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APPENDIX A
HISTORY OF INTERNAL AUDITING

Introduction

Just when and where auditing first took root is not
easy to determine, nor is it particularly significant. It
is enough to know that at a very early date, in a primi-
tive civilization, whenever one man was entrusted with
the property of another, the owner of the property be-
gan searching for methods whereby a check would be
placed upon-the fidelity of the one trusted. Since ac-
counting records are in themselves a means of recording
and checking against the actual property received and
disbursed, it follows that auditing goes back to the time
when financial records of receipts and disbursements were
first prepared—undoubtedly a practice as old as civiliza-
tion itself.

Egypt

Probably the first attempt at any determined effort to
set up checks and double-checks so as to safeguard prop-
erty was in connection with the first regularly organized
governments. Among these, the ancient Egyptians recog-
nized the principle of double-check and arranged that re-
ceipts be recorded separately by two officials. In these
very early times money was unknown and the receipts
from subjects were in kind, such as oxen, corn, materials
for clothing, and other products of the day. Since large
quantities of these goods were paid in periodically, it was
necessary that warehouses be constructed and farms op-
erated. To carry on this type of treasury the services
of porters, supervisors, and accountants—this latter
group consisting of scribes—were required. Pictures in
many of the old tombs give mute evidence of the exist-
ence of the scribe, who was present on all occasions writ-
ing down numbers of bushels of corn as they were meas-
ured out and numbers of cattle as they passed by. To
prevent peculation on the part of the workman, the tax-
payer upon delivering his product was stopped at the
first entrance by a scribe who made a complete statement
of the article as to quality and quantity, and then when
formal delivery was made at the granary or the pasture

189
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another scribe made a second record of the amount. These
two records were independently made and had to agree.
As nothing was given out of the treasury without a writ-
ten order, accountability for “Pharaoh’s “treasure” was
definite and assured.

Greece

The Greeks recognized the necessity of setting up means
for preventing graft and theft of the state’s money, The
Treasurer of the Public Revenue was subject to certain
legal checks and to the will of the people. The will of
the people was evinced through publicity of the accounts
kept by the treasurer and exhibited where the public
. could come and view. Publicity as a means of internal
audit control dates from this period. In addition to the
state treasurer there were separate treasurers of the god-
dess, of the tribe, the burgh and of the generals, each
of whom kept records which were subject to close scru-
tiny at the end of their term of office. In addition to
the treasurers, there were clerks who kept records of
receipts and disbursements. Also, there were a head
checking-clerk of disbursements and a number of sub-
ordinate checking-clerks of receipts and disbursements.
It can be seen from these titles that there was a well-
conceived plan for administering the finances of the state,
an excellent system of checks and double-check. Unfor-
tunately, the system seemed to fail for some reason if the
statement of the historian Polybius is to be taken at face
value, He said, “but if in Greece the state entrusted to
anyone only a talent, and if it had ten checking-clerks
and as many seals and twice as many witnesses, it could
not ensure his honesty.” While no doubt the spirit of
administering the finances in Greece must have been bad,
the failure was due to no fault of the system, but to col-
lusion on the part of the clerks, treasurer, and checking-
clerks—something which no scheme of internal check can
entirely eliminate.

Rome

Since commerce and industry in early Rome was on a
small scale and then operated usually through the family,
there was little need for internal checking methods. The
father of the family did such bookkeeping as was needed
and controlled the finances of the group.

The system developed by the state, on the other hand,
was such that definite safeguards were established over
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revenues. The three officials who had a part in this sys-
tem were the censors, the quaestors, and the magistrates.
The censors stood charged with the responsibility of tak-
ing a census of the population, which formed the basis
of tax assessments, tax collections, and a check upon the
treasurer. Under Augustus numerous provincial or dis-
trict treasuries were operated and their records in turn
were examined by the quaestors to insure that such dis-
trict treasurers and governors of the provinces had made
a proper accounting to the central treasury at Rome.

The Romans were concerned not only with seeing that
financial officers had rendered to Caesar the things that
were Caesar’s but also in determining that once the funds
were placed in the treasury, they should not be paid out
without proper authority. A separate body was entrusted
with the authority to pass on all claims against the state
and to order their payment, As one writer puts it

“Disbursements from the state treasury had to be
legally ordered by a magistrate. In order that funds be
disbursed from the state treasury, it was incumbent upon
the creditors to submit to a magistrate his account sup-
ported by proper documentary evidence as his authority
for the debt and his guarantee that the work undertaken
had been properly completed.”

During the later empire the routine, although it pro-
vided for complete methods of accountability from all
those collecting revenues belonging to the state, must
have been top-heavy and expensive, for as Kester -says,
“eight of the ten or twelve central offices or departments
of control were devoted to accounting.”?

Following the Overthrow of Rome

After the fall of Rome as a dominant political power
Charlemagne, the Emperor of the Franks, is found to
have developed crude methods of accounting for his vast
estate. To audit and keep the accounts of his properties,
he employed men called “judices.” To what extent these
men really audited as opposed to simply keeping records
of transactions it is difficult to say. The same may be
said with regard to the revenues of the Papacy. It is
said, however, that the Pope was assisted in safeguard-

——

Green, History and Survey of Accounting, p. 39.
*Kester, Accounting Theory and Practice, 1st Edition, Vol I, p. 4.
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ing these revenues by a staff of auditors, the head of whom
. was called a Prato Scrivarius,

Guilds of Florence

During the twelfth and thirteenth centuries some of
the Italian cities, enjoying a revival of trade and com-
merce as & result of their strategic position during and
immediately following the Crusades, developed on eco-
nomic organization far ahead of anything known in that
day. The center of the Levant trade in the thirteenth
century was definitely located in these cities. Florence
may be taken as typical of the Italian industrial town.
Here under the guild system attention was given to the
need for methods of safeguarding the properties of the
guild, As an illustration it may be noted that the Calimala
Guild, an organization of workmen in the woolen indus-
try which had it beginning in 1190, had fortified itself
against peculation on the part of its officers. Accordingly,
it was required that the treasurer of the guild upon tak-
ing office deposit as a guarantee or bond of good faith
the sum of 100 lire. He was further restricted as to dis-
bursements of the guild’s funds by the approval of all
four consuls, or in- present-day terminology, all four di-
rectors of the guild,

The treasurer was assisted by an executive officer bear-
ing the title of Sindaco, equivalent to the present-day
cashier. His duties consisted in keeping the daily cash
account at the headquarters of the guild. All payments
passed through his hands, after their delegation by the
treasurer, and he acknowledged receipts of all kinds, At
the end of each day he submitted his report to the treas-
urer and transferred to him all cash on hand.

Once a year, during the month of January, a deliberate
check was made by three General Inspectors, all of whom
had served the offices of consul or treasurer and whose
duties included among other things the checking of the
acts and business transactions of the officers of the guild
and the locating and exposing of irregularities if any had
occurred. There were also in this organization three
Corrieri, forerunners of our traveling auditors, two who
traveled between Florence and France and one between
Florence and Rome, Their duties were many, including
an audit of the cash accounts of the affiliated operative
companies,

A more direct example of deliberate internal auditing
of this period is found in the Guild of Bankers and
Money Changers. As Staley put it, “The books of all the
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money-lenders were required to be open to the inspection
of the agents of the Guild, who made periodical and sur-
prise visits to every lender’s table. Want of neatness in
entry and illegibility were quite as severely censured as
were inaccuracies and falsifications.”

Early Double Entry

Paciolo published in 1494 his memorable book on
double-entry bookkeeping, which he states was the method
of bookkeeping then practiced in Italy, and other subse-
quent writers on the same subject, gave thus early a
method of discovering the bookkeeper’s mechanical errors
in posting within an organization. His procedure was
the same as at present, one man calling the entries out
to another and both of them putting tick marks to show
agreement, or as Paciolo instructed:

“First you shall get a helper as you could hardly do it
alone. You give him the Journal for greater precaution
and you shall keep the ledger. Then you tell him, begin-
ning with the first entry in the Journal, to call the num-
bers of the pages of your Ledger where that entry has
been made, first in debit and then in credit. Accordingly,
in turn you shall obey him and shall always find the page
in the Ledger that he calls and you shall ask him what
kind of an entry it is, that is, for what and for whom,
and you shall look at the pages to which he refers to see
if you find that item and that account. If the amount is
the same, call it out. If you find it there the same as in
the journal, check it (lanzarala—“mark it with a lance A
or V) or dot it (pontarala), or any proper mark over
the lire mark, or in some other place, so that you can
readily see it. You ask your helper to make a similar
mark or check—as we are used to call it in some places—
in the Journal at the same entry. Care must be taken
that no entry will be dotted (pontata) either by you with-
out him, or by him without you, as great mistakes might
be made otherwise, for once the entry is dotted it means
that it is correct. The same is done in making our state-
ments of accounts for your debtors before you deliver
them. They should have been compared with the Ledger
and Journal, or with any other writing in which the en-
tries of the transaction have been recorded.

“After you have proceeded in this way through all the
accounts of the Ledger and Journal and found that the

*Staley, The Guilds of Florence, p. 177.
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two books correspond in debt and credit, it will mean that
all the accounts are correct and the entries entered cor-
rectly. Take care that your helper shall mark each en-
try in the Journal with two dots or little lances; in the
Ledger you mark down only one for each entry because
you know that for each entry in the Journal there are
fwo to make in the Ledger; therefore, the two dots or
ances.

“After you have finished checking off the Journal, it
you find in the Ledger, some account or entry which has
not been checked off in debt or credit, this would indicate
that there has been some mistake in the Ledger; that is,
that that entry is superfluous whether in the debit or
credit, and you shall correct this error by making an en-
try for the same amount in the opposite side—that is, if
the superfluous entry was in the debit, you make an en-
try on the credit side, or vice versa. The same would be
done in case your helper finds some entry which your
Ledger did not show whether in the debt or credit col-
umn, which also would indicate an error in the Ledger
and should be corrected in a different way. That is, you
should make that entry or open that account in the debit
or credit, mentioning the different dates, as the entry
would be made later than it should have been. A good
bookkeeper should always mention why such differences
arise, so that the books are above suspicion; thus the
notary public in his instruments need not mention what
has been added or omitted.

“But if the said entry should have been entered on only
one side, debit or credit, then it would be sufficient for
you to put it where it is missing, mentioning how it hap-
pened through mistake, ete. So you will go on through
all your accounts, and, if they agree, you know that your
Ledger is right and well kept.”

Paciolo has nothing to say about methods of control
which might be considered as internal checking methods,
probably because of the fact that he was addressing him-
self to the small merchant who would either keep his
own books or supervise the work of the bookkeeper and
cashier closely. However, a Dutch writer on double-
entry in the latter part of the sixteenth century, Simon
Stevin by name, did work out ingenious methods of con-
trol which today are called methods of internal check.
As an example, Stevin says that in order to check the
pay roll of the soldiers and other public officials, the

4Geijsbeek, Ancient Double-Entry Bookkeeping, pp, 69-11,
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pay roll should be sent direct to the auditor, and then,
he insists, the cook at the mess-house where the soldiers
and officials were fed should report independently to the
auditors the numbers of meals served. Another method
of double-check in connection with the accounts of the
government which Stevin suggested in order to stop the
making of errors and the stealing of tax and rental rev-
enues was, as reported by Geijsbeek,

“to make the subtreasurer’s report to the general treas-
urer each month of not only the cash receipts and dis-
bursements, but the person remaining delinquent in their
payments. After the reported delinquents remained so
for three months, he suggested the sending of the sheriff
by the general treasurer (not the subtreasurer) to sell
the property of the delinquent taxpayers or to collect from
him a bond. He explains that thus you can force the tax-
payer to demand a receipt from the subtreasurer when
paying and display it to the sheriff and thus get evidence
against the subtreasurer of stealing,”®

Stevin was also one of the first, if not the first, to sug-
guest the use of controlling accounts as a method of
double-check against errors. He also advocated and set
up a form for the keeping of a perpetual inventory on
each kind of merchandise handled in order that a closer
check might be had on stock leakage.

Early English Auditing

Checking by means of separate records or duplicate
records was used not only in the Italian cities where
notaries often kept records for comparison against the
records of the bookkeeper, but also was a favorite scheme
employed in the accounting of the English Exchequer and
of the Royal Wardrobe. As Brown in his History of
Auditing says,

“At the Exchequer the Great Roll was compiled from
the dictation of the Treasurer, a second roll was written
out by the Chancellor’s clerk, and in the early days of the
Exchequer a third roll was kept by a special representa-
tive of the king. These rolls were independently kept
records which had to agree in every respect, every leaf
and page of the one corresponding to the leaves and pages
of the other; thus ensuring a complete check at the close
of the year. The rolls are neither a copy of the other,

SGeijsbeek, Ancient Double-Entry Bookkeeping, pp. 12-13.
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but separately kept for the year, brought on the expira-
- tion of the year into agreement.”

Auditing' in the Household of a Tudor Nobleman

From many of the old records and account books of
the English nobility of the fourteenth, fifteenth and six-
teenth centuries are found evidence that large sums of
money were received from the income of the estates, many
of which were vast, so that the services of experts were
required to prevent theft and the withholding of funds
belonging to their lords. The division of duties was such
that at even this early period a most satisfactory system
of internal check was in operation. Heading the list of
the essential servants in the household of a nobleman,
were the Steward, the Comptroller, the Surveyor, the
Receiver and the Auditor. Many of the estates could not
boast all of these officers, but in any case there would be
found a Surveyor, a Receiver, and an Auditor so as fo
separate the work of accounting for funds from that of
receiving and paying out the money, or, as Brathwait puts
it, “the one in taking accompt, the other in receiving rents
and profits.”®

The duty of the surveyor, among other things, was to
ferret out and set down all the amounts to be collected
from rentals. A rental book was made out based on his
survey, signed by himself, and a copy of it was delivered
to the Receiver-General as a basis for his subsequent col-
lections. Another copy would be sent to the various bail-
iffs, managing estate farms, so that at the annual audit
each could be held accountable for collections.

The post of Receiver or Receiver-General was without
a doubt the position of highest trust in the Lord’s service.
He was the treasurer and cashier of all the funds com-
ing in from the various estates. As Jones put it, “he
stood charged by the surveyor’s rental book, with the
rentes of all manors, lordshipps, demeanes, hamlettes,
farmes, or any other commodity arising with . . the
office of survey.” As the bailiffs or others owing the
lord made payments to the Receiver, he issued a signed
receipt to be held by the payer until the date of audit.

When the money was disbursed by the Receiver, he was
required to have a warrant for the amount from the
master of the house, which could be used later as a voucher

sJones, Housekold of a Tudor Nobleman, p. 135.
*Jones, Household of o Tudor Nobleman, p. 139.
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when the Receiver’s accounts were audited. As an ex-
ample of the form of voucher used is the following, taken
from the records of the Northumberland Household Book,

pages 132-133:

“WELBILOVYD I grete you wele and wol ande strately
charge you without delay as ye intende to have me your
good Lorde ande wol exchew that as may issew unto you
for the contrary doyng at your jeopardy Faill not to
content ande pay to my welbiloved Servaunts Robart
Percy Countroller of my Hous ande Gilbert Weddell
Cheefe Clarke of my Kichyng standyng charged with my
saide House ofr the vij and last payment of th’ Assigne-
ment assigned unto theym for the kepyng of my saide
Hous for this Yere begynnyng at Michaelmas in the vj
Yere of the reign of our Sovereign Lorde Kyng Henry the
viij and shall ende at Michaelmas next following of the
Revenus of all my Landes in Northumberlande to your
handes comyng dewe to my Coffers of the Whitsonday
Ferm payabill at Lambmas Ye content and pay the Some
of ciijl.xiiijs.ixd. in redy :

Monay over ande besids that they have xv lvj s.
charged upon theym the saide tyme as parcell of there
Assignment as in the Fermes of divers Meddows ande
Pastures at Lekyngfeld ande Wresill as it appereth more
playnly in the Booke of Orders of my saide Hous for the
makyng up of cxxjl. ixd, assigned unto theym in the iij
quarter betwixt Midsummer and Michaelmas Wiche is in
full payment of there Hole Assignment for this Hoole
Yere endying at the said Michaelmas next for to come

Geven under my Signet and Sign Manuell at my Manour
of Leckyngfeld the xxj day of Novembre in the vj Yere
of the reign of our Soverayn Lord Kyng Henry the viij.

To my Trusty Servaunt WILLIAM WORME

Gentleman Usher of my Chambre by

Coffurer ande my Recyvoure Generall of

gfll my Lands in the North Parties for this
ere.”

The Auditor’s work was primarily concerned with de-
termining whether every servant of the household had
been faithful in his respective trust. The books were bal-
anced and audited once or twice a year at the pleasure of
the lord, who often insisted that once the Auditor had
begun the audit, he must not see anyone of the household,
“the. chardge and truste being sae greate, so well betwixt
partie and partie” that an unbiased audit might not be
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secured otherwise. The duties of the Auditor were set
. forth in this language: )

“The auditor beeing the laste of all offecers, is to bee
judge betwixte the lorde and his accomptants, and to
deale trulies for and betweene all parties, and upon the
determinac’on of his audite, to presente to his lorde by
book or breviate, all his receiptes, expences, imprestes,
whatsoever, with the remaines of monye, if any bee.

ng

After the Auditor had performed his work he was re-
quired to hold the “declaration of audit.” No doubt, the
present-day professional auditor may trace his ancestry
back to this period, inasmuch as many of the estates could
not afford a full-time auditor, and hence there arose the
need for a man who could serve as auditor for a number
of the different lords’ estates.

Livery Companies

Many references to auditing, as early as 1564, may be
discovered in the records of such crafts as the Worshipp-
ful Company of Grocers of the City of London, and Wor-
shippful Company of Pewterers. As in the case of the
Italian guilds, the books of the company were audited
by & committee chosen from members of the craft. In
the case of the Company of Pewterers, there is found, in
their Ordinance book of the middle sixteenth century this
“order for ye audytors”: “Also it is agreed there shalbe
foure awdytours chosen every yeare to awdit the crafte
accompte and they to parvse and search it that it be
parfect.”

English Government

In the eighteenth century in England there were two
officers bearing the title of “Auditors of Imprest.” These
men, however, merely held the position, delegating to
under-clerks the work of audit, which consisted of a mere
ascertaining whether the accounts. had been correctly
added. The so-called audit was in no way a real investi-
gation. The position “Auditors of Imprest” was abol-
ished by Pitt and was replaced by a board of five com-
missioners, who were given the power to make strict
audits of the accounts of each department. This commit-
tee system of auditing has its counterpart in the directors’
auditing committee of our state and national banks.

81bid.
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American Situation

From the standpoint of private business and industry,
there is little evidence that methods of internal auditing
were seriously thought about in Colonial America. Such
methods as were in use were brought over from England
and Continental Europe. The bookkeeping texts of this
period have nothing to say concerning internal checking
through division of duties nor deliberate checks by either
internal or external auditors. John Mair, a Scotch writer,
published in 1736 Bookkeeping Methodized. This book
was probably the most popular of all bookkeeping texts
between the years 1740 to 1800, and many copies were
sold in America. It is interesting to note that he limited
his discussion regarding internal control fo the checking
of postings in almost the same manner as had Paciolo
300 years before. A study made by two graduate stu-
dents of the University of Illinois of one hundred English
and American text-books on bookkeeping published be-
fore 1900 brought to light only one book that even dis-
cussed the use of controlling accounts, and this book came
late in the nineteenth century.

Governmental accounting, however, had reached the
stage of development where internal auditing was found
necessary, Practically all the state constitutions made
provision for some kind of internal checking by distrib-
uting responsibility to the various departments and
through the keeping of duplicate records, a system of
checks and balances of one department on another. In
the Federal Government definite provision was made by
the act of the First Congress in 1789 for a Secretary of
the Treasury, a Comptroller, an Auditor, and a Register.
It was the duty of the auditor to receive all public ac-
counts, and after examination, to certify the balances and
transmit the accounts, with vouchers and certificates, to
the Comptroller for his decision thereon.

Internal Auditing in Business a Recent Development

As long as industry and commerce was carried on by
the individual owner and through small partnerships
there was little need for highly-developed methods of in-
ternal check. The personnel of any particular house was
small and closely supervised by the owner. Cash and
securities were generally under the control of the master,
one of the partners, or a confidential clerk. Branches
were few, such business as is now carried on through
branches then being handled by correspondents or agents.
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Under these circumstances, the chance of a clerk’s cover-
ing up errors and fraud in accounts was at a minimum,
Dishonesty in a trusted employee was rare and sure to be
discovered. With' the advent, however, of the modern
corporation and large-scale business, the need for meth-
ods of determining accountability and preventing defalca-
tions quickly came into existence. ' This development in
the size and extent of business transactions brought with
it a desire on the part of the executives to do away with
the old home-spun methods of controlling cash and other
assets by a close supervision on the part of the chief ex-
ecutive and to substitute a system whereby a division of
duties among the employees and a separation of the func-
tions of the operating departments from those of the re-
cording or accounting departments would give the neces-
sary internal control required over transactions. Internal
check was the method chosen, with an outside auditor to
come in occasionally, probably once a year, fo check out
thoroughly the detailed transactions.

The present tendency in the larger businesses seems to
be toward a further elaboration of methods of internal
check, together with the use of an internal auditing staff
whose duties are concerned mostly with doing the detailed
examining of transactions at the source, as they oceur—
the work formerly performed by the public auditor at his
annual visit—and leaving thus for the outside auditor
the functions of making a limited-test audit (3 balance-
sheet audit), or special examinations of one kind or an-
other, and of consulting work. This tendency to meet a
present-day need by extending the scope and effectiveness
of internal audit control has been the basis of this dis-
sertation.
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