are paid to be skeptical. But

-ditors get to know the people whom they
audit and establish rapport with them, and
auditors have a repuration to consider
whar would it sav abour an auditor's
exercise of due professional care if he/she
learned or admitted that audirees had been
defrauding the entinv for vears during that
auditor’s prior engagements?

Both management and audirors should
not be a willing target of lies. o

The Auditor’s Role

Exaczly what is it that auditors do:
What should thev be doing? The answer
depends on one’s perspective and on che
nature and terms of the engagement. To
many people—including legislarors. judges,
and juries—the primary benetir gained
trom an audit is a determination of
whether fraud has occurred. Audirors
generally are viewed as che warchdogs for
the rest of the public who do not have the
time, money, standing. or expertise to delve
into the entity to see whar is really going
on. This sentiment is particulariy true with
regard to public funds or institutions.

One of the ironies of government is thar

*he one hand government is so open,

vet at the same time it can be closed to

tne average citizen. Even if one were (o gain

unlimited access to government files, the
mere volume of files and documentation
would make meaningful analysis of the
dara very difficult. Furthermore, it is
generally believed that confidence in public
officials and institutions currently is at an
all-time low. It is into this cauldron that the
auditor of public funds and agencies is
thrust.

- Government audirs clearly are different
from audits of the private seccor. The
government/not-for-profit sector is where
most of the programs wanted by the
citizens are carried our. The activities of
these agencies are highlv structured. or ac
least the programs thev administer are
replete with manvy rules governing who is
to receive the benefit (or penaleyt and whar
that benefit (or penalev) will be.

A government audit engagement
tvpically consists of three tvpes of audics
involving three levels of auditing stan-
dards—Generally Accepted Audiring
Standards. Governmental Accounting
Standards, and OMB Circular A-133.

* Traditional financial statement audirs
comply with Generally Accepted Auditng
Standards {GAAS). These standards are
primarily derived from the American
Institure of Certified Public Accountants
{(AICPA) Statements on Auditng Stan-
dards. At present there are 74 of those
standards. commoalv referred o as SASs.
Additional requirements for audits of
governmental entities or programs are
promulgated by the U.S. General
Accounting Office (GAO). Those
standards. referred 10 .as. Generaliy
Accepted Governmer: Auditing Stan-
dards or GAGAS are printed in a book
referred to as the ~Yellow Book.™ due ro
the color of its cover. The most recent
revision of the Yellow Book is the 1994
edition. The Yellow Book provides in its
introduction that the GAGAS are
applicable to audits of federal organiza-
tions, departments. agencies, programs.
activities. and functions. The Yeilow
Book also points out thar the Single
Audit Act of 1984 requires that GAGAS
be followed in the audirs of state and
local governments which receive federal
financial assistance. In addition. other
federal policies and regulations. such as
OMB Circudar A-133 (The Single Auditi
require that GAGAS be followed 1n
audits of higher education insticutions
and other nonprofit organizatuons
receiving federal funding. Finaliv, the
audit contract or agreement mav require
a2 GAGAS audir.

DecEniBER 1995 @ GOVERNMENT Fivancr Revigey

* Single audits are the third level of audits
for governments. Single audirs are
entitywide audirts performed in accor, |
dance with the Single Audir Act of 1984,
a federal stature, or the U.S. Office of
Management and Budger’s (OMB)
Circular A-128 or Circular A-133.
Although single audits are primartv
concerned with the audit of federal
financial assistance received bv an
organization, states and other nonfederal
grantors may impose the requirements of
the single audit on their subrecipients.

The responsibiliry for determining which

tvpe of audirt is required in any particular

situation 1s shared by the auditor and the
audiree.

An underlying concepr for this article s
that the traditional audir is the principal
vehicle for detecting fraud. This concept s
founded on rwo basic reners. First, as a
practical marter, auditors are uniquely
positioned to detecr fraud. Thev alreadv are
inserted into the organization, should have
access to all of the records of the entiry, and
the public i1s depending on the sudicor to
provide an independent assessment of the
auditee. Second, the auditing standards
require the auditor 1o address the probabil-
iy, not just the possibiliry, that fraud has
occurred. The standards, in response to
public disenchantment with the perfor-
mance of auditors. have increased the
auditor’s responsibilities relative 1o fraud
beyond the need to be alert to the possibil-
iy of fraud to designing the audir ro give
reasonable assurance of derecting marerial
errors or irregularities.

Public disenchantment with audits has
been referred to as the “expectation gap:”
that is, the gap berween whar the public
believes audirors are responsible for and
what auditors believe they are responsible
for. This disenchantment had been most
clearly demonstrated in litigation directed
at CPAs by third parues adverselv affected
by the audited entity who seek ro hoid the
auditor hable for failing to identufy
problems with the audiree.

The different perspecuves of the various
parties involved in the process of auditing
make auditing a difficult task. Third parties
relying on the audit frequentlv feel thart the
audiror should do more work, but there 15
a cost associated with the extent of the
work performed. and that cost 1s usuallv
borne by the auditee who is less interested
in an as in-depth audirt as are the third
parues.

Few if anv other professions measure
success by gerting their clients into trouble.
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1)

2

3

4)

Exhibit 2

CONCEPTS AND FRAMEWORK FOR DETECTING FRAUD

Given enough time, anyone can steal
anything. Many key control procedures
are designed to process transactions

as quickly as possible. For example, 6)

daily deposits are preferable to weekly
deposits. ! cashiers have seven days

10 make 2 deposit. they can *use” the

money for several days before they

have to turn it in. This s the classic

case of “borrowing™ the money they 7
receive. If seven days is the acceptable

period for making deposits, such

borrowing is invisible because seven

days gives the thief ample time to

borrow the money received trom one

person and replace it with receipts from

a subsequent client. When faced with a

daily depositing requirement, the

frauder may be forced to de facto

“amend" the policy and extend the 8
period for deposits. The auditor should

be particularly sensitive 10 signs that

someone ts “stretching the time

envelope.” It is called a clue.

The key 10 detecting fraud is the way

the auditor reacts 10 “bad signs,” such

as those suggesting the thett of time. 9
Are “bad sounds” heard as excuses
overiooked? For example. when a
supervisor asked a clerk at a decentral-
ized collection point why she had
recorded absolutely no receipts of a
particular type for more than two years,
she replied that she had miscoded
them. This simple response bought her
two more years and more than
$25.000..

Frauders are frequently difficut to identify
because they conceal their dishonesty
behind a disguise of altruism and a false
show of concem for others. The auditor
cannot presume that anyone is incapable
of committing fraud. For example,
“special handled transactions” which
circumvent the control structure may be
justified as “going the extra mile” to help
a “client” who is really in need. In reality,
there 1s no client and very littie documen-
tation in the file. but no one bothers to
ask any questions or to pry into the
matter. “it would be in poor taste.”

The internal control structure cannot be
relied on to adequately constrain top
management. Management overnde of
the structure will occur. Top manage-
ment does not mean the chief executive
or chief financial officer. In settings
featuring highly companmentalized
environments. top management is
everyone who ts in a position 10 act
independently with minimal oversight.
Most frauds begin as accidents in which
the frauder discovers holes in the
internal control structure. Most schemes

are relatively simple—like a clerk writing
his/her name in as the payee after the
boss signed a blank check.

The greaiest advantage of the frauders
is that they are highly motivated 1o
commit the fraud and will persist in
eflons to steal. They will not easily
admui therr actions. and they will steal
more and more as time poes on.

) Another significant agvantage of a

Rt

~

frauder is the tendency of many auditors
and managers to outsman themseives.
When hypothetical cases are presented
itlustrating how someone stole in a
particular setting. many auditors and
managers will say. “How stupid. That
would never work.” Many simple
schemes do work. at least for a while.
People do stupid things every day.

The greatest disadvantage of frauders
ts that they do not know what the
auditor knows or suspects: it is critical
that the auditor keep this 1n ming during
the audit and be careful not to inappro-
priately disciose critical information
prematurely to the auditee.

The detection of indicators of fraud is
just the first step in fraud detection.
Interviews are essential. and any
conversation with an agenda is an
interview. Auditors must be aware of
when an interview is being conducted.
Freauently the auditors are the
interviewee. If the danger to the auditor
in this scenario is not clear, please see
#7 above.

10} The greatest disadvantage of auditors is

the attitude that they do not want to find
fraud. Such an attitude tends to
encourage auditors to stop their
consideration of the possibility of fraud
at the point of initial detection of the
indicators of fraud: auditors avoid
interviewing the frauder about those
indicators or tend to accept any
explanation just to get past the problem.

11) Professional judgment, especially

relative 10 legal liabifities for either
overlooking fraud or defaming persons
accused of committing fraud. will be
measured by what actions would have
been reasonable under the circum-
stances.

12) One of the greatest intemal control

practices management can utilize is
regular and thorough follow-up or
oversight of employee functions which
otherwise may become invisible through
delegation. Companmentalization and
management concepts such as total
quality management and other concepts
which deemphasize controls in favor of
eémpowerment of employees can create
tremendous opportunities tor fraud.

10
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But this is part of the difficulry of being an
auditor.

Practical Guidance

A practical framework for addressing
the challenges of detecring fraud is
presented in Exhibit 2. These conceprs may
be applied to certain specific tvpes of
transactions and activities within the
context of relevant auditing standards and
other guidance. In this way, the auditor of
governmental programs and entities and
not-for-profit organizarions delivering
governmental programs will be berrer able
to meet his or her obhgations relartive to
detecung fraud or abuse.

The principal role of auditors is to
report. It s important that thev not lose
sight of their primary focus on audiring.
for itis all too easy for auditors to injtiare
decisions and actions that are not their
responsibiliry. The decision about prosecu-
tion 1s in the purview of the officials
having the authority to prosecute: District
Artorneys General or United Srates
Artorneyvs General, who will be concerne
that the auditor be able to prove thar fri
eXIStS in a program or agency to their
sausfacrion. Auditors mav be disappointed
in the decisions of these authorities not to
pursue a case which they feel is air rtight.
but thev should not be discouraged; their
cfforts are essential 1o the protection of
public assets. Audit findings can serve to
sumulate public awareness of serious
shortcomings:in the administration of
programs. and their reccommendations are
key steps in improving controls to prevent
future problems. And even if there 1s nor a
prosecution. the auditors’ efforts mav serve
to deter individuals otherwise tempted 1o
abuse their trust or mav be sufficient
evidence for noncriminal disciplinary
action against the subject.

Conclusions and Caveats

Until the auditor considers the true
opportunities for fraud in a particular
situarnon. acquires a decper understanding
of the way in which fraud is perpetrated by
normal people. and develops a berrter
appreciation of the rtelltale signs of persons
perpetrating fraud. it will be difficult o go
bevond identifying weaknesses in the
internal control structure and noncompl’
ance with laws, rules. regulations, policic
and contracts.
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Recogmuzing the “themes” thar frauders
Mmay use to perpetrate their thefts and to
rationalize their behavior gives the auditor
the opportunity to understand the signs
discovered during the audic and to artack
the frauder’s explanarions for those
unusual bits of evidence.

The kev concepts and advice of this
arucle can be summarized in the following
points.

1) Auditors and management share a

responsibility to detect fraud; manage-

ment has the dun to seek to prevent it.

The audit and management ream can

win. Thieves rvpicaliv are not very

bright, and thev make manv mistakes.

They feel guilt at some level. and these

tensions may result in odd behavior.

3) For auditors, including performance

audirtors, the traditonal audir is the kev

tool in fraud detection. and e erv

GAAG or GAGAS audit 15 2 fraud

audit.
The true meaning of “professional
skepuicism™ must be understood and
embraced. When presented with an
excuse or explanaton tor an unusual

‘ansaction or process. consider the

-atement with skepucism: = You expect
me to beheve that:” or perhaps more to
the point, ~If I give this excuse to my
bosses as [ am discussing the matter. wil]
thev think T was a fool to buy ™

3) Deemphusize the word “material” when

1t comes to indicators of fraud. Be

professionally honest with the results of
sampling. The number of items ques-
tioned mayv not be staustically signifi-
cant, but perhaps a few more questions
should be asked abour ir.

Audit management must set a tone that

traud detection 1s a priority and must

not sufle creativiey. It should be

supportive of statf efforts to expend a

reasonable amount of time exploring

information relative to “riskv situa-
tons.” There also should be ample
opportunities for staff to promptly
discuss such situations wich other staff

and supervisors so that the issue s

subjected o a seasoned review as early

as possible.

7} Communicartions among staff regarding
traud that has been detecred are
essenual. When a fraud perperrated in 2
parucular manner 1s discovered. work
programs nezd to be reviewed 1o see
vhatadiustments will allow future

rection. Learn from fraud experiences.

b, .aciude courses in fraud derection in
sontinuing professional educarion

o

3

6

offerings, making sure that field
auditors as well as audit management
artend the courses. Auditee management
at all levels also should artend classes to
learn how vulnerable their svstems mav
be to errors and irregularities and to
berter recognize the riskv environments
in their own offices.
Auditee management should set the rone
for fraud prevention. Thev should
develop a clear. written code of ethical
conducr, establish an cthics officer, and
should become acquainted with relevant
professional literature. In particular,
they might wish to read Statemenrs on
Auditing Standards (SAS) numbers 47
53,54, and 33. SAS 35, which discusses
the internal control strucrure, currentiv
is being amended to incorporate
components of the internal conzrol
structure identified by the Comruttes of
Sponsoring Organizations. Among these
components is the responsibilin: of
management to have in place a svstem
for ongoing self-monitoring of ine
control structure with approprisze.
umelv corrective action being raxen
when necessarv. The message 1s. "Don't
wait around on the auditors. ™
10)Audit management also should 2stablish
appropriate wrirten policies and
procedures for statf to follow when thev
discover indications of fraud. Thys
should include reporting responsibiliries
within the audit organization. coordina-
uon with other internal statt such as
arrornevs, as well as reporting ro and
coordinating with outside authorizies
such as prosecutors. Establishing such
procedures will assist the auditor 1n
making consistent. appropriate ceci-
sions in such situatons. It also will serve
© “demvsufv"” traud. If the position of
management 1s not made clear to scatf.
thev will be operating withour 2l] of the
informanion and knowledge thev need
to succeed. And «f statf do not suoceed,
the organization will nor succeed. =

9
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A PRIMER ON CHECKS AND BALANCES

APPENDIX 10.5 is comprised of excerpts from the December, 1988 edition of City and County Financial
Management Systems, published by the Texas Comptrolier of Public Accounts. It contains an excellent
discussion of intemal control and segregation of duties questionnaires.
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BOB BULLOCK. TEXAS COMPTROLLER OF PUBLIC ACCOUNTS 111 EAST 17th St.. AUSTIN. TEXAS 78774 DECEMBER 1988 # 16

Is Internal Control Really Just "Red Tape'?

A Primer on Checks
And Balances

e've all heard the
story about the
three biggest lies.
Here's Comptroller
Bob Bullock's own
version: "The check is in the
mail”; "I'm the tax man, I'm

: here to help you"; and,

“Internal control is good for
you."”

kRnow your check is in the
mail." | know that good checks
and balances are necessary to
properly collect taxes—and to
allocate your local shares cor-
rectly and timely."

Not Red Tape
The state's top fiscal offi-
cer stresses

“Except
that in our case
they're not lies
at all,” says the
Texas tax chief.
“If one of my
folks says your
sales tax check
is in the mail,
well, it darn sure is. And, even
though my office has to col-
lect and enforce taxes, I think
we've done as much or more
to help taxpayers and local
governments as we've done to
collect every penny rightfully
due to us.

“Finally, [ know internal
control is good for you, be-
cause that's what makes it
possible for me to say, 'I

Good internal .
control protects the
innocent person
who is trying to do
the job right the -
first time.

that internal
controls are not
just “red tape.”

"A reason-
able amount of
procedures and
paperwork are
essential for
any organiza-
tion,” said Bullock. "You get
red tape when there's more
paper and procedures than
you need to get the job done,
and when it costs more to
control the procedure than it
does to do it."

Bullock also emphasized
that sensible internal controls
help get the job done right the
first time. Good checks and
balances help the conscien-

P 3

tious employee do the work,
he said. "And if you're talking
about fraud—well, those
‘bothersome’ checks and bal-
ances protect the person who
is innocent and doing things
right."

Cheap Protection
And for elected officials,
the Comptroller has a special
Continued on page 2

[M3IDE..,

¥~ The Why and How of
Checks and Balances

p Special Internal Control Note
For Tax Assessor-Collectors

= Center Section:
* Internal Control Checklist
* Checks and Balancas
Seli-Quiz

P> Division of Duties Worksheet
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Alot of
Texans are
starting to
feel more
confident
that the
state is
on the road
to econom-
ic recovery.

They are
spending
dollars again.

When times are tough, folks
and governments try to cut out
the frills and spend their hard-
earned dollars only on essen-
tials.

Now Texans are once again
spending those dollars on items
other than food, housing, and
ciothing.

And cities and counties with a
sales tax are beginning to notice
the difference.

The cities’ share of state sales
tax revenue in recent months
has been anywhere from 12% to
23.5% higher then the same
months a year ago. And taking
all of 1988 to date, there's a
solid 12.5% increase over 1987,

This means that the counties
that are sharing in the sales tax
for the first time are also getting
more than they thought.

We know that most of this in-
crease is due to real growth in
the economy-we figure the ex-
panded tax base resulted in just
a 3.5% increase city sales tax
revenues.

And our forecasters think
sales tax revenues statewide
will climb at an average rate of
more than 8% per year through
1991.

This is good news to those of
you who have to juggle avall-
able revenues with increasing
demands for services to bal
ance your city and county bud-
gets.

IS

Bob Bullock
Comptrolier of Public Accounts

!

Checks and Balances continved from page |

piece of advice: "4 good sys-
tem of internal control pro-
tects vou. "

Bullock explained that, by
law, many local officeholders
are personally liable for the

.money that their office han-

dles, so good internal control
is obviously very important.

Others can be found per-
sonally liable if they can be
shown to have been negli-
gent—and being negligent
can include failing to set up
adequate checks and bal-
ances.

Also. every officeholder,
and most non-elected depart-
ment heads, are interested
in good public relations—
and good public relations
does not consist of having
an embezzlement, major
error, or other mismanage-

f

ment happen!

“The bottom line," said
Bullock—who himself has to
maintain tight controls over
more than $11 billion each
year—"ls that the person at
the top is responsible for see-
ing that a good, reasonable
system of checks and bal-
ances is in place and working.
It's simply part of the public
trust—it's your job."

Suffers from Neglect

The Comptroller's Local
Government Program staff re-
cently discussed their many
years of firsthand experi-
ences with internal controls
in Texas cities and counties.

"On the whole, there real-
ly isn't enough emphasis
placed on a proper system of
checks and balances," said

¥

See Back Issues, Watch Future Issues

More Internal Control
In Other Issues

Previous issues of this newsletter have already cov-
ered several areas of checks and balances.

* Depository Contracts-December 1986 #9
* Budgeting-March 1987 #10

* Purchasing-May 1987 #11

¢ Cash Management-August 1987 #12

You'll want to refer to these issues for detailed cover-*
age of these important areas. And watch for detailed cover-
age of checks and balances in other critical areas, too. -
Future issues will cover fixed assets, auditing your own of-
fice, accounting and reporting, and others.

- )
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(\ the group’s manager, Tom
Nilsen. "We've seen the results

of this neglect, and we read
about it every day in the
newspapers—missing money,
sloppy management."

Rene Henry agreed:
"There's too much reliance on
doing things in whatever way
they happen to work out—
there's not enough thought
put into internal control. The
result is that one or two peo-
ple in an office wind up doing
most of the important work,
and you've lost the checks
and balances."”

"And we're not talking
about just fraud, either,"
added Jim Edwards. "Too
often, people think of internal
control only in relation to em-
bezzlement, or other stealing.
But it's just as important to

' prevent and catch errors. In
fact, errors probably cause
more problems, lost time, and
misplaced money than fraud
does."”

Justine Young pointed to a
case where a series of ac-
counting errors over a seven-
year period contributed to a
cash shortage of $115,000 in a
local government. “This is just
inexcusable,” she said. "To
not catch the error in the first
place is bad enough. But to let
it go on undetected for sever-
al years means that there was
a very serious neglect of the
most basic checks and bal-
ances.”

The Local Government
staff said that many people
just don't appreciate how
good procedures can help an
office run smoothly. Or, they

O think that just because noth-

ing bad has happened in their
office, that everything is OK.

"But, it too often turns out
that the real reason that
there's been no major errors
or fraud is only that they
haven't been discovered—
until it's too late.”

The staff pointed out that
uncovering occasional errors
or fraud in their early stages
is actually evidence that inter-
nal control checks and bal-
ances are working.

"The real problem is one
of education. Once people
find out about the benefits of
good internal control, and
that it's really not all that diffi-
cult to do, they want to apply
it their office. Many times, all
they need is some help in set-
ting up a system for their par-
ticular office.”

Bullock said that a major
purpose of the Comptroller’'s

Local Government Program is

| to provide just such help.

“This issue of City and County
Financial Management
Systems gives you the basicsa -
When you're ready to see
what could be done in your
office, just give us a call.

We'll discuss your particular
situation with you. We can
even set up a workshop right
in your city hall or court-
house.”

The Comptroller noted
that the state. too, benefits
from good internal control in
counties and cities: "Better
checks and balances in your
offices means that the monies
you collect for the state are
handled more accurately and
timely. It's a win-win situation
all around.”

The number to call is toll-
free: 1-800-531-5441, extension
3-4679.

Questions?

Call the Local Government Group
Toll Free
1-800-531-5441
Extension 3-4679
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Here's the Why and How
Of Checksd Balances

¢# and the question-
= . naire on page 9—
¥ & and then test
yourself on what you
should have learned! (Test
begins on page14.)

1. What is meant by
‘checks and balances"™?
Houw are they different from
“internal control"?

There isn't any real differ-
ence. Internal control is a sys-
tem of checks and balances.
They are the organization and
procedures in your office, and
in your city or county as a
whole, that help get the job
done right the first time. They
include procedures to:

* safeguard assets (money,
data, equipment, etc.—any-
thing of value)

* prevent errors

* check accuracy and reliabil-
ity of information in jour-
nals, ledgers. dockets, and
other records

* encourage adherence to
policies and procedures

¢ encourage adherence to
laws and regulations.

¢ promote efficiency and ef-
fectiveness.

If your office has good
checks and balances—has
good internal control—you
will have a minimum of errors
and little chance of fraud—
and what errors and fraud you
may have will probably be

2 o
. . 1
W S — 3
ERY A
\

Questionnaire on Page 8
and the Self-Quiz on
Page 14

caught very early, before they
have a chance to become
major. And, you and your staff !
will virtually always act in ac-
cordance with state and local
laws, regulations, and poli-
cies.

2. So, if ] do what you
tell me to in this article, I
won't have any problems
with mistakes, embezzle-
ment, and all those state
and local rules?

Well. aimost no problems.
Sorry. but no system of
checks and balances is 100%
foolproof. Even if you had
enough people so that one
person was doing nothing but
checking on one other person,

those two could still collude
in some kind of scheme.

If there was a foolproof
system, it would cost so much
it wouldn't be worth it.

The point is'to minimize
chances for errors and fraud,
and to catch early those er-
rors and frauds that do hap-
pen. Fortunately, the things
you can do to minimize the
chances for errors and fraud
are very simple and very
cheap.

The problem is that too
few people do them!

There's proof enough of
this in the stories you have
heard, and in the newspapers
almost every day.

3. 5o what are the basic
principles of a good systern
of checks and balances?

There are just four very
basic and very straightfor-
ward ideas that you need to
apply to your office to get
good internal control: .

(1) Divided duties.

(2) Qualified personnel.

(3) Sound procedures

(4) Sound performance.

We'll discuss them indi-
vidually. They're mostly a mat-
ter of common sense.

4. What does divided
duties mean?

It simply means that no
one person handles related
transactions or events from

N

>

)
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(\ beginning to end.
'Let's take the example ‘
of an office that collects At least three, and preferab?z four | .-
money. @ reopie are needed for a really good

In that office, no one per- division of duties.

son should do all of the fol-

lowing:

e collect money from the
public.

¢ make up the bank deposit.

¢ approve the bank deposit.

* make cash entries to the
journals and ledgers.

* make entries to taxpayer ac-

counts, dockets, case files.

® reconcile the bank state-
ments.

* make up the monthly re-
port.

One person is simply
doing too much. Other people
need to be involved—in
fact, at least three, and prefer-
ably four people are needed
for a really good division of
duties.

Why? Think about it. In
the above example:

* If an error is made, there is
no check or balance to
catch it—it can travel all the
way through the system,
from collection to bank to
books to reports, because
there is no one else to check
the data.

¢ Fraud is much easier to
commit, because the same
person that pockets cash
can cover it up by making
compensating entries to
bank deposit slips, journals
and ledgers, dockets, case
files, taxpayer accounts,
bank reconciliations, and
even monthly reports.
There is no other person
involved to catch the falsi-
fied records, or to question
data that may be inconsis-
tent.

Even if no one of your
clerks is involved in all of
these activities, what about
your supervisors? Does one of
them have authority in all
these areas?

If so, it's time to re-allo-
cate supervisory duties.

Remember, people often
do not catch their own mis-
takes. And the most valued,
longtime trustworthy employ-
ee—the one who is so good
that you've given all these du-
ties to her or him—is usually
the one who knows how, and
has the opportunity, to beat
the system and get away with
it.

This is not a matter of set-
ting up an atmosphere of mis-
trust in your office. It js a
matter of establishing an effi-
cient, smoothly running sys-
tem of procedures that helps
people get their jobs done
right.

People often don't like in-
ternal control checks and bal-
ances—"red tape"—but
they're there to help and pro-
tect the innocent person who
is trying to get the job done
right.

5. How could a fraud hap-
pen if duties are not properly
divided?

Here are two very com-
mon examples.

i
il
1
i
'
\

In lapping, an employee
has access to both cash re-
ceipts and accounts receiv-
able, such as property taxes
or fines.

Cash receipts are pocket-
ed, from the mail or over-the-
counter collections. The
taxpayer's accounts receiv-
able is not credited.

Then, the cash shortage is
covered up by using the cash
from a subsequent payment.
The first taxpayer's accounts
receivable is then credited,
but not the second's. This
new shortage is made up by
using a third payment to
cover the second shortage,
and crediting the second tax-
payer's accounts receiv-
able—and so on.

In kiting, an employee
makes out the bank deposit
(or approves it, including the
authority to change it) and
also does the bank reconcilia-
tions. Cash is taken and hid-
den by inflating "deposits in
transit” on the bank reconcili-
ation, underadding the out-
standing checks list, or by
simply omitting one or more
outstanding checks from the
list. ’

Just using basic checks
and balances, especially di-
viding duties, will eliminate
these kinds of problems.

Continued on page 6
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Everyone that collects cash, over the counter must

have his/her own cash drawer

The Why and How of Checks and Balances

Continued from page 5

6. Wait a minute! OK, |
can see why we've got to di-
vide these duties up among
different people. But—what if |
Just don't have the three or
four people that you say it
lakes to do this properly?

Good checks and bal-
ances can be applied to the
smallest of offices—even if
vou have just one or two on
vour staff, and even if you are
the only one.

What you do is apply
compensating measures to
make up for not having appro-
priate division of duties. We'll
talk about these measures
later. A

For now, though, note
that even with just two people
available, you can at least
have them perform alternat-
ing steps in the process, and
have them check each other's
work. Remember, fraud is al-
most always committed by
one person acting alone.
When collusion is necessary,
the chances for fraud are low.

If there's just one person,
you'll need help from outside
your office in order to estab-
lish a reasonable system of
checks and balances. Such
help should be readily avail-
able in counties from the
county auditor and the county
treasurer. Many cities have

an internal audit staff or fi-
nance department that can

be closely involved in the
internal control process in the
small office. In the smallest
cities, the city council may
need to get involved in order
to provide the proper checks
and balances.

7. So how should these du-
ties be divided up?

Ideally, any one person
should be involved in only
ONE of the following types of
duties:

(1) Authorization/ ap-
proval of transactions

(2)Recording of transac-
tions

(3) Custody of assets

No one person should be
involved in all three types of
duties.

Ideally, one person should
be involved in only one type
of duty.

If duties are properly di-
vided:

* collusion will usually be
necessary for ongoing
fraud—and collusion usually
doesn't happen.

* whatever fraud might occur
will probably be caught
early.

* errors will probably be
caught early.

To see if the duties are

properly divided, and to help
you plan an appropriate divi-
sion of duties for your office,
use the simple worksheet on
page 22.

Now, there's one other
thing that ought to be separat-
ed, too—cash drawers. Every-
one that collects cash, over
the counter must have his/her
own cash drawer. This is es-
sential.

Separate keys or separate
ID numbers on the register
just don't work. Separate cash
drawers are the ONLY way to
establish accountability for
the money.

One Texas local govern-
ment had over $120,000 em-
bezzled from its cash drawers
and could not pinpoint who
was responsible because sev-
eral people had access to the
same cash registers. As are-
sult, most of the money was
never recovered, and inno-
cent people were under suspi-
cion.

8. Now let's talk about
small offices. .

If you don't:-have enough
people for a good division of
duties, we've listed below sev-
eral things you can do to help
make up for it.

You may not need to use
all of these. To the extent that
you can't use one, use anoth-
er. For example, if it's impossi-
ble to get closer supervision,
you may need to do special
doublechecking of work in-
stead.

Check with your financial
officials to see which proce-
dures would be appropriate.
Or, call us—the Local Gov-
ernment Program at the

Continued on page 25
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State Court Costs and Fees for
County and District Courts

(Revised)
September 1988

QFFENSE/DESCRIPTION  JCPT LEOSE CVC  CJP  OCL AF*
Parking and Pedestrian NA NA NA NA NA  3.00
Failure to Maintain
¢ 1st Offense 1.00 1.50 3.00 500 75.00 3.00
¢ Subsequent offenses 1.00 1.50 15.00 10.00 75.00 12.00
Class C Misdemeanors
* Punishable by a fine of

$200 or less 1.00 1.50 3.00 5.00 NA 3.00
¢ Punishable by a fine of

more than $200 1.00 1.50 15.00 10.00 NA 3.00
Class A/B Misdemeanors 1.00 1.50 15.00 10.00 NA 12.00
Felonies 1.00 1.50 20.00  20.00 NA NA
Qther State Fees

Marriage License - $25.00 (512.50 to state; $12.50 kept by county).
District Court Filing Fee - $40.00

*If arrest is made by a local peace officer, the Arrest Fee is sent to the jurisdiction making the arrest.

The Why and How of Checks and Balgnces, Continued from page 6

ers are doing and—just as
important—knows what the
others should be doing and
should not be doing. This
will help prevent errors and
fraud. It will also
mean that the work
will get done right and
on time even when
someone is
absent—others can
easily step in and do
the work.

(3) Rotate duties

Comptroller's Office (toll-
free, 1-800-531-3441, exten-
sion 3-4679).

(NOTE: Even if you do:
have enough staff to set up a
good separation of
duties, you will
want to use some of
these ideas. They'll
just further
strengthen your
checks and bal-
ances and con-
tribute to a

one person does not handle
the cash and the accounting
for the cash from beginning to
end. (See the example on page
24.) Also, break up the se-

Usually, just the knowledge that an auditor may

walk in the door and look anyplace at any-
time is enough to deter most frauds.

quence of events in any other

smoothly running, efficient
and effective office.)

(1) If you have at least
two people in the office, break
up the sequence of events in
the cash handling process at
one or more points so that

process involving valuables,
such as inventorying equip-
ment, small tools, unused re-
ceipts, etc.

(2) Cross-train the people
that you do have, so that
each one knows what the oth-

periodically among your staff.
This will help cross-train them
and allow them to spot oth-
ers’ errors and deliberate fal-
sifications more readily. But
do not always rotate the
Continued on page 26
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The Why and How of Checks and Balances, Continued from page 25 (
duties on a regular schedule, (7). Make sure that all work—and a lot of headaches
and do not always rotate them eci for the official or department
among the staff in a regular well-trained for their jobs. head.

pattern. There should be a
certain element of surprise. -

This will help prevent some-

one from starting and perpe-

trating an ongoing fraud in
any one area.

(4) Closer supervision
than would otherwise be
necessary may be required
in the smaller office in order
to help prevent and catch
errors and fraud. While it
takes more time, closer
supervision is also usually
easier in the smaller office,
with fewer people to super-
vise.

(5) Special double-check-
ing of work by the official/ de-
partment head may be
necessary in the small office
in order to ensure that irregu-
larities—accidental or other-
wise—are detected.

(6). Enforced vacations
must be the rule for anyone
that has conflicting duties,
or that has access to cash—
including the official orde-

partment head. There should
be no exceptions. Someone
else must do the vacationer's
work in his/her absence.

Many errors and frauds have
been uncovered by applying
this rule.

Employees that know what
they're doing don't make
many mistakes, and usually
catch those that are made
before they've done any dam-

age.

(8). Have more jnternal
auditing done for your smaller
office than would be done for
a larger office that had an ade-
quate separation of duties—
or at least have your staff be-
lieve that more internal audit-
ing may be done at any time.
Usually, just the knowledge
that an auditor may walk in
the door and look anyplace at
any time is enough to deter
most frauds.

9. What does the second
principle, qualified person-
nel, mean?

It means that the people
doing the work should have
the ability to do the work:

* They should have an appro-
priate background before
they are hired.

¢ They should get appropriate
training when they start to
work.

* They should get appropriate
refresher and update train-
ing as necessary.

Employees that do not have

the neces-

Check the education and job
references of the applicants you
think are qualified.

sary skills do
not do the
work proper-
ly. The re-
sults are
numerous
mistakes and

sloppy

It's also very important to
keep employees up to date
with changes in state and
local laws, regulations, and
procedures and policies. In
one case, a bookkeeper was
not informed of a change in
state fees collected by alocal
government office. As aresult,
the office ran up a cash short-
age of over $6,000 before the
oversight was discovered.

10. How can [ help en-
sure that my staff has the
ability to do the work?

It's not that hard. All you
need to do is to be careful
during the hiring process, and
make sure that you have a

ar program of trainin
and updating.

Of course, the people you
hire may not always have to
be qualified to do the exact
job you want them to do when
they first come aboard. But,
they should be easily train-
able, and at least have the
necessary general back-
ground. This is especially true
if you don't have the time to
train them in the very basic,
common skills that you may
need , like typing, bookkeep-
ing, auto repair, heavy equip-
ment operation, and so on.

Check the education and
job references of the appli-
cants you think are qualified.
While it's true that some em-
ployers will not give out any-
thing except dates worked
and position held, many will
verify a former employee's ex-
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perience and skills. You might
be surprised at the number of
applicants that will fudge—or
lie outright—about their edu-
cation, skills, and past work
experience.

Once a new person is on
the job, be extra careful to en-.
sure that she/he gets excel-
lent training in the new job,
including office policies and
procedures.

And don't forget the re-
fresher and update courses.
Many offices hold regular
weekly or monthly sessions to
explain changes in policies
and procedures, and just to
discuss job-related problems.

11. What does the third
principle, sound procedures
for authorizing, recording.
and reporting transactions.
mean?

It means that procedures
should be clearly and thor-
oughly:

(1) Defined.

(2) Documented.

(3) Disseminated.

(4) Done.

These are the "four D's"
for office procedures. Here's
what they mean.

(1) Procedures must be
clearly defined, in plain
English, and leave no room for
doubt as to:

* what must be done

* how it is to be done

¢ when it is to be done

* who is to do it—including
proper division of duties

¢ what paperwork goes where

* who is to check/approve the
work

* where to go for help with
the procedures.
(2) Procedures must be
well documented—and this

almost always means writ-
ten down in a manual. If you
want things done consis-
tently and right, time after
time, whether by new staff
or by the old-timers, you
just cannot rely upon peo-
ples’ memories. (Procedures
manuals can also be a valu-
able training tool).

One fast way to get a pro-
cedures manual is to have ev-
eryone in the office write
down what they do and how
and when they do it. This may
give you a pretty good idea of
what is actually done in your
office. Hopefully, it will be the
right things getting done in
the right way—but if not, you
will have discovered this, and
can revise the procedures.

If you need examples of
procedures that follow good
internal control principles,
look at the Comptroller's ac-
counting manuals for counties
(the "Red Book™); for cities
(the "Blue Book™); for justices
of the peace (city courts have
also found this book helpful);
and for county indigent health
care programs. Just call us if
you need a copy.

(3) The best procedures
are of no use if they are not
communicated to those that
have to use them. Make sure
that everyone has a copy of
the procedures. And keep the
procedures up-to-date!

(4) Even if everyone has a
really good and up-to-date
procedures manual, it's all for
nothing if the procedures
aren't followed. This is the
fourth "D"—the procedures
must be done.

12. And that brings us to
the fourth principle of good

checks and balances, doesn't
i? rfor .

Right. You have to make-
sure that the procedures are
in fact being followed. There
are many ways to do this. A
lot of it involves just checking
up on the work, and watching
staff do the work.

But there some things you
can do to make this job of
checking on the performance
of procedures a little easier
and more reliable. We'll talk
about them in a future issue,
when we show county and
city officials and department
heads how they can audit
their own offices.

In setting up and imple-
menting your system of
checks and balances, you
should listen to the advice of
your county and city finance
and audit staffs, and your out-
side auditing firms.
Remember the local govern-
ment mentioned above that
lost $120,000, in part because
they didn't have separate
cash drawers? Before the em-
bezzlement ever started, the
government'’s internal audi-
tors had recommended
changes in the way cash was
handled—but not all the rec-
ommendations were adopted!

Now, if you have any ques-
tions, need more information,
or want to discuss how to
apply good internal control
checks and balances to your
office, just call us—the
Comptroller's Local Govern-
ment Program, toll-free, 1-800-
531-544], extension 3-4679.

Oh, and don't forget to
take the quiz on pagel6.
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How Good Are Your

Checks and Balances?

Use this easy questionnaire to find out!

0 you think you
have pretty good
internal control
over the money
and fmancxal procedures in
your office?

So you think your present
checks and balances will
prevent or catch any errors
or fraud before they get out
of hand?

Let's find out!

Just take this question-
naire and fill it out for your
office.

If your checks and bal-
ances and other procedures
are really in place and work-
ing, you should be able to
answer “yes"to just about
every question.

If you come up with more
than six to ten “no's”, it's
time to get to work and
make a few changes before
you're embarrassed by a
fraud or major error.

Of course, as discussed
elsewhere in this issue, no
system of checks and bal-
ances is foolproof. But a
good system of internal con-
trol can prevent most errors
and fraud, ad certainly
catch most of them before
they become a serious prob-
lem.

While all these checks
and balances are necessary,
a few are more critical that
the rest. An appropriate di-
vision of duties (s especially

if you answer "no" to more than
a six to ten questions, it's time
to make some changes before
you're embarrassed by a
fraud or major error.

X
X
X

.
important. For a discussion
of this simple yet basic idea,
see page 4 of the internal
control discussion in this
issue.

To apply this principle to
your office, try the "Division
of Duties Worksheet" on
page 22.

Another of the most basic
ideas is separate cash draw-
ers for each person that han-
dles cash. See page 6 for
more information.

Periodic audits are anoth-
er good check and balance.
County auditors and trea-
surers have audit responsi-
bilities assigned to them by
Texas law. Cities of any size
should have someone on
staff who performs regular
internal audits of the vari-

ous city offices (this person
could also perform other du-
ties).

Rememober, it is not the
primary responsibility of
your independent auditor to
find and correct your errors,
weaknesses, and possible
fraud. Your outside CPA is
concerned mainly with ex-
pressing an opinion on your
financial statements. Safe-
guarding the taxpayer's
money and property is your
responsibility.

If you have any questions
or problems with this check-
list, just give us a call: the
Local Government Program
at the Comptroller of Public
Accounts: toll-free, 1-800-
531-5441, extension 34679.
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11.

12.
13.
14,
15.
16.
17.
18.
18.
20.

21,

22.

o 4
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Internal Control Checklist

Is there a procedures manual for the office?

Is the manual up to date and does it cover
all duties and responsibilities?

Is the manual periodically reviewed and updated?

Are the officials’ and employees' duties
and responsibilities well defined?

Are duties periodically rotated? —

Is everyone required to take vacations?

Is the work of persons on vacation performed
by someone else during their absence?

Is the official/department head appropriately

bonded? —
Are other employees appropriately bonded? ¢ —

Is the adequacy of bonds periodically reviewed? __

Are efnployees performing their duties

appropriately? v _
Are they adequately trained? _
Are training needs periodically assessed? —
Is the workload current? _

Is the office not overstaffed? —

Is the office not understaffed? —
Is there an inventory of all tangible assets? —
Is the inventory up to date? —
Is responsibility for the assets fixed? —

Is the inventory periodically reviewed and the
assets accounted for? -

Is the office audited periodically by internal/
external auditors -

Are appropriate recommendations implemented? __

10
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General

23. Are the appropriate recommendations

implemented timely?

Regeipts

“oA o

10.

11.

12.

13.
14.
15.

16.

17.

18.

19.

Are receipts used for all intakes of money?
Are all receipts prenumbered?

Are unissued receipts adequately controlled?
Are all receipts periodically accounted for?

Do receipts contain space for adequate
information?

Are all receipts dated and signed or initialed by
the person issuing them?

Are receipts filled out when the money is
received?

Is a receipt given to each person paying money?

Are all checks appropriately filled out before
a receipt is given?

Are all checks immediately stamped with a
restrictive endorsement?

If applicable, are receipt amounts compared to
supporting documentation to ensure amount is
correct?

Is all money received adequately safeguarded

until remitted to the appropriate party or
deposited in the bank?

Do the receipts have at least three parts?
Is a copy of the receipt retained by the office?

Is a copy of the receipt given to the accounting
office?

Does each person receiving cash have a
separate cash drawer or register?

Is access to cash drawers or registers restricted
to the individuals responsible for them?

Does each person with a cash drawer or register
balance out daily?

Is the balancing verified by someone not
receiving money?

Continue questionnaire on page 12
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22.
23.
24.

25.

26.

29.
30.

31.

36.
37.
38.
39.

40.

. Are amounts collected appropriate?

- Is each person receiving money aware of the

amounts to be collected?

Are fee/fine/cost charges to be collected

periodically reviewed to verify they are correct? —

Does someone other than the person
receiving money prepare the bank deposit?

Are bank deposits made daily?

Are the different copies of the same receipts
periodically reviewed to make sure they are
identically filled out?

Are receipt copies periodically compared
with bookkeeping entries?

. Are change funds accounted for?

28.

Is the adequacy of change fund amounts
periodically reviewed?

Is mail opened daily?

Is mail opened by someone other than those
taking over-theounter receipts?

Is a record prepared by the person opening
the mail of the checks and cash received? ¥

. Is the bank deposit prepared by someone

other than the person opening the mail?

Are checks received through the mail imme-

diately stamped with a restrictive endorsement? -
- Are mail receipts deposited dailv?

. Is there a system to account for instaliment

or periodic payments?

Are all outstanding amounts known and
accounted for?

Is there a system to keep up with when the
payments are due?

Is there a control total for all outstanding
amounts?

Is the control total periodically compared to
subsidiary records?

Is there a sufficient amount of doublechecking
of others work?

NA  Comments

12
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Receipts Y NA Comments -
41. Does the amount of double checking increase/

decrease when staff size decreases/increases? -
Disbursements
1. Are all disbursements made by check? - —
2. Are all checks prenumbered? _ —
3. Are all checks preprinted with the name of the

city or county and other specific information as

appropriate, such as the name of the office and

the name of the official? -_— —
4. Areall unused checks accounted for and

adequately safeguarded? — —_
5. Are checks prepared only when supporting

documentation is present and after such

documentation is verified? _ _
6. Are checks prepared and mailed or delivered

timely? — —
7. Are checks approved by someone other than the

person responsible for the bookkeeping function? __ _
8. Is the payee line completed on all checks Erior to

approval? — —
9. ‘Are checks prevented from being pre-signed? _ —
10. Are checks prevented from being made out to

“cash” or "bearer"? — —
11. Are all voided checks marked "void” and

accounted for? . _
12. Are authorized check signatures kept to a

minimum? _ —
13. If a stamp or check signing device is used, is it

appropriately safeguarded and is access

appropriately restricted? — _
14. Are checks mailed without allowing them to

be returned to the person who approves

them or does the bookkeeping of them? _ —
15. 1f applicable, are supporting documents

cancelled upon payment? . _
16. Is there a sufficient amount of doublechecking

of others work?

Continue questionnaire on page 14
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Does the amount of double<hecking increase/
decrease when staff size decreases/increases? __

Bank Accounts

1.

12.

13.

14.

15.

16.

17.

Are only the minimum number of bank
accounts maintained? _

Are balances appropriately safeguarded via
provisions in the depository contract and FDIC
coverage? -

Are bank statements reconciled promptly
upon receipt? _

Are reconciliations done by someone other
than the person who prepares bank deposits
and approves checks? -

Does the person who reconciles the bank
statements receive those statements
unopened from the bank? -

Are deposits shown on the bank statement
compared with accounting records as to
date and amount? _

Are any service charges verified as to amount?.

Are cancelled checks compared to the
accounting records as to check number, date,
amount and payee? —

Are all cancelled checks accounted for? —
Are cancelled checks examined for alterations?

Are cancelled checks examined for irregular
endorsements? _

Are cancelied checks examined for unauthorized
signatures? —

Are items returned or rejected by the bank
properly investigated and accounted for? _

Are completed bank reconciliations reviewed
and approved by someone other than the
person doing the original reconciliation? -

Is there a time period or date printed on the
checks after which they become void? _

Are outstanding checks appropriately handled
and accounted for once they become void?

Is pre- or post-dating of checks prohibited? _

NA  Comments
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( Accounting, Bookkeeping, Reporting Y

10.

11.
12.

13.

14.
15.

16.

17.

Is a bookkeeping system maintained to
account for all financial-related transactions?

Are books of original entry (journals) maintained? __
Are adequate subsidiary fecords maintained?

Are transactions entered daily? —_

Are transactions entered from appropriate
sources (i.e., receipt copies, check copies)?

Are daily entries verified for mathematical
accuracy? —

Are entries periodically reviewed by someone
other than the person making them, comparing
the entries with appropriate source documents? __

Is there a good audit trail for all transactions from
source documents to accounting entries and from
accounting entries to source documents? That s,
can someone who does not work in the office

easily trace all records of transactions from

source documents to books to reports? —

Are the records that are required by law ;.
actually maintained (such as docket books,

receipts, requisitions, claims registers, etc.)? —

Is all required information entered on these
records? —

Are entries to these records current? —

Are these records periodically compared to
source documents and other accounting
records for accuracy? -

Are bookkeeping functions performed by some-
one other than the people receiving cash,
preparing bank deposits and approving
disbursements? —

Are reports prepared and submitted timely? —

Are reports compared against accounting
records for accuracy? —

Are reports reviewed and approved by some-
one other than the person preparing them? _

Are reports audited monthly by the appropriate
city or county office? _

Continue questionnaire on page 16
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18. Is there a sufficient amount of double-

19.

checking of others’' work? — — —

Does the amount of double-checking
increase/decrease when staff size
decreases/increases? ) _ _ _

How Well Do You Know
Your Checks and Balances?

Test yourseli—take this self-quiz.

Questions are based on information in this issue, including the articles and the question-

naire beginning on page 9. They cover the basics of internal control. There are no trick ques-
tions, and there's only one correct answer to each question. Correct answers and scoring are

on page 20.
Good luck!
1. Good internal control guarantees that operations are 100% correct. .
T__ F___ ¥
2. ltis impossible to have good internal control in a small office.
T__F__
3. Which of the following is not a purpose of internal control?
a. safeguard assets.
b. accurate and reliable data.
c. hide errors and irregularities.
d. encourage adherence to laws and policies.
4. Internal control is important even if your office doesn't handle any money.
T__F___
5. Agood system of internal control can:
a. prevent all errors and irregularities.
b. help detect errors sooner than they would have been otherwise.
c. ensure re-election for the official.
d. ensure a good audit report from the outside auditor.
6. A system attempting to assure that no errors or fraud exist would not be worth

the cost.
T F

16
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7. Good internal control principles should be applied to:
a. only those offices with 3 or more people. o
b. only those offices with less than 3 people.
c. any office, no matter how large or small.
d. only those offices that do not have internal audits.
8. Which of the following are basic principles of internal control?
a. appropriate division of duties.
b. qualified and trained personnel.
c. sound procedures for authorizing, recording, and reporting transactions.
d. all of the above.
9. Itis okay for one person to handle a sequence of related transactions from beginning to
end as long as the person is careful to double-check his or her own work.
T_F__
10. Ideally, if a person does the bookkeeping in an office, they should not also:
a. issue receipts.
b. prepare bank deposits.
c. sign checks.
d. do any of the above.
11. Which of the following is not one of the 3 basic functions that should be segregated for
a proper division of duties?
a. authorization/approval of transactions.
b. supervising the office.
c. recording of transactions. ¥
d. custody of assets.
12. 1t is much easier to catch errors if one person performs two or three of the basic func-
tions (authorization/approval, recording, and/or custody). .
T__ F__ -
13. If staff size is limited, which of the following steps should not be taken to help assure
reliable internal control?
a. less supervision.
b. enforced vacations.
c. rotation of duties.
d. cross-training.
e. more internal auditing.
14. Having qualified personnel isn't important as long as someone else checks their work.
T __ F__ '
15. Qualified personnel means:

people doing the work should have the ability to do the work.
they should have the proper background before they are hired.
they should get appropriate training when they start to work.
a and ¢, but not b.

a, bandc.

oo o

Continue quiz on page 18
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16. Sound procedures for authorizing, recording and reporting transactions should include: Aw
a. what must be done.

b. howtodoit. -
c. who is responsible for doing it.
d. bandc, butnot a.
e. a,bandc.
17. Sound procedures should provide for:
a. proper division of duties.
b. logical flow of documents.
¢ reasonable amount of checking and verification.
d. all of the above.
e. onlybandc.

18. Just having appropriate division of duties, qualified personnel, and sound procedures
isn't enough—they have to be followed.
T_F__

19. The best way to stop kiting and lapping is to have a comprehensive procedures manual
written in plain English.
T _F__

20. 1t is okay for two people to use the same cash drawer as long as receipts are initialed.
T_F__

21. It is not necessary to make daily bank deposits as long as the money is locked up
overnight. D
T___ F___ 3 -

22. Restrictive endorsements should be put on checks as soon as they are received.
T__F__

23. Change funds should always be in the amount of $100.00 to simplify balancing at the
end of the day.

T __ F__

24. Control should be maintained over

a. issued receipts.

b. unissued receipts.
c. issued checks.

d. unissued checks.
e. all of the above.

f. onlyaandc.

25. Receipts should be filled out with:

a. permanent ink.

b. pencil.

c. erasable ink.

d. all receipts should be typed.

26. Enforced vacations shouid only be considered when the office workload is current.

T F

18



October 1, 1996

TEXAS ASSOCIATION OF COUNTY AUDITORS - AUDIT GUIDE APPENDIX 10.5

27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

When someone who has responsibility for money or books is on vacation, their work
should:

not be done by anyone else because it might not get done correctty.

only be done if its urgent and can't wait. ‘

be done in its entirety by someone else during their absence.

be done by someone else or saved until the employee returns, whatever

the employee thinks is best.

anop

Checking the adequac:); of personal bonds is an important internal control procedure.
T

When there is a long line of people waiting to make a payment in a city or county
office, it is okay not to give payors a receipt when payment is made as long as one is
mailed to them later.

T _ F___

As long as a restrictive endorsement includes the phrase "for deposit only" it is not
necessary for the account number to be included.

T_F__

The receipt forms used by the city or county should be:

a one part form.

a two part form.

at least a three part form.

one, two or three parts, depending upon how much money is normally
received in a month.

anow

The purpose of a change fund is to help employees "make it" until payday.

It is illegal for a "stamp" or “checksigning" device to be used in Texas cities and

counties.
T F

Voided checks should be marked “void" and be accounted for.
T __ F___

Cancelled checks should be examined for:

alterations.

irregular endorsements.

unauthorized signatures.

a, bandec.

b and c, but not a.

PAanow

It is preferable to post-date a check if there is currently not enough money in the

bank to cover it.
T F

Continue quiz on page 20
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37.

38.

39.

40.

Source documents, such as receipts, should periodically be compared with }
bookkeeping entries and reports for comparability.

—— " —

The best time to do a bank reconciliation is:

a. promptly, upon receipt.

b. 10 days after the postmark date to allow final check clearing.
c. anytime within one month of receipt.

d. between 7 and 14 business days after receipt.

A time period or date should be printed on checks, after which they become void.
T _F __
As long as the books and reports balance, it is not necessary to examine individual

transactions.
T F

Answers to Internal Control Self-Quiz ———
(Quiz Begins on Page 8)
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* Division of Duties Worksheet

L

&4 { your office han-
dles money, use the
{ worksheet on page

ad 22 to see if there is
an adequate division of du-
ties between those who han-
dle cash and those who keep
the books and authorize
transactions.

For each person in your
office, put an "X" by the du-
ties that he or she has. Add
more columns if your office
has more than four persons
(including the official or de-
partment head). You may
also need to add more du-
ties/responsibilities to cover
your own particular situation.

ldeally, no one should be
involved in more than one
type of duty. That is, Person
A should have "custody" du-
ties only, and should not be
keeping books or signing
checks. Person B might be
involved with bookkeeping,
and should not have any
“custody” or “approval” du-
ties checked.

Of course, a single person
may have several different
individual duties. But those
duties involving financial
business should be of only
one type.

If you find persons with
conflicting types of duties
(that is, with more than one
type of duty checked), start
a new worksheet. Use it to
assign duties to each person
in such a way that each per-
son will have only one type
of duty.

In many offices, especially

smaller ones, this may be
very difficult, if not impossi-

ble.

not always practical to have

aco
ties.

with an ideal plan, then do
the best vou can—and rec-
ognize that you and the in-

tern

see that other steps are
taken to maintain proper
checks and balances. For a

disc

summarized below.

Good luck!~—and remem-
ber, the Comptroller will be
happy to help you with any
problems you may have in
using this worksheet, from
f}lling it out the first time to
planning an.appropriate seg-
regation of duties in your of-
fice.

Just call us toll-free, 1-800-
531-5441, extension 3-4679—
the Local Government
Program.

Even in larger offices, it's

mplete division of du-
If you can't come up

al auditor will have to

ussion of these other

steps, see page 5. They are

-

What to do When You Can't
Divide Duties Properly

Here's a quick list of the basic remedies to use when

you can't appropriately divide the duties in your office.

Select as appropriate, preferably in consultation with

city/county auditors, treasurers and other financial offi-
cials.

A fuller discussion of these prescriptions is found be-

ginning on page 3.

1.

~ [0 X&) BN w N

No one person should handle, record, and/or approve
money from the time the office gets it to the time it
pays it out. If a single person must handle several du-
ties of the same type, try to bring in someone else to
break the sequence at one or more points.

. Make extra efforts to ensure that all staff is well-
trained.

. Cross-train employees in the various duties and re-
sponsibilities of the office.

- Rotate duties periodically among all the employees.

. Supervise employees more closely.

. Have the supervisors/department head/official do
more and closer double-checking of work.

. Require that everyone that handles money take at
least a week of vacation; have someone else do that
person’'s work while they're away.

. Have more internal auditing done in the office, espe-

cially more surprise audits.

21
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Division of Duties Worksheet

Dutv/Responsibility

Involving Money:
Receive money/issue receipts

Open and list mail receipts

Prepare bank deposits
Review/approve bank deposits
Record receipts

Access to unused receipts

Take inventory of unused receipts
Prepare disbursements

Sign checks

Record disbursements

Access to unused checks

Take inventory of unused checks
Prepare billings and delinquency letters
Reconcile bank statements
Review/approve bank reconciliations
Prepare monthly reports
Review/approve monthly reports

Not involving money:

Use of turniture, equipment, tools,
vehicles, and other physical assets

Take inventory of physical assets

Review/approve inventory of physical
assets

Fill out own time cards
Review/approve time cards

Use time cards to calculate payroll

Type

Person
A

Person
B

Person
C

Person
D

Custody
Custody
Custody
Approve
Record
Custody
Record
Record
Approve
Record
Custody
Regord
Approve
Record
Approve
Record

Approve

Custody

Record

Approve
Custody
Approve

Record

22
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( Special Internal Control Note

For Old And New
County Tax Collectors

A urt Swenson, the
Comptroller's motor

> had several words
of advice about state laws and
checks and balances for coun-
ty tax assessor-collectors as
this issue went to press.

"As county tax officials,
you handle a lot of money and
have a wide range of financial
responsibilities, locally and to
the state” said Swenson.
"What it all comes down to is

; that you are responsible for

every penny. 5o, bonding is an
important part of your system
of checks and balances."

You need to be bonded to
both the county and to the
state, he said. Your employees
should also be bonded, as
well as any automobile
dealers and title services
that serve as your
deputies.

Swenson pointed out
that the Comptroller must
keep up to date with who
is collecting and handling
the state's revenues. “It's real-
ly very important to notify us
just as soon as there is a
change due to election, resig-
nation or appointment. We
need to keep up with your
bonds and set up new ac-
counts for you for motor vehi-
cle sales tax collections. Also

be sure to notify the appropri-
ate State Department of
Highways and Public
Transportation, Division of
Motor Vehicles personnel.”
Swenson reviewed the ba-
sics of bond filing, as required
by state law:
e New county tax assessor-
collectors must post
a bond pavable to
the governor to
cover state
taxes and fees
collected,
* Re-elected
tax assessor- ;
collectors must i
post a new bond l
!
1

upon entering their new

term of office.

* The amount of the
bond is five per- ;
cent of the previ- |
ous year's ‘
collections of
motor vehicle
taxes and regis-

tration fees,
up to a maxi-
mum of $100,000.

¢ The Comptroller

notifies each county

of the required bond
amount as soon as
possible.

* The Comptroller pro-

vides the bond form for

motor vehicles taxes and

fees.
* Send the
form to the
Account
Mainte-
nance
Division at
the State
Comptroller’s
Office.
e Even if you're appointed
to fill out a very short unex-
pired term—even just a
month or two—the same
bond is still required by
state law.
* You must also be bonded
to your commissioners
court for collecting the
property taxes of your coun-
ty (see Section 6.28 of the
Property Tax Code).
* You may need to be bond-
ed if you collect taxes for
other taxing units (see
Section 6.29 of the Property
Tax Code).
Swenson also suggested
that new county tax offi-
cials set up new bank
accounts in order to
keep their money sepa-
rate from their prede-
cessor's.
"Another good idea is
to have the county audi-
tor and/or treasurer audit

; the office and count the money

Continued on page &
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Internal Control Continued from page 7

Swenson also urged coun-
ty tax officials to require
bonds from dealers and
title services that act as
official deputies for col-
lecting motor vehicle
taxes and fees. "Again, it's
for your own protection
against accidental loss as well
as deliberate fraud. They've

and various invento-
ries when the out-
going official
leaves.” ~

Swenson said
the idea is to make
a clean start with
your own new ac-
countability.

“All this helps protect

that there
won't be
problems

in the fu-
ture. "But,

if the bond-
ing compa-
ny refuses to
bond someone,

then at least you've been

you, the county and the
state”, said the tax expert.
“But vou really need to go a
step further. Any employee
that has access to cash or
other valuables, like stickers.
should also be bonded-
preferably for a substantial
proportion of the full amount
that she or he has access to.
It's one of the basics of good !
checks and balances.” ;

ventories

out of your sight
and away from
your control.”

I
i
§
|
u
l
!
n
|

¢ that just
! because some-
i body is bonded i

with that person

got your money and your in-

He also noted |

no guarantee that
there haven't been problems

alerted to a potential problem
before it starts. And, if they

: are bonded. vou've got some
protection.”

/qh' -~ Questions about bonding,
£ —~ or motor vehicle taxes and
'z fees? Call the expert-Curt

z WY
\
s

Swenson is available at the

Comptroller’s toll-free num-
ber, 1-800-331-5441. exten-
sion 3-4684. If he's busy. ask
for extension 3-3968.

in the past or

%

9

The Most Common Frauds

Here are some of the most common
ways that officials and employees put your
city's or county's money in their own pock-
ets. All of these methods are easily pre-
ventable and detectable before they start or
get out of hand-/F you have a reasonably
good system of checks and balances.

« Collecting money over the counter or from
the mail and not issuing a receipt.

¢ Using receipts from storage, that haven't
yet been issued to cashiers.

» Using receipts that aren't official (for ex-
ample, purchased by the cashier at the
local five and dime).

* Collecting fines and costs on dismissed
cases.

* Reporting reduced fines, while actually
collecting the original amount.

e Writing checks to fictitious parties.

» Using checks from storage, that haven't
yet been issued to the checkwriters.

* JOU's and personal checks in the cash
drawers.

* Kiting (see page 5).

 Lapping (see page 5).

» Excessive travel reimbursements

» Using credit cards for personal use.

» Using other government property for per-
sonal use
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THERE'S MONEY IN THE MAIL

APPENDIX 10.6 is comprised of excerpts from the March, 1991 edition of City and County Financial
Management. It contains an in-depth discussion and questionnaires conceming internal controls on cash
received through the mail.
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March 1991

John Sharp, Texas Comptrolier of Public Accounts

New checklist for efficiency and effectiveness

There's money in the mail...

...and there just may be trouble in the mail,
too—lost cash, lost interest, undetected errors
and taxpayer gripes!

Texas Comptroller John Sharp should know:. In
fiscal year 1990, the Post Office delivered more
than 2.5 million checks totaling
nearly S15 billion to the Comp-
troller’s Office. One month
alone, there were 371,532 checks
for $1.75 billion. And one dav
saw 39,653 checks for $382 mil-
lion.

“We must have a system that
gets all the money added
up correctly and in the
bank right away,” said
Sharp. Taxpayers
don't like inefficiency
and lost interest, and
vou folks who get
sales tax checks won't
get the right amount if
we don't accurately and
quickly process our mail receipts.”

Your county or city office mav not handle the
volume of mail money that the Comptroller does.
but it's just as important that vour mail receipts
be properly and timely handled.

"We've developed a checklist for you to use to
evaluate how well you handle your mail
receipts,” said Sharp.

The checklist, or "operational review,” was
developed by Rene Henry, a CPA and head of the
Technical Assistance Section of the Comptroller’s
Local Government Division. It starts on page 3 of
this issue.

Mail receipts tell all

What do vou do with the money vour office
gets in the mail?
Stuff it in anv old drawer until vou have the time
to get to it a month from now?
Assign it to whoever has the
time to do it—like the bookkeep-
er?
"We've seen these situations
and worse,” said Henry. "Both
are dangerous for the safety of
the money and for preventing
errors. But even more
important, I can tell vou
how well an office is run bv
how they treat their mail
receipts. If they handle
them properly and time-
lv, then the rest of the
office is probably run well.
But if they don't take the mail
receipts seriously, undoubtedlv
there are problems in the rest of the office, too.”

—————

And it's not just the money

The other members of the Technical Assistance
staff, all CPAs, agreed. Gordon Thomas pointed
out that it's not just the safety of the money and
lost interest that is involved. “It's also the impres-
sion that vou give the taxpaver,” he said. "Coun-
tv and city officials pav a lot of attention to how
theyv treat taxpavers when they come into the
office or when thev call on the phone. But the
same consideration is not always given to han-

See page 2

wers p1E

RNl
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Sharp talk:
It's in the mail......(honest)

hen vou visit or call the Comptroller of Public Accounts, whether
at one of our field offices close to vou or at our central office in
Austin, vou naturally expect prompt, courteous and professional
service.

And it goes without saving that vou expect timelv and accurate information.

Well, the same holds true when you deal with the Comptroller by mail. Whether you send us a
tax return, a question, a compliment or even a complaint, vou have the right to expect prompt
and accurate handling of your communication.

Of course, we process money through our office and into the treasury as fast as possible.

But we also have strict standards for other mail as well. Certain prioritv mail is answered in 24
hours. Other mail is answered in 72 hours. No exceptions.

If it's going to take us longer to find the correct answer, we'll get back to vou within the 24-or
72-hour imit. We'll let vou know we're working on vour request and we'll tell vou when we
expect to have an answer. And when we say "it's in the mail,” we mean it.

Handling mail in vour city or county is just as important to vou and to vour taxpavers and
constituents.

So, in keeping with my policv of helping local governments bv making more information and
options available to them, this issue of Citv and County Financial Management gives vou informa-
tion that can help vou handle vour mail receipts efficiently and effectively.

Our operational review checklist may save YOU MONey, earn you more interest, prevent errors
and taxpaver complaints.

What more could vou want? Well, I'd like to know'!

I'd like your comments on our efforts to assist you. 1'd like to know what we've done that vou
especially like, what we could do better and what we could do that we aren't doing.

Drop me a letter—and I'll get back to you right away. ,/ i
Stateiomptroller of Public Accounts

)

dling mail receipts.”

Consider, for example, the taxpaver who mails
in his property taxes or traffic fine and two
months later his check hasn't cleared his bank.
"He wonders what he’s paving for,” said Thomas.
"He doesn’t get a good impression of the efficien-
cv and effectiveness of his local government.”

And Bob Mathison noted that people tend to
remember and repeat the negative much more
often than the positive. "The taxpaver who's
treated badly will tell a lot more people than the
taxpaver who's treated properly,” he said.

Jim Edwards said that the lack of attention
often paid to mail receipts is understandable, but
unfortunate. He pointed out that paperwork
simply stacks up in manyv offices, especiallv in
those with seasonal peaks, like tax offices. "And
there’s usually no budget to hire more help,” he

said. "Of course, vou're going to pav more atten-
tion to the immediate demands, like walk-in tax-
pavers and telephone calls. That's natural. But
there’'s mone\ to be lost and taxpaver wrath to be
gained in letting the mail receipts get behind.”

For more information

The operational review checklist includes sample
procedures that vou can use or adapt to vour own
mail receipt operations. In addition, vou mav want
to review the August 1987 and December 1988 issues
of City and County Financial Management that have
detailed reviews of cash management and internal
control. If vou can't locate vour copies. or if vou need
more information on anv of these topics, just call us,
toll-free: The Comptroller's Local Government Divi-
sion, 1-800-531-5441, extension 3-4679. A

2 IMa-ch 198 City & County Finenciai Menagement
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How well do you handle

your money in the mail

se our handy operational review to
evaluate how you're doing at process-
ing your mail.

First, we suggest a few general proce-
dures and show vou a sample form for mail col-
lections.

Then we ask vou to grab a pencil and test
your present system by answering 87 questions
about your office procedures and internal con-
trol for mail in general, especially money
received in the mail. This should give vou a
good idea of how vour system stacks up against
an ideal one.

As in our previous checklists, a NO answer to
any question indicates an area for improvement.

Remember, nobody's perfect! You'll probably find
several areas where vou need to improve. Don't
get discouraged. Just pick the most important
areas and work on them first.

If you get stuck or if vou don't understand the

questions or how to implement an improve-
ment—call us! We're happy to consult with vou
on any of these procedures and questions. It's a
toll-free call to the Comptroller's Local Govern-
ment Division, 1-800-531-5441, extension 3~4679.

Mail collection procedures

Proper management of mail collections is particularly
important because the person making the payment is
not present and no receipt is issued directly to the payor
at the time of collection. Here are the general proce-
dures for collecting and reporting mail receipts.
Following them will help ensure proper process-
ing, depositing and accounting of mail receipts,
while also establishing a clear-cut audit trail.

General

1. The daily mail should be picked up by the
designated mail cashier or should be deliv-
ered to the cashier unopened.

2. All mail should be opened by one person and
all checks and currency removed prior to fur-

In this issue...

Paying too much fuels tax?

Plan ahead for new
sales tax exemption

The count is out, but beware
Census and redistricting timetable

Excess fines:
Pay only if you owe

Drug tax offenders will lose
Federal flood control assistance
Sharp answers

Local Government Services

10
11

11
12
14
15
16
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the various sections?

2. Is there a procedure to identify mail that
should receive priority treatment?

3. Is there 2 maximum time limit to work priori-
ty mail or to notify the sender that his corre-
spondence is being worked on?

4. Is there a maximum time limit to work all
other mail or to notify the sender that his cor-
respondence is being worked on?

5. Are officials and employees aware of how
important it is to have good procedures con-
cerning the handling of mail?

6. Is there a procedures manual for the office

that addresses the handling of mail?

Is the manual up-to-date and does it cover all

duties and responsibilities?

8. Is the manual periodically reviewed and
updated?

9. Are changes to the procedures done in writing
with the reasons for the changes documented?

10. Are emplovees promptly notified of all
changes?

11. Are the duties and responsibilities of officials
and emplovees well defined?

12. Are duties and responsibilities periodically
rotated?

13. Is evervone required to take vacations?

14.Is the work of persons on vacation performed,
by someone else during their absence?

15.1s the official/department head appropriately
bonded?

16. Are other emplovees appropriatelv bonded?

17.1s the adequacyv of bonds periodically
reviewed?

18. Are emplovees performing their duties prop-
erlv?

19. Are they adequately trained?

20. Are training needs periodically reviewed?

21. Is the workload current?

22. Is mail opened at least daily?

23.1s mail opened by someone other than those
taking over-the-counter receipts?

24.1s a record prepared by the person opening
the mail of the checks and cash received?

25.1s the bank deposit prepared by someone
other than the person opening the mail?

26. Are checks received through the mail immedi-
ately stamped or otherwise restrictively
endorsed?

27. Are citizens advised to never send currency in
the mail?

26. Are citizens instructed to make sure checks
are properly and completely filled out before

~1

!
|
!

APPENDIX 10.6

being mailed?
29.1s there a procedure in place to send a receipt
for mail collections to those who request one?
30. Are mail receipts deposited or remitted daily?

Interest earnings

1. Is there a list of all offices and departments
that receive money through the mail?

2. For each office and department, does the list

include the following?

a. the tvpes and amounts of collections

received.

b. the frequency with which bank deposits are

made (if money is not remitted dailv).

¢. what bank account(s) to deposit money in to

pending remittance to the city/county trea-

surer.

d. whether or not the accounts are interest-

bearing accounts.

e. the rate of interest being eamed on interest-

bearing accounts.

f. the frequency that interest 1s compounded

on interest-bearing accounts.

g the actual vield being earned on interest-

bearing accounts.

h. the rate of interest being earned on money

after it is remitted to the city'/county treasurer.

1. the frequency that interest is compounded in

"h” above.

J. the actual vield being earned by the

citv/county treasurer.

Have lockboxes been investigated to deter-

mine if using them would result in additional

interest earned?

4. Is there a list of mail pick up and delivery
times for each office and department receiving
money through the mail?

5. Is the list periodically analyzed to determine
whether the pick up and delivery times can be
changed to receive the monev earlier?

6. Is mail worked promptly upon receipt so that
money received can be deposited as soon as
possible?

7. Is all mail with money worked dailv?

8. Where applicable, are billings or payment
notices prepared and mailed as soon as possi-
ble?

9. For each office and department that does not
use interest-bearing accounts, has the lost
interest been calculated?

10. For each office and department that does use
interest-bearing accounts, have the additional
net interest earnings from more frequent

(93

6 March 1991 City 8 County Financial Management
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11.

12.

13.

14.

15.

16.

17.

18.

deposits been calculated? (Note: Deposits
should be made daily at a minimum. If this is
not currently done, calculate the additional
interest that would be earned by making daily
deposits. If daily deposits are made, calculate
the additional interest that would be earned
by making deposits more than once a day.)

In figuring the additional net interest earnings
in No. 10, have all possible additional costs, if
any, been determined?

In determining the additional costs, have the
following been considered?

a. additional bank charges

b. personnel costs

¢. other related costs (photocopying, forms,
etc.)

For each office and department, have the
additional net interest earnings from making
more frequent remittances to the city/county
treasurer been calculated? (Note: This could
mean increasing the frequency to twice a
month, weekly, twice a week, daily or more
than once a day.)

In figuring the additional net interest earnings
in No. 13 above, have all possible additional
costs, if any, been determined?

In determining the additional costs, have the

following been considered? v

a. additional bank charges

b. personnel costs

c. other related costs (photocopving, forms,
etc.) "

Do the personnel costs in Nos. 12 and 15
include the following?

a. time needed to prepare the deposits/remit-
tances

b. time needed to make and deliver the
deposits /remittances

¢. time needed to do the bookkeeping

d. time needed to reconcile the bank statement
e. city /county share of personnel costs (social
security, retirement, etc.)

Has the impact of more frequent deposits and
remittances upon other office work been con-
sidered? (for example, changing the time a
certain duty is done to later in the day to
allow for earlier preparation of the
deposits/remittances)

In counties with a population of 50,000 or
more, do county offices deposit money on or
before the next regular business dav after
receipt? If not, do they deposit money
received through the mail with the countv

19.
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treasurer no later than seven business days
after receipt (Local Government Code, Section
113.022)?

In counties with a population under 50,000,
do county offices deposit funds received with
the county treasurer:

a. at a time set by the commissioners court, at
least seven business days and no more than
up to 30 calendar days after they are received?
or;

b. if no time is set by the commissioners court,
no later than seven business days after thev
are received?

(Local Government Code, Section 113.022)

Checking the system to see if it's working

1.

ro

10.

11.

12.

Is there a quality review system in place to
routinely check some of the mail received to
see how it was handled?

Is qualitv review work documented?

Does the review include checking the accura-
cy, timeliness and documentation of the
work?

Are some of the senders periodically contact-
ed to see if it was handled to their satisfac-
tion?

If working the mail results in contact with the
sender by telephone, are some senders con-
tacted to see how professional, courteous,
helpful and timely the city/county emplovee
was?

Do employvee evaluations include perfor-
mance relating to handling mail?

Are all complaints, verbal or written, followed
up to find out specifically what the complaint
is, what caused it and if there is anything that
can be done to improve or remedy the situa-
tion?

Are offices periodically audited by internal
auditors?

Are some of the audits done on a "surprise”
basis?

Do the internal audits include checking for the
following?

a. safety of money received in the mail

b. how timely mail is worked

¢. how accurately mail is worked

d. how efficiently mail is worked

Are appropriate recommendations made as a
result of internal audits implemented?

Are the appropriate recommendations imple-
mented timelv? A
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APPENDIX 10.7
TEXAS ASSOCIATION OF COUNTY AUDITORS
AUDIT GUIDE
ESTABLISH INTERNAL CONTROL WITH FOUR GUIDING PRINCIPLES

APPENDIX 10.7 is comprised of excerpts from the March-April, 1994 edition of City and County Financial
Management. It contains clear and practical approaches to establishing good intemal control and an excellent
internal control questionnaire.
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John Sharp, Texas Comptroller of Public Accounts

Establish internal control
with four guiding principles

ublic officials and emplovees are expected to
effectively, efficiently and economicallv man-
age the taxpavers’ money

and assets. .

But despite the pub- £ Gyjding Principles
= of Internal Control
S .t

lic’s expectations for local gov-
emment officials and emplovees
to manage taxpaver dollars with
that high degree of responsibili-
ty, we all hear about it in the
headlines—fraud, embezzle-

money, errors in reporting and 3%

huge shortfalls that occur but
remain undetected for vears. & i
We'd like to help by giv- %

5y

.

,u A separation of duties
X0 aualified statt
ment, mismanagement of %‘ Sound procedures

=17 Sound performance
=35 of the first three

often catch their own mustakes. Also, fraud is easier
to commit because the same person that collects
cash—and pockets a portion of
: it—can cover 1t up bv making
compensating entries to bank
deposit slips, journals and
ledgers, dockets, case files, tax-
paver accounts, bank reconcilia-
tions, and even monthly reports.
Unless duties are separated and
there i1s more than one employ-
ee handling a transaction, no
one else is available to detect
that records have been falsi-
fied or that recorded data
appears questionable.

ing vou some information ‘RERE: 2. Qualified staff. The peo-
on internal controls. Anv- ple vou hire may not know
time something of value is exactlv what the job

involved, a good internal control svstem should be in
place. If you don't have a good internal control svs-
tem in place, now is the time to develop and imple-
ment one. If vou already have a good svstem in
place, mavbe it's time to evaluate it.

Let’s begin by explaining what constitutes a good
internal control system. The four guiding principles
of internal control are (1) a separation of duties, (21
qualified staff, (3) sound procedures, and (4) sound
performance of the first three.

The guiding principles

1. A separation of duties. Duties should alw avs be
divided up among various staff members. N one
person should handle related transactions from star:
to firush. Why? If an error is made, it mav go unde-
tected from start to finish. Remember, people don

requires when thev first come aboard. However, thev
should have the abilitv to be trained in their duties.
Theyv should also be capable of following procedures
so theyv can detect ervors and report possible fraud or
mismanagement Check the education, experience
and skills of the staff vou hire. Once a new emplovee
begins working, be sure to provide proper training in
otfice policies and procedures. And, don't forget to
later provide rerresher training when policies and
procedures change Cross-training also provides
emplovee development when the emplovee masters
hus or her own duties.

3. Senond procedies. Emplovees need guidance on
how to pertorm their jobs right. Thev need to know
what 1s expected ot them. You should have clearlv

Continued on page 10
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Letter from the Comptrolier

APPENDIX 10.7

Internal control can save taxpayer dollars

he public expects local government offi-

cials to wisely collect, report, spend, invest

and account for their money and assets.

Nothing less is acceptable. It is an enor-
mous responsibility. A good internal control svs-
tem can help vou. But the svstem is onlv as good
as the attention vou give it. Continual monitoring
and evaluating for efficiency and effectiveness
becomes paramount. It is important because we
stil] see instances of mismanagement of funds,
fraud, embezzlement and errors that go undetect-
ed for vears.

You mav be thinking that vour jurisdiction is
safe from fraud and errors now, but that doesn't
mean it won't happen in the future. Remember,
the only way vou can tell vour svstem is working
1s when vou uncover occasional errors or detect
fraud in the early stages. Then vou know the svs-
tem works.

Your local jurisdiction isn't the only taxpayving
jurisdiction that benefits by the implementation of
a good internal control svstem. Errors and embez-
zlement can cost millions of dollars in lost revenue
to the entire state. Better checks and balances

Financig”’;anagement

Ancies ano analyses appeanng in City and County Financial Manage-
ment go not necessanly represent the policy or enoorsement of the
Comotrolier of Public Accounts. Space s devoted 10 3 wide vanety of top- H
«cs of Texas mierest and general govemmeni concem

John Sharp. Texas Comptrolier of Public Accounts
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mean that the monies vou collect for your local
government and the state are handled more accu-
rately and timely. Money and assets that are
appropriately used—and accounted for—benefit
evervone.

As technology advances, re-evaluate and revise
vour policies and procedures—and vour internal
controls. To evaluate the svstem'’s performance,
include the individuals who handle the money,
inventory assets, supervise collections, authorize
transactions, govern dav-to-day decisions, invest
vour money and audit vour accounts.

Remember, vou are not setting up an environ-
ment of distrust. You are developing a healthy
atmosphere of accountabilitv and efficiency. With
a good internal control svstem, vou will protect
innocent staff who are trving to perform good pub-
lic service. You are also protecting vour Jocal and
state governments’ dollars and assets.

A

Texas Coiptroller of Public Accounts
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