AUDIT OF THE PAYROLL AND

PERSONNEL CYCLE
THE STAFF AUDITOR MUST NEVER “SIMPLY FOLLOW ORDERS”

Leslie Scott graduated with a Masters of Accountancy degree from a major university before joining the audit staff of a CPA firm. During her first “busy season,” she was working on the audit of Sysco, Inc., a software development company. Her immediate supervisor on the Sysco audit was Bob Stith. Bob had been with the firm 3 years longer than Leslie and worked on the Sysco audit the previous year. He was supervising Leslie’s work on capitalized software development costs. In preparing herself, Leslie had read FASB Statement 86 and had a good understanding of the accounting rules concerning the capitalization of such costs. She understood, for example, that costs could not be capitalized until after technological feasibility was established, either through detail program design or product design and the completion of a working model, confirmed by testing.  Bob Stith drafted an audit program for capitalized software development costs. He told Leslie to verify the payroll costs that were a significant part of the development cost and to talk to Jack Smart, Sysco’s controller, about whether the projects with capitalized costs had reached the technological feasibility stage. Leslie tested the payroll costs and found no misstatements. She also made inquiries of Smart and was told that the appropriate stage was reached. Leslie documented Smart’s representation in the audit files and went on to the next area assigned to her.  Later, Leslie began to have second thoughts. She understood that management’s representations were a weak form of audit evidence and she was concerned about whether Jack Smart was the most knowledgeable person about the technical status of software projects. To resolve her concerns, she decided to talk to the responsible software engineers about one of the projects to confirm Smart’s representations. She intended to clear this with Stith, but he was at another client’s office that morning, so she proceeded on her own initiative. The engineer she talked to on the first project told her that he was almost finished with a working model but had not tested it yet. She decided to inquire about another project and discovered the same thing. Leslie documented these findings on an audit schedule and planned to discuss the situation with Stith as soon as he returned to the job. When Leslie told Stith of her findings and showed him the schedule, he told her the following:  Listen, Leslie, I told you just to talk to Jack. You shouldn’t do procedures that you’re not instructed to do. I want you to destroy this schedule and don’t record the wasted time. We’re under a lot of time pressure and we can’t bill Sysco for procedures that aren’t necessary.  There’s nothing wrong with the capitalized software development costs. The fact that they have working products that they’re selling indicates technological feasibility was reached.  Leslie was extremely distressed with this reaction from Stith but followed his instructions. The following fall, the SEC conducted an investigation of Sysco and found, among other things, that they had overstated capitalized software development costs. The SEC brought an action against both the management of Sysco and its auditors.
