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PREFACE

This thesis is confined to a discussion of
auditing standards and procedures and their application
illustrated by a case study of an actuel audit or exami-
nations Such 2 dlsoussion i1g addressed primarily to
atudanta and practitioners of professional accountancye
However, 1t should be enlightening to anyone interested
in the work done in a typical case Ly an independent
cartified publie accountant in order to express an opinion
on the financial statements.

Frequent reference has beon made to pronounce=
menta end recormendations of the American Institute of
Accountants and the requirements of the Securitles and
Exchange Commission concerning suditing standards and
procedurese Tha Anmorican Instituto of Accountants, which
has more than 16,000 members, is the national organization

of profeasional accountantss It has exerted great influonce

in promoting and maintaining high professional and moral
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standards in the profeasion. Whils 1ts pronouncements are
binding upon its members only when formally adopted by the
membership and are not binding upon the profession as a
whole, thoy are thoughtfully considered and ln most cases
followed by its members. Pronouncements regarding auditing
standards and procedures are important to nonmembers as well
as members, sinco ignorance of any generally accopted audite
ing atandard or procedure does not excuse the public account~

ant from liability.
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CHAPIER I
INTRODUCTION

Eefore unﬂertaking to discuss anditing standards
and preoceduras and to illustrate thoir applicatlion by means
of a case study of the proceduraes which were actually fole
lowed in performing & particular audit, it 1is desirable to
define the term "audit".

"A spocial committee of tho Amorican Instile-
tute of Accountants has definod an audit as tan
examination of the books of account, vouchers and
other records of a public body, institution, cor-
poration, I'irm or peraon, or of any person or
peraons standing in any fiduciary capacity, for the
purpose of ascertaining the accuracy or inaccuracy
of the records and of expreossing opinlon upon the
statements randerad1 usually in the form of a
cortificatole » o oMl

"Using the word faudit! in 1ts broadest
senso, tho nurposss for "whiech accounts and records
ars sudited may bo stated gonsrally as follows:

1+ General verification (as far as practie
cable) of the accounts of a business to determins

]Bell and Johns, Audit;§g, Now York, Prentice~Hall, Ince,.
- 1946, pe 1, quoting 8 special committee of the American
Institute of Accountants, Accounting Terminologye




1ts finsncial condition, its operating results,
and/or the fiduclary integrity of those in chargse =
with a view to reporting thereon to the owners,
stockholders, executives, hoards of dlrectors or
trustees, securlties exchanges, Sscurities and
Exchange Commission and other govermnmental or
‘regulatory bodies, receivers, present or prospec-
tive lenders, prospective investors or purchasers,
croditors! committees, morcantile agencles,
mortgage trustees, or any other interested parties.

2+ To determine whether funds of an organizaoe
tion have baen properly accounted for and its
alffairs properly adminlstered, for the satisface
tion of the public, donors, and so forth; as in
the case of governmental, religious, oducational,
and eleemosynary institutlons.

3+ To dotormine tho profits or losses of a
business, with a view to reporting to interested
partles in connection with such matters as royalty
agreoments, profit-sharing agreemonts, and patont
infringement suits.

lie To determine costs, inventories, fire
losses, circulation of publications, and other
spocific matteras for varlous spscial purposes.

5« To detsot frauds.

6+ To determine the extent of fraud already
dotected.

Te To provent fgaud by the moral effect upon
the client's staff,"

The term "audit" as ugsed in this treatise will
refer to an examination or audit made by the Indepondent
cortified public accountant for the purpose of expresaing
an opinion on the falrness of the presentation of the
financial position and the operating results as shown in

the financlal statements accompanying his report. The

21b1d, p. 1-



independent auditor's opinion prosented in his report is
an expression of his personal judgment after pérformiﬁg
an examination in accordance with geonorally accepted
auditing standards which accordingly includs the audlting
procedures considered necessary in the sircumstances.
These aundlting standards and procedures have
developed and have become generally accepted through’an
evolutionary processqwhich parallels the development and
growth of the relatively young profession of public ac~-
counting. The position of the public accountant prior to
1900 was described at the fiftieth anniversary celebration
of the American Institute of Accountants in October, 1937,
by ita president when he said:
"Fifty years ago in the United States the

public accountant was little known, little

rocognized, 1llttle wanted. His virtues were

unheralded, unsung. He was little known because

his kind were few and because enterprises were

relatively small and in most casea their accounts

as well as their affalrs were supervised by the

owners, lie was little recognized because the

matters which were referred to him at the time

wore rolatively unimportant and this unimportapce

tended to reduce him to the level of a clerk."”
The change in position of the public accountant ia 1llus-
trated by the following words from a message Irom the
President of the United States to the president of the

Arerican Institute of Accountants at the fiftieth

5Robart He Montgomery, "What Have We Done, and How?",
The Journal of Accountancy, LXIV (Kovember, 1937), 335,




anniversary celebration.
"A public accountant has one of the most

responsible and trusted positions in the world.

Wwhen he examines the books of a corporation he not

only looka for errors on the part of the bookkeepors

but he must also disclose whether the management

itself, by accldent or intention, is decelving the

stockholders and creditors with false reports.”

Social and economic changes in soclety durlng the

last sixty years have been ons of the principal factors
contributing to the growth of the public accounting profes-
gsion to 1its present position of recognized importance« The
primary socisl and economic change has been the soparation
of ownershlp and management resulting from large corporate
enterprises with thousands of stockholders, many of whom
are transitory owners of stocks In addition, there has
beon & tremendous increase in the number of relatively
small enterprises in which the owners can no longer super=
vise both their accounts and their other affairs. Out of
these changes has grown the need for the indspendent
cortifioed public accountant to examine the books of account
and records for the purpose of asgertaining the accuracy
or inaccuracy of the records and expressing an opinion
upon the statements rendered, which usually include the

balance sheet, profit and loss or income statement, and

statement of surplus. He has a great responsibility to

h"ﬁessago from the President of the United States", The
Journal of Accountancy, LXIV (November, 1937), 33l.




anyoné whe may rightfully rely upon his professional opin-
ion as to the falrness of the information contained in the
financinl statements. This is particularly true with
reference to owners, creditors, and persons not engaged in
the management of the business. Banks are a specific
example of ereditors who have found it nocessary to rely
more and more upon financial statements, and consequently
upon the accountant's certificate, slnce in ocur increanse
ingly complex soclety individuasl loans to companies are
largor in amount and the bank credit officer in many oasea‘
does not have the closa personal contact with the borrowers
that he once did.

The second principal factor in the growth and
Importance of public aoccounting has been the body of laws
passed by Congress. The most significant of theae laws
which havo sxerted greast Iinfluence upon accounting and
auditing principles, cqnventions, rules, and procedures
have been the incoms~tax and securities and exchange laws.
The Revonue Act of 1913 was adopted October 3, 1913,
effective as of Merch 1, 1913, The importance of the now
logislation was realized at once as svidenced by an edito=-

rial appearing in the November, 1913, 1lssue of The Journal

of Accountancy which reads, in part, as follows:




"It iz indubitsble that the lncome-tax law

is to have a more far-reaching effect upon the

public accountants than upon any other profession

or bualness in the country. Hundreds of men who

have never seen the necessity for & correct systom

of accounting now find themselves compellad to

rrepare statements of income and expenditure; and

the work in nine casos out of ten will fall upon

the shoulders of _the public accountants ol the

several statog."?
The Securities Act of 1933, the Securitles-Exchange Act of
193Y, and the Public-Utility Act of 1935 gave the Securie
tios and Exchange Cormission extensive powers for the
rogulation of accounting mattors and the methods to be
followed in the presentation of financial statemonts to
the Securltiss and Exchange Commission. Under these Acts,
corporations which have securities rogistered upon a
national securitios exchange are required to flle an annual
roport with the cormission and the exchange. The financial
statoments contained in the reports must be certified by
indepondent public or independent certified public account=
ants. The Securitios and Exchange Commlssion and the
American Institute of Accountants have worked together on
thelr mutusl problems resulting in improved ataendards of
‘accounting and suditing, more adequate disclosure, and the
adoption of sounder practices in the presentation of ac-

counting statemsnta.

Norman L. MeLaren, "The Influence of Federal Taxation
upon Accountants", The Journal of Accountancy, LXIV

(December, 1937), L33-13L.




Wiith this brilef history of public accounting in
the United States, the evolutionary process’through which
auditing standards and procedures and accounting principles
and rules have doveloped can ba seen. In the early peried
of public accounting, each individual practitioner per~
formoed audlts in accordance with his knowledgs and under-
standing of auditing procedures and accounting principles
which wero in a developing stage and not generally ac-
coptod. There was a need for an outline of a minimum audit
program by the accountants. PRankers were interested in
uniform accounting for all manufacturing and merchandising
businesses. Conssquently, the firast wrlitten outline of
suggoested procedures was propaersd by the American Inatitute
of-Adcountants at the instigation of a member of the
Federal Trade Commission and was published by the Federal
Reserve Board in the Federal Reserve Bulletin of April,
1917« Reprints were widely dilsseminated under the name of
"Uniform Accounting; A Tentative Proposal Submitted by the
Federal Reserve Board," to banks, buainessmen, suditors,
and accountenta. The pamphlet was reissued in 1918 with
its title changed to "Approved Kethods for the Preparation
of Balancse-Sheet Statements;" These early pamphlets were
oriticized by some accounﬁants Tor being too comprehensive

and by othor accountants who sald the procedures were not



comprehensive enough and would not bring out all the de-
sired information.6

The impracticablility of a standard audit program

is evlidenced by the opening paragraph of "General Instruce
tions" in the pamphlet revised in 1929 by the American
Institute of Accountants and published by the Federal
Reserve Board under the title of "Verification of
Financial Statementsa":

"The extent of verification will be deter-
mined by the condltions in each concern. In some
cages the auditor may find it necessary to verify
a8 substantial portion or all of the transactions
recorded upon the books. In others, whero the
system of internal check 18 good, tests only may
suffice. The responsibility for the extent of
the work gequired must be assumed by the
auditor,"

This pamphlet also showed the growlng emphasis on earnings
by giving equal status to the income statement. In earlier
days when the balance sheet was consldered the most impor-
tant statement, conservatism was consldered so great a
virtue that income statements were charged with costs and
expenses which should frequently have been deferred to
future perlods. Today's primary objoctive is to sccure a

fair statement of income by a proper apportiomment and

6Committee on Auditing Procedure, Tentative Statement
of Auditing Standards - Thelr Generally Accepted Siynifli-
cance and Scope, pe L.

7Ibid, Pe 1.



natoching of coSts and revenues with the residual amount
of the oxponditure or income finding 1ts place in the
balance sheet. It is generally recognized that the invese
tor is more interested in the earnings and dividends of =&
corporation than in its assets and liabilitles shown on
the balance sheet. While creditors are more interested
in the nature and adequacy of working capital on the
balance sheet, they also have a real Interest in the
profita from which repayment of lcans may depend.

The next revision of these pamphlets was prepared
and published by the American Inatitute of Accountants in
January, 1936, under the title of "Examination of Pinancial
Statements by Independent Public Accountants."” Here again
the title change was significant. The substitution of the
word "examination" for "verifilcation" indicated the growing
realization that the latter was too strong a word for the
auditor's function where his need for reliance on a system
of carefully dsvised testing was hils justification in ac-
cepting the ropresentations of the client. This revision
gives increased emphasils toc the importance of consistency
in the application of accounting principles both during
the year under revliew and from one year to the next. For
example, 1t is a goenarally accepted principle that the cost
of fixed mssets should be charged againgst operations over

the useful life of the asset. Although there are many



nethods of depreciation used in arriving at this result,
the important fact lies not in the method employed but in
the consistent application of the method. Where the method
is changed, the reader of the statements must be advised if
the change makes a material difference in the results of
operations for the period. The prominence given to ac-
counting principles and consistency in thelr application by
the Becurities and Exchange Commission and in the corre-
spondence between the American Institute of Accountants and
the Committee on Stock List of the New York Stock Exchange
certainly exerted much influence on the 1936 revision and
may have been the primary cause of this revision. The
Securities and Exchange Cormisslion requires disclosure of
any significant change in accounting principle or practice.
It was also during the 1930's that "the orgenized practi-
tioners and teachers of accounting began the first method=
ical efforts to codify accounting principles and proce-

n8

dures.

8John L. Carey, "Editorisal", The Journal of Accountancy,
IXVIII, (December, 1939), 361.




CHAPTER II
AUDITING STANDARLDS

In February, 1941, the Committee on Auditing Procs-
dure of the American Instituts of Accountants recommended the
addition of one sentence to the short form accountant's report
or certificate then in general use. The sentence summarized
the auditor's representations as to the scope of examination
in two significant statements:

(1) "Our examination was made in accordance

with generslly accepted auditing standards eppli-

cable in the circumstances and

(2) "it included all procedures which we con-
sidered necessary."

This was the first time a recommended short form accountant's
report or certificate had ever referred to auditing stundards,
and it was the rirst time a distinction had been made between

auditing standards and auditing procedures.

lcommittee on Auditing Procedure, "The Revised 8. E. C. Rule
on Accountants' Certificates", Statements on Auditing Procedure -

No. 5, pp. Lo-41.
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The Securlities and Exchange Commlssion was directly
responsible for this change in the accountant's certificate. As
a rosult of the Commission's study of accountants' certificatas
and audit procedures in its investigations of the celsebrated
McKosson & Robbins case and other auditing cases and matters,
the Commlission revised the rule regarding accountunts' certifi-
cates contalned in amendment No. 3 to Regulation $-X effective
March 1, 1941. Rule 2-02, section (b) states the following
requirenents:

"Phe accountant's certificate (1) shall contain
& reasonably comprohensive statement as to the scope
of the audit made Including, if with respect to sig-
nificant items In the financial statements any audit-
ing procedures gensrally recognized as normal have
been omitted, a specific deslignation of such procedures
and of the reusons for thelr omission; (i1) shall state
whether the sudlt was mads 1n accordance with generslly
accepted auditing standards applicable in the circum-
stances; and (111) shall state whether the audit made
omitted any procedure deemed necessary by the account-
ant under the circumstances of the partlcular case."<

The Commission thus made a distinction between auditing
procedurses and auditing standards in Rule 2-02. The S. E. C,
Release contained the following explanatory statements:

"In referring to generally recognized normal
suditing procedures the Commission has in mind those
ordinarily employed by skllled accountants and those
prescribed by authoritative bodles dealling with this
subject, as for example, the various accounting
societies and governmental bodies having jurisdiction.
In referring to generally accepted auditing standards

2securities and Exchange Commission, Accounting Series
Release No. 21, February 5, 1941.
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the Commisslon has in mind, in addition to the
employment of generally recognized normal audit-
ing procedures, thelr application with profes-
sional competence by properly tralined persons."?

It was not until six years later in October, 1947,
that ths Committee on Auditing Procedure issued a specilal
report entitled "Tentative Statement of Auditing Standards -
Their Generally Accepted Significance and Scope™ from which
came the following summary of the meaning of generally accepted
auditing stendards:

"General Standards

1. The examination is to be performed by a person
or personsa having adequate technical training and
proficiency as an auditor.

2. In all matters relating to the asslignment an
independence in mental attitude 1s to be malintained
by the auditor or auditors.

3. Due professional care 1s to be exercised in
the performance of the examination and the prepa-
ration of the report.

"Standards of Fileld Work

1. The work 18 to be adequately planned and
asalstants, 1f any, are to be properly supervised.

2. Thers is to be a proper study and evaluation
of the existing internal control &s a basls for
reliasnce thereon and for the determination of the
resultant extent of the tests to which auditing
procedures are to be restricted.

3. Sufficient competent evidential matter 1s to
be obtained through inspection, observation,
inquiries and confirmations to efford a reasonable
basls for an opinlon regarding the financial state-
ments under examination.

"Standsrds of Reporting
1. The report shall state whether the finanocial
statements are presented in accordance with
generally accepted principles of accounting.

31bi4d.



2. The report shall state whether such prinei-
ples have besn consistently obssrved in the current
period in relation to the preceding perlod.
5. Informative disclosures in the financial state-
ments are to ba regarded as reasonably adequate
unless otherwise stated in ths report."4
Upon considerution of these standards, it may be sald
that auditing standerds are the underlying principles of audit-
ing which deal with the broad objectives to be attained by the
use of auditing procedures and are concerned with the profes~-
stonal qualities of the auditor and with his exsrcise of judgment
in the conduct of his examination and in his report. Auditing
procedures are the acts performed in attaining or complying with
the generally accepted audlting standards applicable to fleld

work.

uCommitteeron Auditing Procedure, Tentative Statement of
Auditing Standards - Their Generully Accepted Significance
and "Scope, p. 1l.




CHAPTER IIX
GENERAL OR PERBONAL STANDARDS

The general standards are personal standards which
are concerned with the conditions necessary for the satisfac~-
tory attainment of the other standards of fleld work and
reporting.

TRAINING AND PROFICIENCY OF THE AUDITOR

Concerning the training and proficlency of the
certified public accountant, the Committee on Auditing Pro-
cedure has said:

"In order to qualify himself to carry out
his function, the independent certified publie
accountant has completed a rigorous course of
professional study and training as a background
to the essentlal practical experience he must
obtain, for it is only by study, training, and
practical experlence that the Ilndsependent auditor
acquires skill in accounting and related matters.
In the ordinary course of his day-to-day practice,
he encounters a wide range of judgment on the part
of managemsnt, varying from true objective judgment
to the occasional extreme of deliberate misstate-
ment. He is retulned to examine and report upon
the affalrs of a concern because, throuzh his
training and experience, he has become not only
skilled in accounting and suditing but has acquired
the abllity and hablt of considering dispassionately
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and independently the facts recorded in books of

account or otherwise disclosed by his examination

and because, as a rosult, his opinion provides

reasonable assursnce that & felr and adequate

presentation of pertinent informatlion has besn

made 'in the financial statements."l

It is obvious that the opinion of sn auditor would
mean little if he did not have adequate training and proficiency.
State lews have provided for the recognition of porsons who are
qualified to perform the function of auditing as "certified
public accountants”. These laws prescribe the degree of
education, tralning and exporience required. 1In addition,all
the states require the passing of a written examination prior
to the issuance of the C. P. A. certificate; and to insure
uniformity, all except Pennsylvania are at present using exami-
nations prepared by the Amorican Institute of Accountants which
are given simultansously throughout the country once or twice a
year. Thus, the independent certified public accountant must be
professionally and lsgally qualified bsfore he can expross an
opinion as to the falrness and adequacy of the information pre-
gented in the financilal statements.
However, the independent auditor's opinion 18 not a

guarantee that the figures presented in the financial state~

ments are llterally correct. If his client sustains losses

through reliance upon his report, he is legelly responsible for

lcommittee on Auditing Procedure, "Extonsions of Audlting
Procedurse”, Statements on Auditine Procedure No. 1, p. k.
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tho loases due to nagligonce in the performance of his work,
He 18 required by law to exercise the sklll of the ordinarily
skilful practitioner. To third parties who have relled upon
his report, he is liable only for damages due to fraud cormitted
by him; except that in the omse of registration statoments filed
with the Securities and Exchange Cormission, it 1s not neceaaary
for a contractual relationship to exlst in order for any person
acquiring such securities to bring sult on a basis other than
fraud.®
INDEPENDENCE IN THE AUDITOR'S MENTAL ATTITUDE AND APPROACH

The importance of this standard cannot boe overe
emphasized when it 1s recognized that the professional auditor'a
existence is dependent upon his independence. Iis independencs
implies and requires unbiased, impartial judgment and considera-
tion of the facts in formulating and expressing his opinion.
Ho owes a fair presentation of the financlal statements to any-
one who may have a right to rely upon his roporte This would
include the management, owners, oreditors, and prespective
ownsrs or creditors whose interests frequently conflict, "It
is the peculiar obligation of the certified public accountant,
whilch no other profession has to Iimpose on 1ts members, to

maintain a wholly objective and impartial attitude toward the

2pe11 and Johns, Auditing, New York, Prentice<Hall, Inc.,
1946, pps 15-17.
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affalrs of the clisnt whose financial statements he certifies."?
The Amsrican Institute of Accountants' rules of pro-

fessional conduct and the simllar pronouncements of its state

socleties are the public accounting profession's code of ethics.

Flve of the sixteen rules of professional conduct of the American

Institute of Accountants relate to the matter of Independence

and the rules are listed below in the order of thelr importance:

"Rule 5. In expressing an opinion on representa-
tions 1n financlel statements which he has sxamined,
a member may be held gullty of &n act discreditable
to the profession if:

(a) He falles to disclose a material faet known
to him which 1s not disclosed in the financlal state-
ments but disclosure of which 18 necessary to make
the financlal statemente not misleading; or

(v) He falls to roeport any materisl misstate-
ment known to him to appear in the financial statement;
or

(c) He is materially negligent in the conduct
of his examination or in making his report thereon; or

(d) Ho falls to acquire sufficient information
to warrant expression of an opinion, or his exceptions
are sufflicliently material to negative the expression
of an opinion; or

(e) Ho falls to direct attontion to any materilal
departure from generally accepted accountling principles
or to disclose any matorial omisslon of generally
accepted auditing procedure applicable in the circum-
stances.

"Rule §. Profesaional service shall not be rendered
or offered for a fee which shall be contingent upon
findings or results of such service. This rule does
not apply to cases iInvolving federal, state or othsr
taxes, In which the findings are those of the tax
authorities and not those of the accountant. Fees
to be fixed by courts or other public authorities,

3John L. Carey, Professional Ethics of Publle Accounting,
New York, American Institute of Accountants, 1646, p. 13.
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which are therefore of an indeterminats smount at
the time when the ongagement 1is undertsaken, are
not regarded as contingent fees within the meaning
of this rule.

"Rule 13. A member shall not express his opinion
on financial statements of any enterprise rinanced in
whole or in part by publiec distrlbution of securitlies,
if he owns or is committed to acquire e financial
interest 1in thoe enterprise which is substantial
el ther in relution to its capital or to his own
personal fortune, or If a member of his immsdiate
family owns or is committed to acquire a substan-
tial interest in the enterprise. A member shall not
express his opinion on financlal statements which
are used as & baslis of credit if he owns or 1s com-
mitted to acquire a financlel interest in the enter-
prise which is substantial either in relation to its
capital or his own personsl fortune, or 1f a member
of his lmmediate Tfamily owns or 1s committed to
acquire a substantial interest in the enterprise,
unless in his report he discloses such interest.

"Rule 3. Commissione, brokerage, or other
purticipution in the fees or profits of profes-
elonal work shall not be allowed directly or
indirectly to the laity by & menber. ,

Commissions, brokerage, or other partici-
patlon in the fees, charges, or profits of work
recommended or turnad over to the lalty as inci-
dent to services for cllents shall not be accepted
directly or indirectly by a member.

"Rule 4. A member shall not engage in eny business
or occupation conjointly with that of a public
accountantﬁ which 18 incompsatible or inconsistent
therewith. L
While independence 1s a poersoncl quaelity requiring intellectual
honosty which cannot be regulated, these rules have developed
es slgnposts to assure the public that the professlon has the

public's interest at heart, to guard the profession against

hAmarlcan Inatitute of Accountants, By-Laws ... Rules of
Professional Conduct, pp. 12-13.
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solfish members, and to guide the individual members.
DUE CARE BY THE AUDITOR IN THE PERFORMANCE OF HIS WORK

The exercise of due professional care in the per-
formance of the examination and the preparation of the report
is another personal standard. It demands that the audltor
exercise his judgment and skill in observing the standards of
fleld work and reporting in such & manner that the work will
be done professionually rather than porfunctorily. This implies
that all necessary procedures in the purticular case wlll be
properly appllied and coordinated.

Due care should also be exerclsed In connection with
the suditor's working psapers. The working papers should be
safoeguurded against the possibility of unauthorized access
whereln any employee of the client could tamper with them or
gain information to which he is not entitled. They should be
skilfully designed in such a manner as to assurse complete and
compstent information; and,as far as possible, they should asslst
in bringing to light errors on the part of the auditor's staff
as well as errors on the books of the client. It is always a
possibility that the working papers will bs useful in showing
that the auditor has met gensrally eccepted auditing standards.



CHAPTER IV
STANRDARDS OF FIELD WORK

The standarde of fleld work and the standards of
reporting may be referred to as the procedursl standards
gince they are concerned with preparatory planning, evalu-
ation of internal control, competence of evidential matter,
and the information presented in the report.

ADEQUACY OF PREPARATORY PLANNING OF THE FIELD WORK

In order to facllitate the adequate planning and
carrylng out of hls work, it 1s deslrable that the auditor
be appointed as early as possible in the year to be reviswad.
Much of the field work can be more effectively accomplished
a8 prelimlnery work prior to the effective date of the finan-
cinl statements. At times this makes it possible to bring
improper practlces or procedures to the attention of the
management in time for corrective action which may benerfit
both the auditor and the company. Preliminary work aleo
makes possible the early completion of the examination after
the balance sheet date by reducing the amount of post-closing

work.
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Preparatory planning 1s a prerequlaite to the
coordinating of tho auditing procedures to be applled.
Preparatory planning prior to the close of the year is
particularly Iimportant in connection with the auditor's
participation in planning for the taking of a physical
inventory. In order to insure a reasonably accurate inven-
tory, he should confer in advance with the management as to
the time it willl be taken and the methods to bs employed in
taking the inventory and arriving at a proper cut-off of
shipments and receipts.

Proper supervision of assistants is necessary and
18 related to adequate planning. It 1s also related to the
first general standard requiring that the exemination be per-
formed by a person or persons having adequate technical train-
ing and proficlency as an auditor since the answer as to how a
junior assistant can mset this standard 1s through proper supor-
vision and critical review of his work.

PROPER EVALUATI'N OF THE EXAMINEE'S EXISTING INTERNAL CONTROL
FOR RELIANCE THETEON BY THE AUDITOR

"Internal control comprises the plan of organi-
zation and all of the coordinate methods and measures
adopted within a business to safeguard ite assets,
check the accuracy and reliabllity of its accounting
data, promote operational efficlency, and encourage
adherence to prescribed managerial policies.™l

lcommittee on Auditing Procedure, Internal Control - Elements
of A Coordinuted System &nd Its Importance to Managemsnt and the
Indepsndent Public Accountant, p. 6.
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One of the primary functions of internsl control is
to provide a check and roview which so far as possible prevents
and detects errors or fraud. Internal control 1is a¢complished
through a division of duties so that no one individual or de-
partment handles a transaction from beginning to end. For
example, a person handling the cash should not record the labor
time and prepare the payroll, nor should a person handling cash
have any part in posting the accounts recelvable ledgers or
sonding statements to customers. BStock records and inventory
control should be separated from the shipping and receiving
depurtmonts.

The independent auditor is primarily concerned with
how well the system of internual control safeguards the accuracy
of the accounting data. It is a matter of judgment after
evaluating the existing internal control as to the rellance to
be placed thereon and the resulting auditing procedures con-
sl dered necessary. In connection with this standard, certain

excerpts from Statementson Auditing Procedure No. 1 are deemed

imoortant.

"The independent auditor must exercise his best
judgment in determining the scope of his examination
and in deciding whether the interests of the stock=-
holders are credltors Jjustify the time and expense
involved in the extension of any particular line of
inquiry .... It is the duty of the independent audi-
tor to review the system of internal check and
accounting control so as to determins the extent to
which he considers that he is entitled to rely upon
it. To exhaust the possibility of exposure of all
cases of dishonesty or fraud, the independent auditor



would have to examine in detall all transactions.
This would entail a prohibitive cost to the great
ma jority of business enterprises - a cost which
would pass all bounds of reasonable expectation
of benefit or safeguard therefrom, and place &an
undue burden on industry."”

"It is worthy of ropetition that the extent
of sampling and testing should be based upon the
independent auditor's judgment as to the effec-
tiveness of internal control, arrived at as the
result of investigations, tests, and inquiries.
Depending upon his conclusions in this respect,
the independent certified public accountant should
extend or may restrict the degroe of detailled
exemination, ")

Inquiries of officers and employees of the company
and tests of the accounting records are the primary means of
evaluating the system of internal control. The inquiries as
to the procedures and methods in use may be orel or may be a
written 1ist of questions to be anawerod. When the audit pro-
cedures are applied, tests will determine whether the internal
control 1s operating as planned. Such tests may include an
examination of &ll the evidence supporting the entries to par-~
ticular accounts or books of original entry for & sseslected
period; or such tests may comprlise the Iinvestigation of a
sories of related transactions from beginning to end. Many
auditors follow the practice of reviewing the internal checks

and controls while the related accounts are under review rather

2Committee on Auditing Procedure, "Extensions of Auditing
Procedure,” Statements on Auditing Procedure No. 1, pp. L-5.

5Ibid., p. 11.
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than by separately evaluating the system of internal control

as a wholo. Regardless of the manner in which intermsl cone
trol is evaluated, the teasts employod may show that expansion
of the auditing procedures is desirable because some phage of
internal control is not functioning as the reaponse to inquiries
indicated it should he,

Because of tholr complexlty with brenches and sub=
sidiaries, many largor companies have recognized the nesod for
internal auditing departments. Naturally, the existence of
such departments have an important bearing on the auditing pro=-
cedures applied and the extent of their epplication by the
independent audltors The Committee on Auditing Procedurs has
had the following words to say concerning the relationship of
the independent auditor and Iinternal auditing.

"Internal auditing departments are an important
part of the systom of internal check and control,
particularly where a concern has numerous plants or
officenss The work of the internal auditor reduces
the volume of testing and checking required of the
independent auditor, However, the objJectives, pur-
poses, and pointe of emphasis of the two are by no
means parallele An internal audlt stresses particue
larly the acouracy of the bookkeepin: records, the
fact that they conform with standard accounting pro-
geduros of the concern, and the discovery of
irregularities and possible shortaeges. The indopen=
dent auditor also has these mattors in mind but they
are not his primary objectives« He concerns himself
wmore particularly with the soundness of the judgments
of the managomont as refleocted in the flnancial state-
ments and their conformity with generally accepted
accounting principles and conventionse. Furthormors,
one of the safeguards of an indspondent audit is the
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fact that it 1s mede by thoss indopsndent of
the concern under examination. For the reusons
stated, an Iinternal audit however efflclent,
cannot be considered as a substitute for the
work of the independent auditor."

COMPETENCE OF EVIDENTIAL MATTER

Evidential matter may be classifled as internal or
external depsnding upon whether the source of the informaution
or date is from within the organization under exumination or
from sources outside the organizatlon.

Internal evidence includes the books of origlnal
entry together with the supporting documents such as the bank
statements, cancelled checks, sales lnvolces, purchase involces,
contracts, minutes of stockholders' and directors' meetings,
and correspondence. The auditor examines the internal eviden-
tiel matter by the tests he makes for the purpose of determining
whether he can rely upon the books of account and financial
statements of the client.

Extornal evidence 1s developed by the auditor to
supplemsnt the internal evidence. For example, confirmation
of the cash on deposit at the balance shest date 1is obtained
directly from the depositary, and requests for confirmation of
accounts recelvable are made by the independent auditor where

practicable and ressonable. The extent and method of direct

communication with debtors are depsndent upon the circumstances.

uCommittaa on Auditing Procedure, "The Auditor's Opinion on
the Basis of & Restricted Examination," Statements on Auditing
Progedure No. 2, p. 15.
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Other techniques employed to obtain sufficient
competent evidential matter to afford a reasonable basis for
an opinion regarding the financlal statements are inspection,
observation, inquiry, computation, and analysis snd review.
Inspection includes such procedures as testing {nvontory counts;
counting cash on hand; examining checks, involces, titles, and
other documents supporting book entries; and reading minutes.
Observation is used most frequently to refer to the auditor's
presonce at the physical inventory taking to observe the munner
in which 1t is taken, but it also includes the observance of
the manner in which other procedures are performed by company
employeos. Inquiries ars constantly made of the officers and
employees concerning the various questions that arise. Frequently,
the inquiries are of such a nature that the information can be
supplied only by the managoment, and the responscs are reduced
to a written astatemsnt and signed by an officer. For instance,
contingencies and unrecorded liabllities might be brought out
only through specific inquiries. The information gained should
be substentiated by any practicable moans. Computation, as a
technique, includes the testing of arithmetical calculations,
computations of depreclation, prepaid or accrued items, tax
liabilities, and other amounts. Several of the procodures
employed in the last mentioned technique of analyzing and
reviewing the data presented &are the comparison of account

balances us shown by the trial balance with the balances at
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the end of the preceding year, noting unusual differences

for further invastlgation; comparison of the gross profit
ratio with that of previous periods; and analysis of individ-
ual accounts in order that unusual or significant items may

be investipgated.



CHAPTER V
STARDARDS OF REPORTING

ADHEREKCE TO GENERALE? ACCEPTED ACCOUNTING PRINCIPLLS

While it is true that there are generally accepted
accounting principles, they have not been codified. They
may be found in textbooks, in treatisen, and in authorita-
tive pronouncements. In 19636 one practitionor commented

ag follows:

"Pirst, what has frequently been spoken of
as accounting principles includea a conglomeration
of accounting practices, procedurea, policles,
methods and conventlons rolating both to the con-
struction of the accounts and their presentation;
and second, thore svems to be a general agreement
among commentators that the difficulty of any
attempt to formulate so-called principles or pre-
scribed rules and reogulations on accounting mat-
ters ia so large and the condltions encounterod
so diverse that few, if any, iweoping goeneraliza-
tiong can safely be adoptad.!

lF. Be. Byerly, "Formulation of Accounting Principles or

Conventions,” The Journal of Accountancy, LXIV (August,
1937), k.
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Since that time, the American Accounting Associa-
tion in 1ts 19}1 statement of "Accounting Principles Under-
lying Corporate Pinancial Statoments," the rescarch staflf
of the Amerloan Institute in a statoment of "Corporate
Accounting Principles" which appeared in the October, 1945,

Journal of Accountancy, the Accounting Procedures Committee

of the American Institute in its bulletins, end numorous

othor bodies and individual practitioners have made noteble

efforts to forrmlate underlying accounting principles.z

The most important of the generally recognized

accounting principles taken from various sources are listod

below:

1. "Pinancial statements of a going concern
are prepared on the assumption that the company
will continue in business."

2, "Consistency should be maintained, betwoen
the statements prepared at the end of ons period,
and between the statements of successive poriods.
However, a propsr rogard for consistency nﬁpd not
preclude a desirable change in procodurae."”

2Frank S. Calkins, "What Are Generally Accepted Account-
ing Princiﬁles?", The Virgzinia Accountant, IV (Jamary,

1951), P
3cormittee on Accounting Procedure, "Curront Assets and

Current Liabilitiles - Working Capital,” Accounting Research
Bulletin No. 30, p» 247.

hﬂ. A. Finney, Princliples of Accounting-Intermediate,
3rd. Ed., New York, Prontlice~Hall, lInec., 19,6, ps 193G




3, "Cost is the proper basls for the ac-
counting for assets and expenses, but modifica-
tions to a going concern basis of valuation are
sometimes acceptable."? "In the caso of non-cash
acquisitions, cost may be determined either by the
falr value of the conslderation given or by the
fair value of the proportyéncquired, whichever 1is
the more clearly evident."

L« "Revenues should not be regarded as earned
until an asset increment has been reallized, o
until its realization is roasonably assured."

5s "All costs expired during a period should
be charged against the income for the poriod (or
porhaps in special instances agalnat earnod sur-
plus), and provision should be;made for probable
loasses not actually incurred."

6. "Capltal stock and paid-in surplus should
reproesent contributed capital, and earned surplus

should represent the increment in propriatorshig
resulting from revenus-producing transactions."

7. "Statements should be truthful and should
make full disclosure of significant information,."10

Three factors ars important in the exercise of
the independent auditor's judgment as to whether generally

accepted accounting principles have beean adhered to in the

2Ibid., pe 196s

6committee on Accounting Procedure, "Accounting for
Intangible Assets," Accounting Research Bulletin No. 2h,

pe 19
THe Ae Finney, opscit., ps 196,
8

Ihid. 9 Do 1969
9tbi1d., p. 196.
101p1d., p. 196.
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practicoes of the examinee. FPFirst, the auditor must have
knowledge as to what principles have found general ac-
ceptance. Second, he must bear in mind that there 1is a
conalderable diversity of practices in the application of
accounting principles and that certain methods nay be
generally accepted even though they may have only limited
applicetion. Third, materiality enters into the considera-
tions when a generally accepted principle is not followed.

OBSERVANCE OF CONSISTENCY IN THE APPLICATION OF GENERALLY
ACCEPTED ACCOUKTING PRINCIPIES

The determination of whether generally accepted
accounting principles have been applied consistently 1s
another matter requiring judgment exercise. It is not
intended that this standard deny a recognition of con-
sistency where a desirable changoe in procedure has been
made. A desirable change may be made necessary by changes
in oporations and circumstances or may be a change to a
procedurs more preferred in general practice.

A change for the purpose of reduclng or distorting
income would require a denlal of consistently applied ac~
counting principles. The change by many concerns to the
"last-in, first-out" method of valuing inventories during
the 1940 excess profits tax years for the resultant tax

saving is illustrative of such a changee.
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VWhere any significant chango in the application
of accounting principles has been made, the independent
auditor should give full disclosurs and a full explanation
if the change affects proper comparison with the preceding
periods This 18 also roquired by the Securities and
Exchango Cormission.

ADEQUACY OF INFORMATIVE DISCLOSURES

The requirement for adequate disc¢losure 13 both
an auditing standard and an accounting principle. Eoth
apply to the financlal statements. The auditing standard
ia broader, since required disclosurses, such as omission
of confirmation of accounts receivable or physical inven-
tory observation or test, have to do with the scope of the
examination in addition to the necessary disclosures with
rogard to the financinl statements.

The nature of necessary disclosures concerning
the finanolnl statements has besn explained by the Com-
mittee on Auditing Procedure in the following pertinont
excoerptas

", . « falrness of presentation, apart from

relationship to generally accepted accountlng
prinoiples, requires consideration of adequacy
of disclosure of materigl matters, whether re-
lating to the form, arrangement, and content of
the financial statemonts with their appended
notes; the terminology used; the amount of detaill
given; the sufficlency of explanatory or descrip-

tive matter; the classification of items in stateo-
nents; the bases of amounts set forth, for example,
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with respoct to such assets as inventories and
planta; llens on assets; preferred divlidsnd ar-
rearages; restrictlions on dividends; contingent
l1iabilitiess This enumeration is not intended to
be exhaustive but indicative of the nature of the
disclosures nacessary in order that the financial
statements be sufficilently informative.

"Mere verbosity in disclosure should not be
mistaken for completenesa; brevity of disclosure
1s often more helpful to the discerning reader
than amplitude of worda. What constitutes mate-
rianl information requiring disclosure in or in
connection with, finmecial statements 1s for the
audltor to determine in tho best exercise of his
Judgment. « « Matters which the auditor deems of
such importance as to require disclosure, if
omitted from the financial statements or from
footnotes thereto, should be included in his
roport or 'certificate,! whether these matiirs be
qualifications or necessary explanationa."”

Adequate dlsclosure deoes not require that cortain
typos of Infommation which would be detrimentel to the com~
pany and its stocltholders be publicized if there would be

no fully compensating advantage to its atockholders or

creditors.,

eonmittes on Auditing Procedure, Tontatlve Statement
of Auditing Standards - Their Generally Accepfod Signifi-
cance and 3COpC, Ds Ui




CHAPTER VI
THE ACCOUNTANT'S REPORT OR CERTIFICATE

The final objective of the examination of financial
statemonts by tho independent certified public acecountant is
the expression of &n opinion upon the statements rendered in
the report or certificate. A description of the work done and
a pressentation of the auditor's findings are included 1in el ther
a long-form or short~form report. The long-form report is
usually submitted for the management and a smll group of
ered! tors, whoreas the short-form roport is used in connection
with financial statements to be published in stockholders'
reports. The wording of the accountant's certificate is
frequently the same in el ther type report although additional
information is presented In the long=-form report. Such addi-
tional information In the long-form report may include compara-
tive summaries of balance sheets, comparative summaries of
income or profit and loss statements, the aging of receivables
and payablea, an application of funds statement, a summary of

inaurance coverage, comments on results of operations and
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balance sheet items, and more detalls with respect to the scope
of examination.

The short~form type report, recommended by the
American Institute of Accountants in the 1936 bulletin,
"Examination of Pinanclal Statements,™ has been subjeoct to
numerous revisions In wording. However, the suggested form
has always consisted of two paragraphs - one outlining the
scopa of the examination made in general terms and the other
stating the independent suditor's opinion regarding the fair-
ness of the financial statements. 1In February, 1941, the
following report was recommended by the Committee on Auditing
Prooedure:

"We have examined the balance-sheet of the
XYZ Company as of February 28, 1941, and the state-
ments of income &and surplua for the fiscal year
then ended, have reviewed the system of internal
control and the accounting praocedures of the com-
pany and, without making a detsiled audit of the
transactions, have examined or tested accounting
records of the company and other supporting evi-
dence, by methods and to the extent we deemed
appropriate. Our examinatlon was made iIn accordance
with generally sccepted auditing standerds applica=-
ble in the cilrcumstancoes and included all procedures
which we considered nocessary.

"In our opinion, the accompanying balance-
sheot and related statements of income and surplus
present falrly the position of the XYZ Company at
February 28, 1941, and the results of its opera-
tions for the fiscal year, in conformity with
genasrally accepted accounting principles applied
on a bEsis consistent with that of the preceding
year."

1Committae on Auditing Procedurs, "The Revised S. E. C. Rule
on 'Accountants' Certificates,'" Statements on Auditing Procedurs

No. 5, pp- 4o-la.




The Committee on Auditing Procedure recommonded
further changes in the accountant's short-form report or
cortificate after members attending the annual meeting of
the American Institute of Accountants in September, 1948,
formally approved the summry o euditing standards, which
have bean previously discussed, and in the same resolution
stated that reference to "generally accepted suditing standerds"”
shall be deemed to refer to sald summary. In view of the
official status thus gilven the term "generally accepted audit-
ing standards,” it was believed to be no longer necessary to
refer to having "reviewed the system of internsl control” in
the certificate slnce reviewing the system of internal control
18 one of the auditing standards. It was bolleved no longer
necessary to specifically state that a dotalled audit of the
transactions has not been made since the words "and accordingly
included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circum-
stances" clearly indicates the test nature of the examination.
The inconsistent phraseology relating to auditing standards
applicable in the circumstances was corrected by omitting the
words "epplicable in the circumstances,” and simply saying
"Oour examination was made in accordance with generally accepted
auditing standards." The revised short-form report as recommended
in October, 1948, is shown below:

"We have examined the balance-sheet of X Company
as of December 31, 19 _ and the related statement(s)
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of income and surplus for the year then anded.
OQur examination waus made in mccordance with
gonerally accepted audliting standsrds, and
accordingly included such tests of the account-
ing records and such other auditing procedures
s wo considered necessary in the circumstances.

"In our opinion, the accompanying balance-
sheet and statement(s) of income and surplus
present fairly the financial position of X
Company at December 31, 19__, and the results
of 1ts opsrations for the year then ended, in
conformity with generally accepted accounting
principles applied on a basis consistent with
that of the preceding year."2

The certificate quoted above 1s used if the inde-
pendent auditor in his judgment 1s satisflied that the finan-
cial statements present fairly the finencial position and
results of operations. This is known as an unqualified report.

Under certain circumstances, ths independent auditor
may qualify his report or disclaim an opinion altogether 1in
accordance with a report of the Committee on AuditingProcedure
which wvas adopted by the membership of ths Americen Institute
on September 19, 1939, which stated, 1n part:

"The independent certified public accountant

should not express the oplinion that financial
statenments present fairly the position of the
company and the results of its operations, in
conformity with generally accepted accounting
principles, when his exceptions are such as to

negative the opinion, or when the examination
has begn less in scops then he considers neces-

sary."

2Committes on Auditing Procedure, "Revision in Short-Form
Accountant's Report or Certificate," Statemsnts on Auditing
Procedure No. 2L, p. 16k.

5Committee on Auditing Procedure, "Extensions of Auditing
Procedure," Statoments on Auditing Procedure No. 1, p. 5.




39

If he has found violations of accepted accounting
principles or there has been inconsistency in their «pplica-
tion, or if he has not been able to carry out certain auditing
procedures normally considered necessary, the asuditor must
wolgh the significance of his exceptions or reservations and
Judge whether the matter in question is of sufficient importance
to prohibit the expression of an opinion on the statements taken
as a whole., If the exceptions are not such as to negative the
opinion, he nmay indicate his exception or qualification and
expross the opinion that the statements fairly present the
financlal position and results of operations subject to such
exception or qualification. An 1llustration of a qualified
opinion with respect to an inconsistency in the application of
accounting principles follows:

"As stated in the notes to the financlal

statements, the company changed 1ts methods of
computing depreciation, effective January 1,
19__. This change, which we approve, resulted
in an increase of in the depreciation
provision for the yecar and a corresponding
decrease ln net worth for the year.

"In our opinion, .... present fairly ....
in conformity with generally accepted account-
ing principles applied on a basis consistent
with that of ths preceding year, sxcept for

the change in the method of computing depreciﬁf
tion referred to in the proeceding paragraph."

hﬂesearch Depurtment, American Institute of Accountants,
Audits By Certified Public Accountants, p. 20.
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If exceptiona are such as to negative the opinion on
the statements tuken as a whole, the auditor should clearly
indicate that he 1s not expressing an opinion and state why.s
The following wording might be used in the report in such
cases;

"The terms of our engagemsnt did not include

the verification of accounts recelvable by direct
correspondence, nor did it include the physlcal
observation or price tests of inventories and we
did not satisfy ourselves In regard to these assets
by othor means. HNothing came to our attentlion
during the examination which would indicate that
these items are not stated fairly. However, in
view of the materiality of these assets, we are
unable to express an opinion on the oveg-all repra-
sentatlons in the attached statements.”

It should be remembered that the financial statements
are the representations of the company, and the fact that they
are audited by an independent certified public accountant does
not relleve the msenagement of the primary responsibility for the
fairness of thse informution presented. This point 18 emphaslized

by the followlni paragraph from Statement on Auditing Procedure

No. 22:

e ——

"As has been frequently enunclated by the
American Institute of Accountants, the financial
statements ars primurlly the statements and
representations of the company. The fact that
the statements are accompanied by the report of
an lndependent public accountant does not alter

JCommittoe on Auditing Procedure, "Clarification of Account-
ant's Report When Opinion Is Omitted,” Statements on Auditing
Procedure No. 23 (Revised), p. 162a.

6Reaearch Department, American Institute of Accountants,
op. cit., p. 33.



the situation. The accountant'!s representations
are confinsed to and expressed in his report, or
opinion, upon the statements. The transactions
with which the accounting records have to do,

and the recording of those transactions in the
books and accounts are matters within the direct

or primary knowledge of the companys The accountant's
knowledge of them i3 a secondary one, based on his
examination. Accordingly, even though the form

of the statements may show the influence of the
accountant - it can only do so if the company
accepts, and adopts, the form of disclosure advised
by the aeccountant ~ the substance of the financial
statements of necessity $onstitutea the represene-
tations of the company."

Furthermore, the Securities and Exchange Commission has sald:

The fundamental and primary responsibility
for the accuracy of information flled with the
Cormission and diaseminated emong the investors
roests upon management. NManagement does not dis=-
charge its obligations in this respect by the em=-
ployment of independent public accountants, however
reputable. Accountants! certificates are required
not as e substitute for management's accounting of .
its stewardship, but &s a check upon that accounting."d

TCommittee on Auditing Procedure, "References to the Inde-
pendent Accountant in Securities Registrntions," Statements on
Auditing Procedure Noe. 22, ppe. 153=15l;,

8Ibid., quoting from li SEC 721 (1939), p. 15h.




CHAPTER VII
AUDITING PROCEDURES

Auditing procedures have been described pre-
viously as the acts performed in attaining or complying
with gonerally accepted mruditing standards applicable to
fleld works, The procedures employed by the andltor de-
pond upon the degree of internal control aa well as other
circumatancos in each individusl case and upon his exer=
cise of Judgment as to the procedures which are necesaary.

The oloments of "materiality" and "relative
risk" are Important factors in the audlitorts dotermination
of the necessary procedures and the extent of their appli-
cation. The Independeont auditor should have stronger evi-
dence to support an opinion concerning items which are
relatively more important and consequently more susceptible
to material error than less important items. For example,
a manulfacturing concern may have relatively fow, but large,

Individual acsounts recelvable; whereoas, a public utility
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probably would have a rolatively large rmber of accounts
receivable with small individual balances. The risk of a
material error would be ruch greater in tho case of fow,
but large, accounts rececivable, and the independent ac~
countant would more than likely cormunicate dirootly with
each debtor asking him to confirm the balance owed. Under
circumstances of good internal control, the "mass" acoounts

receivable balances of the public utility would be reliable
for financial statement purposes, and confirmation of a very
small proportion of the accounts would be sufficient as a
test of internal control.l Accounts receivable in elither
case would entail a much greater expenditure of time than a
less material item such as prepaid insurance. The degree
of risk involved with regard to cash and marketable
sacurities requires more exacting procedures than do other
items, The relative risk of error depends to a great ex-
tont upon the functioning of the system of internal con-
trol, When the internal check and control 1z effective,
the risk is smaller, and less extensive detail work is
required,

Auditingz procedures are so numerous and vary so

widely In each examination that any particular 1list of pro-

cedurea aould be applied to only a narrow fleld. However,

loommittee on Auditing Procedureﬁ "Confirmation of
Publlc Utility Accounts Receivable,” Statements on Auditing
Procodure No. 1lli, pe 98,




gince certain extended procedures with regard to examing-
tion of inventories and receivables have been formally
adopted by the membership of the American Inatitute of
Accountants, they deserve considorable emphaslas. 1In the
1936 bulletin, "Examination of FPinancial Statements,"
direct communication with the debtor was recognized as
the best verification of accounta receivable, but was
mentioned as a "course which may be taken aftor arrange-
ment with the ocllent."® The testing of inventory quantie
ties was likewise mentlioned as a possible procedure by
apecial arrangement with the cllient in the case of a
business which did not call for technical knowledge and
presented no substantial difficultiea.5 In other words,
these procedurcs worse undertaken in some casos after
arrangement with the cllent but were not considered to be
generally accepted auditing proccedures.

Then the McKesson & Robbins case became public
in Descember, 1933 Assets were overvalued in published
financial statements which had been audited by independent
certified public accountants. Certain non-oxistent inven~

torles wore included in ths filnanclal statemonts by means

©Amorican Institute of Accountants, Examination of
Financial Statements by Independent Publilc Accountants,

Pe 14

5Ibid., pp. 17-18.
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of collusion, fraud and forgery on the part of the highest
officers of the company. FPublic accountants wore the tare
got for much criticlsm and were not long in taking steps to
improve audlting procedurss.

In May, 1939, the council of the Amorican Insti-
tute of Accountants adopted the report of the Cormittee on
Auditing Procedure entitled "Extensiona of Auditing Pro-
cadure." Investors, credit grantors, the press, and the
public, as well as certified public accountants, heartily
approved the action of the councilﬁh The report of May 9,
1939, was modified and approved at the annual meeting in
September, 1939. In this report, which 1s still in effect
although it has been subjeot to several amendments, certaln
rocommended additional procedures were adopted as generally
accepted practice wherever they are practicable and reason=
able., Those rocommended procedurss were, in part, as
follows:

"(A) That hereafter, whers the independent

certified public accountant Intends to raeport over
hia signature on the financial statements of a
concaern in which inventories are a matorial face-
tor, it should be gonerally accepted auditing pro-
ceduroe that, in addition to making asuditing tests
and checks of tho inventory accounts and records,
he shall, wherover practicable and reasonable, be

present, elther in perscon or by hils repreosenta=
tives, at tho inventory~talking and by suitsble

hcormittee on Auditing Procedure, "Extensions of Audit-
ing Procedure," Statemonts on Auditing Procedure No. 1,
Pe 1. ‘




obaervation and inquiry satisfy himself as to
the effectiveness of the methods of invontory=
taking and as to ths measure of reliance which
nmay be placod upon the cllent!s representations
as to inventories and upon the records thereof.
In this connection the lndependent certified
public accountant may require physical tests of
inventories to bs made under his obaservationses.
"(B) That hereafter, in the casc of inven=
tories which in the ordinary course of business
are in the hands of public warehouses or other
outside custodians, direct confirmation in writing
from auch custodlans is acceptable procedure;
except that, where the amount involved represents
a significant proportion of the current assets
or of the total assets of a concern, the 1lnde=-
pendent certified public accountant shall make
supplementary inquiries.s.e

"That hereoafter, wherever practicable and
ressonable, and where the aggregate amount of
notes and accounts recelvable represents a sige
nificant proportion of the current assets or of
the total assots of a concern, confirmation of
notes and accounts recelivable by direct communie
cation with the debtors shall be regarded as
generally accepted auditing procedure in the
examination of the accounts of a concern whose
financial statements are accompanied by an inde~
pendent certified public accountant'!s report;
and that the method, extent, and time of con=
Tirming receivable in each engagement, and
whether all receivables or a part thereof, be
deternined by the 1ndeperdent certified public
accountant as in other phases of procedure
requiring the exercise of his judgment."

"Extensions of Auditing Procedure" required a
clear-cut exception in the accountant's certificate if
inventories and/or recoivables were material and the

independent auditor omitted the foregoing generally

SIbido s PDPe 6-80
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accepted procedures whero practicable and reascnsble in
the circumstances. If in his judgment the additional
procedurss wers not practicable and reasonsble and he
satisfied himself by other methods regarding inventories
and/or receivables, he was not required to stste an
oxception or qualificatlion. Thers would be few cases
where such procedurses would not be practicable = that 1s,
not capable of being put into practice - but there are
cases whore the procedures would not be practicable in
the light of being reasonable or sensible. For example,
the cost of carrying out the procedures could be so great
in relation to the possible benefit that tho tests could
be consldered impractible in the sense of being unreason-
able. An 1llustration of a strictly Ilmpracticable pro-
cedure was the confirmation of receivables from United
States Governmental departments and agencisess because they
rarely confirmed amounts stated in requests for confirmae
tion during World War Il.

Although the independent certified public ace
countant must still decide whether it 1s practicable and
roasonable to be present at the Inventory-takling end to
confirm accounts receivable by direct communication with
the debtors, he no longer has a cholce of whether to make
an exception or qualification in his report, as was Iimpliled,

when it was stated in the previous paragraph that "he was



not required to state an exception or qualification,”
According to the supplemental report of the Committee on
Auditing Procedure, which was formelly approved at the
annual mesting of the American Institute of Accountants on
Ootober 1, 1942, disclosure is now required in all cases
where these sxtended procedures are not carried out, regarde-
less of whether they are practicable and reasonable, and
rogardless of whether the independent auditor has satiafied
himself by other methods.6 The purposs of this amondmont
was to avoid the appearance of different standards between
listed and unlisgted companies since the Securities and
Exchange Commisslon had made such disclosure mandatory in
reports flled with the Cormissione?

With regard to the auditing procodures in con-
nection with inventories, it should be noted that the auditor
is not a general appraiser, valuer, or expert in materials
and does not assume such responsibility. "Such procedures
are only for the purpose of satisfylng himself as to the
credibility of the representations of the management regarde

ingz quantity and condition."8® wWhere adequate perpetual

bCommittee on Auditing Procedurs, "Amendment to Extensions
of Auditing Procedure,”" Statements on Auditing Procedure
No. 12, PDs 87“89-

TSecurities and Exchange Cormission, Accounting Seories
Rolenge llo. 21, Rule 2-02 (b) (i) of Regulation S~Xe

8committee on Auditing Procedure, "Extensions of
Auditing Procedure,'" Statements on Auditing Procedure No. 1,

p.()-
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Inventory records are kept, the necessary procedurcs may
be undertalten at an interim date rathur than at the balance
sheet date for the purpose of determining the relliability
of the perpetual inventory rocords. I a phyaical Inven=-
tory is the only means of determining the inventory, the
procedures have to be carried out at the balance sheet

date or within & short time thereof where there are ade-
quate records supporting the changes.

It szhould be remembered that the method, extent,
and time of confirming receivables in each examination are
determined by the individual suditore. Either the "positive"
method or the "negativa" method or a combination of both
may be used to communicate directly with the debtor. If
the "positive" method is used, the communication, usually
a form letter, is addrossod to the debtor requesting him
to reply diroetly to the independent auditor and confirm
the accuracy of the balance shown or explain any differ=
encess The form lotter is mailed by the auditor and boars
his return address on the e¢nvelope in order that those un-
dolivered will be returned to him to be investigatod for
their rellability. If the "nogative" method 1s used, a
sticker 1s usually asttached to the regular statoments at
the end of a period, or a rubber stamp 1s imprinted on the
statements, roguesting that a reply be mode directly to the

auditor only in case the balance on the atatement is incorrect.
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They would also bs mailed by the auditor In eonvelopes
bearing his return address. Confirmation of accounts
roceiveble may be performed at & date other than that of
the balance sheet to afford n test of the reliability of
eccounts receivabls as to bookkeeping acouracy and to prow-
vide a check on ficticious accountse Concerning the method
to be used, the Committee on Auditing Procedure has sald:

"In cases in which there 1s reason to bellieve
that the posasiblility of dlsputes, inaccuracies
or irregularities in the eccounts is greater than
usual, or where the balance involved 1s of out=-
standing materiallity, it is probably desirableo that
the !'positive! methed of confirmation be adopted.
For example, it 1s generally customary to use the
'positivet! method of confirmation in the case of
receivables of stock brokerage housea. Also, where
a company sells a substantial portion of its oute
put to one, or only a few, customers, so that the
balances involved are of relatively major impor-
tance, the fpositive! method of confirmation would
seem preferable.

'On the other hand, it is the opinion of the
committee that the 'negative! type of confirmation
is in accordance with generally accepted auditing
standards and practice in the majority of clrcum=
stences, and that an independent public accountant
using this method of confirmation, where thero are
no indications that 1t may be iInadequate, 1ias con-
Tforming with generally accepted auditing standsrds.

"Hot infrequontly lndependent public accountants
employ both the !positive! and 'negative! methods
upon the same engagement = the !positive! as to
accounts where a definite reply may be deemod
deslrable and the 'negative! as to accounts where
this consideration does not apply."?

Ccommittee on Auditing Procedure, "Confirmetion of
Receivables (Positive and Negative kethods)," Statements
on Auditing Procedure Nos 19, pps 132=133,
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Sinco auditing procedures vary so widely and the
procedures applied dopand upon the clrcumstances in oach
individual examination, the Committso on Auditing Procedure
regquosted that members of the Amoerican Institute of Accounte
ants prepars casco studles desecrlbing in detail the clrecume
stances and procedures actually followed on & particular
ongagenent as e means of illuatrating typleal procedures by
whilch the indepondent auditor compllaes with genorally ace
copted auditing standards, Nine such oase studies have
been accepted and published aa of this date. The followe
ing case study describes the work performed by the writer
in auditing a wholesale automobile parts and supplies

doaler.



CHAPTER VIII
A CASE STUDY OF AN AUDIT OF
A WHOLESALE AUTOMOBILE PARTS AND SUPPLIES DEALER

DESCRIPTION OF BUSINESS

The wholesale automobile parts and supplies dealer
chosen for this study is located in a clty of approximately
200,000 - 250,000 population. OSales are mede over the counter,
by telephone, and by salesmen to service statlons, automoblle
dealers, other parts and suppllies dealera, and to commercial
fleet accounts. The salesmen cover Virginia, ¥est Virginia,
North Caroclina, and South Carolina. The greater portion of
sales are made in one state. Deliveries are made 1In the city
in company trucks; out of the city by parcel post, rallroad,
and motor freight. The parts and accessories sold vary from
tirea and grilles to nuts and bolts. The client 18 &n exclusive
distributor of a reputeble line of tires, tubes, batterles, fan
belts and radiator hose for & territory covering the four states.
A complete line of automoblle grille guards is stocked on a con-
signment basis. However, no parts and supplies are out on con-

sl gnment.
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The officers of the corporation are the socle stock-
holders and devote thelr full time to operation of the buslness.
The president 1s considered general manager and does the ma jority
of the buying. The vice president, who 1s also the sales manager,
18 wholly raesponsible for the supervision of the salesmen and
assists in the buying. The secretary-trsasurer supervises the
office employess; makes «ll entries in the general ledger, cash
book, general journsl, and payroll records; and is in charge 6f
crodits and collections. However, each officer oconsults the
others in all matters of importance.

The corporation has three salesmen employed in the
city in which the business is located and four in the remaining
territory. Therse are six store and warshouse employees and two
office employees.

In order to show the size of tho corporation and the
accounts 1lnvolved, a somewhat disgulised balance sheet and

profit and loses statement follow:



CURRENT ASSETS:

Cash $ 10 000 00
U, 8. Troeasury lotaes =

Series "L" 1 000 00
Accounts Recelvable - Trade § 5% 000 00

Less: Resorve for Bad Debts 5 000 00 50 000 00
Commissions Recelvable 2 500 00
Supplioers' Debit Balances 50 00
Horchandise Inventory (At

iowsr of Cost or Karket) 100 Q00 00
Propaid Expenses:

Insurance . $ 1 000 00

Taxes and Licenses 500 00 1 530 30

Total Current Ascets

OTHER ASSETS:

Tue froem Employoes $ 200 00
Cash Surrender Value of Life
Insurance 5 000 00
PIXED ASSETS (Land and Bulldlngs Subject
to Deed of Trust Securing Mortgage
Payable):
Cost Doapreciantion Book Value
Land $ 10 000 00 3 - $ 10 000 00
Buildings 40 000 00 20 000 Q0 20 0090 00
Purniture and
Fixtures 6 000 00 3 000 00 3 000 00
Deliver
Equipgent 8 000 00 L 000 00 L 009 00
Totals $ 6l 000 00 & 27 000 00 € 37 000 09

BALAKCH

SHEET

Juno

30, 1950

$165 050 00

5 200 00

37 000 00

€207 250 00

CURREET LIABILYTIES:

Acgounts Payable - Trade Creditors § 60 000 00
#ortpage Payabls ~ Due Currently (Below) 1200 Q0
Customers' Credlt Balances 250 60
Employses! ®lthholding Taxes 500 00
Accrued Salariez anl Bonuses 10 020 00
Acerued Intersst 10 00

Accruad Texes:

Federal Incoms Taxes $ 3 000 00
State Income Tax 600 00
Payroll Taxes 640 00

Property Taxes

100 00 I 340 00

Total Current Liabllities

IONG-TERY INDEBTEDRESS:

I=1/2% Mortgapge Payable (Secured by Deed of
Truat on Land and Bulldinss) (Payable in
Fonthly Installments of $200.00, Including
Prineipal and Interest; Last Paymont Due
Jamary 1, 1959):

Original Amount $ 30 000 00
Less: Amount Retired 15 000 00
$ 15 000 00
Loess: Amount Due Currentiy(Above) 1 200 00
CAPITAL:
Capital Stock (Par Value - $100.00;
Authorized - 1,000 Shares):
Issued and Cutstanding - 500 Shareg § 50 000 00
Barned Surplus (Since Date of
Incorporatlon)s
Balance - July 1, 1949 ¢ 55 150 00
Add: Net Profit for Year 12 000 00 67 150 00

$ 76 300 0O

13 800 00

117 150 00

$207 250 03



PROFIT AND LOSS STATEMERT

For the Year Ended June 30, 1950

SALES ~ HNET

COST OF SALES:

Inventory - July 1, 1949
Purchases
Frelght

Less: Inventory =~ Juns 30, 1950

Cost of Sales

Gross Profit

EXPENSES

Profit on Operations

OTHER INCOME:

Comnmi ssione Earned
Discounts Earnad

OTHER DEDUCTIONS:

Discounts Allowed
Life Insurance Expense

Proflt before Incoms Taxes

INCOKE TAXES:

Federal
State

NET PROFIT FOR YEAR

$ 66 000
282 000
000

0o
00

£355 000
100 000

00
090

$ 000
000

00
Q0

55

$365 000 00

255 000

Q0

$110 000

99_4oo

00

00

$ 10 600

9 000

00

00

$ 2 500
1 500

00

$ 19 600

i 000

00

00

$ 000
? 600

00

00 .

$ 15 600

3 600

00

0o

$ 12 000

00
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MAJOR ACCOUNTING POLICIES

The corporation maintains 1ts records on an accrual
basis and has a fiscal year ending June 30« Monthly balance
shoets and profit and loss statements are prepared for the
guidance of the managemont.

Cash received 1s depoaited intact in the corpora=~
tion's only bank nccount with the exception of cash paid out
rfor cash sales roturned. 8Small expenses are paid out of the
petty cash fund. All other paymenta are made by chocks.

Notos and accounts receivable are oarried at the
actual amounts due from debtora exclusive of interost receiv-
able which is acerued only at the end of the fiscal year. The
reaserve for doubtful accounts 1s incroased each month by a
porcentage of net sales for the months The percentage used
has besn dotermined from experience., Accounts resceivable are
charged to the reserve for bad debts when determinod to be
uncollectible by the management., Collection costs are also
charged to the reserve for bad debts, and collections on
accounts previously charged off are crédited to the reserve for
bad debts. The balance shown in the reserve account is ad-
Justed at the end of the year to a reasonable smount in view
of the actual age of notes and accounts receivable. The
agaregate amount of customers! credit balances is classified

in the balance sheet as a current liability.



57

Commissions received from suppliers for warehousing
services and in connection with sales to jobbers are recorded
upon receipt of cash during the year. Uncollected commissions
are accrued at June 30.

The opening merchandise inventory remains on the
books throughout the year without adjuatment. The closing
inventory at ths end of each month is estimated and used for
the purpose of preparing the monthly statemonts. A perpstual
Inventory record of tires, representing approximately thirty
per coent of the total merchandise inventory value, 18 malin-
tained as & control over this item and as an alid to management
in purchasing. At the end of the year a physical count of
merchandiss Inventory ls made,and the inventory 1s priced at
the lower of cost or market, cost being determined on a
"first-in, first-out” basis. Obsolete merchandiss 18 priced
at & realizable value, and no inventory reserve 1s provided.
Merchandise in transit at June 30 is included in the inventory,
and the related 1liability 1s included in accounts paysable.

A memorandum inventory of grille guards received on
consignment 18 also maintained. No entry is made In the books
of original entry until the sale 1s recorded,at which tims the
liablility to the consignor 1is also recorded, and the cost of
the merchandise is charged to purchases,

Prepald expenses are recorded at their cost to the

corporation and are emortized on a monthly basis over the
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applicable perlod. Insurance, taxes and licenses ars the
usual prepald expensas.

Cash advances to employoes are recorded in a separate
account in the general ledger and shown in the balance sheet
under the o ther assets caption.

In connection with a stock repurchase agreement,
the corporation is the benefleiary of lnsurance policles on
the lives of the officers who are also the stockholders. The
premiums paid by the corporation are expensed and the increase
in cash surrsnder value recorded as of June 30 each year. The
cash surrender value 1s shown under other assets in the balance
sheet, It 1s not shown as a current asset since there 1s no
Intention of realizing the cash value of any of these policles
prior to the death of a stockholder.

The fixed assots are carried at actual cost to the
corporation. The ledger accounts are supported by a detailed
record showing the cost basls and the depreclation taken on
sach fixed asset. Depreclation i1s provided on each individual
item, using the stralght-line method of depreciation at rates
which the Bureau of Internal Revenue has allowed.

Current 1iabilities consist of accounts payable to
trade credlitors and other usual liabilities arising in the
normal course of business, including accrued liasbllitles such
as interest and taxes. The total payments due currently

(within one year) on the mortgage payable are shown under



current liabllities whlle the remainder i1s shown in the
balance sheet under the long-term 1indebtednsss caption.

Capitel stock outstanding is carried at par value.
The earnsd surplus account represents the accumulated excess
of profits over dividends pald since the beglnning of corpo-
rate operutions. It 1s the policy of the corporation to make
minor adjustments of prior ysars' earnings through the opera-
tion accounts rather than through surplus.

The principal accounting records and their contents
are as follows:

The general ledger contains the asset, liability,
reserves for bad debts and depreciation, capital
stock, surplus, income and expense accounts.

The combination cash book and sales journal
provides for the recording of the summerlzed cash
rocelpts, nst cash sales, end net charge sales by
daily totals; deposits in bank; and all disburse=
ments by check and their distribution to ths proper
asset, 1liabllity, income and expense accounts,

The recelved-on~account journal provides for
the listing of the payments roceived on accounts
rocelvable and shows the discounts allowed.

The purchase journal provides for the recording
of each merchandlse purchase invoice and credlt
memorandum and its distribution to accounts payable,
purchases and freight.

The general Journal 1is the book of original
entry for miscellaneous entries not covered above,
such as monthly entries for depreciution and pre-
paid and accrued items.

The accounts recelivable trays contain the
individual customer accounts on cards which are
machine posted.

59
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The accounts payable ledger contains the
record of the corporation's account with each
supplier.

The employees'! earnings book contaeins an
acocount with each employee reflecting his gross
earnings, daeductions, and net sarnings.

PREPARATORY PLANNING OF WORK

This engegement consisted of the annuul examinatlon
of the books and records of the corporation, prepiration of
tho balance sheet as of June 30, 1950, and the reluted state-
ment of profit and loss for the ysar then ended, prsparation of
the corporation's federal and state income tax returns, and
prosantation of the audit report to the offlcers and directora.

Prior to the close of the flscal year the partner in
charge of this engagement dlacussed with the president and
secretury-tresasurer of the corporation any important changes
made during the year in the corporation's operating pollcles,
accounting recorda, or system of internal control. He also
arranged for & specific starting date which was in the middle
of June.

Since the epace in the client's office was limited
and one man could do the work in approxlmately three weeks,
the partner informed the staff accountant who was to make the
audlt of the starting dete &nd discussed with him any new
problems which were known and any phases of the examination

which were to be gziven more or less attention than in the

preceding year. Little more neaded to be done 1in the way of
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preparatory planning since the staff accountant had performed
the audit for several preceding years and was already famillar
with the operstions and accounting policies and practices of
the corporation. He reviewed the permanent file and the work
papers of the preceding year and prepared a schedule of the
work to be done with a column to use to "check off" the proce-
dures accomplishad. This was important, first, to be sure that
some necess:sry procedure was not unintentionally omitted; and,
secondly, to have a written record of the work done so that
somecne else, if it became necessary, could complete the audit
without the difficulty of not knowing what had already been
done.

Whils preparing the work schedule, procedures which
could be done convenliently before the end of the fiscal yasar
wore noted. Examples of such procedures fcllow:

1. Examination of cancelled checks

2., Tracing of cash receipts to the record of
deposit in bank

a. Tests of footings

« Tests of postings from books of original

entry to the general ledger

5. Examination of invoices and other evidences
for disbursements

6. Tests of sales invoices

Approximately thirty~-five per cent of the total time
on this audit was devoted to auditing procedures prior to

June 30,
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AUDIT PROCEDURES AFPLIED
SALES AND OTHER IKCOME

Proanumbered sales tickets are written In triplicate
for both cash and charge sales on sales reglistor machlnes
which allow the triplicate copy to fall into the bottom com-
partmont of the sales register. However, since these are not
locked, no measurs of internal control is afforded. The cus-
tomesr recelves one copy. The original 1s run through the cash
reglster which Iimprints on tho sales ticket the dste, amount
rung-up, and indicates whether 1t 1s a charge or cash sals.

In this manner, all sales are racorded on the cash register

tape. Cash ieceived on account over the counter 1s also rung-
up on the cash raglster by one of the employees behind the
counter. The incoming mall 1s opened by the treasurer, who
lists the nemes of the customers and the amounts recelved on
account in & Jjournal before ringing them up on the cash register.
This journal becomes the basls for the credit entry to the
individual acecounts receivable. He makes & separate entry in
the cash book for any other income such as comnmisslons or
rofunds.

When mserchandise 1s returned or allowinces are madse,
the regular sales ticket 1s used as & credit memorandum by
checking an appropriate square on the ticket which 1s signed
by any person recelving cash. The person recsiving the

roturned merchandiss glso 1nitlals the credit memorandum.
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Either the president or vice presldent reviews the credit memo-
randums dally and questions anything he did not already know
about. Cash is pald out of the cash register only for sales
roeturns and allowances uand the net sales are racorded on the
books.

At the closs of the day one of the officers counts
the cash In the drawers and compures the total with the cash
roglster tape which shows the totsal cash received by drawers.
Each man behind the counter has u separate drawer for which
he 1s responsible. The taps also gives separate totals for
charge sales, total sales, collections on accounts recelvable,
and paid outs. The following morning a clerk in the office
adds ths cash salas tickets, charge sales tickets, &nd paid
out tickets separately. These totals are compared with the
cash rogister tape and reconciled if not in agreement. The
cash reglster tape becomes the basls for ths entry in the com-
bination cash book and =2ales Journal. The clerk i1s also
responsible for checking extensions and additions on the sales
tickets. The president or vice president, depending upon which
is available, checks the pricing on the sales tickets and, at
the same time, reviews the sales returns. In addition the
treasurer scans the sules invoices sach day for anything
unusual. Accountability for the sales tickets, which are
not flled numerically, 1s accomplished by a test check of a

thousand numbers about four times a yeaur by the treasurer.
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The original cash sales and charge sales tickets are flled
separately as to dates with sdding machine tapes attached
for each daily total. The triplicate coples are filed
according to salesmen and used in computing seclesmen's
commissions.

Sales were tested in the following manner:

1. The dally cash register tapes were examlned
and the amounts thereon traced to their proper
recording in the cash book for November and April.

2. Where the amounts were not the same, a
reconcllliation had been made on the cash reglster
tape. The auditor verified this reconciliation
by examinatlon of the sales tlickets. Usually an
error hed been made in ringing-up an amount or a
ticket had not been rung-up, resulting in cash
being over before a reconciliatlon was made.
S8ince the dlscrepancies were small in amount and
appeared to be normal errors, two months were con-
sldered a sufficlent test of the reglster tapes
and sales tlckets.

3. It was noted that the sales tickets had
been checked as to extensions and footings, and
the president informed the auditor that he or
the vice president had chocked the pricings. It
was further observed during the course of the audit
that the company's procedures prevlously described
ware being followed.

i. That a proper cut-off of sales had been
made at the end of the year was determined by
tracing the June 30 cash reglster tape to the
cash book where it was the last ontry to sales
for the year.
In view of the direct internsl control over the
employees and the further control afforded by the presence
of the officer-stockholders supervising and actively partici-

pating in even the smallest dotalls of the business, 1t was
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believed that the audit procedures followed constituted a
sufficient test to assure rellabllity of the recording of
sales and cash receipts. The auditor relied upon comperison
with previous years &nd the officers participation for the
proper computation and recording of sales commissions received
and miscellaneous income. Any unusual items were noted and a
satisfactory explanation received.

Teasting of salss required approximately three per
cent of the total time to complete the entire audit, including
the preparation of the audlt report.

CASH

All cash recelpts and disbursements are rescorded 1in
the cash book. The recording of cash receipts and cash paid
out for returned merchandise has baen dlscussed in connection
with sales. Small cash expenses are pald out of the petty cash
fund and distributed in the cash book to the proper accounts
when the check relmbursing petty cash i1s entered. All other
payments, including salaries and wages, are made by prenumbered
checks and recorded in the cash book. A checkwriting machine
i1s used to rescord the amount on each check issued, and the
signatures of any two officers are required. Blank checks are
not signed 1n advence,

The auditor considered it necessary to make a com-
prehensive examination of cash transactions for the entire

year because of the luck of internal control resulting from
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one individual, the treasurer, reconciling daily cash receipts,
making deposits to the bank account, preparing checks and being
a co=-signer of checks, making the bank reconcillation, and hav-
ing control over all books and records. The following sudit
procedures were adopteds

1. All cheoks 1ssued during the year were
examined as to date, payse, amount, signatures,
endorsements, and cancellation by the bank. All
checlkt numbers were accounted for and volded checks
wore lnspected. Notes ware made of unusual checks
and supporting evlidence examined later.

2. Deposits as recorded in the cash book for
the yeuar were traced to the record of their deposit
on the bank statements. The amounts shown by the
cash register tapes were traced to thelr daily
entry in the cash book for two months.

3. All of the cash columns and crossfootings
in the cash book were added for the entire year,
and all other columns in the cash book were footed
for two months during the year.

li. All postings to the cash on hand and cash
in bank accounts in the general ledger were checked.
The opening balances were compared with the audit
report for the previous year. The accounts were
footed and the balances compured with the bank
reconciliation and count of cash.

5. We prepared our own bank reconciliation
and obtained direct written confirmetlion from the
bank regarding the corporation's balance at June 30.

6. At the close of business on June 30, we
counted the cash on hand and petty cash., Particu-
lar attention was pauid to the composition of the
undeposited cash receipts on hand to determine that
none of the checks wore old checks which might have
been held for somes time. The total of the cash on
hand was compared with balance shown on the cash
register tape which was reconciled with the coples
of the counter cash sales and collections tlckets.



7. The cash in the imprest petty cash fund
and the unreplenished receipts were listed indi-
coting the dates upon which the disbursements were
made. In this case the dlsbursements, which had
been made after the June 30 replenishment check
was drawn, were Bo small that no audit adjustment
wad consldered neceasary. We examined the recelipts
supporting the petty cash disbursements for one
month paying particuler attention to the dates and
the appearance of authenticity. This was a diffi-
cult task since the receipts, most of which were
froeight involces, were filed with the involces for
the merchandlse purchased.

Approximately fifteen per cent of the total audit
time was requlired to audit the cash accounts,and the auditor
was assured that all recordsd cash receipts and disbursements
had been properly accounted for.

U. 8. TREASURY NOTES

There had been no change in this account during the
year. The U. 8. Treasury Notes were Inspected after the balance
sheet date and the serisl numbers compared with thoss shown in
the suditor's working papers of the preceding ysar to easure
that no substitutions had been made. The Interest accrusd
during the year was computed and an adjusting Jjournal entry
propared.

NOTES RECEIVABLE

Notes receliveble did not appear in the accounts
during the year under review. However, notes received from
one customer during the year had been discounted at the
client's bank Immedlately and the transaction recorded in the

cash book as a debit to cash and ceredit to accounts receivable.
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The details of the unpald notes as to amounts and due dates
were confirmed by the bank directly to the asuditor who dis-
closed the corporation's contingent 1iablility iIn & note on
the balance sheet.
ACCOUNTS RECEIVABLE
Charges and credits to individual customers' accounts
are machine posted in one operatlion to the ledger cards and
monthly statement forms from the charge sales tickets and
credit memorandums and from the received-on-account Jjournal.
The customers' accounts are "econtrolled" by a summary account
in the general ledger. A clork posts the usuasl transactions
to accounts recelvable; but unusual postings, such as the
write~off of uncollectible accounts or any postings from the
cash book, are made by the treasurer.
The following procedurss were appllied in the verifi-
cation of accounts receivable:
1. Negative confirmation stickers were
attached to the statements at June 25 and muailled
to the customer by the auditor 1In envelopes
bearing his return address. The sticker requested
the customer to notify the asuditor giving detalls
of differences 1f the statement was not correct.
Only a few replies concerning minor differences
wore received, and these were satisfactorily
accounted for. Coples of the statements, detached
at the time of mailing, and the delinguent accounts
in the hands of attorneys to whom statomenta were
not mailed were totaled and compared with the amount
appearing on the general ledger control.
2. The coples of the statements were kept by
the auditor until after June 30 and compared with

the ledger accounts. At the same time the accounts
wore analyzed according to age as of June 30.
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3. A reconciliation of the June 25 general
ledger control balance with the June 30 control
balance was prepared by adding the charge sales
and subtracting collections on account as shown
by the cash reglster tapes for the five days.

li. The delinquent accounts as shown by the
aging schedule were reviewed with the president
and treasurer, and it was ascertalned that the
reserve for bad debts appeared sufficient. De-
linquent accounts in the hands of attorneys were
verified by examination of the corporation's
file of correspondence with the attorneys.
5. The reserve for bad debts was analyzed,
and the accounts charged off were listed and
reviewsd with the president.
6. A1l journal entries to the general ledger
control were scrutinized,and where necessary,
approval for the entries obtained from the presi-
dent.
T. Accounts recelvable having credit balances
representing overpayments and credits for returned
merchandise,were segreguted and shown under current
liabilities on the balance sheet.
Thess procedures consumed approximately eighteen per
cent of the time applied to the entire audit.
MERCHANDISE INVENTORY

The inventory at June 30 was a very significant asset
since it represented almost fifty per cent of ths total assets
and over sixty per cent of the current assets. The managemsnt
informod us that inventory wse to be taken in the usual manner
commencing on Thursday, June 29, and would be completed on
Sunday, July 2. The business was closed on July 1 and 2. On
Thursdaey and Friday a few employees were allowed to commence

counting the items which were stored in other bulldings and
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not expected to be moved prior to July 3. Also, some of the
small, difficult-to-count, and relatively lmmaterial items
were countede. Throughout the inventory-taking it was observed
that the president was directing the inventory crews and keepe-
ing careful check on the results. From Friday night until the
physical inventory was completed Saturday night, practicaily
all of the employees were engaged in this operation.

The auditor personally counted the automobile grille
guards on consignment at the close of business June 30 and
signed and mailed special inventory forms to the consignor at
the request of the management. Later, a statement through
June 30 from the consignor for the grille guards sold was
compared with the amount recorded as peyable to the manu-
facturer on the client!s books and found 1n agreement.

It should be rememberesd that an accurate inventory
i3 the company's responsibility. The independent auditor's
responsibility is to satisfy himself as to the credibility of
the management's representations by Investigating the care and
accuracy of the count, the propriety of pricing methods and
bases, and the accuracy of the extensions and footings. On
this engagement the followlng tests and procedures were adopteds

l. On July 3, with all of the inventory

pages in hand, the audltor tested the Inventory
count. Numorous ltems having small value were
checked, but particular attention was paid to
locating items having large dollar value and

counting them. Itoms in hidden corners and out
of the way places were also counted and located on
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tho Inventory as a check that no merchandise had
been overlooked. Approximately sixty per cent
of the total inventory value was tested.

2. While testing the count, the president
pointed out obsoclete and slow~-moving merchandise
for which due allowance was to be made Iin pricing.

3. Prior to returning the inventory pages to
the management for pricing, extending, and addi-
tion, the auditor listed the major 1tems which
had been counted, listed items from each page
which had not beoen tested, and made notations of

- incomplete pages. The audltor traced these items
to the completed inventory at a later dete in
order to assure himself that the quantities had
not been changed nor other items added.

li. After the pricing, extending, and footing
of the inventory was completed, sufficient tests
of the prices were rmzde by comparison with price
lists and involces to satisfy tho auditor that
the inventory wes priced at the lower of cost or
market on the first-in, first-out method which
was consistent with the preceding year. It was
also noted that obsolste or slow-moving merchan-
dise was valued at lowser then cost by the muanage-
ment since the company was already selling it at
a figure lower than cost.

5. Extensions of each of the larger amounts
wore tested and sll extensions were scanned.

6. Each page of the inventory was added and
the total of all the pages was compared with the
company's total.

7. The necessary Journal entry to adjust the
inventory account in the general ledger was made.

The inventory proceduruvs required approximstely
twsnty per ¢ent of the total audlt time.
PREPAID ZXPENSES

A schedule of prepald insurance and insurance cover-

age was preparsd by the audlitor from information obtained by
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inspection of the insuramce policles. The following data
concerning each policy was included in the scheduls:
1. Policy number
2. Name of the insurance company

. Coverage
. Coinsurance clause (if any)
. BEffective date
. Bxpiration date
. Promium
. Monthly premium
. Months unexpired
. Unexpired portion of premium at June 30

The premiums shown on the schedule as applicable to
the year under review were compared with the entries in the
insurance and prepaid insurance accounts to determine that all
policies and endorsoments had been examined. Notation of any
refunds wore made and traced to the cash book. Particular
note was made that no coverage wes afforded for stock &t loca-
tions other than where the Inventory had been tested and that
coverage was not afforded any asset not recorded on the books.
The adequacy and changes in insurance coverage were discussed
with the officers. A small adjustment to prepaild insurance
was madey and the total of the monthly premiums given to the
treasurer for use as a monthly adjusting entry unless a signifi-
cant change occurred in the next year.

Propald taxes and licenses were verified when the

taxes and licenses account was analyzed.

Verification of prepaild expenses took approximately

one per cent of the time required for the entire examinsation.
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DUE FROM EMPLOYEES

This account represented loans to employess. Since
the amounts were Insignificant, they were not verified beyond
a listing of the amount loaned to each smployee which was
later approved by the presldent.
CASH SURRENDER VALUE OF LIFE IKRSURANCE

The 1life insurance policies were inspected and a
schadule prepared showlng the amount of insurance on the 1life
of each offlcer. It was particularly noted that the corpora-
tion was the beneficlary. The insurance agent had furnished
the corporation with written detuils as to the cash surrender
value of the insurance policies aa of June 30, and the audltor
had the opportunity to discuss the policies with the Iinsurance
agent during the course of the examlnation. The insurance
company's flgures were the basls for a journal entry edjusting
the cesh surrender value of life insurance to record the
increase during the year.
FIXED ASSETS

The fixed asset accounts, after deducting the related
reserve accounts, comprised approximately eighteen per cent of
total assets. The assets included were land, bulldings, store
end office furniture and rixtures, and delivery equlpment,
Analyses of these accounts were prepared showing the balances
at the beginning of the year, the sales and retlrements during

the year, and the balances at the end of the year.
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Theres was no change in the land and buildings
accounta. Thelr cost had been verified in prior years by
the purchase contract, cancelled checks, the minutes of the
board of directors, coples of the deeds of trust, and the
lawyers' title insurance pollcy. It had been ascertained
that in apportioning part of the total cost to land the
ratio of the assessed valuation of land for real estate tax
purposes to the total assessed valuatlon had been used, this
being ons of the generally accepted methods.

All involces supporting additions to furniture and
fixtures and delivery equipment were examined. It was deter-
mined that the trade-ins of an automobile and truck and the
profit on ssle of & Toledo scale had been properly recorded
and that the flxed asset and related depreciation reserves
had been properly adjusted to reflect these disposale. The
titles to all automoblles and trucks were examined and com-
pared with thoes shown on the depreciuation schedule.

An analysis of the repairs and malntenance account
was prepared and the paid involces examined for items exceeding
$40.00. None was found which should have been capitalized.

The depreciation schedule 18 carried forward from the
auditor's working papers from one ysar to the next. The rates
of depreciation are the same as those used for Federsl income
tax purposes. After depreclation for the year was computed, a

Journal entry was made to adjust deprsclation expense for the
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year and the related reserve acecounts on the corporation's
books.

The verification of fixed assets and the computation
of depreclation required approximitely flve per cent of the
total sudit time.

ACCOUNTS PAYABIE - THADE CREDITORS

The date of the involce, nams of the credltor, and
amount of the invoice are entered in the purchase Jjournal only
for merchandise and only after recelpt of the merchandise.
Postings are made from the purchase journal to the subsidliary
accounts payable ledger. Exponses are recorded when payment
1s made, usually in the month following that in which the
expenses are incurred.

Accounts payable were pubstantlated as follows:

1. A 1list of merchandiss creditors was pre-
pered from the accounts payable ledger and the
total compared with the contrel account in the
general ledger. Creditors' statements and in-
volces were compared with the 1list. Explanations
of past dus amounts were obtalined from the menage-
ment.

2. The 1iability for merchzndise shipped
F. 0. B, shipping point prior to July 1 had
been included in accounts payable. To assure
that a proper cut-off with regards to inventory
and accounts payeble had been made; the dates of
receipt of merchandise, which had been written
on the invoices, were noted. The merchandise not
received untll July was traced to a spocial 1list
of morchandise in transeit prepared by the company
and added to the physical inventory.

3. Involices entered in the purchase journal
subssquent to the balance sheet dute were reviewed
for possible unrecorded llabilities.
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l}. July peyments as recorded in the cash
book were compared with the 1ist of accounts
payable at June 30. KRo questionable payments
posted to the accounts payable debit column were
found., A list was prepared of the items charged
to expense and asset accounts in July and the
Invoices were examined. A journal entry was
made to record the June charges and the corre-~
sponding liability.
5. Lebit balances in accounts payable repre-
senting amounts due from suppliers for merchandlse
returned, price adjustments, etoc., were segregated
and shown on the balance sheet under current assets.
Verification of accounts payable consumed approximutely
elsven per cent of the time required for the entire examination.
MORTGAGE PAYABLE
This 1liabllity, which was incurred when the land and
buildings were purchased in a prior ysar, was confirmed by
direct communi cation with the insurance company holding the
note payables secured by & deed of trust on the land and build-
ings. The auditor prepared & letter, which was signed by the
presldent, stuting the torms of the deed of trust and the un-
pald balance as shown by the corporation's books. It further
requested that a reply stating that the informatlon was correct
be directed to the auditor on an additional copy of the letter
enclosed for the convenience of the insurance company.
The portion of the installment payments to be made
applicable to principel during the coming year were deducted
on the balance sheet and included under current liabilities in

accordance with generally accepted practice.
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The accrued interest was computed and compared with
the amount already shown on the books. It was found by in-
spection of the interost expense account that the only interest
paid during the year was on the mortgage.

OTHER LIABILITIES

Credits to the employees' wlthholding tex account
were compared with ths amounts reported to the Collector of
Internal Revenue. Deblts were traced to the cash book and
indirectly the cancelled checks since all payments were evi-
denced by cancelled checks which had besn inspected.

Accrued salaries for the payroll week ended June 30
had not been recorded on the books until paid July 1. The pay-
roll summary sheet for the week was used as the basls to record
the acorued seslaries by a journal entry. The payroll summary
for the week was compared with the amounts actually pald July 1.

A Jjournal entry was also prepared to record the
accrued bonus declsred by the directors at a June mesting, as
evidenced by ths corporaticn's minute book.

Accrued payroll taxes on the balance sheet included
employees' and employer's old-uge benefits taxes, and state
and federal unemployment compensation taxes. These taxes wers
verified by a dotalled reconciliation commencing with the total
salaries and wagzes as shown by the books and deducting amounts
over $3%,000.00 paid employees, as determined by inspsction of

the employees' 1individual earnings book, to arrive at the
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taxable payroll. The appropriate tax rates werse applled to
determine the payroll tax expense for the year from which
amountsa paid during the year, as evidenced by the cancelled
checks, were deducted to arrlve et the unpaid or accrusd
amounts. The computed accrual was compared with the book
figures which agreed with the amounts actually paid in July.
The minor difference in the computed accrusl was dus to
fractions when deducting the employees' share of old-age
benefits tax from salarles and wages. The computed payroll
tax expense for the year was compared with ths amount shown
in the analysis of the taxes and licenseg account which had
been prepared by the auditor.

The city property tax, which was assessed on the
baslis of & personal property return &8 of January 1, and flled
prior to May 1, was computed and acerued. Thils tax was a lia~
bility at Juns 30 although not due untll the following Decem-
ber 31.

Tho federal and state income taxes were accrued after
the sudlitor had prepared the corporation's income tax returns.

The procedures appearing under this section took
epproximately six per cent of the total time of which five per
cent applied to the prepuruation of lncome tax roturns.

CAPITAL
No changes occurred in the capital stock account

during the year under revliew. However, tho open stubs in the
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stock certificate book were listed and compured with the pre-
ceding year's list to determine that no transfers had been
made. It was noted that revenus stamps were properly attached
to the stubs.

That no change had occurred in the earned surplus
account during the year was determined by comparison with the
audit report for the preceding year. The profit for the year
under review was not transferred to earnsd surplus untll the
necessary adjustments were given to the company and made after
completion of the examlination. Revliew of the minutes had dis-
closed that no dividends had been declared during the year.
COSTS AND EXPENSES OF OPERATIONS

Recorded expenses for the year under review were
compared with the corroesponding expenses for the preceding
yoar. Important differences were investigated. For example,
the increase in cash discounts allowed was out of proportion
to the increase in sales. Investigation revealed that the two
per cent discount allowed for payment by the tenth of the
following month was not shown on the statements or invoices,
and that during the year more customers had discovered that
the company would allow the dlscount if i1t were claimed. In
addition, the discounts allowed column was scrutinized and a
list of the larger discounts prepared and the president's

approvael obtalned.
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The gross profit rate was compared with the preceding
yoar and found to be almost the same. If there had been a sig-
nificant varliation, Investigation as to the reason would have
bean nscessary.

All of the expense accounts were scrutinized as to
the source and amount of the postings, and unusually large
monthly expensses were 1lnvestigated. The following expense
accounts were analyzed:

1. Contributions and donations

2. General expense

a. Officers' salaries

+ Office supplles and expense
2: ggogissicggl ﬁ?ggenance
pairs and m

7. Texas and licenses
Contributions and donations were verifled by properly endorsed
cancelled checks. The involces wore examined for purchased
itoms exceeding a cost of $50.00 included in general expense,
offlce supplies and expense, and repalrs and maintenance in
order to substantiate both the purchases and the distribution
to these expense accounts rather than fixed asssts. Officers!
salaries were segregated from the salarles and wages account
and verified by comparison with the amounts authorized by the
board of directors as shown by the minutes. Since attorneys!
fees could be an Indlcation that & company was involved in
litigation, the statements supporting charges to professional

feos were examined. All of the tax bills or receipts were

examined to assure that a proper classification of taxes on
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the income tax returns would be made and that no nondeductible
items such as psnalties or fines would be included.

As a further test of purchases and expenses all
invoices filed in the letters "R" and "S" were inspected and
traced to the purchase Journal or cash book where the amount
was ticked with a colored psncil. The purchase journal and
cash book were then scrutinized to ses that there were no
missing invoices in the letters tested. Whenever invoices
were inspected during the audit, the following items were
noted:

l. Date of involce

2. That the invoice appeared to be properly &
liability of the corporation

3. That there was indlcation of receipt of the
material

4, That prices, extensions, and footings had
besen checked

5. That ellowable discounts had been taken

6. That the proper account had been charged

the proper amount

The procedures with regerd to verification of costs
and expenses of operations required approximately six per cent
of the sudit time.

In addition many of the procedures carried out in
connection with the examination of balance sheet accounts were
closely related to cost of sales and operating expenses. For
example, many of the procedures with regard to the inventory
and accounts payable woere directly concerned with whether cer-

tain purchases and expsnses were properly included in the cur-

rent year. The examination of paid checks afforded an
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opportunity to observe thelr distrlibution to expsnse accounts,
and further evidence was secured where questionable items or
unusual distributions were noted. The provision for bad debts
for the ysar was verified when the analysis of the reserve for
bad debts was prepared. Another illustration of procedures
relating to both balance sheet and expense accounts was the
comparison of computed payroll taxes with the actual payroll
taxes charged to expense during the year. The payroll taxes
were computed in connection with the verification of the accrued
liability.
OTHER PROCEDURES

Several procedures and matters not previously
covered deserve montioning. The general journal entries
wore scrutinized and the auditor was satisfled thut all were
proper. It was noted that the necessury reversing entries
at the beglinning of the ysar had beeun made. The beginning
balances in the asset, liabllity, and capltal accounts wore
compared with the audit report or work papers of the previous
year at the time the accounts were analyzed.

A Journal entry was prepared to record commisslons
received in July which were applicabls to June.

Officers' expense accounts for one month were added
and compared with the entry in the cash book. KEach expense
account was signed by the officer reimbursed for the travel

or trade expenses.



83

No speclial procedures with regsrd to payrolls werse
deemed necesssary for the following reasocns. The salaries and
wages account had been reconciled with the payroll tax returns.
All salaries and wages were pald by checks which had been examlned.
Any unusual names or amounte would have been noted by the audl-
tor. Furthermore, the officers signing the checks would have
questioned any material error in the amounts paid.

A trial belance was taken of the general ledger on
a work sheot to which the edjusting entries were posted. After
the worlk sheet was extended and footed and the income taxes
computed, the flnanclal statements were prepured and the report
was written. The supsrvising partner reviewed the report in
dotall with the accountant who had performed the audit.

Completion of the work sheet and preparation of the
finunclial atatemonts and audit report required twelve per cent

of total time.
CLIENT 'S WRITTEN REPRESENTATIONS

It 18 a general practice to obtain written repre-
sentations from the client to eliminate the possibility of
misunderstandings which ocour in oral representations; to
impress upon the management that it has the primary responsi-
bility for the flnancial statements; and to secure thelr
active cooparation. Such a statement does not relieve the

auditor of his responsibility in any way.



On this engagement the auditor obtalned a letter
from the corporatlion, signsd by the prasident, which made
the followlng assortlons;

Accounts Receivable:

Account s Recelvable aggregating $55,000.00
represent accounts due from debtors of the corpo-
ration resulting from transsction in the normal
and regular course of business; there are no ocon-
signment accounts included therein; none of the
accounts has been pledged or hypothecated; and
ample provision has besn made for bad and doubte
ful accounts, by actually chargling off such
accounts or by estublishing a sufficient reserve.

Inventory:

Inventory totaling $100,000.00, has baen
taken, counted, priced, end valued by competent
employees of the corporation, s of the above
date, provision being made for obsolete or
slow-moving merchandise; thore is not included
theroin any consignsd goods, the property of
others, or any merchandise that has not been
set up in tha books; and none of the inventory
has been pledsed or hypothecated. Inventory
consists of morchandlese for resale snd 1s
valued at the lower of cost or market.

Liabilittes - Direct:

All Direct Liabilities of the corporation for
merchandlse recelved, for expenses incurred, for
fixed or capital assots purchased or acquired,
for money borrowed, and for any other transcctions
prior to the close of business on the date above
stated, have been entered on the books,

Liablilities - Contingent:

At June 30, 1950, the corporation was c¢on-
tingently liable for notes receivable dlscounted
in the amount of $5,000.00. At June 30, 1950,
the corporation was not contingently liable in
any other manner. There wuas no contingent lia-
bility for additional notes receivable, sold or
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discounted; sults pending; guarantor or endorser;
pending additional Income tex assessments; or any
other contingent liabllities.
Purchases and Sales Commltments:

The corporation was not on June 30, 1950, a
party to any unfilled contracts for the purchese
or sale of any merchandlise or products at prices

differing from current market quotatlions or for
purchases in excess of normal requirements.

CONCLUSION

Upon completion of the examination, the auditors were
satisfled that the audit had been performed in accordance with
generally accepted audliting standards; that it included all
procedures considered necessary; that the corporation's balance
sheet and profit and loss statement presented fairly the finan-
clal position at the close of the flscal year and the results
of operations for the ysar; and thet the corporation had ap-
plied generally accepted accounting principles on a basis con-
sistent with that of the preceding year. The certified public
accountants were therefore in a position to give a szhort-form
certificate of the type recommended by the American Institute
of Accountants without any qualificetion.

A long-form report was prepsared which may be 1llus-
trated by a 1ist of the contents as shown by the index of the

report.
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Under the heading "Financial Position", a summarized

comparison was made of the balance sheet at June 30, 1950,

with the balance sheet at June 30, 1949, showing the increases

or decreases in the assets, liabilitles, working capital, and
capital. "Comments on Balance Sheet Items" included a more
comprehensive description of the various items than is pos-
sible or desirable on a balance sheet. Under the heading
®"Results of Operations", a swmary was made of the current
year'!s results and compared with those of the preceding year.
A detailed comparison of expenses and other deductions was
also made« The "Application of Punds" section of the report

showed the sources of new funds and their application during
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tho yeare "Insurance Coverage" included a summary of the
types of insurance and the coverage afforded as shown by the
corporation's insurance policies. Under the heading "Scope
of Examingtion", a brief statement of specific auditing
procedures followed was made. Such o statoment was considered
necessary since readers of the report, particularly creditors,
ars frequently not famillar with generally accepted auditing
standarde and procedures and would not otherwise have any
idea of the extent of the examination.

Five coplea of the audit report, signed by the

supervising partner, were delivered to the clioent,
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