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PREFACE

This book is intended for use in a first or elementary course in audit-
ing at the undergraduate level; it is not proposed either as a review or
a reference work for practicing public accountants.

The needs of undergraduate university students and of practicing
auditors are considerably different because of the disparity in their ex-
perience and familiarity with field conditions. It is unlikely that any
single work can serve both groups equally well. This book elects to
serve college students who as a rule have little or no experience and a
minimum of knowledge as to practices actually in existence. To that
end it avoids lengthy treatment and excessive detail as these are of
little value to the beginner in a new field. Instead it concentrates on
the very fundamentals of auditing: the need for verification, the nature
of audit evidence, the basic techniques for obtaining it, and the general
application of those basic techniques in the more common situations.

The necessity and importance of the verification of accounting data
and an appreciation of the basic techniques useful in performing veri-
fication should be brought to the attention of every student majoring
in accounting. Further, he should learn that the methods or basic tech-
niques of verification are the same for independent certified public ac-
countants and for members of internal or government auditing depart-
ments. For that reason such specialized matters as the organization of
a public accountant’s office and problems of opinion writing are deferred
until the student has an opportunity to grasp the real fundamentals of
verification. Thus the book holds to its purpose of serving as a first
course with opportunity for later specialization in either direction.

The theory under which Fundamentals of Auditing has been written
is that in a first course at the advanced undergraduate level principles
are more important than details, that an appropriate state of mind or
attitude is as much a requirement for success in auditing as knowledge
of procedures, and that a recognition of the usefulness and limitations
of the basic verification techniques is essential to their intelligent use.
To that end it presents in as simple language as possible the purpose,
the requirements, and the basic techniques of auditing together with
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vi PREFACE

sufficient application to the major problem areas of verification to per-
mit development of an “auditing attitude” without stifling the beginning
student with unnecessary and burdensome detail.

. R. K. MauTz

Urbana, lllinois
November, 1954
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Chapter 1
AUDITING—ITS NATURE AND PURPOSE

A textbook intended for use in an introductory course in auditing
probably should begin with a definition of auditing. Definitions, how-
ever, are seldom helpful unless they are simple and easily understood.
An audit itself is neither simple nor easily understood; hence a definition
of an audit must include words and phrases of a technical nature and
meaning which tend more to confuse than to enlighten at this early stage.
It is enough for the present to say that/a.uditing is concerned with the
verification of accounting data, with determining the accuracy and re
liability of accounting statements and reportsj

Probably the most important element of any audit is the auditor, the
person who verifies the accounting data and then reports upon his efforts.
By inquiring into his attitude, training, and procedures much can be
discovered about what an audit is.

What Does an Auditor Do? An auditor is a professional man who,
makes an examination of accounting data in order to give his opinion as
to the reliability of those data. Much has been written on the qualifi-
cations of an auditor, attributing to him in some cases the virtues of a
saint and the wisdom of Solomon. Briefly, an auditor to be successful
must possess the basic requirements of education, character, personality,
and health required in any profession, plus something which for want of
a better term we shall call “the auditing attitude.® An auditor is much
like any other professional person in his personal characteristics except
that his vocational interest instead of being directed at law, medicine,
education, or any other such area is directed at the verification of ac-
counting data. Like any other professional man his native intelligence,
ability for self-discipline, and ambition could probably carry him to some
degree of success in any one of a variety of fields, but by inclination and
training he has found his career to be in examining the truthfulness and
dependability of accounting statements.

The Auditing Attitude. What is this audit attitude without which
no man can attain real success in auditing? Tt is a combination of edu-

)



2 AUDITING—ITS NATURE AND PURPOSE

cation, experience, and judgment which provides a frame of mind, a
point of view toward his work, that enables an auditor to appraise his
problems accurately and to attack them effectively. It includes the
following:

1. An understanding of the nature and usefulness of accounting and
an appreciation of its limitations and weaknesses.

2. A knowledge of basic verification techniques, especially their
applicability and usefulness.

3. Certain personal abilities and habits of thought without which
items 1 and 2 would be ineffective.

Each of these requires some elaboration if it is to be fully understood
and also in order that through a study of its implications one interested
in a career in auditing can begin to develop within himself an audit
attitude.

Accounting and Auditing Contrasted. As an aid to understanding
the attitude that an auditor must develop it may be helpful to point out
some of the differences between accounting and auditing.. In the courses
preceding this one and in many of those which follow this first course
in auditing, the point of view must of necessity be considerably different.
Accounting courses arg.concerned with taking the great mass of trans-
actions entered into by d business concern,during a period, and, through
interpretation, summarization, and compll'c/\tlon, preparing financial state-
ments explaining the results of those transactions in terms of profit and
loss and current financial position. Accounting thus works with the
original data and has the primary responsibility Tor bringing, out of the

gfEat number of data, userul MMaNCIatTepOTE. Accounting is thus: pri-
marily consfructive, it works from the raw data forward to the finished
statements
”Kﬁm——in contrast, is primarily analytical. When an auditor com-
mences his work of verification the accounting work has largely been
completed. It is the auditor’s task to determine whether or not the
financial statements already prepared by the accounting departmentf or
to be prepared from its general ledger balances, do a reasonable job o
presenting the results of the company’s operations. To do this he begins
with the accountant’s end product, the financial statements. These he
then analyzes to determine their accuracy and rehablllty ty. This may may call
for working backward through the accounts and books of original entry
to the underlying transaction documents; it may call for going beyond
the accounting records to other evidence of the reliability of the financial
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statements. In every case the auditor’s question is: “Are the data in
these financial statements complete, accurate, and presented fairly?”
He is faced not with the raw data of transaction documents but with the
results of someone’s interpretation and summary of those data. Thus
he must work back to determine whether or not the accountant’s work
has been satisfactory. In any given situation he may be working with
statements and accounts that are well prepared and accurate or with
records that are inaccurate and which violate many of the rules of sound
accounting.

Inasmuch as his point of view and approach are different, it is not
strange that an auditor must also develop a different attitude, an “audit-
ing attitude,” as mentioned in the preceding section.

General Nature of an Audit. In general, an audit seeks to establish
the reliability or unreliability. of the financial statementsjand supporting
accounting records of a company or institution. That is, an audit is an
effort to discover whether or not the financial statements do actually
portray the financial position and the results of operations of the (com-
pany orinstitution under examination.

For example, it seems reasonable that a merchandising or manufac-
turing business should have various fixed assets as well as current or
working assets to carry on its business, and also it usually will have
liabilities. During the course of operations the concern must incur
expenses, will make sales, and expects to have a reasonable nct income.
In view of these facts, in auditing such a concern one should endeavor
to determine:

|. Whether all assets acquired have been recorded on the books at a
correct and reasonable figure. This means he must discover whether
A. The working assets are valued in accordance with generally ac-

cepted accounting principles, and are reasonable in amount in
view of the quality and quantity actually received.

B. The fixed properties as they exist are properly reflected in the ac-
counts, and the proper amount of depreciation has been charged
to operations.

C. All other supplies and services incidental to the welfare of the
business and its operations that have been received or rendered
to the business, and no others, are recorded on the books at fair
and correct values.

2. Whether all assets parted with or liabilities incurred in the course of
operations have been correctly recorded in the accounts.
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3. Whether all assets, either commodities or services, going out from
the business in the form of goods sold or otherwise and all liabilities
incurred have resulted in an adequate increase in some asset or reduc-
tion of some liability.

4. Whether all assets acquired in each revolution of the business cycle
have been used for the best interests of the enterprise.

If the auditor is to do these things successfully he must adopt the view
that it is not sufficient to see that the respective assets and liabilities agrce
with the books. He should aspire to ascertain that all assets are “‘on
hand” that should be “on hand” as a result of all the transactions that
took place during the period under examination. This may be an ideal
that is not attainable in many cxaminations, but the auditor should have
it in mind and should attempt to reach it in so far as practicable. In
doing so he will find it necessary to work with the nominal accounts that
are related to various asset and liability accounts. This is essential be-
cause, except for correcting entries within the expense or income groups
of accounts, every transaction that affects a nominal account affects also
a real (balance sheet) account. To accomplish a thorough audit, one
must recognize this relationship and use it as much as possible.

Need for Verification of Accounting Data. From previous courses
in accountancy it should be evident that accounting is a device for col-
lecting and presenting useful information about a business enterprise.
It should also be recognized that accounting data may be in error for a
variety of reasons, and that those who rely on accounting data frequently
have no way of determining for themselves the reliability of the data
presented. These ideas can be expressed somewhat differently to point
out why verification is neccssary.

First, business does rely on accounting data. Management in making
decisions about expanding or reducing operations, in granting or with-
holding a bonus, in recommending for or against a dividend, and in a
host of other important day-by-day decisions is influenced by accounting
information of one kind or another. Banks and other sources of credit
seldom advance funds or extend loans without first studying the appli-
cant company’s financial statements. Shareholders and other investors,
whether acting individually or through an investment service, are in-
fluenced by reports of earnings and financial condition. In an economy
in which credit transactions make up a majority of all business done,
accounting reports of one kind or another are of prime importance in
providing a basis for doing business.
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Second, accounting data are subject to error. Before the transactions
for any day are assembled, classified, and summarized they pass through
the hands of several employees. Notwithstanding the modern wide-
spread use of office machines, many errors, either of omission or com-
mission, can arise in the course of a month or year. Furthermore, the
accounting data for any enterprise are obtained and issued under the
direction of the management of that enterprise. Such human operation,
control, and exercise of authority can result in what are known as inten-
tional errors. Such “errors” usually are associated with personal gain
to the individual at the expense of the business entity. Examining
further into the source and nature of errors, these basic ideas can be
expressed in more detail in the categories following:

1. Ignorance, on the part of accounting department employees, of
generally accepted accounting principles, of appropriate account
classifications, of the necessity for reconciling subsidiary ledgers
with controlling accounts, and of good accounting practice in
general.

2. Carelessness on the part of those doing the accounting work.

3. A desire to conceal the effects of defalcations or shortages of one
kind or another.

4. A tendency by management to permit prejudice or bias to influence
the interpretation of transactions or events or their presentation in
the financial statements.

S. An ever-present desire to hold taxes on income to a minimum.

If, then, accounting data are subject to error from a variety of sources
and for a variety of reasons, and at the same time we find it necessary to
use accounting data in making business decisions, we are faced with
something of a dilemma. The obvious solution, of course, is to require
that the accounting data prepared by an accounting department be
verified by an independent reliable party and bear his stamp of approval
before being accepted as reliable. The profession of auditing has evolved
to perform this service. Experts of proven dependability in accounting
matters are employed to examine the reported data and to give an opinion
on the accuracy and reliability of those data.

Two quite different groups are active within this general field of audit-
ing. Internal auditors are employees of the company or enterprise
whose records they examine. They in effect stand between the ac-
counting department staff and management to assure the latter that the
accounting department is functioning as it should and that its reports
are accurate. Independent auditors, or independent public accountants
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as they are generally known, are not directly affiliated with the com-
panies or enterprises whose financial statements they examine. They
are independent contractors who, after adequate examination and in-
vestigation, offer a professional opinion as to whether the concern’s
financial statements which they have examined present fairly the results
of operations and the financial condition of the enterprise. In effect
they stand midway between the enterprise and other interests which use
its accounting data. Thus to some extent they report on management’s
influence on accounting data as well as on the accounting department.
There are some extremely important differences between internal and
public auditors, but in so far as verification methods and procedures are
concerned the differences are not significant and can be left for later
investigation. At this point our interest is with such fundamentals as
the need for verification of accounting data and the ways in which veri-
fication may be accomplished, regardless of who does the work.

Types of Errors in Accounting Data. Once the need for verification
has been established, the types or kinds of errors that may be present
in the data should be considered. It is well enough to know that errors
are a definite possibility, but unless one has a sound understanding of
the nature and effect of different kinds of errors it is entirely possible
that significant errors might be overlooked or not recognized for what
they are. Errors could be classified in a variety of ways but for purposes
of becoming familiar with their basic characteristics, the following fea-
tures seem most important. It will be apparent that the term error is
used here with an extremely broad connotation to include not only
mistakes but also any failure of the records to state what actually took
place. With this idea of errors in mind, they can be described as:

1. Self-revealing and not self-revealing.

2. Unintentional and intentional.

3. Unconcealed and concealed.

4. Affecting general ledger balances and not affecting general ledger
balances.

Each of these classes may require some explanation.

Self-Revealing and Not-Self-Revealing Errors. The nature of the
double entry bookkeeping system in general use is such that certain kinds
of errors are brought to light almost automatically. For example, failure
to post a part of a journal entry to the ledger is, of course, an error and
is one that would be revealed when a trial balance was prepared. An
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Jincorrect total for the cash column in a columnar cash receipts book,
unless balanced by incorrect totals for other columns as well, would
result in unequal debits and credits being posted to the general ledger.
Such an error also should be revealed when a trial balance is prepared.

The use of controlling accounts and subsidiary ledgers likewise assists
in locating and bringing to light certain errors. If all sales on account
are entered in a sales record which is posted in total to Accounts Re-
ceivable and in detail to the subsidiary accounts receivable ledger, any
errors made in posting to the subsidiary ledger or in totaling the sales
for the period should cause the subsidiary ledger to be out of agreement
with the controlling account. Similarly, any failure to post an item of
cash received on account to the individual customer’s account as well
as to the controlling account in the general ledger through totals for the
month would result in disagreement between subsidiary ledger and
control.

Certain business practices that tie in with the accounting system but
that are not generally considered to be a part of it may also be effective
in revealing certain types of errors. The preparation of a bank recon-
ciliation, for example, should discover any errors made in entering checks
which have cleared the bank before the date of the reconciliation, any
failure to record as a cash disbursement a check which has cleared, any
failure to deposit cash receipts which have been entered in the cash
receipts book, and similar differences between the book records and
actual cash transactions.

Again, the practice of sending morthly statements of account to cus-
tomers may help in finding errors not otherwise easily discovered. For
example, a remittance received from one customer might inadvertently
be posted to the account of another customer. Such an error would
not destroy the agreement between subsidiary ledger and controlling ac-
count and so would not be discovered by taking a trial balance of the
subsidiary ledger. If monthly statements are sent to customers it is
likely that one or both of the customers whose accounts are affected will
communicate with the company to point out the mistake.

Thus, certain errors are revealed almost automatically by double
entry accounting procedures and others by following established business
practices. Other errors, however, are not revealed by either of these
possibilities. 1f an item of expense which should have been charged to
Salesmen’s Travel Expense is posted incorrectly to Advertising, there
is very little possibility that the mistake will be brought to light through
the ordinary accounting procedures. Likewise, if an item of machinery
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repair is charged to a fixed asset account instead of to an expense ac-
count, or if the amount of depreciation is calculated incorrectly, there
is nothing in the bookkeeping system which will bring the error to at-
tention. Such mistakes may remain undetected indefinitely unless meas-
ures aimed specifically at discovering such errors are applied; they are
in no way self-revealing.

Unintentional and Intentional Errors. The meaning of these terms
is clear. An unintentional error is any mistake made without intent, no
matter how it may have been made. Intentional errors are, of course,
made deliberately, and it follows that there is an intent to deceive, to
mislead, or at least to conceal the truth. It follows that, other things
being equal, they are more serious than unintentional errors because of
the implication of dishonesty which accompanies them.

A great variety of intentional errors may be found. They range from
efforts to conceal one’s ignorance or incompetence, on through the cov-
erage of petty thefts of cash or merchandise, and to such things as major
defalcations and untruthful financial statements issued to outsiders.
General ledger bookkeepers who were unable to obtain a trial balance
have been known to “force” one; cost accountants unable to explain the
composition of variance account balances have sometimes misstated the
nature of such items; petty cash custodians have forged vouchers to cover
their thefts; incorrect footings in books of original entry and in ledger
accounts have been employed to conceal shortages of cash on hand or
intercepted receipts; overstated inventory quantities and improperly
classified asset and liability items have been used to “improve” the cur-
rent position in balance sheets issued for credit purposes. These and
many other possibilities suggest themselves to anyone in difficulty, and
verification procedures must be studied with such possibilities in mind.

Students of auditing sometimes receive the impression that intentional
errors and their discovery are given far too much attention, that auditors
tend to become too suspicious and consider everyone dishonest until
proved innocent. It should be remembered that out of long and some-
times unfortunate experience auditors have developed the point of view
or attitude which they know is essential if they are to discharge their
responsibilities adequately. They have learned that intentional errors
are in general more difficult to discover than unintentional errors.
Hence, if they direct their procedures at discovering the more difficult
intentional errors they are reasonably certain to locate the more simple
and far more common unintentional errors on the way.
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They have learned too that, although most people are honest, under
certain circumstances many may be tempted. A person in a position
of trust and responsibility who feels he is well paid for his efforts, who
has no pressing need for additional funds, and who knows he will surely
be discovered if he tampers with the company’s cash is probably a very
safe risk. But if the situation is changed so that he feels he is not ade-
quately compensated for the responsibilities assigned to him, if he has
real need for additional funds because of illness in the family or ex-
pensive personal habits, if he is in such a position that he can “cover”
his peculations, then we have quite another possibility.

Few people ever start out with the deliberate intention of stealing
their employer’s resources. They may, however, through force of cir-
cumstances be encouraged to “borrow” temporarily. If successful, tem-
porary borrowing may be extended until eventually the borrower finds
himself unable to repay.

An auditor who is not fully aware of the possibilities of intentional
errors and the potential danger in giving any individual complete control
over valuable resources lacks a vital part of the attitude he must have
for success in his field.

Concealed and Unconcealed Errors. At first thought one might con-
clude that all intentional errors would be concealed; such, however, is
not the case. A check drawn on a company bank account to provide
funds for personal use by an officer or employee may be charged to some
expense account and then left with the other paid checks under the
assumption that it will never be examined anyway. Cash receipts which
were intercepted and used for personal expenditure may be entered
properly and no attempt made to conceal the shortage because no one
ever examines the bank reconciliation except the person responsible for
the defalcation. Concealment thus may be omitted because the perpe-
trator feels it is unnecessary and also because he is unable to work out
an effective method of coverage.

On the other hand, many opportunities exist for successfully covering
a shortage and for making improper disbursements appear legitimate.
These opportunities vary from company to company, and their discovery
sometimes requires the exercise of considerable imagination by the
auditor. A few simple examples may serve to illustrate.

Let us assume a situation in which cash collected from customers as
receipts on account has been intercepted and used for personal needs.
Let us assume further that the guilty party knows he must enter the cash
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receipts properly in order that the accounts receivable bookkeeper may
post credits to the accounts of the customers concerned. Otherwise,
there will be complaints when the customers receive their monthly state-
ments and his failure to enter the cash received will be uncovered. Be-
cause he must enter the cash receipts, however, he is in difficulty; the
cash account per books will be debited for cash which ncver reached the
bank. Thercfore, when a bank reconciliation is attempted at the end
of the month the balance per bank will be less than the books indicate
should be there.

Provided that he has access to the necessary records and papers,
several possibilities suggest themselves:

1. If he prepares the bank reconciliation, he can understate the
amount of outstanding checks, thereby causing the balance per
bank and per books to appear to reconcile. In the same way he
could overstate, in the reconciliation, the balance per bank or the
deposits in transit, or he could understate the balance per books.

2. If he has access to the general ledger he can understate the balance
of the cash account by erroneous footings or balancing. This will
require a balancing error in some other account in order to keep
the general ledger in balance, but this presents no real difficulty.

3. If he has access to the cash receipts book he can underfoot the
cash receipts column so that only the amount actually deposited
is posted to the cash account. This will require appropriate mis-
footing of other columns as well so that the cash receipts book will
be in balance when posted to the general ledger.

4. If he has access to the cash disbursements book he can overfoot
the cash disbursements for the month and thereby reduce the
balance in the cash account to agree with the bank statement
amount. This again requires appropriate misfooting of other cash
disbursement book columns.

5. If he does the posting from the cash books to the general ledger,
he can post incorrect amounts although all column totals are cor-
rect. Thus he can accomplish the same result as if he had footed
the books improperly without actually manipulating the books of
original entry at all.

Undoubtedly other possibilities exist as well, but this gives some idea
of the methods available for concealing one error (the interception of
cash receipts) by making other errors. It also points out that certain
types of errors imply rather strongly that they are an attempt to cover
something else.
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Temporary and Permanent Concealment. A difference among the
methods of concealment suggested above should be pointed out. The
first suggestion, manipulation of the bank reconciliation, differs from
the others in that it merely appears to conceal the shortage; no attempt
is made to reduce the general ledger balance of cash to agree with the
bank figure. Therefore, the discrepancy will require coverage again in
the following month. All the other methods are aimed at changing the
cash account balance to agree with the cash actually in the bank. Once
this is accomplished, the shortage is covered ‘“‘permanently”; that is,
there is no need to repeat the coverage in the following month unless
additional amounts are intercepted.

Permanent coverage then requires alteration of general ledger account
balances to agree with the actual situation as it exists after the improper
transaction has taken place. Temporary concealment includes any
measures which do not “adjust” the general ledger balances concerned.

Needless to say, the term permanent concealment does not imply
coverage of such nature that the error can never be found. Few errors,
if any, escape a resourceful auditor permitted to employ all procedures
he considers necessary.

Errors Not Affecting General Ledger Balances. Sometimes we be-
come so preoccupied with the general ledger and its supporting records
that we neglect other important features of the accounting system. An
accounting system includes both records and procedures. Errors can
appear in either or both. We have already discussed some of the errors
which affect general ledger balances; now let us give some brief consid-
eration to errors which do not. For want of a better title we shall call
these “procedural” errors.

The sales procedure of a company may include the following steps:

I. Receipt of order from salesman.

2. Review of order by credit department to determine whether cus-
tomer should be given credit as requested.

3. Clearance with inventory department to be sure that goods re-
quested are on hand. '

4. Preparation of invoice with copies to serve as acknowledgment to
customer, shipping order to shipping department, billing copy to
accounting department, and invoice to be mailed to customer after
shipment.

If the procedure requires that these steps be taken in the order indi-
cated and if for any reason the second step is omitted, or is not completed
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before the subsequent steps have been taken, an error in procedure has
been made.

Procedures are established to maintain control over resources and over
transactions; any failure to follow the procedures set up lessens the con-
trol and may permit errors which do affect the ledger accounts. Any
breakdown in established procedure thus suggests not only the presence
of a procedural-type error but also of other possible types.

Other errors of this type include the approving of transactions or
documents by someone other than the person authorized to do so, failure
to insure that all preceding steps have been performed before approv-
ing a document, and substitution of one person for another tempo-
rarily during the noon hour or a “break” unless such substitution has
been authorized. An auditor must concern himself not only with ac-
complished errors but also with any weakening of controls which may
permit or even encourage errors in the future.

Possibilities for Errors. A knowledge of the kinds of errors is not
sufficient unless it is accompanied by an awareness of where errors are
most likely to occur in the accounting process. To verify accounting
data means, at least by implication, to assure that no errors have been
made or that those which have been made have been corrected. In
either case, one must know where to look to discover if errors are
present.

Three general areas of error possibility deserve attention. They are:

1. Transaction recording.
2. Bookkeeping procedures.
3. Financial statement preparation.

Each of these in turn must be subdivided somewhat to show the extent
to which accounting data are susceptible to error.

Transaction recording is basic to the collection and summarization of
financial information. The opportunities for incorrect accounting in this
area include:

(a) Improper transaction analysis.
(b) Omission of transactions which should be included.
(c) Inclusion of transactions which should be omitted.

The possibilities for improper transaction analysis are apparent. Re-
solving any transaction into debits and credits to be posted to the general
ledger makes possible the selection of an inappropriate account to be
debited, an inappropriate account to be credited, and use of an incorrect
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amount. As transactions become more complex, the opportunities for
mistaken entry increase.

Among the more common errors made in transaction analysis is that
of failing to distinguish between asset and expense items. Repair and
maintenance charges are sometimes debited, incorrectly, to asset ac-
counts, and legitimate additions to fixed assets are sometimes carried to
expense accounts. Such errors more often than not are unintentional,
but it is certainly within the realm of possibility that a profit-sharing
bonus plan on one hand or federal income tax considerations on the
other might induce a controller or business executive to adopt a liberal
or conservative policy on the subject of fixed asset additions.

Omission of transactions which should be included also covers a wide
variety of possibilities. Illicit expenditures or intercepted receipts may
be omitted from the record entirely. On the other hand, negligence or
unawareness of the necessity for care at the end of the fiscal year may
result in a failure to record transactions which should be included within
the year. For example, material ordered during the year may be re-
ceived late in December, placed in stock, and included in the physical
inventory taken as of December 31. If the invoice from the supplier
is not received and entered until early January, however, we have an
obvious error. The December 31 inventory includes merchandise never
entered as a debit to Purchases and as a credit to Accounts Payable
during the year. This will result in an understatement of the cost of
goods sold and an overstatement of net income for the year, as well as
in an understatement of accounts payable.

A similar but less serious error might result from failure to include
a shipment of purchased merchandise in transit at the year end to which
title has passed upon shipment. Such merchandise should be included
both in purchases and the ending inventory so the crror would have no
effect upon net income. 1t should also be included in both inventory
and accounts payable in the balance sheet and, if sufficiently material,
might influence the current ratio. This may be illustrated as follows,
using an unlikely example merely to emphasize the point.

Current Current Current

Assets Liabilities Ratio
Before considering goods in transit $10,000.00 $ 5,000.00 2 to I
Purchased goods in transit 5,000.00 5,000.00

After considering purchased goods
in transit $15,000.00 $10,000.00 3 to 2
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Transactions included within the year which should be omitted might
be completely fictitious ones entered for any one of a variety of reasons.
They might also be transactions rightly belonging in another year en-
tered in the current year through failure to segregate carefully the trans-
actions of the two years. It is not uncommon, for example, for some
companies to record the cash receipts of, say, January 2, 3, and 4 as if
they were received December 31, in order to present a stronger cash
position at December 31. In the same way, sales might be entered in
advance of actual shipment, or payments on accounts payable might be
entered although no checks had actually been mailed. The latter prac-
tice results in deducting equal amounts from cash and accounts payable,
thereby improving the current ratio.

These are but some of the errors which may be made in the process
of recording transactions. They do, however, give an indication of the
extent and types of possibilities in that area.

Bookkeeping Procedures. Once transaction recording has been com-
pleted, the mechanics of bookkeeping consist largely of accumulating,
transferring, offsetting, and combining figures; it is made up largely of
arithmetical computations and various transfers of figures.

Every computation, of course, constitutes a possibility for an incorrect
result and therefore for an error. The footings and balance of cvery
ledger account, the footings and cross footings of columnar books of
original entry, calculations of depreciation, bad debts, interest, discount,
and bonuses, extensions and footings of inventory pages, and any other
point at which computation is necessary increase the opportunity for
CrTorsS.

Likewise, wherever a figure is forwarded from one place to another
a possibility for error exists. One thinks immediately of posting, and
this is indeed a real possibility, but there are others as well. " The for-
warding of page totals in a columnar book of original entry, preparation
of a trial balance and of work sheets, inventory listings prepared from
inventory tags, and financial statements prepared from a trial balance
or work sheet all require that amounts be recopied. Any point at which
this is necessary provides another possibility of error, either deliberate
or unintentional.

Financial Statement Preparation. In the preparation of financial
statements, errors may be made in:
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1. Improperly including items or amounts.

2. Excluding items or amounts.

3. Inadequately or inaccurately describing items.
4. Failing to make full disclosure.

The overstatement of individual assets, the inclusion of resources
which have no place in the concern’s balance sheet, the inclusion of
fictitious or perhaps unrealized revenue, and the exclusion of liability
or expense items are all real possibilities. However, the more common
types of error in financial statements have to do with improper descrip-
tion or classification of certain items.

Many bond indentures and other loan agreements place considerable
stress on the current ratio. Maintenance of a good current ratio is there-
fore of considerable importance. When a given item appears to be on
the line between current and other assets or between current and fixed
liabilities, its appropriate classification may be at once very difficult and
very important.

Likewise, the description of advances received from customers if those
advances are ringed with restrictions, advances to affiliated companies,
and amounts due to or from officers and employees require precise and
clear wording.

The problem of presenting sufficient information is difficult too. Con-
tingent liabilities, for example, must be disclosed without at the same
time appearing to recognize the liability as a real one, thereby giving
opposing attorneys or revenue agents a strong argument. Disclosure of
transactions between a company and its officers should be required but
is often difficult to obtain in traditional financial statements.

It will be noted too that errors in this general area are often more
difficult to establish as errors than are those discussed in the preceding
sections. If a column of figures has been added incorrectly, this fact
can be demonstrated readily. To convince someone that a description
in the financial statements is misleading or that additional information
should be presented is another matter. These latter matters tend to be
questions of opinion and are therefore sometimes much more difficult
to deal with. An auditor, however, is presumed to have a substantial
foundation in accounting theory and practice. He should be able not
only to determine that an item has been treated improperly in the
financial statements but should be prepared to defend his position as
well.
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From the discussion in this chapter it should be apparent that errors
in accounting data are possible and therefore that such data require
verification if they are to be depended on in the making of business
judgments. The purposc of this chapter has been to point out the
necessity for verification of accounting data by showing in a general
way how, where, and why errors may enter into such data. At the
same time it has attempted to aid the student to acquire an auditor’s
attitude by offering convincing proof of the need for thorough and
careful application of verification procedures if actual errors are to be
discovered.

CORRECTION OF ERRORS

Once an error has been discovered, the auditor must determine
whether correction is necessary and, if so, the method of correction to
be used. The thought that an error might go uncorrected may come as
something of a surprise, but there are many errors which are of such a
nature or are so immaterial that correction is passed as unnecessary. A
mistake in charging a minor expense item to the wrong account may
have so little effect upon the balances of the two accounts concerned
that correction is not in order. Also, there are errors of procedure that
do not affect account balances. If a required internal control step is
being omitted or if a series of steps are being taken in the wrong order,
little good can come from correcting past performance. In such cases,
as with incorrect expense classification, all that need be done is to point
out to the individuals responsible the nature of their errors so that mis-
takes will not be made in the future.

Much of an auditor’s work can and should be of a preventive nature.
If he can locate weaknesses in internal control, errors in expense dis-
tribution, or similar faults before any serious errors are made and sug-
gest remedies, he can often be of far more service than if he spent the
same amount of time looking for errors already made.

But what of serious or material errors which have been made? In
general these should be corrected and should be corrected in accordance
with good accounting practice. As we have seen, errors are of a wide
variety; naturally all of them will not be corrected the same way. From
the standpoint of correction, errors can be divided into two main groups:
those that affect the balances of general ledger accounts and those that
have not yet or never will affect general ledger account balances. For
example, an error in pricing the physical inventory quantities will cause
an incorrect total for the inventory. If this error is discovered before
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the ending inventory amount is entered, the inventory total can be
changed and the correct amount entered. The error was discovered
before it reached the general ledger accounts. If, however, the incorrect
inventory total had been entered in the accounts so that the balance of
the Inventory and Cost of Goods Sold accounts were in error, then a
different method of correction would be required. Once an error has
been entered in the general ledger it should be corrected only by journal
entry. That is, a special correcting journal entry should be prepared to
increase and/or decrease the proper account balances. The entry should
be recorded in the general journal together with a complete explanation
and then be posted to the ledger.

The reason for this method of correction of errors in the general
ledger should be apparent. The alternative to such correction is to
merely cross out or erase the incorrect amounts and write in the correct
ones. A general ledger corrected in this way would be full of question-
able changes with no explanations. A complete journal entry, on the
other hand, gives a satisfactory explanation of the error and of its
correction.

Most errors requiring correction do reach the general ledger before
discovery and thus require correction through journal entry. This is
true because most verification work is attempted after the bookkeeping
has been completed. If an error were made in footing the cash receipts
book and discovered before the book was posted to the ledger it could
be corrected merely by changing the total of the cash receipts record
itself and then posting the corrected amounts. If the posting has been
completed, however, then a journal entry correction is needed because
the error has been carried into the general ledger.

Correcting Entries. In preparing correcting journal entries, an audi-
tor must remember that the completed entries are in the nature of a
public relations device. If he gives to the bookkeeping department a
long list of debit and credit entries with no explanations he is almost
certain to receive a host of questions and critical comments. No one
likes to be told that his work is wrong and that it must be corrected.
Much more, no one likes to be told that his work is wrong without any
explanation of how or why it is wrong.

Every journal entry should carry an explanation of the debits and
credits in the entry. This is particularly true of correcting entries. The
person whose work is being corrected by means of the entry should be
able to tell from the entry exactly what error he made and therefore
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why the entry is necessary. The two following entries may help to
point up the problem.

_1—
Furniture and Fixtures $125
Miscellaneous Office Expense $125
(To correct.)
]
I,
Furniture and Fixtures $125
Miscellancous Office Expense $125

(To capitalize cost of stecel office
file charged to expense on voucher
number 7-342.)

In so far as the effect upon the ledger accounts is concerned, these two
entries are the same. The second, however, is much to be preferred in
that it provides an adequate explanation of why the correcting entry is
necessary and is therefore less likely to irritate those with whom the
auditor must work.

A second important point about correcting entries is the very obvious
one that they must correct the error that was found by the auditor.
When an error is found, the auditor is in a different position from the
person who made the entry originally. That person had but to analyze
the transaction and prepare an entry accordingly. The auditor must
analyze the transaction, next give consideration to the entry already
made, and then proceed to make an entry which will at once counter
any incorrect debits and credits that have been made and at the same
time get the correct account balances. Assume, for example, that a
partially depreciated fixed asset was retired and the transaction recorded
by the following entry:

Earned Surplus $ 75

Accrued Depreciation on Machinery 735

Cash 180
Machinery $990

Upon investigation the auditor finds that the accrued depreciation at the
date of retirement should have been $670 and that the entry is therefore
in error. Further, let us assume that this company has a special account
to receive gains and losses on the retirement of fixed assets so that the
Earned Surplus account should not be charged or credited directly for
such items. The auditor must then reason out the entry that should have
been made, study the entry that was made, and derive from these the
entry necessary to get from the first of these to the second.
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The entry that should have been made is as follows:

Loss on Retirement of Machinery $140

Accrued Depreciation on Machinery 670

Cash 180
Machinery $990

However, it would be incorrect for the auditor merely to make an entry
to record the original transaction. Such an entry has already been made,
and the auditor must not repeat any part of it. Instead he must decide
which parts of the original entry are right and let them stand, and which
parts are wrong and need correcting. From the entries given it is ap-
parent that the following entry is needed to correct the errors made in
the first entry.

Loss on Retirement of Machinery $140
Accrued Depreciation on Machinery $65
Earned Surplus 75

(To correct entry made Nov, 18,
1954, for retirement of machine
#712.)

This appears to be an extremely simple point, but it is frequently over-
looked, and unsatisfactory correcting entries may therefore be made.
Needless to say, an auditor whose correcting entries fail to accomplish
their purpose has some difficulty in reestablishing his reputation.

Correcting or adjusting entries should always make use of the account
titles in the company’s ledger unless there is a deliberate intention to add
a new account. One should never use a Miscellaneous Office Expense
account in a journal entry, for example, unless the company concerned
has such an account in its ledger. The bookkeeper who is told to enter
the auditor’s adjusting entries will in most cases follow them exactly
as given, and if he finds no such account in the ledger will establish new
ones to receive the adjustment. This can result in needless confusion
and should be avoided by selecting carefully the account titles for journal
entries.

Finally, adjusting or correcting entries should never be made to the
Profit and Loss account. In accounting discussions we frequently use
such expressions as “Charge it to Profit and Loss.” What is actually
meant is “Charge that to an expense account which will be closed to
Profit and Loss.” The only time entries are ever made directly to the
Profit and Loss account is when the books are closed at the end of a
fiscal period. Profit and Loss is a special account used only in closing
the books. All transactions are entered into asset, liability, income,
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expense, or net worth accounts, and any corrections of entries made to
record transactions should likewise be made to such accounts.

Types of Correcting Entries. The correcting journal entries recom-
mended by an auditor on the basis of his examination are of various
kinds and call for different treatment. For example, they may be
divided into two groups: “‘adjusting entries” and “reclassifying entries.”
Under this classification, adjusting entries are those that must be re-
corded for their permanent effect on the accounts, generally because they
affect the amount of profit for the period. As an illustration, discovery
by the auditor of an amount charged to a fixed asset account that should
have been charged to Maintenance and Repairs calls for an adjusting
entry increasing Maintenance and Repairs and decreasing the fixed asset
account balance. Such an entry should be made in the accounts so that
the profit for this period and the balance sheet accounts for this and
future periods are correct.

Reclassifying entries are those which must be made in order to obtain
correct financial statements this period but which are not essential to
correct statements in the future. An erroneous classification of an ex-
pense item as Advertising instead of Travel and Entertainment calls for
an entry by the auditor so that the final balances of these accounts are
correct for reporting purposes. However, the entry in no way affects
future periods nor the profit for this period. If it were not actually
made in the company’s accounts, no serious consequences would follow.
As another example, assume that the company has made an advance to
an affiliated company, which advance it considers an account receivable.
The amount is included in the balance of the controlling account and
has a separate sheet in the subsidiary accounts receivable ledger. The
auditor will probably transfer this amount to a special account so that
it will not be overlooked when the balance sheet is prepared. It is not
an ordinary trade receivable and so should be disclosed separately.
Except for this the company’s accounting may be entirely satisfactory.

Auditors frequently make two lists of adjusting entries: first, those
which, after the examination is completed, will be given to the book-
keeper with the recommendation that the entries be recorded in the
accounts; and second, those which are prepared only for the purpose of
obtaining correct classification within the financial statements and which
the company’s accountants need not record.

The line between adjusting and reclassifying entries is not always an
easy one to distinguish. This is partly because all reclassifying entries
could be recorded as adjusting entries if desired. In most situations,
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however, to relieve the bookkeeping department of dealing with any
more entries than necessary, they are made by the auditor for work sheet
purposes only.

A further subdivision of adjusting entries should be recognized. Cer-
tain adjusting entries should be reversed as of the beginning of the
following period; others may be permitted to stand. The erroneous
classification of a repair item calls for an entry that will stand without
reversal. An example of the other type is found in a situation in which
an invoice for goods shipped F.O.B. destination was not entered as a
purchase until the following period although the goods were received
before the year end and included in inventory. An adjusting entry is
required to take up the amount of the purchase in the right year; this
entry must then be reversed as of the first day of the following period
to offset the entry already made in the invoice record so that the purchase
is not entered in the ledger account balances twice.

In giving a list of adjusting entries to a bookkeeping department, an
auditor should carefully indicate those that call for reversal. Otherwise
an unsuspecting bookkeeper may have considerable difficulty in arriving
at correct account balances in the second year.

Adjusting Entries When Books Have Been Closed. One additional
point should be made with respect to adjusting entries. It has become
customary for an accounting department expecting an audit examination
to leave its books open until the examination has been completed. It
will foot, rule, and post its books of original entry and will start fresh
pages correctly dated for transactions of the following year. It may and
should record all regular adjustments for accrued, deferred, and esti-
mated items. Generally it does not make any closing entries, however.
Therefore it is possible to record the auditor’s adjustments, no matter
how late the examination is completed, before closing.

In some cases, however, the books have been closed before the auditor
completes or perhaps even commences his examination. This presents
something of a problem. The auditor will proceed to take off a trial
balance for work paper purposes as if no closing entries had been made,
will prepare adjusting and closing entries, and will post them to his work
sheets so that appropriate balances result. When the time comes to give
a list of adjusting entries to the client, he must recognize that the nominal
accounts for the year under review have been closed through Profit and
Loss to Earned Surplus. Therefore any entries affecting nominal ac-
count balances must be debited or credited to Earned Surplus or the
account used for that purpose, although for analytical purposes the ap-
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propriate nominal account titles may be shown parenthetically or in the
explanation.

Other Contributions of the Auditor. [t should not be concluded
from the preceding discussion of errors and their correction that an
auditor does nothing but search for and corrcct errors. To be a com-
petent auditor one must first be an expert accountant. As an auditor
proceeds with his study and analysis of the accounts, procedures, and
activities of a company under examination he should be alert to oppor-
tunities to make suggestions for improvements in its record keeping,
internal control, and operating procedures. Because of the nature of
his work an auditor generally obtains a broad background of experience
with a considerable variety of companies and situations. At every op-
portunity he should make use of that experience to develop suggestions
for the improvement of the accounting system under examination. Fre-
quently suggestions for such improvements do more to convince others
of the professional caliber of the auditor’s work than any other featurc
of his examination.
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PROBLEMS—CHAPTER 1

Problem 1-1. The Gordon Manufacturing Company has a small office
staff. R. T. Linder, the accounts reccivable bookkecper, receives all letters
containing currency or checks from the switchboard operator who opens the
mail. He then prepares a list of the amounts received each day, from which
he posts to the accounts receivable. He also prepares the bank deposit at
the end of the day for the day's reccipts. After posting from his remittance
list to the accounts receivable ledger, he forwards the list to the hcad book-
keeper, who uses it in making a summary cash book entry for the day. If
Linder abstracted $50 from currency received on account, in what ways
might he cover the shortage?

Problem 1-2. What various unintentional errors might cause a subsidiary
accounts receivable ledger to be out of agreement with the general ledger
control account? Which of the errors would you search for first? Which
would be most easy to locate?

Problem 1-3. State the ordinary bookkeeping or accounting procedure
that might be expected to locate each of the following errors. If you feel
the error would not be discovered in the ordinary course of the accounting
work, so state. Be specific in your answers.

1. A check for $150 was entered in the check register as $15.

2. In footing the check register, the cash discounts column was under-
footed $100.

3. A check received on account from R. C. Maltz was posted to the
account of R. T. Maltz.

4. In transcribing quantities from physical inventory count tags to the
inventory lists, a quantity of 10,000 brass fittings was incorrectly copied as
1,000.

5. A sales invoice for $210 to C. M. Jones slipped off the billing clerk’s
desk into the waste basket and was destroyed. Sales invoices for that day
had already been totaled and entered in the sales book but had not been
posted to Accounts Receivable.

6. In listing the purchase invoices to be included in the adjusting entry
to record accounts payable at the end of the year, an invoice for $1,500 was
inadvertently omitted.

7. In calculating the net payroll, an error in the footing was made so
that $200 was deposited in the imprest payroll bank account in excess of the
sum of the individual checks to be issued.

8. When posting from the cash receipts book, the total of the sales dis-
count column was posted to the debit side of the Purchase Discount account.

9. In posting individual items from the miscellancous column of the
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voucher register, a debit to Miscellaneous General Expense was posted to
Miscellaneous Selling Expense.

10. In recording the retirement of an office adding machine, the accrued
depreciation was calculated and entered as $240; it should have been $290.

Problem 1-4. The current section of the balance sheet of the D-F Cor-
poration appears as follows:

D-F CORPORATION
BALANCE SHEET—DECEMBER 31, 1952

Cash $ 15,000 Accounts payable $24,000
Accounts receiv- Notes payable 35,000
able $40,000
Less estimated
uncollec-
tibles 3,000 37,000
Inventories 85,000
Prepaid expenses 5,000
$142,000 $59,000

The following errors in the company’s accounting are discovered:

1. Sales for the first three days in January 1953 in the amount of $13,000
were entered in the sales book as of December 31, 1952. Of these, $11,500
were sales on account and the remainder were cash sales.

2. Cash collected in January 1953 and entered as of December 31, 1952,
totaled $15,192. Of this amount, $10,192 was received on account after
cash discounts of 2% had been deducted; the remainder represented the
proceeds of a bank loan.

3. January 1953 cash disbursements entered as of Deccmber 1952 in-
cluded payments of accounts payable in thc amount of $18,500, on which
a cash discount of 2% was taken.

4. The inventory included $12,000 of merchandise that had been received
at December 31 but for which no purchase invoices had been received or
entered. Of this amount, $5,000 had been received on consignment; the
remainder was purchased F.O.B. destination, terms 2/10, n/30.

Required: (1) Restate the current section of the balance sheet in accord-
ance with good accounting practice. (2) State the net effect of your ad-
justments on the D-F Corporation’s surplus account.

Problem 1-5. Each of the following items describes an error made in
accounting by the Sadd Company during 1952. For each error, prepare an
adjusting entry to correct the accounts.
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1. Consignment shipments of stock that cost $12,000 were entered in
the sales book as regular sales at a uniform mark-up of 40% on cost, which
is the selling price the consignee is to use. On December 28 an account
sales was received from the consignee containing the following information:

Sales to date $15,120
Less:
Freight and handling $ 450
Consignee’s commission 1,512
Uncollected accounts 8,000 9,962
Balance remitted herewith $ 5,158

The company made the following entry to record the information in the
account sales:

Cash $5,158

Freight and Handling 450

Commissions on Sales 1,512
Accounts Receivable $7,120

2. A delivery truck purchased July 5, 1948, for $2,100 was traded in
April 12, 1952, on a new truck listed at $2,800. Cash in the amount of
$1,600 was paid in settlement. The company’s policy is to depreciate all
delivery equipment over a five-year life with no scrap value considered.
Depreciation is computed to the nearest full month and entered only at the
end of the year for all assets held during the year. The entry made for the
transaction was:

Delivery Equipment $2,800
Loss on Retirement of Delivery
Equipment 375
Accrued Depreciation on
Delivery Equipment $1,575
Cash 1,600

3. New shelving constructed in June 1950 in a warehouse under lease for
40 years was charged to Warehouse Expense in the amount of $620. It is
expected that the shelves will last 10 years The error was not discovered
until December 1952.

4. On July 1, 1952, the company had certain of its fixed assets appraised
as follows:

Per Books Per
before Appraisal Appraisal
Land $100,000 $ 180,000
Buildings 600,000 1,000,000

Reserve for Depreciation, Buildings 150,000 200,000
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These assets were acquired July 1, 1942. To record the appraisal, the com-
pany made the following entry:

Land $ 80,000
Buildings 400,000
Reserve for Depreciation, Buildings $ 50,000
Surplus 430,000
On December 31, 1952, depreciation was recorded in this manner:
Depreciation of Building $ 20,000
Reserve for Depreciation, Buildings $ 20,000

Problem 1-6. During the month of November 1952, the cashier-book-
keeper had misappropriated a considerable amount from the Kuhn Construc-
tion Company and had covered it by depressing the cash account balance
to agree with the cash balance per bank statement. This was accomplished
by overstating footings in the check register and by understating footings in
the cash receipts book as follows:

Correct Incorrect

Check Register Footings Footings
Cash $68,217 $73,217
Purchase Discount 812 812
Accounts Payable 35,215 35,215
Miscellaneous

Direct Labor 18,740 20,740
Indirect Labor 6,710 7,710
General Expense 4,590 5,590
Selling Expense 3,774 4,774
Correct Incorrect

Cash Receipts Book Footings Footings
Cash $75,820 $73,520
Sales Discount 916 1,916
Accounts Receivable 69,400 69,400
Cash Sales 7,336 6,036

Prepare a journal entry or entries to correct the accounts. Assume that
the total amount of the shortage can be charged to a special account receiv-
able from the bonding company.

Problem 1-7. You have been employed to make an audit for the first
time of the Crawford Corporation for the year ended December 31, 1952,
Your investigation of the single prepaid expense and deferred charge account
disclosed the information given below.

You are required to prepare the adjusting journal entries necessary to
correct each individual item if, in your opinion, an adjustment is necessary.
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Prepaid Expenses and Deferred Charges

Debit
1. Interest $1,200.00
(Interest paid in advance on a $30,000, one-year, 4%
note, dated October 31, 1952, to the First National
Bank.)
2. Accounts receivable 476.00

(This represents an entry of September 30, 1948, made
to the credit of the accounts receivable controlling
account for the purpose of agreeing the controlling
account with the sum of the subsidiary account bal-
ances; the discrepancy had existed for three years.)
3. Flood damage 4,765.00
(This represents an uninsured loss from damage to
factory machinery caused by a river flood in March
1952.)
4. Bond discount 5,000.00
(This represents the discount on $200,000 of 3%,
twenty-year, first-mortgage bonds, sold January 2,
1951.)
5. Organization expense 800.00
(This represents legal fees incurred when capital stock
of no-par value was issued to replace the outstanding
par-value stock in 1952.)
(AIA adapted) !

Problem 1-8. The Retail Hardware Corporation purchased on December
31, 1950, a cash register for $1,500, paying $500 down and giving a series
of notes of $100 each, payable on December 31 of the ten following years.
In your audit for the year 1954 you find this item stated in the “Cash
Register” account and on the balance sheet at $900. The bookkeeper ex-
plains that the corporation does not consider the register as its property
until all the installment notes have been paid, although the bill of sale passes
title unconditionally. (a) State what entries should be made to show the
facts (assume depreciation at 6% ). (b) How will they be shown on the
balance sheet? (c) What explanation will you give the bookkeeper in sup-
port of your instructions? (AIA adapted)

Problem 1-9. On February 10, 1953, ;in error of $4,500 in the December
31, 1952, inventory was discovered when it was found that one section of
the inventory listing had been misplaced and never included in the inventory

1 This and other problems noted AIA are used through the courtesy of the
American Institute of Accountants and are taken from the Uniform Certified
Public Accountants Examination prepared by the Board of Examiners of the
American Institute of Accountants.
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summary. The controller recommended that no entry be made at the time
the error was discovered as “it affects last year only.” In your examination
for the year 1953, this inventory error and the controller’s decision are
brought to your attention. Would you recommend any adjusting entry at
that time? Why or why not? If you do recommend adjustment, prepare
the entry you think would be necessary.



Chapter 2
EVIDENCE IN AUDITING

The necessity for verification of accounting data is discussed at some
length in Chapter 1. Granted, then, that accounting data may contain
errors of various kinds, what does an auditor do about it? How does
he go about locating such errors and correcting them?

Before such questions as these may be answered, the position of an
auditor in facing his verification problem must be understood. In com-
mencing an examination of the accounts of a company, an auditor rarely
knows at the outset whether errors have or have not been made. He
has at the beginning little or no indication of whether or not the account-
ing data are correct or are unreliable. His task is, therefore, to deter-
mine whether the accounts are correct and if they are not in what specific
respects they are in error. This requires that in a systematic and care-
fully considered manner he must collect sufficient evidence of the ac-
curacy or inaccuracy of the accounting information presented to him to
convince himself of its relative accuracy.

As a result of his examination he will be expected to give his pro-
fessional opinion as to whether all is or is not in order. The inde-
pendent auditor does this in a formal document called a “certificate”
or ‘“auditor’s opinion”; the internal auditor may accomplish the same
thing by means of a letter or other report to his superiors. But each
of them is expected to state his opinion of the reliability of the infor-
mation he has examined. Further, he is expected to support his opinion
with satisfactory evidence if anyone contests his conclusions.

Thus an audit examination is largely an orderly collection of evidence,
evidence that gives the auditor a basis for forming an intelligent decision
and for supporting that decision if it should ever be questioned.

Attitude in Collecting Evidence. In collecting and evaluating his
evidence it is imperative that the auditor maintain the proper frame of
mind or attitude toward the information he obtains. The most essential
feature of his attitude here is one of impersonal independence. He is
a searcher after facts, a research worker as much as any technician in
a laboratory. He must refrain from coming to hasty conclusions and
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must not permit personal relations with members of the company’s staff
to interfere with his detached and realistic appraisal of the situation.

He is not a supervisor of those members of the company’s accounting
department with whom he works, nor is his aim to point out their mis-
takes with a “you can’t get away with that” attitude. He is their fellow
worker in striving to obtain the best accounting data possible. The
auditor and the accounting department work by different means and
with different techniques, but both should be interested in the same end
result—accurate and reliable financial data.

Above all, the auditor must remember that he has an obligation to
those who rely upon his expressed opinion. They will count on him to
be fair and impartial in his work and in arriving at conclusions. This
he must be at all costs. An auditor is primarily interested in convincing
himself as an independent expert that the financial data submitted for
his examination are or are not accurate. If he obtains sufficient factual
information to satisfy himself he should have sufficient to satisfy others.
Any time that he is in doubt whether his evidence is or is not sufficient
he should ask himself whether that same evidence would be sufficient to
satisfy someone outside the enterprise who has no acquaintance with any
of the personalities involved.

General Procedure of Verification. If verification consists of an
orderly and systematic collection of evidence as to the accuracy of the
accounting records, it follows that some procedure must be followed
(1) which gives reasonable assurance that any errors existent in the data
or records will be discovered, and (2) which facilitates development of
an orderly program of work. Actually there are two phases to an audit
examination, although both go on concurrently and sometimes appear
to be indistinguishable. First, there is the verification of the amounts
or account balances to be shown in the financial statements or other
reports; second, there is the verification of procedural methods to insure
that control measures as established are being followed. Of these two,
the first, verification of balances, appears to get the most attention and
seemingly is the phase around which the audit program of work is or-
ganized, although it will be seen that the second phase actually does
receive considerable attention as well.

In verifying balances, the logical and generally accepted plan of at-
tack is to begin with the end result, the account balance, and then work
back to the source of the entries to prove that all debits and credits to
the account are the result of legitimate transactions properly analyzed
and recorded. Once this is accomplished there remains only the neces-
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sity of proving the arithmetical accuracy of the account balance and of
reviewing the appropriateness of the description given to the account
balance before considering the account verification completed. Needless
to say the actual verification is not as simple as that; it includes a good
many specialized steps and frequently meets with serious problems.
Basically, however, the procedure is to work backward from the ac-
count balance to the details which have given rise to that balance and
then to prove the existence and appropriate entry of those transactions.

It should be recognized that this is the opposite procedure to that
followed in general accounting or bookkeeping. In accounting we are
concerned with taking a great mass of transaction data, analyzing it,
recording it in accounts, and summarizing the accounts into single
amounts (balances) for presentation in statements and reports. Ac-
counting is largely constructive; it seeks to build understandable reports
out of a great mass of unorganized data. Auditing, on the other hand,
is primarily analytical. Auditing takes the end product of accounting
and then asks the question: “How can we satisfy ourselves that this
report, this summarized information, is accurate?” The answer is ap-
parent. We must get back to the transactions upon which this sum-
marized information is based. Verification, then, consists of working
backward through the accounts and records of the accounting system
in search of such evidence as will enable the auditor to decide whether
or not the account balance is correct.

This requires an entirely different point of view than does accounting.
In accounting we are constantly striving to learn and follow the best
accounting methods and theory. In auditing we are trying to unravel
the procedures followed by others. They may not be aware of the best
methods and theory. They may have peculiar little tricks and devices
they have worked out themselves to give them the information they feel
is helpful. Sometimes these specialized methods may be entirely satis-
factory; at other times they may be misleading or even completely
erroneous. An auditor is faced with the necessity of working with
records as he finds them, not as he would like to have them. He is pre-
sented the results of someone’s work and must find out whether that
work has been satisfactory. This is a far different matter from that of
beginning with the original transactions and working toward a goal of
adequate and accurate reports.

There are a tremendous variety. of possible ways of keeping accounts,
and an auditor must learn to be adaptable enough to work with any he
finds and to judge its results fairly and impersonally whether he likes the
particular method or not. The accounting for accounts payable may be
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taken as an example. The voucher system is one way of handling ac-
counts payable, and if performed properly the steps in the vouchering
procedure give excellent control over the amounts owed to creditors
and payments of such amounts. But a great many companies do not use
the voucher system. Some of them use a straight accounts payable ledger
system similar to the accounts receivable ledger system with which we
are familiar. Others have neither vouchers nor a ledger; they record
invoices from suppliers, not when received, but only when paid; thus
they have no accounts payable on their books. To arrive at the amount
of accounts payable at the end of each month to be recorded in their
monthly financial statements, they prepare a work sheet listing all the
unpaid invoices they have received and then record the totals of that
work sheet by journal entry so that over the end of the month they do
have a record of the accounts payable at that date. Promptly at thc
beginning of the next month they reverse the entry and follow their
customary practice of recording invoices only as paid. Still others use
modifications of one or another of these three basic methods so that in
practice there is a considerable variety of methods in use.

An auditor must be prepared to take any one of these various methods
and determine whether the accounts payable amount arrived at is cor-
rect and, further, whether the procedure followed gives the company
satisfactory control over payments on account. If he were the ac-
countant in the given case he might be able to select his own preferred
method. Because he is an auditor and is working after the records have
already been made, he must take what he finds and then attempt to
satisfy himself as to the accuracy and reliability of its results.

The two words *‘constructive” for accounting and “analytical” for
auditing are very helpful in summarizing the diffcrence between the two
fields. An accountant constructs by taking the information in sales
tickets, purchase invoices, checks, and other such documents and work-
ing through the books of original entry and ledgers to financial state-
ments. An auditor analyzes by commencing with the amounts the ac- °
countant has presented in his financial statements and working back
through the accounts and books of original entry to the sales tickets,
checks, and invoices which are the basic evidence of the amounts in
the statements.

An auditor also examines the manner in which established procedures
have been followed. Here again he is not following the procedure; he
is determining the extent to which others have followed it. Thus it is
a matter of tracing the work of others and determining from their results
the extent to which they have acted properly. The expression “review”
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is used frequently to indicate this procedure of operating after the origi-
nal work has been done; an auditor reviews purchase invoices, for
example, to ascertain if all the required steps of checking extensions,
footings, and discounts, of verifying quantities with receiving reports,
and of comparing with purchase orders for description of the merchan-
dise and pricing, have been complied with. He determines this by
looking for the initials of the individual authorized to approve each of
these facts, and if no such initials appear or if the initials of another
person appear he knows that an error in procedure has been made.

One of the most difficult adjustments for most beginning students in
auditing is to make this transition from the constructive attitude of
accounting to the analytical attitude of auditing. Unless such an ad-
justment is made, however, success as an auditor is well-nigh impossible.

Nature of Evidence in Auditing. Evidence in auditing is any docu-
ment, procedure, or piece of information which assists an auditor in
forming his professional opinion as to the accuracy of the financial in-
formation he examines. Obviously there are various grades of evidence;
some information is more convincing than other. For example, in veri-
tying the balance of the Petty Cash account as of a certain date the
auditor may be shown the required amount in coin and currency. This
is convincing evidence indeed. In verifying the balance of an account
like Income from Sales of Scrap, he may find that credits to that ac-
count are entirely unsupported by documentary evidence of any kind.
A credit of $25, for example, may be explained by the employee con-
cerned as being an amount received from a passing scrap dealer for an
accumulation of scrap metal from the manufacturing process of the
company. This, of course, is not completely satisfactory evidence. The
auditor can trace the $25 item into cash receipts and make sure that
at least that amount was received and properly accounted for, but he
has no assurance that a larger amount was not received and some of it
intercepted by the employee receiving it.

This simple example points out the necessity for an auditor to be con-
stantly alert to the validity of the evidence he can obtain. If evidence
presented is not in itself satisfactory, then additional proof must be
obtained. Sometimes this is possible, and sometimes it is extremely
difficult. There may be, for example, no way in which the actual amount
of the scrap sale in the example above can be determined. On the other
hand, the name and address of the dealer may be available and, assum-
ing the dealer has adequate records, the amount can be ascertained by
corresponding with him.
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The problem of determining what is acceptable evidence and what
is not in any specific case is left squarely up to the auditor. One of the
marks of a profession is the necessity for the exercise of judgment by
the members of the profession in their work and then acceptance of the
results of their choice. As one gains experience in any field, his ability
to judge wisely should increase. Even in an elementary course such as
this there are opportunities for practicing the exercise of judgment,
especially in evaluating the relative strength of different types of evidence.

Types of Evidence. Inasmuch as an audit examination is a process
of accumulating evidence, some attention should be given to the various
types of evidence which can be collected. It will be apparent that the
types of evidence to be described in this section will tie in rather closely
with the basic auditing techniques to be described in Chapter 3. The
emphasis in that chapter is on the procedure of collecting the evidence,
the technique which obtains the proof of accuracy or inaccuracy. In
this section the intent is merely to point out the types and likewise the
varying grades of evidence which can be collected by the techniques to
be discussed later.

For purposes of general discussion, nine different types of evidence
can be listed. These are: .

1. Physical examination by the auditor of the existence of the thing
represented by the accounts.

2. Authoritative documents prepared outside the enterprise under

examination or within the enterprise.

Oral or written statements by independent third parties.

Calculations by the auditor.

Satisfactory internal control.

Complete subsidiary or detail records in good order.

Subsequent actions of the company under examination.

Formal statements by company’s officers or employees.

Informal statements by company’s officers or employees.

OXRAAN B

Each of these may require some further explanation.

Physical Existence. Among the strongest evidence available to audi-
tors is the actual existence of whatever the account balance is supposed
to represent. As mentioned previously, the existence of the required
amount of coin or currency is good evidence of the claim in the balance
sheet that the company has a petty cash fund of a given amount. If
the auditor can actually see the asset claimed to exist, he can be con-
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vinced of its existence. But it should be noted that there is a weakness
even in this evidence. Existence does not necessarily prove ownership.
A company may have machinery on léase or other rental arrangement.
The existence of such equipment in itself would not support such an asset
as a balance sheet item of the leasee. So there are times when physical
existence alone is not satisfactory evidence but must be accompanied by
some additional ev1dence of ownershlp

" 1i7is also apparent that this particular type of evidence is not ap-
plicable to all accounting data. Accounts payable, for example, prob-
ably have no physical existence. Only those items which are tangible

can be supported by such evidence.

Authoritative Documents. Documentary evidence is probably relied
upon by auditors more than any other single type. Included are pur-
chase invoices, canceled checks, sales tickets, petty cash vouchers, re-
ceiving reports, contracts, official minutes of the board of directors, bond
indentures, insurance policies, and many others. This variety of business
papers can be divided into three groups from the standpoint of adequacy
of evidence:

(a) Those prepared outside the enterprise under examination.

(b) Those prepared inside the enterprise but validated by independ-
ent sources.

(¢) Those prepared and used completely within the enterprise.

Purchase invoices, for example, come from outside the company and
therefore, if their authenticity can be established, are quite reliable as
evidence of the transaction they purport to represent. Checks are pre-
pared within the enterprise but are sent out for endorsement and process-
ing by banks and clearing house agencies and so become valid evidence
Ledger accounts, on the other hand, are prepared entirely within_ the
enterprise and therefore are not as_ rellable evidence. Rewritten ledge1
accounts to present a desired set of data are not unknown. Perhap:
another group of business papers should be added: those prepared en-
tirely within the enterprise but which also bear the signature of officers
or employees other than those preparing the document and therefore are
somewhat more reliable as evidence than if they did not bear such
signatures.

A petty cash ticket for supper money of an employee working over-
time may be offered by the petty cashier in support of a purportec
disbursement. If that ticket has the signature of the individual whc
received the money it has some standing as evidence. On the othei
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hand, if it has only the signature of the petty cash custodian himself,
its value as evidence is extremely dubious. Stores requisitions signed by
the employee receiving the material as well as by the storekeeper are
certainly better evidence than requisitions without signature or signed
by only one party.

The difficulty with this type of evidence, of course, lies in discovering
the validity of the individual document. Anyone can have business
forms printed to order, and likewise anyone can affix more than one
signature to a given document. Hence the apparent validity of docu-
mentary evidence may be illusory. This requires that an auditor keep
himself constantly alert to such possibilities and be on the lookout for
any indication that a document is not what it seems to be.

Statements by Third Parties. Another of the strongest types of evi-
dence available to an auditor is a statement by an outside interest as
to a fact upon which that party is competent to make a statement. For
example, the amount of accounts receivable can be verified by obtaining
a statement from the individual debtor that he actually does owe the
company and that the amount of his debt is the amount which the com-
pany shows in its accounts. Accounts and notes payable, balances on
deposit in banks, and amounts due from employees or subsidiary com-
panies likewise can be verified by obtaining a statement from the appro-
priate person.

But this particular type of evidence can be used to prove more than
to the ownershlp of property lS often the best p&mble evidence that the
company under exammatron owns fixed assets. Similarly, a statement
from the company’s counsel that he knows of no damage suits or other
litigation may be considered as reasonable evidence that no contingent
I@brhtles of that particular type exist. Statements from agents and
trustees are generally accepted as being adequate evidence of amounts
held in trust or for other use.

Care must be exercised in obtaining this type of evidence so that the
statement is actually received from the outside party whose word is
relied upon, but this matter will be given attention in Chapter 3 when
the technique of obtaining such evidence is considered at length.

Calculations by the Auditor. The preceding chapter pointed out the
many possibilities for error which lie in the arithmetical calculations
essential to accounting and bookkeeping. To prove the accuracy of such
calculations requires their recalculation by the auditor. There is no
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more simple type of evidence acquired by an auditor than his own veri-
fication of a column total, for example, by adding the amounts in the
column. To become useful evidence, of course, the fact of the recompu-
tation must be recorded so that the auditor can refer to it as occasion
may warrant. The general subject of retaining or accumulating evidence
will be considered in a later chapter under the subject of work paper
procedures.

Satisfactory Internal Control. A soundly conceived and efficiently
operating system of internal control offers reasonable assurance that
errors will either be prevented or will be discovered readily in the ordi-
nary course of routine operations so that they may be corrected. Thus
when an auditor finds that a satisfactory system of internal control is
actually in operation he has some evidence that the data produced under
that system are reliable. It might be noted at this point that the system
must be actually functioning. Many companies have devised elaborate
systems of internal control written up in accounting procedure manuals
which never really get into practice. Frequently the employees who do
the actual work find it desirable, from their own point of view, to take
short cuts or otherwise circumvent the “red tape” which constitutes the
controls established by the management. Thus an auditor must not only
find out what the internal control plan is designed to be; he must also
find out whether it is or is not functioning as planned. And, of course,
he must also evaluate the controls to determine whether they are satis-
factory in view of the circumstances.

Subsidiary or Detail Records. The existence of a set of subsidiary
or supporting records in good order is seldom conclusive proof that the
data supported by those records are completely reliable. Yet, there is
more reason to rely on data supported in this way than to rely on com-
pletely unsupported information. The fact that a set of subsidiary
records has been kept generally implies that more than one person has
been involved in the record keeping. Further, when two sets of records
work out to the same result there is some evidence that the result is more
likely to be correct than if only one record produced it. It is apparent
that this particular type of evidence is neither as dependable nor as
strong as some of the types discussed previously, but the existence of
subsidiary records in good order does supply a certain amount of re-
liability. The meaning of “in good order” has some importance. The
subsidiary records should look like records kept accurately and cur-
rently and maintained in the ordinary course of the accounting work.
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They must not, of course, appear to have been prepared especially to
impress the auditor. Thus a complete set of detailed records prepared
in one individual’s handwriting apparently at one sitting rather than
being evidence of reliability is more likely to be considered grounds for
real suspicion.

Subsequent Actions of the Company. The actual audit work is
commonly undertaken some time after the close of the period under
examination. Thus it is possible for the auditor to appraise statements
of fact made by the company in the light of subsequent events. For
example, if the company states that a certain liability is $500 on June
30 and then later mails a check to the creditor for that amount, there
is some evidence that $500 was the actual amount of liability. An
auditor makes as much use as he possibly can of the advantage he has
in working on a concern’s books and records some time after the end
of the period he is examining. He has the benefit of hindsight and it
often gives him information or evidence he can rely on with little fear
of going astray.

Formal Statements by Company Officers and Employees. The posi-
tion of those who actually keep the accounts and records or who control
the keeping of them is such that if they willfully desire to conceal in-
formation from an auditor he can often discover that fact only by under-
taking tests and following procedures so detailed and extensive as to be
prohibitively costly. Thus, it is not unusual for an auditor to rely to
a limited extent on statements made by those on the company’s staff
qualified to make such statements.

An auditor finds it necessary to ask a great many questions during
the course of an audit examination. Some of them are of such im-
portance that he feels he would like to have the answer to his question
in writing, so he requests the individual concerned to state it in the form
of a letter. As an example, an auditor in reviewing the minutes of the
board of directors’ meetings may have no way of knowing that all min-
utes have been made available to him. That is, his only record of meet-
ings consists of the minutes which have been given to him. If there are
other meetings for which minutes have not been supplied to him he is
completely in the dark. In order to have reasonable assurance that
all meetings have been adequately covered by his study he may request
the secretary of the company to give him a statement listing the dates of
all board meetings. With this as a guide he can determine whether all
meetings are accounted for by a set of minutes.
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Such evidence of course is not as sound as that which has been ob-
tained from an outside source because it is received from someone who
might have an interest in leading the auditor away from the truth of the
situation. Yet in the circumstances it may be the best information avail-
able and quite satisfactory.

Informal Statements. In addition to the formal statements which
an auditor obtains, he will also get answers to a great many questions
asked in a conversational way during the course of a day’s work. There
is nothing in such questioning which smacks of a cross examination or
anything of that sort. Peculiar entries, the location of certain docu-
ments, a person’s reasons for handling a certain item in a given way, and
a great many other matters must be inquired about on every audit exami-
nation. The answers which are given of course constitute evidence.
Again, it is not the strongest evidence and must be weighed with that
thought in mind. If such answers can be tested with other information,
can be verified some other way by obtaining one of the other types of
evidence discussed, so much the better. But again this kind of evidence
is a start toward getting the information the auditor must have. Some-
times it is the only information available; in other cases it may be en-
tirely satisfactory although other evidence could be obtained if necessary.

(l;aluation of Types of Evidence. From this brief description of the
arious types of evidence which an auditor may be able to obtain and
on which he depends for the forming of his professional opinion, it is
apparent that there is considerable variation in the validity or strength of
oné type as compared with another. For example, one would rather rely
on the signed statément of an outsider than to trust a casual answer re-
ceived from a member of the accounting department. Likewise, a count
of the cash in a cash fund is better evidence than would be a statement
from the petty cash custodian to the effect that he had the desired sum
on hand. An auditor must_glyays have in mind the relative strength of
the different types 51" evidence and attempt to get the best evidence in
the Circumstances. This does ot “always ‘mean the_ e_strongest evxdence
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An auditor’s problem is to get the best evidence available in view of
the circumstances. Two factors may deter him from holding out for the
very best evidence in every case. The first of these is materiality. The
relative importance of an item is always a controlling factor when an
auditor selects the particular method he will apply and the evidence he
will accept. Note that it is a matter of relative importance. Relative
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means that other information of that particular set of circumstances
must be consxdered What is of grcat 51gn1ﬁcance in a small concern
one case may be of little consequence in another. But importance does
not mean size alone. A five-dollar error might be of no consequence
whatsoever unless it hinted that perhaps fraud was present. Then it
would be of considerable importance and would require investigation
until the auditor was completely satisfied one way or the other.

Of what importance is materiality in the evaluation of audit evidence?
Obviously the less valid types of evidence may be accepted for im-
material items far more readily than for important items. Again a
simplc example might help. In examining the accounts of a large com-
pany it might be entirely satisfactory to accept the statement of a petty
cash custodian at an outlying branch office that he had a sum of $100
on hand, whereas no such statement could be accepted from the general
cashier who was in charge of currency amounting to several thousand
dollars. The more material the amount or the item involved, the stronger

The other factor of considerable 1mportﬂmce is one of relative cost.
In business, cost is always a matter of importance. An auditor must
concern himself with the cost of his procedures in the same way that a
merchandising man concerns himself with the cost of the products he
offers for sale. This is not to say that cost is the first or the only con-
sideration. But, in determining whether a given type of evidence is
satisfactory, or whether more or different evidence must be added, the
problem of relative cost is always to be considered. Rarely is an auditor,
or anyone else in business for that matter, in a posmon where money is
no object. The cost in effort must always be weighed against the results.
If an item to be verified is immaterial, the effort to be expended on it
will be slight. If an item is of real significance, the cost of verification
can be and generally will be considerably higher.

With these factors, materiality and cost, in mind, an auditor proceeds
to collect the kind of evidence he feels necessary to convince himself that
the facts are as stated or that they differ from the records and in what
way. Not until he is convinced one way or the other is he in a position
to give his opinion.

Quite obviously being convinced does not mean being sure beyond
the shadow of a doubt. Accounting data are of such a nature that one
can rarely be completely sure about the propriety of highly summarized
facts in financial statements. Every auditor every time he offers his
opinioti takes what may be termed a “calculated risk.” He is reason-



CONCLUSIONS BASED ON TESTS AND SAMPLES 41

ably certain of the reliability of the data and therefore is willing to risk
his professional reputation by stating that he considers the information
reliable. Needless to say, the more he can minimize the risk, the more
freely he gives his opinion.

“Common Law” of Evidence in Auditing. Auditing is a relatively
young profession, and very few of its practices or theories have been
codified into anything having even a semblance of legal force. And yet
there are certain practices which are generally accepted and generally
followed that to all intents and purposes do govern the performance of
audit examinations in the same way that legal rules govern business
transactions. Considerable disagreement might exist on a complete list
of such practices, but the following four would probably receive general
acceptance as at least a beginning:

1. The evidence relied on must be adequate to satisfy a reasonably
competent auditor.

2. Conclusions may be based on tests and samples of the data under
examination.

3. The size of tests and samples may vary with the extent and effec-
tiveness of the internal control.

4. Pertinent information disclosed after the close of the period under
examination may and should be taken into consideration in eval-
uating the data as of the end of the audit period.

Of these four, the first one has had considerable attention in preceding
paragraphs; the others may require some further brief comment.

Conclusions May Be Based on Tests and Samples. It should be
apparent that an audit crew cannot begin to repeat every action of an
accounting department in order to insure that no serious errors have
been made. To do so would make the cost of auditing prohibitively
high. Instead of attempting to repeat the accounting work, auditors will
select a certain proportion of the data; and if no errors are found it may
be presumed that the rest of the data likewise contain no errors. This
particular practice is virtually a necessity, but, more than that, it has
over many years been found to be entirely satisfactory. If the tests and
samples are selected with care and with full consideration of the sur-
rounding circumstances, they are frequently every bit as effective as if
a great deal more work had been done.

Reliance upon tests requires, first of all, that the extent of the test be
considered as confidential information by the audit staff. If the com-
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pany’s employees know that the auditor does only two months’ testing
of cash book footings and if they can also detect from various indications
of the auditors’ work a pattern in the selection of months tested year
after year, they are in position to commit any intentional errors they
have in mind in such a way that the errors are much less likely to be
discovered. For that reason it is generally considered to be sound audit
practice to keep the extent of the test and the exact periods tested con-
fidential, and further to refrain in so far as possible from leaving any
identifying tick marks or other indication of the extent of the tests in the
client’s records.

Another requirement in the reliance upon tests is that any item arous-
ing suspicion in the performance of the test must be thoroughly investi-
gated. Because he does rely upon tests, an auditor has something less
in the way of opportunity of discovering errors. Hence, any errors he
does find, or rather any apparent errors, must be fully explored. Alert-
ness and thoroughness in the application of tests is essential.

Variation of the Extent of Tests in Conformity with the Effective-
ness of the Internal Control. The factor upon which the auditor relies
most strongly in determining the extent of his tests and samples is the
degree of internal control effective in the company’s accounting system.
If the company under examination has a weak system of internal control
in regard to payroll procedures, then the verification of payrolls must be
expanded well beyond what it would otherwise be. On the other hand,
if a concern has an extremely effective program for approving invoices
and making cash disbursements, the auditor can reduce his tests in that
area to the minimum.

The coordination of the audit program with the client’s system of
internal control is indeed one of the fine arts of auditing practice. A
sound understanding of accounting procedures, of errors, and of audit
techniques, together with good judgment and experience in the field are
all essentials if a high standard of performance is to be attained.

Information Disclosed after the Audit Date. As mentioned earlier,
an auditor must make full use of any significant discoveries after the
audit date. Only by so doing can he be confident that he has not missed
important developments which do affect the financial statements he is
to examine. For example, the settlement of a lawsuit after the close of
the fiscal year may point out the need for including a statement in the
balance sheet as of the close of the year to the effect that the company
has a large contingent liability at that time. The classic example of the
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use of this type of information is that of the auditor who saw no need
for comment on a December 31 balance sheet of the fact that the com-
pany’s properties had been completely destroyed by fire on the following
January 20. Although he did not complete his examination and give
his opinion until after January 20, he reasoned that as of December 31st
there was no knowledge of the fire and therefore no need to comment
on it. To obtain the proper perspective on such a matter he had only to
put himself in the position of an innocent third party reading that bal-
ance sheet on January 25. Should such a person be given some warning
of the event which destroyed the concern’s operating potential or should
he be kept in complete ignorance? The need for full disclosure is
obvious.

Difficulties in Obtaining Evidence. Before leaving the subject of
evidence to take up a study of the various audit techniques used to
accumulate evidence, it may be helpful to point out some of the diffi-
culties frequently met in attempting to obtain the evidence an auditor
needs to permit him to form an opinion. These require little more than
mere listing because most of them are quite self-explanatory. Their
importance, however, should not be overlooked.

1. Inadequate information because of a lack of records or poorly
kept records is one of the most frustrating problems an auditor can meet
in his attempts at verification. Happily, the advent of federal and state
income tax laws and a more widespread appreciation of the usefulness
of accounting data to management have served to stimulate interest in
accounting and the growth of satisfactory record-keeping procedures.
However, the problem of insufficient or inadequate records is not yet
completely done away with, and one must learn to be resourceful indeed
in making the most of the information that is available. One must recog-
nize also that in certain situations the lack of information is such that the
auditor is unable to form an intelligent opinion and is consequently
unable to give one.

2. Sheer mass of detail often makes verification extremely difficult.
The verification of a tremendous inventory such as might be found in
the warehouse of a large mail-order concern may be extremely difficult
merely because of the number of items involved. Accurate verification
of cash and securities becomes more difficult as the quantity increases,
and the verification of fixed properties in a tremendous manufacturing
concern is a real problem. It is in connection with such massive jobs of
verification that the appropriate selection of tests becomes extremely
important.
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3. Lack of cooperation on the part of those who keep the accounting
records under examination makes verification difficult and sometimes
almost impossible. In most cases cooperation can be obtained if the
auditor is willing to take some pains to be pleasant and courteous, and
if he will avoid any appearance of being overbearing. In some few
cases, however, one meets with individuals who absolutely refuse to co-
operate and then one has a most trying time in forcing himself to stay
with his verification problem until it is solved.

4. Deliberate concealment or falsification of records makes verifica-
tion of the accuracy of information difficult but seldom impossible. One
of an auditor’s problems is to find out what errors are present; whether
errors are deliberate or unintentional, if they are present they are pos-
sible of location. It should be pointed out, however, that, where col-
lusion is present, that is, where two or more people collaborate in com-
mission of the errors and in their concealment, the probability of dis-
covering them through ordinary audit procedures is reduced. To adopt
as standard audit procedure the extensive tests necessary to discover
collusion would be to make auditing examinations very expensive indeed.
Hence most audit practices are not aimed at discovering all errors re-
sulting from the presence of collusion. If there is reason to suspect such
collusion or if it is known to exist, then, of course, the audit work should
be expanded accordingly.

5. Difficult accounting problems in some types of business make veri-
fication more difficult. Where a company has a complicated assembly
problem, the verification of work-in-process inventory may tax an audi-
tor’s abilities to the limit. Verification of cash on hand for a company
with many branches and a considerable number of cash transfers be-
tween branches near the close of the period may likewise be difficult.
But rarely is the inexperienced auditor assigned to the more difficult
tasks. In most cases he grows into them gradually and finds himself
quite well prepared for any new problems by the time they are given
him.

6. Peculiar accounting and business procedures followed in certain
cases often make work not only difficult but interesting. There is a
great deal of improvisation by accountants. Few of them have had
formal training to equip them for every problem which comes along.
Hence as they meet with new problems in their daily account keeping
they must devise methods of recording and controlling the new trans-
actions or new data. Sometimes the methods devised work reasonably
well; sometimes they are hopelessly inadequate. An auditor must take
such improvised methods as he finds them, attempt to understand what
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has taken place, and then determine whether the results portray the
events with reasonable accuracy. Meeting with such a variety of strange
and unusual practices is one of the features of auditing that gives ex-
perience in this field its great educational value.

7. Cost as a problem of obtaining evidence has already been men-
tioned but perhaps deserves at least passing attention at this point. Cost
and materiality are always problems in determining the extent of verifi-
cation to be followed. Frequently, when the desired evidence might be
found by expanding the work, the additional cost of such expansion is so
great as to deter one from attempting it.
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PROBLEMS—CHAPTER 2

Problem 2-1. State what you consider to be satisfactory evidence to sup-
port each of the following:

1. An assertion by the petty cash custodian that he is authorized to cash
personal checks for employees out of his petty cash fund.
. Debits to the Machinery account.
. The balance of the Investments account.
. The list of outstanding checks in the bank reconciliation.
Debits to Salesmen’s Commissions account.
. The balance of the Prepaid Insurance account.
. The balance of the Notes Payable account.
. The amount of income from sales of scrap.
. The quantity of coal in a huge pile near the power plant.
The balance of the Miscellaneous Expense account.
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Problem 2-2. The Good-as-Gold Finance Company makes small loans
to individuals on notes secured by chattel mortgages or by wage assignments,
and also discounts notes receivable taken by local used car dealers on car
sales. The principal asset of the company consists of the notes receivable.
What various types of evidence would you expect to accumulate in support
of the balance of the Notes Receivable account?

Problem 2-3. The Moyer Manufacturing Company constructs much of
its own equipment. In accounting for construction jobs in process, a work
order or job sheet is established for each project. To the work order are
posted all costs accumulated during construction. Work orders for jobs not
yet completed make up a subsidiary ledger controlled by the Construction
Work in Progress account in the general ledger. What types of documentary
evidence would you expect to examine in verifying the balance of the Con-
struction Work in Progress account? What other types of evidence might
be required as well?

Problem 2-4. List all the types of evidence that might be necessary to
support the inventory figure in the balance sheet of a department store.

Problem 2-5. Give the type or types of evidence you feel would be satis-
factory for each of the following:

1. Merchandise inventory out on consignment.

2. An advance to a subsidiary company.

3. A note payable to the president of the company.

4. Securities owned by the company but deposited with a bank as sccurity
for a note payable.
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5. C.0.D. shipments in transit.
6. A good faith deposit required with a bid for a public housing con-
struction contract.
7. Royalty payments made during the year under patent rights.
8. Merchandise inventory stored in a public warehouse composing 80%
of the company’s total inventory.
9. An inventory of patent medicine based on a secret formula.
10. Timber resources of a lumber company.
11. The inventory of containers for a “bottled gas” distributing company.

Problem 2-6. The Farm Mortgage Realty Company makes a practice of
buying up mortgages on farm lands. Whenever a mortgagee is unable to
pay off his obligation the Realty Corporation forecloses on the property.
It then holds the property until such time as sale appears profitable. An
account in its ledger entitled Mortgage Notes and another called Farm Lands
are used to record the principal assets of the company. What evidence
would you obtain in support of the balance of each of these accounts?

Problem 2-7. (a) Is an auditor interested in checking transactions oc-
curring between the date of the balance sheet and the close of his examina-
tion? (b) If so, give certain specific examples of auditing steps which might
be taken and the reasons therefor. (c¢) State what effect matters disclosed
by this additional auditing might have on the statements submitted.  (A[A)

Problem 2-8. What evidence would you accept as satisfactory docu-
mentary evidence, such as sales invoices, vendors’ invoices, or other original
records, in support of entries in the following: (a) sales register; (b) sales
returns register; (c¢) creditors’ voucher or invoice register; (d) payroll;
(e) check register. (AIA)

Problem 2-9. State what documents or evidence the auditor would exam-
ine in the verification of each of the following: (a) advertising expense,
where advertising is placed through an agency; (b) advertising expense,
where advertising is placed direct by your client in newspapers; (c) royalty
expense; (d) repair expense. (AIA)






Chapter 3
BASIC AUDIT TECHNIQUES

There is nothing at all mysterious or miraculous about the perform-
ance of an audit. Those who believe that an auditor has developed a
sixth sense of some kind which enables him to “smell” out errors in the
records have little understanding of the real nature of an audit exami-
nation. An audit is similar to any other research project; it consists of
the gathering of a considerable amount of information and then of
evaluating that information fairly and impersonally. Of course, this
must be done with skill and care. * Planning an effective audit program
in an especially difficult situation calls for considerable experience,
knowledge, and judgment. gNevertheless, the methods followed in col-
lecting and evaluating the evidence upon which the auditor bases his
opinion are very ordinary, relatively simple methods. As simple as they
are, however, if properly applied they are extremely effective in locating
any weak spots or inaccuracies in the data examined.

The expression “audit techniques” may be used to describe the basic
methods of collecting evidence used by auditors. These basic methods
are relatively few in number, and it should be noted that they are all
directed at supplying the auditor with one or more of the types of evi-
dence discussed in Chapter 2. The technique in itself is not evidence;
it supplies the evidence required by the auditor to inform him sufficiently
on the subject so that he can give a professional opinion.

Nine basic techniques or mecthods of securing information may be
listed:

1. Physical examination and/or count.

2. Confirmation.

Examination of original documents and comparison with the
record.

Recomputation.

Retracing bookkeeping procedures.

Scanning.

Inquiry.
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8. Examination of subsidiary records.
9. Correlation with related information.

The nature of some of these techniques has been suggested by the
previous discussion of evidence; yet it may be worth while to give each
of them additional attention in order to point out any special features or
precautionary measures to be followed in applying the specific technique.

Physical Examination. The basic idea of physical examination is
simple. The auditor examines the particular thing to assure himself of
its existence. Examination gives him what might be called “eye-witness”
evidence. But involved within this idea of physical examination are
various subsidiary ideas which rcquire attention.

Physical examination requires, first of all, identification of the item
being examined. It does little good, for example, to examine an in-
ventory of purchased parts unless one can tell with reasonable accuracy
what is being examined and can later relate it to the information in the
accounting records. More than a hazy impression that something exists
is implied by the procedure of examination. One must be convinced
that he has examined the specific thing which he is supposed to be
verifying.

Further, there is in the idea of identification an implication that the
auditor is able to distinguish the quality of whatever he is examining.
As will be seen when the subject of inventory verification is taken up
in detail in Chapter 10, quality is one of the most difficult matters with
which an auditor has to deal. Yet if one is verifying top-grade material
by physical examination there is certainly an implication that he can
identify top-grade quality with some reasonable degree of accuracy and
that he is alert to the possibility of other than top grade being present.

Genuineness of the thing examined is also implied. Verification of
cash by actual count implies that the auditor will recognize lead nickels,
for example. He may be unable to spot a carefully forged ten-dollar bill
which would pass anyone €xcept an expert in the detection of fraudulent
currency, and yet, unless he can be counted on to recognize at least the
most obvious attempts at substitution of imitations for the real thing, his
physical examination is of little value as a verification technique.

Physical examination also suggests that quantity will be given consid-
eration. One who is supposed to verify the existence of three delivery
trucks by examination should not be content if he is shown but two.
Count is such an obvious part of physical examination that it should be
included almost without separate mention.
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Thus physical examination implies count, identification, and, to at
least a limited degree, verification of genuineness and quality. No limits
have ever been established for the auditor’s responsibility in regard to
quality and genuineness, but it should be obvious that he has the re-
sponsibility of any reasonable business man to recognize the obviously
false or unsatisfactory quality. He cannot be expected to be an expert
in every type of material or other asset he will be called on to verify
by this means. On the other hand, he cannot dodge responsibility by
merely stating that he is not an expert. To do this would be to admit
that this technique was actually not worth the cost of performance.
Somewhere in between these two extremes lies the real solution. Prob-
ably it cannot be described any more clearly than to say that the auditor
has the responsibility of a reasonably alert and intelligent professional
man to discover any lack of authenticity or any discrepancy in quality.

As discussed in Chapter 2, physical examination does not of itself
prove title to the thing examined. Hence addmonal consideration must
be given to establishing the fact of ownership.

The applicability of this particular technique is restricted to those
assets which are either material or have some tangible evidence of
existence. It is extremely useful in regard to cash, inventories, fixed
property ada'i'tﬂ ons, and the like. Auditors generally consider that they
verify such assets as notes receivable, stocks and bonds, and similar
properties by inspection also. Whether there is a technical difference
between examining the thing that is a unit of product in inventory and
the certificate that represents a share of stock is of small consequence at
this point. Physical examination can be applied to both types of assets.

Confirmation. As a verification technique, confirmation consists of
obtaining a written statement from someone outside the enterprise on a
fact which that person is qualified to affirm. Properly applied, it is one
of the most useful techniques available to an auditor and supplies evi-
dence of considerable reliability. It can be used to verify such various
facts as the amounts owed to the company under examination by the
various customers of that company, amounts owed by the company,
amounts on deposit in banks, the existence of litigation or other contin-
gent liabilities, the existence of inventory stored in a public warehouse,
and title to property.

The requirements for confirmation are, first, that a reliable independent
party be informed on the matter of interest to the auditor, and, second,
that the statement of the informed party be obtained directly by the
accountant with no possibility for influence or change by the company



52 BASIC AUDIT TECHNIQUES

under examination or any of its employees. This introduces the problem
of maintaining control over confirmations, an absolute necessity if the
evidence produced by this particular technique is to be of any value
whatsoever.

Preliminary to discussing control, however, it is necessary to under-
stand the situation in which an auditor finds himself. If we take the
problem of verifying accounts receivable by confirmation the problem
becomes apparent. The customers of a company, if they have an ac-
count with that company, are indebted to it and should be willing to
acknowledge that indebtedness. This is not to say, however, that they
will make such acknowledgment to anyone who asks them. If the
auditor were to write to each of them in his own name asking for cer-
tain information as to the amount those individuals owed a given com-
pany, it is a fair assumption that most of them would refuse to answer.
An auditor has absolutely no legal or other standing which permits him
to pry into the financial affairs of others. Indeed, to do so might cause
the company he is examining to lose goodwill with its customers.

Thus, as a matter of courtesy to the customer, the request for infor-
mation should come not from the auditor but from the company. If a
company asks its customers to acknowledge their obligation to it they
are far more likely to cooperate than if some unknown party, whether
he is an auditor or not, makes the request.

Along with this practical necessity of having the request come from
the company rather than from the auditor is the other necessity of
insuring that the answer to all requests for such information be sent
directly to the auditor without any opportunity for the company staff
to interfere in any way. This makes necessary the following detailed
and yet extremely important control measures on the part of the auditor.

1. After the letter requesting confirmation by the customer has been
prepared by the company’s staff, it must be returned to the auditor for
final approval and mailing. He should examine it to make sure that the
details of the customer’s name and address and the amount agree with
the accounts receivable record to be verified.

2. The confirmation request should be inserted in the envelope by the
auditor and the envelope deposited by him in an official receptacle of
the Post Office Department.

3. The envelope in which the request is mailed should bear the corner
card or return address of the auditor so that if it is not delivered for any
reason it will be returned to the auditor and he can investigate the
reason. If the company’s corner card is on the envelope the auditor
may never learn that an undeliverable confirmation request was mailed.
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4. A stamped envelope addressed to the auditor at his own business
address should be included with the confirmation request to insure that
the answer is sent directly to him and is not subject to interception and
possible change by the company or members of its staff.

The necessity for these procedures should be apparent. Any relaxa-
tion of control by the auditor makes it possible for the company or
members of its stafl to alter confirmation requests before mailing, to fail
to mail them, to mail them to incorrect addresses, or to intercept the
returning confirmations. If any of these are even possible, the auditor
cannot afford to rely on the confirmation and it becomes of no value as
evidence.

It might be noted at this time that the use of this technique is so wide-
spread that many auditors have special forms prepared which require
only the filling in of a minimum of information and signature by the
proper company official before mailing. This facilitates the sending of
the requests and also is of help in maintaining control over the confirma-
tion procedure. The detailed steps to be followed in applying the con-
firmation technique to different aspects or phases of the verification work
will vary, of course, but in general the requirements for control are the
same in every case. '

Examination of Original Documents. In modern business, almost
every transaction between two companies or between a company and an
individual is cvidenced by a document of some kind. Further, many
transactions or events within an enterprise arc recorded through the
preparation of a document which then becomes the basis for recording
the transaction. Included in this idea of documentary evidence for
transactions are purchasc and sales invoices, checks, remittance advices,
insurance policies, contracts, stock certificates, guarantees, requisitions,
purchase orders, rcceiving reports, and a host of specialized papers.

Business papers of this type provide the original record of the given
transaction and constitute the evidence of that transaction. Auditors
therefore rely on such original documents as evidence that a transaction
is or is not as indicated by the record. ' Thus, in verification of items
recorded in the purchases record, purchase invoices will be examined
and compared with the purchases book; canceled checks will be exam-
ined and compared with the check register or cash disbursements book;
petty cash tickets will be examined and compared with the record of
petty cash disbursements.

What is implied in an examination of original documents and their
comparison with the record? First, it is implied that at least reasonable
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assurance of the authenticity of the document is obtained. It is not
always possible to insure beyond doubt that a piece of paper is what
it purports to be, but at least an alert auditor should discover any
patently fraudulent documents. Second, the propriety of the transaction
as being onc appropriate to the particular company should be estab-
lished. That is, the purchase of personal items for an officer or em-
ployee is not a legitimate transaction of the business and should be
questioned. Likewise, a transaction of another concern, the document
for which was sent to the examinee company in error, should be de-
tected. Third, approval of the transaction as evidenced by appropriate
signatures or supporting documents must be ascertained. Fourth, the
proper recording of the transaction must be established. That is, the
purchase of advertising materials should not be charged to Salesmen’s
Salaries nor should a repair item be charged to a fixed asset account.

In examining original documents an auditor must be alert to all these
possibilities, and when he passes a document as satisfactory evidence
of an entry he should be convinced on all of the four points mentioned
above.

Recourse to documentary evidence is had in two different ways.
First, all entries of a certain type for a given test period may be verified
by reference to the appropriate business papers. For example, all the
purchase invoices paid the month of December may be examined in
support of the cash disbursements for that period. Second, individual
transactions or entries in accounts may require substantiation, in which
case the auditor calls for the specific documents which evidence those
transactions. In verifying an account for Machinery, for example, a
substantial addition will require that the auditor examine the invoices
for the new equipment and for any installation charges as well as the
contract to purchase, any service agreements, and the like. It is im-
perative that all related documents be examined in order that all facts
surrounding the transaction be uncovered. If not, there is a real possi-
bility that the entry may have failed to take into consideration important
features or consequences of the transaction. For example, the machine
might not have been purchased but merely rented.

In some cases this procedure must be modified to the extent that
duplicate rather than unavailable original documents must be examined.
This is true of sales invoices. The original sales invoice is customarily
mailed to the customer; therefore it is not available for examination by
the auditor; hence he must be content with examination of the duplicate.
A duplicate is not as satisfactory evidence as an original, but for salcs
transactions there is no real alternative. However, it does suggest that
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supplementary verification may be required. A duplicate sales ticket
backed by shipping documents becomes stronger evidence than an un-
supported sales ticket, for example.

Recomputation. Recomputation is at once the most simple and the
most valid verification technique. It is complete in itself. Once a
footing or an extension has been proved by the auditor’s own calculation
he can accept the arithmetical accuracy of the result without further
question. Recomputation is also one of the most widely used techniques
as it is necessary at a great variety of points in the accounting process.
Footings of books of original entry, ledger account balances, inventory
extensions and footings, depreciation and bad debt computations, bonus
calculations, write-offs of prepaid insurance and patents, and many
other similar simple calculations require verification.

Inexperienced auditors are likely to underestimate the need for this
type of verification. Until one becomes accustomed to the idea that any
total or the result of any combination of figures may be incorrect, it is
difficult to remember that any such result requires verification. Further,
the finality of a total on an adding machine tape is very impressive and
one may hesitate to incur the startled attention to be received when he
re-adds the amounts on such a tape. But anyone who has had experi-
ence with an adding machine tape realizes that after the proper amounts
have been listed the tape can be rolled ahead so that additional amounts,
positive or negative, can be placed in the machine and then the tape
rolled back to the place where the correct list of figures ends. Thus,
an incorrect total can easily be obtained at the end of a correct series
of amounts. The rule “never accept a client’s tape” is a very practical
one and should never be broken without a recognition of the risk which
follows.

Retracing Bookkeeping Procedures. To discover any errors which
may have been made in such bookkeeping procedures as posting from
books of original entry to the ledger, or in taking trial balances, it is
necessary for the auditor to repeat that particular procedure. Thus it is
necessary to trace a certain number of postings and to repeat the taking
of a trial balance both of the general and the subsidiary ledgers. This
procedure is similar to that of recomputation in that it is not difficult to
apply and is valid evidence once accomplished.

Scanning. To scan means to scrutinize or to examine point by point.
In auditing it refers to the critical study of an account, a book of original
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entry, or any other record or summary of information. If there is any
technique which approaches the sixth sense sometimes mistakenly at-
tributed to auditors it is that of scanning. An experienced and alert
practitioner can frequently look at a given page and almost immediately
conclude not only that something is peculiar but also state exactly where
the trouble lies. However, there is nothing miraculous about such a
diagnosis. The auditor is merely summoning up all his accounting
knowledge and experience on that particular type of information to
evaluate that which he sees as being either normal and ordinary or as
being unusual and therefore subject to suspicion.

What does one watch for in scanning? First, anything at all unusual.
Anyone with a knowledge of accounting and the accounting method
should recognize certain practices or entries as being somewhat un-
usual. For example, a general ledger account for cash in most cases
will receive one debit a month from the cash receipts book and one
credit a month from the cash disbursements record. Thirteen credits
in the space of a single year should arouse one’s interest as to what the
necessity for the thirteenth item might be. In the same way a debit to
Cash from some source other than the cash receipts book would bear
investigation.

In scanning a journal entry one should question the propriety of that
journal entry for the particular concern under examination, the reason
for debits and credits of that particular type, and finally the propriety
of the entry itself as an application of generally accepted accounting
principles. An experienced auditor in scanning a page which included
the following entry would immediately have several mental reservations
about the propriety of the entry.

Reserve for Bad Debts $15,000
Marketable Investments $15,000

This example is, of course, an extremely obvious one, but it serves to
indicate in a general way the sort of thing one is expected to note in
scanning.

One must also watch for items which are unusual because of their
size. An unusually large or an unusually small item should in most
cases be inquired into. In like manner, an amount which does not com-
pare with the same amount for other years or for other months should
be investigated. An experienced auditor relies a great deal upon the
comparability of data and notes almost without conscious effort any item
or amount which is out of proportion to what it should be. And, of
course, the unusual item requires additional investigation.
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Scanning is perhaps the most indefinite audit technique commonly
employed, and it is one which seldom gives rise to easily established
evidence. In many cases it merely establishes the necessity for further
verification of some other kind. Yet in the hands of an experienced
man it is an extremely valuable tool and one never to be overlooked.

Inquiry. Inquiry consists of asking questions and of obtaining satis-
factory answers to those questions. The answers range from formal
statements in writing to casual conversational comments. Yet by a
careful use of the questioning procedure one can learn a great deal about
matters which might otherwise be obscure. The answer to a single
question is seldom a reliable bit of evidence. The answers to several
related questions may provide very satisfactory evidence if they are all
reasonable and all consistent.

Foolish questions are of worse than no value. Questions the answers
to which cannot be verified or tested in any way are also of dubious
value. It is a bad practice to permit those keeping the records to feel
that an auditor is willing to rely on their unsupported statements. Once
they are sure of that, there is ever less reason for them to give careful,
accurate replies to his questions. Occasionally one is forced to obtain
additional information by telephoned question, but it should be apparent
that such information is rarely subject to real verification. The man
who carns himself a reputation as a “telephone auditor” does not have
a particularly enviable rating among his fellow practitioners.

Examination of Subsidiary Records. As pointed out in Chapter 2,
subsidiary records do constitute some evidence of the authenticity of the
data in the records or reports which they support. But there is always
the danger that such records may not be authentic themselves, that they
may have been hastily put together for the sole purpose of apparently
supporting the crroneous data, or that they have been kept in such a
careless fashion that neither they nor the data they support are reliable.
In examining subsidiary records, then, an auditor must be alert to the
possibility of forged records. He must compare the controlling and sub-
sidiary records carefully for any inconsistencies which might indicate a
lack of the real relationship which is supposed to be there. When there
is any reason to suspect that the subsidiary record is of recent and im-
proper origin he can request evidence of the regular reconciliation with
or adjustment to the controlling account at regular intervals in the past.

In most cases this particular technique will be supported by some
other verification which will serve to substantiate it. Standing alone, the
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evidence produced in this way is scarcely strong enough to support items
or amounts of real consequence.

Correlation with Related Information. Within the double entry
system of accounting, there is a great tendency for items in one place
to relate to those in another. For example, there is generally a rela-
tionship between the amount of insurance expense for the year and the
decrease in the unexpired insurance account balance. There is a rela-
tionship between the increase in the Reserve for Bad Debts and the Bad
Debts Expense account. Many similar examples could be pointed out.
Auditors are continually on the lookout for possibilities of exploiting
such relationships. An asset account which is related to an expense
account is not fully verified until that expense account has been recon-
ciled with the asset in some way. The same is true of liability accounts
such as Accrued Taxes and Accrued Interest.

The internal harmony or consistency of related accounts is certainly
some evidence that those accounts are free of at least mechanical errors,
if no others. Another example may help to illustrate the point even
further. In verifying the liability account Notes Payable, most auditors
will analyze carefully the account for Interest Expense and attempt to
relate the total interest expense for the period with the notes known to
have been outstanding. Any failure to account for all interest in this
way implies the possibility of unrecorded notes payable upon which
interest was paid and entered in the Interest Expense account. This
requires complete investigation of those interest items not otherwise
accounted for. The expression “reconciliation” is frequently used by
auditors to describe the process of relating one ledger account balance
or other piece of information to another. Thus the Interest Expense
account is reconciled to the notes outstanding during the period, and
the Insurance Expense is reconciled with the change in the balance of
the Prepaid Insurance account.

These nine basic techniques result in the accumulation of the types of
evidence described in Chapter 2. As discussed there, some of that evi-
dence is extremely good and some is comparatively weak. Seldom is
any single bit of evidence completely convincing in itself. Hence it is
necessary to support one type of evidence with another, to bolster a
technique of limited usefulness with another until reasonable doubt has
been eliminated.

The audit problem is one of evaluating the possibilities for error in
the given situation, of determining the types and extent of evidence
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necessary to establish the reliability of the data to be examined, and of
then selecting the techniques or combinations of techniques which will
provide those data most effectively and at the least cost. Drafting an
audit program is a matter of tailoring the possible techniques and com-
binations of techniques to the specific situation. This is discussed at
greater length in later chapters.
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PROBLEMS—CHAPTER 3

Problem 3-1. Each of the following numbered paragraphs includes an
item in a manufacturing business to which verification procedures should be
applied and also a single verification procedure. For each item, list at least
three possible crrors that would not be discovered if only that single pro-
cedure were applied.

1. Sales. Compare duplicatc sales invoices with entries in sales register.

2. Investments. Examine investments on hand on balance sheet date.

3. Prepaid insurance. Verify calculations of unexpired insurance in in-
surance register.

4. Additions to Machinery account. Inspect all items of machinery
acquired during the year by physical examination.

S. Inventory. Investigate physical existence of all major inventory items.

Problem 3-2. For each basic verification technique, list at least three
different applications in what you consider to be an adequate examination
of the books and accounts of a medium-sized manufacturing concern.

Problem 3-3. Bricfly state the purpose of the examination of accounts
payable vouchers and entrics thercof in the voucher register. (ATA)

Problem 3-4. In the examination of paid checks returned by the bank to
the drawer, state the features of the check to be examined and the recorded
data with which the check should be compared. Give a reason for each
operation. (AIA)

Problem 3-5. The accountant’s short-form report formerly contained the
words “supporting evidence.” State three different types of such cvidence
and give several examples of each type. (AIA adapted)

Problem 3-6. During the course of an examination of a corporation you
ask the secretary for permission to examine the minute books. He is re-
luctant to grant your request but offers to give you a certified copy of all
resolutions relating to accounting matters. What position would you take,
and how would you explain that position to the client? (ATA)

Problem 3-7. State the purpose of the following procedures in an exami-
nation of receipts and disbursements.

1. Foot the cash book.

2. Reconcile bank deposits with cash book receipts.

3. Examine paid checks by comparing date, check number, payee, and
amount with corresponding data in cash book.
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4. Prove agreement between the paid checks and bank withdrawals.
5. Account by check numbers for all checks issued during a period
selected for testing. (ATA)

Problem 3-8. Describe the usual documents constituting a voucher
authorizing payment of an amount owed for materials purchased by a
manufacturing concern. What authorizations and checks would you expect
to find on these documents under a proper system of internal audit? (AIA)

Problem 3-9. Name the document or documents, peculiar to each item,
which should be inspected by the auditor in the verification of the following.
State the particular features to be observed in each case. (a) land; (b) real
estatc tax; (c¢) renegotiation settlement; (d) rent expense; (e) registered
stock held by client as collateral. (AIA)

Problem 3-10. The R Company operates a retail store in which all sales
are made for cash at the time of the sale and recorded on cash registers by
the clerks who make the sales. State with reasons what records of cash and
sales the R Company should keep in order to enable an auditor to make a
satisfactory verification of these items in a detailed audit of the company’s
records. (ATA)






Chapter 4
AUDIT WORK PAPERS

An audit examination, it has been pointed out, is largely a matter of
obtaining sufficient information to permit the auditor to form an opinion
as to the accuracy and reliability of the accounting data which he
examines. As he collects evidence, the auditor must have some means
of accumulating it for later study and for reference. Audit work papers
are the specific device used to accumulate the evidence needed by an
auditor to support his opinion.

Need for Work Papers. The position of an auditor is considerably
different from that of a member of the accounting department of a
business or other enterprise. The accounting department personnel pre-
pare entries from original documents such as sales tickets, invoices,
checks, and contracts. They then have those documents to support
and substantiate their entries and the summaries which they prepare
from the entries and records. {_ An auditor has no original documents, no
books of original entry, no ledger accounts to support his findings., He
works with documents and records which he must leave to others when
he has completed his examination; thus‘the only record of his findings
and of the work he has performed in arriving at those findings must be
prepared by him on the job. If he makes no record he will have no
means of supporting his work and the opinion on which his professional

course of his examination to make sure that he mcludes in his work
papers complete statements of all work done and of the results of that
work. A sound practice to follow is contained in the idea that any-
thing worth doing on an audit is worth including in the work papers.
That is to say, any work done during the course of an examination should
be aimed at accumulating evidence, which, of course, is the general
purpose of the examination. If the test or procedure is worth doing,
it will add to the overall strength of the examination and should be
recorded as a part of the audit work. Likewise, the results of any test
63



64 AUDIT WORK PAPERS

or procedure add to the accumulated information upon which the auditor
will base his opinion. It too must be recorded as supporting evidence.

Examples may help to illustrate this point more clearly. During the
course of an audit it may be considered desirable to prove the cash
receipts book footings for three selected months. When this work is
done a record should be made of the fact that the footings of the cash
receipts book for those months were tested by recomputation and a
further statement made as to whether errors were or were not found.
The record of this work and any similar work must be carefully pre-
served as evidence that the auditor did the work for those specific periods
and that the results were as found. Again it is usually considered de-
sirable to reconcile the balance of cash shown in the cash account with
the bank statement received from the bank. When this has been accom-
plished the auditor should keep the reconciliation in his papers as evi-
dence, first, that the reconciliation was performed, and, second, that
either all was found in order or that certain adjustments were necessary.

It is generally not difficult to remember to include such audit steps as
these in the work papers; other steps are more likely to be overlooked
in so far as making a record of them in the work papers is concerned.
For example, in verifying the debits to an account for repairs and main-
tenance, a charge may be discovered which appears as it it might have
been debited as properly to a fixed asset as to an expense account. To
discover the reason for treatment of the item as an expense, an auditor
will inquire of the appropriate person as to why it was entered as it was.
He will then evaluate the answer critically and if it seems reasonable will
accept the entry as found. However, he must also remember to include
in his work papers a statement to the effect that he asked the question
of the specific person and received an answer which he also includes.
The reasons for this should be apparent; first, if a question about the
item was raised in his own mind, then probably it will be raised in the
mind of his superior when he reviews the audit work papers to determine
that an appropriate examination has been conducted. Second, during
the course of his examination he asks a great many questions of mem-
bers of the accounting department under review. It is well to have a
complete record of those questions and answers in case any incon-
sistencies appear. Third, if he relies on the answer of the individual to
whom the inquiry was directed, he had better have as evidence a record
of what that individual replied to his question.

If the work papers are to include a record of all the auditor’s verifica-
tion efforts they will quite obviously include a wide variety of information
and evidence. Statements of work done, records of questions asked and
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answered, reconciliations, summaries of accounts, confirmations, and a
great variety of other material are all included in a good set of audit
work papers.

The second important point about audit work papers is that not only
must they be complete; they must also give adequate support to the
auditor’s professional opinion. Any assertion made in his report or
even implied in his report or opinion must be adequately supported by
the work papers which he has accumulated to support that opinion.
Infrequently, yet often enough to be of importance, an auditor’s opinion
is questioned by someone who feels that he relied on it and suffered
material damage thereby. It is then necessary for the auditor to sup-
port his opinion as being that of a competent professional man and based
on an adequate examination. His work papers become the evidence he
must rely on to establish that fact either in or out of court. Many ex-
perienced auditors use as their guide to obtaining suitable work papers
the question: “Will these be accepted as sufficient evidence in court?”
If one continually asks himself a question of that nature and then at-
tempts to answer it conscientiously he is on the right track in so far as
obtaining complete work papers is concerned.

Types of Information in Work Papers. If one gives this matter of
work paper information serious consideration, it becomes apparent that
there are two different types of data which must be included. First are
such data as are necessary to enable the auditor to write an informative
report; second are data which indicate the verification applied by the
auditor. We might call these “account information” and ‘“‘account
verification.”

In an informative and interesting report an auditor will include in
addition to financial statements various subsidiary schedules pointing
out important relationships and facts about the enterprise examined.
To do this he must collect considerable information about the com-
pany’s assets, liabilities, incomes, expenses, and ownership claims. This
information he will collect and include in his work papers so that he
has it for later review and reference in support of the report. Although
considered to be a part of the audit work papers, these data, unless
verified, do not contribute to the real end of the examination, which
is the expression of an opinion on the reliability of the information pre-
sented in the report. Hence a second type of information is a must in
the audit work papers; this is the account verification.

It is verification that makes an examination an audit. Tt is likewise
verification that makes a set of work papers adequate evidence. Unless
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the verification techniques applied are described carefully and specifi-
cally, there is no proof in the work papers that the accumulated account
information is either accurate or reliable. Almost any experienced audi-
tor who has reached the level where he reviews the work of others can
recall instances when he was presented with what appeared to be a
beautiful set of work papers, papers filled with useful information re-
quired for report purposes, but work papers which could not be accepted
because the essential verification was either absent or woefully incom-
plete. The collection of information and the performance of verification
techniques are entirely different, and, without the proof of adequate veri-
fication, audit work papers cannot support an auditor’s professional
opinion, which is the reason for their preparation in the first place.

Use of Tick Marks. To indicate the nature and extent of verification
applied in any specific instance it is common practice for an auditor to
use what are called “tick” marks. These are merely odd and distinctive
characters made with pen or pencil and intended to have a special
meaning. For example, if an auditor has examined the invoices sup-
porting every item in a column of figures he will place a distinctive tick
mark of some kind ( 1 or W/ or , etc.) after each item listed on his
work sheet as he examines it. Then at the foot of the work sheet or
in any available space on it he will explain the peculiar significance of
that particular mark:

W Original invoices examined, all appear proper.

If he then proceeds to prove the footing of the column, another tick
mark and another explanation are called for.

Most auditors use colored pencils for tick marks so they will stand
out and be discovered easily. Use of various colors makes it possible
to repeat the same type of mark but in a different color so that a long
line of elaborate marks is not necessary.

Some auditors follow the practice of using a uniform set of tick
marks throughout an examination. That is, wherever used, a given
mark means the same thing. Others use tick marks to mean anything
suitable at the time, and on each work sheet they indicate the significance
of the marks used on that page. Each method has some advantages,
although the latter is probably more common. The important point is
that the meaning of each mark used must be fully understood by the
auditor and clearly indicated in the work papers.
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Use of Prior Year’s Work Papers. An unfortunate practice or habit
of work requires comment at this point. In approaching an audit
examination, it is general practice for an auditor to arm himself with
the working papers prepared during the examination for the previous
year. In instructing his assistants as to what their assignment is, many
auditors in charge merely give the assistant the work papers for the
preceding year and tell the man to do thc same work for the current
year. There is nothing very improper about such a practice unless the
assistant is inexperienced to such a degree that he must follow last
year’s work in detail. If so, he may merely take the old papers and
reconstruct them to include the amounts for the current year. This is
certainly not the attitude with which an audit problem should be
approached.

The work papers for the previous year should always be examined
as indicative of the kind of difficulties which were found that year and
the solutions which were worked out. But from there on the auditor
should work as independently as possible. He should put his own wits
to work to decide what problems he has this year and what form of work
paper will help him accumulate the evidence he needs to verify the
particular item under consideration. There is nothing sacred about
last year’s audit work papers. If they are good we may use the ideas
contained in them. One should seldom copy them point for point. It
is a rare set of work papers which cannot be improved on by the audit
staff in the following examination.

Types of Audit Work Papers. If work papers are to be the means
whereby audit evidence is collected it follows that they must assume
a wide variety of forms and arrangements. A work paper is any record
which the auditor makes of his work or findings for the purpose of sub-
stantiating his opinion. They range all the way from the type of work
sheet common in general accounting that provides for a trial balance,
adjustments, and adjusted trial balance, profit and loss, and balance
sheet columns to a simple page of notes taken to record a discussion, or
the pertinent terms of a contract.

There are very few, if any, set forms for audit work papers. Some
firms have developed traditional styles of work papers which they have
found highly satisfactory and which they encourage their men to follow.
But even such traditional forms must vary considerably from one en-
gagement to another. An auditor is constantly faced with new problems
which require the development of new work paper arrangements or the
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expansion of old ones. One mark of a good auditor is his ability to
devise work paper forms as needed for any verification or data collec-
tion problem which may confront him.

Work paper style differs considerably among auditors, and frequently
any one of several different possibilities is entirely satisfactory. The
best form is that one which combines the necessity for collecting in-
formation with the verification of the data collected. Throughout the
succeeding chapters of this book examples of work papers will be illus-
trated. In every case they are suggestions as to how the particular
problem may be handled; they are certainly not models to be followed
in every case. One must keep his mind alert to the possibilities of
modifying such papers when a specific situation warrants so that they
may be suitable for more complex variations of the simple situations
assumed here.

Contents of a Work Paper File. To illustrate the variety of work
paper form and arrangement, it may be desirable to discuss the various
types which may be included in a file of work papers accumulated dur-
ing the course of an audit examination. This is not intended to be in
any way a standard set of work papers; rather it is an attempt to illus-
trate some of the possibilities with which an auditor must be familiar.
In other sections of the book other work paper forms will be illustrated
and explained.

The following are among the items to be expected in any typical work
paper file:

Review of internal control.

Audit program.

General ledger trial balance.

Adjusting journal entries.

Account analyses.

Excerpts of minutes, contracts, etc.
Miscellaneous reconciliations, summaries, etc.
Rough draft of audit report.

XN AL

As these represent common types of audit papers it may be well to
give each of them a little attention at this point so that when they are
referred to again their appearance and use will be somewhat familiar.

Review of Internal Control. The subject of reviewing the internal
control system of the company under examination is discussed at some
length in Chapter 5 and will only be touched on here. However, the
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audit record which results from reviewing the system of internal control
is a basic work paper and one deserving of attention.

Some firms provide their staff auditors with forms or questionnaires
to be completed in reviewing internal control. Others give their men
only a series of items to be covered and expect them to write up a de-
scription of the system in effect organized around the suggested outline
of items. Still others leave both method and coverage to the individual
auditor in charge of the examination and require only that a complete
description be included in the work papers. Thus we may find a ques-
tion and answer type form, a booklet with paragraph headings with the
paragraphs filled in by the auditor, or we may find nothing but a series
of sheets of paper covered with the auditor’s description of the internal
control system in effect.

Whether a printed form is used or not, it is generally necessary for the
auditor to add sheets of his own writing in order to cover properly all
phases of the system he finds. Thus a series of paragraphs of descrip-
tive material are the basic work paper for the review of internal control.
In addition, the auditor may find it advisable to prepare a chart of the
company’s organization showing the lines of authority and the division
of duties and responsibility. Additional charts to show the flow of
business papers or to diagram the company’s productive processes may
also be included as helpful. In some cases it is desirable to attach
copies of certain of the concern’s business forms, such as sales invoices,
voucher checks, remittance advices, petty cash vouchers, and requisi-
tions. These make it possible for one studying the internal control
system to visualize more clearly the actual flow of data, the methods of
approval at various stages, and the relationship of the documents to the
ledger accounts.

It is apparent from this brief description that an auditor’s work papers
summarizing his review of a system of internal control are considerably
different from what we often think of in basic accounting courses as a
work sheet. They are indeed different, and the reason for this is that
they are a specialized type of work paper designed to collect and retain
a certain type of evidence. Many other examples of specialized work
papers to collect specialized types of evidence will become familiar be-
fore one proceeds very far into the field of auditing.

Audit Program. An audit program is the overall plan of attack
which the auditor intends to follow in his attempt to gather sufficient
evidence to permit him to offer an informed opinion. It is both a sum-
mary of all that must be done before he will be satisfied that all aspects
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of the financial data have been investigated and a list of detailed in-
structions to his assistants.

The program is first conceived by the individual in charge of the audit.
In view of the opinion he is expected to express and the peculiarities of
the given business under study he works out the various detailed verifi-
cation procedures which he feels are applicable. These are then written
out in such a manner that they can be followed by his assistants and
serve as instructions to them to be supplemented by oral discussions if
either the assistants or the auditor in charge feel further explanation is
necessary.

As a part of the work papers, the audit program is important first in
that it presents the blueprint followed by the audit staff in performing
its verification procedures. The extent of the work which they deter-
mined as necessary in the specific case is shown in the program. Second,
it serves as a record of the actual performance of those steps. That is,
if properly set up, the work sheet will show not only what is to be done
but will provide room for the individual doing each step to sign his name
or initials together with the date on which the work was done. Thus
each step signed for by someone on the audit staff is evidence that that
particular procedure has not only been provided for in the plan of
attack, but has also actually been completed. Thus during the course
of the examination it provides a record of work to be done and work
already done, a continuous progress chart of the examination.

General Ledger Trial Balance. The general ledger trial balance,
frequently called a “working trial balance,” is the heart of the audit work
papers. All other analyses relate to it in some way, and all audit adjust-
ments are posted to it. From it is prepared the financial statements
which make up a major part of the final report.

Various forms or arrangements of general ledger trial balance are in
use and are preferred by individual auditors. The matter of selecting
one work paper organization as against another is largely a matter of
personal preference; each method has certain advantages and disadvan-
tages. Two of the most commonly used forms are illustrated on accom-
panying pages.

Whatever form is selected, certain essentials should be provided for.
These include:

(a) The complete title of each ledger account together with the ac-
count number, if numbers are used. At various times during the course
of the examination questions will arise as to exactly what accounts the
company uses. The general ledger trial balance is the best ready source
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of information which the auditor has. To prevent confusion in pre-
paring adjusting entries to be recorded by the concern’s bookkeeper it
is best to use the same titles used by the company; only if those titles
are present in the trial balance will their precise wording be available.

(b) A column for supporting work sheet numbers to provide a basis
for indexing the work papers. Most of the important accounts in the
trial balance will have detailed work papers, usually in the form of
account analyses or reconciliations, supporting them. In order that the
support for the final figures may be located with a minimum of difficulty,
an indexing system tied in with the general ledger trial balance is
necessary.

(c¢) The trial balance as of the same date a year ago. The amounts
in these columns give a basis for valuable comparisons of amounts for
this year with amounts for the preceding period. As described in Chap-
ter 3, comparison is a technique which an alert auditor employs con-
stantly. Comparative trial balances for this and the preceding period
facilitate the application of this particular type of scrutiny.

(d) The trial balance for the period under examination. These are
the data upon which an opinion is to be given and are perhaps the most
important part of the work sheet.

(e) Provisions must be made for entering or posting audit adjust-
ments to the book figures. Columns for debit and credit adjustment
make this possible.

(f) The trial balance per books as modified by the audit adjustments
are those which are finally included in the financial statements. Thus
provision must be made for arriving at an adjusted trial balance.

These are the only columns essential in the general ledger, or working,
trial balance. Others may be used but are seldom required and fre-
quently are not at all helpful. It is a fairly common practice to include
a pair of columns for profit and loss accounts and another pair of
columns for balance sheet accounts so that the accounts in the adjusted
trial balance can be sorted out into the major statements into which they
will be entered. This is particulatly helpful if the trial balance is ar-
ranged alphabetically or on some basis other than logical financial state-
ment order. But very few general ledgers are organized in anything
except statement order these days, so it is seldom necessary to use such
additional columns, and it is often desirable to avoid the complications
which necessarily result from their inclusion.

Of the two arrangements illustrated, the second appears to have defi-
nite advantages. By reducing the number of columns used, the proba-
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Illustration 1. General

bility of entering amounts in the wrong column when posting or extend-
ing amounts across the work sheet is reduced. Also, valuable work
sheet space useful for notes and comments is saved. Again, the section
totals for assets, liabilities, and expense groups are determined before
the financial statements are prepared so that if errors are made in state-
ment preparation the error can be localized and more readily discovered.
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ledger trial balance.

As might be expected, variations of each of these arrangements are
in use, some of them extremely elaborate. Whether one decides that
one of the methods illustrated or some entirely different arrangement is
to be used, he will do well to give serious thought to selecting the gen-
eral ledger trial balance form he prefers. During the course of his
examination he will have occasion to refer to the trial balance a great
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many times and for a variety of reasons.

Illustration 2. General

No single work sheet is used

more than this one, and a sound order and arrangement is of real
assistance.

Adjusting Journal Entries.

During the course of his examination
an auditor generally finds errors which he feels require correction.
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ledger trial balance.

Journal entries to correct the accounts are then drafted and later sub-
mitted to the company’s staff for discussion and acceptance. To keep a
record of all adjustments recommended, a work sheet is prepared which
consists of a copy of every adjusting entry recommended by the auditor.
Thus it resembles a general journal. From it the auditor posts to the
general ledger trial balance in order to obtain the “per audit” figures.
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He also submits either his journal entry work sheet or a typed copy of
it to the company’s bookkeeper so that the latter can record in the com-
pany’s journal the recommended adjustments.

A series of journal entries is so simple a work sheet as to require
little or no explanation. Two comments, however, may be worth atten-
tion. The first has to do with the drafting of the entries themselves.
Care should be taken to insure that the entries are complete, intelligible,
and fully explained. Frequently the entries are received by the com-
pany bookkeeper and recorded after the auditor has left the premises
and is no longer readily available to explain questionable points about
the entries. Any unexplained or questionable entries will give the book-
keeper little reason to receive either the entries or the next visit of the
auditor with any enthusiasm.

An auditor can complete his work with ease and accuracy only if he
has the whole-hearted cooperation of the company’s accounting depart-
ment staff. In order to assure such cooperation he must do all in his
power to avoid interfering with their work or of making more work for
them. One way to do this is to kecp their point of view in mind at all
times while preparing journal entries. This is particularly true in writ-
ing explanations to the entries. During our elementary accounting
courses some students become very bored with journal entry explana-
tions and frequently omit them completely. Audit adjusting entries are
something of a public relations problem between the auditor and the
accounting department whose work he is examining, and he will do
well to give them sufficient explanation for each entry so that they can
understand and accept it without question.

The second comment has to do with a simple device sometimes em-
ployed so that the cumulative effect of the adjusting entries on the con-
cern’s net income can be determined at any time. This consists of adding
a third column to the journal entry work sheet. The first amount in this
column is the net income per books before any adjustments have been
made. As adjustments are made, the effect of each one, plus or minus,
is carried into the third column so that a running subtotal can be carried
to indicate what the profit is after considering all adjustments made to
date. This is particularly helpful when adjustments are necessary which
are based on the adjusted income figure. For example, an entry to
record the provision for federal income taxes requires knowledge of the
adjusted net income figure. If that is available in the journal entry work
sheet the adjustment can be made promptly. Otherwise it must be com-
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lHlustration 3. Adjusting journal entries.

puted either by completing the general ledger trial balance or by sepa-
rate calculation.

Account Analyses. The bulk of the audit work paper file is made up
of account analyses. Every important balance sheet account and many
of the income and cxpense accounts will be analyzed and their com-
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Illustration 4. Work sheet for analysis of Delivery Equipment account.

ponent details verified either completely or on a test basis. No set form
for such account analyses is practical as they must be varied to meet
the given situation. Frequently several related accounts can be analyzed
together; at other times only a single account will require several pages
of work sheet data. A typical analysis is illustrated on this page.
Such an analysis must contain all the required information, of course,
but it must also contain all the verification procedures applied to deter-
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lustration 5. Work sheet for analysis of Accrued Depreciation—Delivery
Equipment.

mine the reliability of the required information. It is in this section of
the work papers particularly that the details of verification procedures
actually applied must be included.

Excerpts of Minutes, Contracts, and the Like. The terms of im-
portant contracts are frequently the reason why entries must be made.
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For example, a bond indenture may require the establishment of a sink-
ing fund reserve. The auditor must then assure himself that this par-
ticular requirement has been met. He therefore must have in his work
‘papers a summary of the pertinent sections of the bond indenture as
evidence that the entry as made does fulfill the terms of the agreement.

Important resolutions by the board of directors or stockholders also
may have accounting implications and are therefore of interest to the
auditor. His work papers to record such facts may consist of nothing
more than a series of running notes. They are none the less work papers
and provide some of the evidence he must study in arriving at his opinion.

Miscellaneous Reconciliations, Summaries, Etc. Thesc are of such
variety that little can be said of them at this point. They include such
work sheets as bank reconciliations, summaries of sales by departments
or divisions, computations of bonus amounts, and summaries of accounts
receivable confirmations sent and returned. Thus they may include only
account information, account verification, or a combination of the two.

Rough Draft of Audit Report. As a culmination of his examination
an auditor will prepare some kind of a report to those for whom he
undertook the engagement. The report may consist of only a report
of his findings in the form of a letter, a set of financial statements to-
gether with his opinion of them, or a complete long-form report with
statements, an opinion, and lengthy comments upon the information
contained in the major statements. Such a report must first be prepared
in draft form and then usually reviewed by a superior before being typed
and submitted in final form. The draft of the report from which the
final typed copy is prepared is properly considered a part of the work
paper file. In point of time it is the last part of the work papers to be
prepared, but is often the first item in the folder because of its im-
portance. All the other papers are prepared as a basis for the report
and for the opinion included in the report.

Permanent Work Paper File. It is a common practice to separate
the audit work papers into two main divisions. One of these includes
all those papers which are of continuing current importance year after
year. Such papers as the review of internal control, continuing analyses
of such accounts as Surplus, Capital Stock, and fixed assets, frequently
the audit programs year after year, and notes on any contracts in effect
over a long period such as a bonus arrangement or the terms of a bond
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indenture are included. These make up what is called the “permanent
file,” “‘carry-forward file,” or some other similar title.

The other division is known as the current work paper file and is
composed of all the papers for the current year. Before the audit
examination is completed and the report written the auditor in charge
should remove from the current work paper file those papers and
analyses of continuing interest and add them to the permanent file. In
preparing for commencement of the examination for any year, the
permanent file and the last year’s current work paper file will be studied
and both are usually taken along on the job for reference purposes.

Work Paper Requirements. Certain mechanical requirements of
work papers deserve comment at this time in order that one may begin
to develop sound habits of work paper procedure from the beginning.
Completeness has already been mentioned. Each work sheet, or group
of work sheets if one is insufficient for a given purpose, should be able
to stand alone. They must be quite self-explanatory and must contain
all pertinent information whether related to financial statement prepara-
tion or to verification of the data. Completeness is probably the first
and most important rule to be learned and continually observed.

A set or group of work papers should also be carefully cross-refer-
enced. The nature of accounting is such that information at one point
in the work papers is frequently related to information at another point.
Whenever one work sheet contains information which supports or ties
in with another work sheet it is customary practice to so indicate on
each of the two papers. For example, in verifying the entries to the
Factory Equipment account an item may be found which properly be-
longs in the Factory Repairs and Maintenance account. On the work
sheet for Factory Equipment this amount will be subtracted from the
balance per books to arrive at the adjusted balance per audit and cx-
plained somewhat as follows:

Balance per books $78,350.00
Less repairs to machine No. 98 capitalized
in error and transferred to Repairs and
Maintenance per Adjusting Journal Entry
#11—see Analysis 27 429.50

Balance per audit $77,920.50

On the work sheet for Factory Repairs and Maintenance a similar
notation would appear to explain the addition of the amount of the
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adjustment to the book balance of that account. The explanation might
run “Add repairs to machine No. 98 charged to Factory Equipment in
error, Adjusting Journal Entry # [1-—see Analysis 9.”

A prerequisite to cross referencing in this fashion is the establishment
of a system of indexing the work papers. This is discussed later in this
chapter.

Other requirements of individual work papers are that each sheet have
a complete heading consisting of the name of the company under exami-
nation, the name of the account analyzed or a description of the audit
test which it records, and the date of the examination. Any other im-
portant information related to describing the purpose of the work sheet
or test may also be included in the heading. Each work sheet should
also be initialed or signed by the individual auditors who have something
to do with preparing it. This is usually provided for in either the upper
right-hand corner or the lower right-hand corner. Provision is made
for the initials of the person who prepared the work sheet as well as
the one who reviews. Frequently the date the work is completed is
recorded along with one’s initials in case any question should ever arisc
as to the sequence or timing of certain verification steps.

To be useful, a work sheet must not only be complete; it must also
be legible. Practice varies widely among practicing auditors as to the
neatness and preciseness with which they lay out and complete their
work paper analyses. Some are extremely careful to produce work
papers which are neat in appearance, carefully ruled and headed, and
therefore easy to work with and to understand. Others are content to
insure that the essentials are included and give little attention to overall
appearance. There can be little doubt that a carefully constructed work
sheet, neatly prepared, is easier to review and makes a bettcr impres-
sion as evidence. There is also the possibility that habits of careless
workmanship may lead to careless thinking and therefore inadequate
verification.

Work Paper Indexing. If work papcrs are to be properly cross
referenced and filed so that wanted papers may be found easily, some
system of indexing them becomes an essential. Each sheet in the file
should have an identifying letter, number, or combination thereof which
distinguishes it from all the others. This index then identifies the specific
sheet and indicates where in the file it may be found.

Various systems of indexing have been used, and undoubtedly a great
variety of possibilities exists. Three relatively simple methods are illus-
trated here; these serve to indicate the basic methods as well as the way
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in which any system once adopted can be expanded almost indefinitely.
Before entering on a brief description of each of these three methods, it
may be well to point out that the indexing system may be confined to
only the account analyses or may be expanded to include all papers in
the file. Thus the review of internal control, the audit program, and
similar papers may be indexed, or the indexing system may be restricted
to those analyses which tie in with or support the figures in the working
trial balance. In general it is preferable to index all papers in the file.

1. Sequential numbering of account analyses. This is probably the
simplest system available and is entirely satisfactory for most small
engagements and many large ones. Each account in the general ledger
trial balance which is to be verified by analysis is given a number, and
that number is placed on the supporting work sheets. If an analysis
consists of more than one page, that is cared for by expanding the index
number with a dash and an additional digit. For example:

Petty Cash

Cash in Bank

Bank reconciliation, First National Bank
Bank reconciliation, Second National Bank
Accounts Receivable

19 —

|

le‘)lr)l\)—‘
t

It is apparent that, simple as this system is, it can be expanded almost
indefinitely to fit any situation merely by adding a number for each
major account or group of accounts. Thus it might be carried on as
follows:

1 Petty Cash
2 Cash in Bank
3 Accounts Receivable
4 Provision for Uncollectible Accounts
5 Notes Receivable
6 Inventories
7 Unexpired Insurance
8 Supplies
9 Long-Term Investments
10 Land
11 Buildings
12 Machinery and Equipment
13 Office Furniture and Equipment
14  Goodwill
15 Notes Payable
16 Accounts Payable
17 Accrued State and Local Taxes
18 Accrued Federal Income Taxes
19 Accrued Wages and Salaries
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20 Withholding Taxes Payable
21 Accrued Interest Payable
22 Bonds Payable

23 Capital Stock, Preferred
24 Capital Stock, Common

25 Reserve for Contingencies
26 Paid-In Surplus

27 Retained Earnings

Additional numbers can be added for income and expense accounts
for which special analyses are made. Thus a Sales analysis might be
numbered 28, and one for Purchases 29. Those income and expense
accounts that are verified in connection with some balance sheet account,
such as Bad Debts in connection with the account Provision for Uncol-
lectible Accounts, can be given the same basic number as the balance
sheet account or a separate number, if desired. Analyses for Accrued
Depreciation and similar accounts can be given subsidiary two-digit
numbers as illustrated previously for the subsidiary analyses in the cash
group. For example, the analysis of Accrued Depreciation of Buildings
might be numbered 11-1. Thus it is apparent that one of the real ad-
vantages of this simple system is its great flexibility.

2. Combination of letters and numbers. Under this plan letters are
given to major sections of the work papers or to major account groups
with numbers used to expand the indexing within each group.

A Draft of audit report

B Review of internal control
C Audit program

D Adjusting journal entries
E Cash

El Petty Cash

E2 Cash in Bank

E2—-1 Bank reconciliation, First National Bank
E2-2 Bank reconciliation, Second National Bank
F Accounts Reccivable

Again, the possibilities for expansion are apparent.

3. Digit system. Variations of this system are in use, but one simple
application may suffice to indicate its general nature. At first acquaint-
ance it appears somewhat more complicated than the preceding examples
but actually there is little basic difference.

Each index number consists of four digits. The first two indicate the
account or other material included under that index number; the last two
indicate the specific page within the group. For example, in the number
2034, the 20 indicates the account group, Cash, and 34 indicates the
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thirty-fourth sheet within the group of work papers for Cash. The first
digit may be used further to indicate the section within the financial
statements. Thus a first digit of 2 may signify current assets, 3 may
indicate permanent investments, etc. This may be illustrated as follows:

1000 Draft of audit report

1100 Audit program

1200 General ledger trial balance

1300 Adjusting journal entries

2000 Cash

2001 Count of petty cash

2002 Bank reconciliation, First National Bank
2003 Bank reconciliation, Second National Bank
2100 Accounts Receivable

Some auditors adopt a uniform indexing system to be used on all jobs.
This has an advantage in that one knows, for example, that the fixed
asset accounts may always be found under the index letter H or perhaps
under 3200 if the digit system is used. It is particularly helpful when
work papers prepared at a number of branch offices are brought to-
gether for review or consolidation. Of the three systems illustrated, the
combined letter and number system and the digit system appear to be
most readily adapted to use as a uniform system.
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PROBLEMS—CHAPTER 4

Problem 4-1. From the following trial balance of Young & Company,
Inc., before closing of its second year June 30, 1953, and from the additional
data given, prepare (1) adjusting journal entries in good form, and (2) a
columnar work sheet showing in separate columns the adjustments applied
to the trial balance and the resulting adjusted balances. Prepare your work
sheet with sections for assets, liabilities, income, and cxpenses.

TRIAL BALANCE

Cash $ 52,475
Accounts Receivable 320,000
Reserve for Bad Debts $ 0650
Materials and Goods in Process, June 30, 1952 65,000
Finished Goods, June 30, 1952 158,000
Insurance Unexpired, June 30, 1952 3,000
Land 200,000
Buildings 300,000
Reserve for Depreciation of Buildings 6,000
Machinery and Equipment 148,500
Reserve for Depreciation of Machinery and

Equipment 11.250
Reserve for Replacements 15,000
Sinking Fund Trustee 25,000
Discount on Bonds 25,000
Treasury Stock 35,000
Accounts Payable 40,000
Bond Interest Accrued 3,125
Taxes Accrued 9,000
First Mortgage 5% Sinking-Fund Bonds 226,250
Capital Stock 500,000
Premium on Capital Stock 50.000
Stock Donation 60,000
Reserve for Bond Sinking Fund 25,000
Surplus, June 30, 1952 60,000
Sales, less returns and allowances 913,000
Scrap Sales 1,500
Miscellaneous Income 500
Purchases of Materials 305,000
Labor 132,800
Operating Expenses, Repairs, Etc. 121,500
General Expenses 17,500
Bond Interest 12,500

$1,921,275  $1,921,275

Additional Information. 1. The $500,000 sharc capital had been issued
at a 10% premium to the vendors of thc property on Junc 30, 1951, the
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date on which the company was organized. Stock in the amount of $60,000
par was donated by the vendors and was rccorded as a debit of that amount
to “Treasury Stock” and a credit to “Stock Donations.” It was donated
because land and buildings had not been valued accurately when entered
on the books, and the proceeds were to be considered as an allowance on
the purchase price of land and buildings in proportion to their values as first
recorded. The stock was sold in the latter part of 1951 for $25,000, which
amount was credited to “Treasury Stock.”

2. On June 30, 1953, a machine which cost $6,000 when the business
was started was removed and replaced by a similar machine costing $10,000,
which amount was charged to “Operating Expenscs, Repairs, Etc.” The re-
placed machine had been depreciated at 7%2% during the first year. The
only entry made was one crediting “Machinery and Equipment” with its sales
price of $1,500.

3. Depreciation of buildings is to be provided at 2% annually and
machinery and equipment at 7%:%.

4. The inventorics at June 30, 1953, were:

Materials, cost $ 52,000
Goods in process, cost 105,000
Finished goods, cost 137,000

S. The company decided to maintain a reserve tor bad debts cqual to 1%
of the accounts receivable outstanding on June 30. Accordingly $3,000
had been set aside at June 30, 1952, against which the bad debts of the year
ended June 30, 1953, had been written off.

6. Three years’ insurance is carried on buildings, machinery, and equip-
ment, and a premium of $4,500 had been paid on July 1, 1951.

7. The first-mortgage 5% sinking-fund bonds mature in ten years from
July 1, 1951, with interest payable on April | and October 1. They were
sold July 1, 1951, at 90, and the discount is to be written off over the lifc
of the bonds on the straight-line basis.

8. A sinking fund and sinking-fund rescrve arc built up on the straight-
line basis with a provision that installments atter the first shall be decreased
by the amount of the annual 5% interest accretion to the fund, which interest
is to be added both to the fund and to the reserve.

9. It is learned from the records that the proper installment to the sinking
fund was paid by the company on June 30, 1953, but that the amount was
charged in error to the First-Mortgage 5% Bonds account.

10. The sinking-fund trustee reports that he added $1,250 interest to the
fund on June 30, 1953. This has not been recorded by the company.

11. During the year ended June 30, 1953, taxes were charged at $3,000
monthly to “Operating Expenses, Repairs, Etc.” and “Taxes Accrued” was
credited. The taxes paid during the ycar amounted to $27,000. The taxes
are assessed each time for the year ended March 31.
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12. A dividend of 10% on the outstanding stock was declared June 25,
payable July 15, 1953. (AIA adapted)

Problem 4-2. You are called on to audit the books of account and records
of the Van Tress Mills for the year 1953 and are given a copy of the trial
balance, taken from the books as at December 31, 1953, before closing,
which is as follows:

TRIAL BALANCE

Cash in Bank and On Hand $ 12,205
Accounts Reccivable 118,496
Yarn 28,607
Goods in Process 104,293
Supplies 9,467
Fuel 275
Finished Goods 99,097
Insurance Prepaid 904
Interest Prepaid 1,205
Plant and Equipment 276,433
Accounts Payable $ 55,535
Notes Payable 110,000
Labor Accrued 1,521
Reserve for Depreciation 29,875
Reserve for Contingencies 2,000
Capital Stock 206,000
Surplus 104,456
Labor, Weaving 55,234
Labor, Finishing 20,429
Supplies Used 4,210
Repairs to Machinery 3,407
Power and Light 10,249
Fuel 5,200
Insurance 1,620
Taxes 4,194
Depreciation 9,998
Factory Overhead Applied 161,908
Sales 641,455
Discounts and Allowances 2,788
Cost of Goods Sold 482,018
Commissions, Selling 24,298
Salaries, Executive 8,783
Salaries, Office 6,104
Office and General Expenses 1,684
Interest 7,132
Dividends on Preferred Stock 14,420

$1,312,750 $1,312,750
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In the course of the audit you discover (1) that machinery which cost
$4,280 was sold for $1,720 cash, and this amount was credited to Plant
and Equipment account (depreciation taken thereon amounted to $1,284);
(2) that among the accounts receivable an account of $12,925 for goods
billed at regular selling prices actually represented merchandise on consign-
ment (the inventory value of this merchandise was determined to be $8,404);
(3) that Prepaid Insurance was overstated to the extent of $121; (4) that
depreciation charged was overstated by $624; and (5) that Accrued Labor
(Finishing Department) was understated by $506.

Before making the corrections necessary from the above findings you
decided to verify the inventories and make an analysis of the merchandise
accounts. From this analysis, you establish the following:

Goods in Process (Manufacturing)

Inventory, January 1, 1953 $103,802
Yarn used 317,805
Overhead applied 161,908
Finished goods transferred (see below) $477,164
Waste sold 2,058
Inventory, December 31, 1953 104,293

$583,515 $583,515

Finished Goods

Inventory, January 1, 1953 $103,951
Merchandise transferred (see above) 477,164
Cost of goods sold $482,018
Inventory, December 31, 1953 99,097

$581,115  $581,115

From the data given and the additional facts disclosed, prepare and submit
your working trial balance, together with supporting journal entrics, showing
all adjustments and the adjusted balance sheet and profit and loss statement
amounts. (ATA adapted)






Chapter 5
REVIEW OF INTERNAL CONTROL

In Chapter 2 it was pointed out that the existence of a satisfactory
system of internal control is in itself some evidence that the accounting
data produced by the accounting department are reliable. To determine
the existence of such evidence an auditor must, first, find out exactly
what internal control measures are supposed to be in operation, and,
second, determine whether or not those measures are functioning effec-
tively and as originally planned when the system was devised. Thus he
has much the same type of analytical problem here that he has in gen-
eral; he must ascertain what certain facts about the business are, and
in so doing come to a conclusion as to the reliability of the accounting
statements.

Nature of Internal Control. If an auditor is to inquire into the
effectivencss of internal control and arrive at conclusions based upon
the results of such an inquiry he must first have a sound understanding
of what is meant by internal control. For purposes of audit verification
it appears best to adopt a broad concept of internal control. Any meas-
ures undertaken to assure the accuracy of accounting data or which help
to assure such accuracy may well be included as being a part of the
internal control.

Some simple examples may help to illustrate the point here. If a
company stores its raw-materials inventory in an unlocked storeroom to
which employees and others have access so that they can come and
obtain such inventory items as they require without the formality of
appropriate authorization or record, it is extremely doubtful if any
accounting records of goods on hand can long be accurate. If, on the
other hand, the storeroom is locked and under the control of an inven-
tory clerk who requires the presentation of a formal requisition, prop-
erly approved, before any stock is issued, it is much more likely that
accurate records can be kept. Of course, other steps to insure the proper
handling of the requisitions and their entry into inventory records are
also necessary, but the mere fact that the stockroom is locked and
requisitions are required for all issues makes accuracy of the accounting

91
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records more likely. Thus such a simple measure as a lock on the store-
room door becomes a part of the internal control; absence of such a lock
is a weakness in the internal control.

A somewhat more complicated situation might exist with respect to
cash receipts. If the cashier in a “cash and carry” grocery store receives
all cash, then at the end of the day prepares the bank deposit, records
the cash in the cash receipts book, and takes the deposit to a bank, the
possibilities for error are considerable and the internal control is ex-
tremely weak if not completely absent. But with some slight changes
considerable improvement can be made. Use of a cash register which
not only shows the amount of each sale by a visible indicator but also
ejects a sales slip for the customer and makes a copy of each sales slip
on a continuous tape within the machine is a beginning. The cashier
must then “ring up” the correct amount for each sale or risk complaint
by the customer. If, further, that tape is locked within the machine in
such a way that the operator does not have access to it, another feature
is present to reduce the possibility of error. Now if someone other than
the operator unlocks the machine each night, counts the cash in the
drawer, and compares that with the receipts for the day as indicated by
the cash register tape, it follows that any failure by the cashicr to have
all cash present will be discovered. The individual counting the cash
can then prepare and make the bank deposit. To insure that all the cash
he counts is actually deposited, provision can be made to have some
member of the accounting department compare the daily totals on the
cash register tape with the amounts recorded by the bank as deposits
when a bank statement is rececived at the end of the month.

Once entered in the cash register, the cash must be kept intact in order
to agree with the tape when counted at the end of the day. The person
taking the cash from the register for deposit must likewise account for
all cash received by depositing it, or a discrepancy between the cash
register tape and the bank deposits will be uncovered at the end of the
month by the accounting department.

Several features of internal control are utilized here. The use of a
cash register with a locked-in tape, separation of the duties of receiving
cash and making the deposit, review of the work of the cashier by the
one making the deposit, review of the work of the one making the deposit
by the accounting department, and separate entry of amounts by a
member of the accounting department who has no access to the cash
itself are all internal control measures that help to obtain accurate ac-
counting records of cash received and on hand.
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It should be apparent that internal control does more than assure that
the accounting records are accurate. It helps to assure that company
assets are not converted to personal use improperly. This may well be
the most important function of internal control, but for purposes of
outlining the nature and extent of internal control it is well to extend
its purpose to such other matters as the proving of accounting records.

Another example may be helpful here. Let us assume that a concern
has taken its physical inventory, listed the quantities and the prices of
the various items, and is now prepared to extend the quantity times the
price and to foot or add the inventory pages. Whether this is done
by machine or by hand, the possibility of arithmetical error is present.
To guard against such errors it may be advisable to have two separate
calculations of every extension and every footing by independent clerks.
Thus the arithmetical work is done twice, and only if both results agree
will the final figure be accepted. This has nothing to do with protect-
ing the properties of the company as it is purely a clerical matter of
arithmetical computation. But if errors are made, the final data are not
dependable, and improper decisions based upon such data are possible.
So the second or additional computation is another internal control
measure.

Thus internal control measures extend beyond the physical protection
of company properties although they do include all efforts made to obtain
physical protection as well.

Auditor’s Interest in Internal Control. If the existence of an effec-
tive system of internal control can be viewed as evidence of the reliability
of accounting data, then the presence or absence of such a system will
indicate the necessity for obtaining either more or less evidence of other
types and by other means. That is, if the internal control over cash
receipts is excellent, the other verification techniques need be applied to
cash receipts only to a very limited extent. On the other hand, if it
develops that there is very little internal control over cash receipts, it
becomes necessary to apply other techniques extensively in order to ob-
tain as much evidence as possible of the reliability or unreliability of
data on cash receipts and cash balances.

It is a truism in auditing that the amount of work to be done, the
extent and nature of the audit program, varies directly with the existence
and effectiveness of the system of internal control. The less internal
control, the more audit tests and verification; the better thewinternal
control, the less extensive will be the audit tests and verifications. | Thus
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the primary interest of an auditor in reviewing the system of internal
control in a company under examination is to determine the extent of
other tests and checks which he will include in his audit program.

A word of caution is important here. It was pointed out earlier in
the chapter that two steps are necessary in establishing the effectiveness
of the internal control actually in operation. First, inquiry must be made
of appropriate officers as to what internal control measures they have
established within the operations of the business. Then after determin-
ing what the control is supposed to be, some tests must be made to
discover whether the internal control is actually functioning as it is
supposed to be. It is not an uncommon matter to find that control
measures have been vitiated by employees who are opposed to what
they call “red tape” or who feel that the shortest way of getting some-
thing done is the best regardless of whether the short way is the one
established by the company authorities. Therefore, after he has ascer-
tained the measures supposedly in effect, an auditor has an additional
responsibility to find out whether or not those measures are working
effectively.

Based upon his first review of internal control, he can arrive at a
preliminary determination of the amount of work to be done or the
extent of his audit program. Final determination of the scope of veri-
fication must wait until, by means of various tests, he has found the
extent to which the internal control in effect compares with the internal
control as described.

Determination of the extent of his audit program is the primary pur-
pose for a review of a concern’s internal control, but it is not the only
one. One of the “by-products” of an audit consists of suggestions by
the auditor to the company examined as to ways in which its internal
control can be improved. If an auditor finds no lock on the stockroom
door, he should recommend that one be used. If he finds inadequate
internal control in existence at any other points in the operations of
the business he should likewise offer suggestions as to how improved
measures might be instituted(to eliminate the possibility for error now
presenE) Frequently such suggestions are the difference between happy
and Uhhappy relations between an auditor and the accounting depart-
ment staff. Audit examinations, as discussed in Chapter 1, are a neces-
sity in our business economy. There is, however, very little in the
examination itself that appears to the accounting department staff to be
constructive. To the extent that an auditor is alert to the possibilities
of making additional suggestions which are constructive, he will impress
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the staff and officers of the company under examination and will give
them reason to anticipate his return with pleasure or reluctance.

Essential Features of Internal Control. As business operations vary
considerably in size and type, internal control measures also must vary
considerably. It is therefore impracticable if not impossible to attempt
to learn the specific measures which should be in effect at every point in
every concern one is likely to examine. Instead of attempting to memo-
rize a long list of procedures which may or may not be applicable in a
given situation, one should gain an understanding of the characteristics
of internal control in general and then use his imagination and his
knowledge of the specific business under examination to determine how
those characteristics can be adapted to that concern. Frequently there
is a variety of ways of obtaining satisfactory control over a given opera-
tion or type of transaction. If any one of these contains the essential
features of internal control, it may well be satisfactory; absence of those
features means it must be viewed with suspicion and additional cvidence
obtained. To the extent that one understands the basic nature of in-
ternal control and has sufficient knowledge of business to see the ap-
plication of internal control features to the company he is examining, he
will be able to make a successful review.

Included within the essential characteristics of satisfactory internal
control are the following:

Adequate and competent personnel.

Separation of record keeping from custodianship and operation.
Establishment of responsibility.

Preparation of record proof of all work done.

Review of work done.

Inclusion of adequate physical protection of propertics and records.
Assurance of mechanical accuracy.

SRR =

i

Some brief explanation of each of these may be helpful.

Adequate and Competent Personnel. To anyone familiar with ac-
counting and business it should be apparent that adequate and competent
personnel are an essential if satisfactory internal control is to be ob-
tained. Without employees who have appropriate training and skill,
who are diligent and careful in their work, and who observe company
policies and regulations, internal control can scarcely be achieved.
Likewise an understaffed organization will be unable to function as
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effectively in this respect as one having enough members to devote the
time required to each aspect of the work involved.

Separation of Basic Functions. From the standpoint of internal
control, the basic functions of a business are those which involve control
over properties and transactions and those which involve the preparation
of records of such properties or transactions. Certain persons have
under their control the assets of the company. As custodians or as
operating employees they have access to the properties and therefore
have an opportunity, whether they have any desire or not, to utilize
those resources for personal purposes. To ascertain whether they ac-
count properly for the assets entrusted to them the company keeps
records of the quantities for which they are responsible or accountable.
Accountability then is measured by the accounting records. It becomes
apparent that, if one is given charge not only of valuable assets but also
of the record of those assets, he controls not only the properties but the
accountability for them as well. For a record of accountability to be
valid it must be maintained by someone other than the person whose
accountability is thereby indicated.

For example, if a stock clerk has under his control the contents of a
large storeroom of electric appliances and likewise is charged with the
duty of keeping the only inventory record of the items in the storeroom,
he is in position to cover any shortages which might occur for any
reason whatsoever. If he finds that he is short one electric toaster he
need only enter an additional credit on the detail inventory card. Then,
when time comes to verify the inventory records by actual count of the
units on hand, the count and the inventory record will be in agreement.
If, however, the record is kept by someonc outside the inventory de-
partment, a shortage cannot be covered by the one responsible for re-
ceiving, issuing, and storing the merchandise in question. With such a
division of duties, comparison of the record with a physical count should
reveal any shortages.

A basic rule of internal control, therefore, is to separate the function
of record keeping from those of custodianship and operation. No person
should have control of both an operation and its entry in the books and
records, or of properties and the record kept of those properties.

It may be well to point out, further, that not only should the record
be kept by a different individual but by an independent individual.
Little effective control would result from entrusting the inventory records
to an assistant to the inventory clerk or storekeeper. Records must bhe
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kept by someone sufficiently independent to insure that errors discovered
will be brought to light.

Establishment of Responsibility. Control measures are likely to be-
come ineffective if those who are responsible for errors can disclaim that
responsibility or shift the blame to someone else. On the other hand,
knowledge on the part of an individual staff member that he alone is
responsible for the final accuracy of the payroll figure, for example,
impresses upon him the necessity for care in his work. He knows that
any error will be attributed directly to him and that he cannot shift the
blame to another.

Responsibility may be divided into two classes. First is responsi-
bility for the safe keeping of assets. The necessity for fixing such re-
sponsibility is evident and needs little explanation. The second kind
of responsibility is for the performance of duties. It is in fixing and
subsequently testing the acceptance of responsibility of this type that
internal control measures sometimes fail.

Let us assume a situation in which the individual having the re-
sponsibility of signing checks is also required to examine carefully the
documentary evidence supporting the check. He is charged with the
responsibility of reviewing the invoice, the receiving report, the purchase
order, and any other papers which prove the propriety of the disburse-
ment, Further, he is to assure himself that each of these documents
has been properly approved as provided by other internal control meas-
ures. Signature of the checks supposedly indicates that the individual
signing has discharged his responsibility for review of the underlying
documents. In actual practice, however, it is not unusual for an indi-
vidual in that position to become somewhat lax in the discharge of his
responsibilities. Perhaps he “trusts” his subordinates; perhaps he has
other obligations which allow him insuflicient time for this duty; perhaps
he is naturally careless, or lazy, or unimpressed by the necessity for
review. Whatever the cause may be, if he fails to accept the responsi-
bility for that control procedure, an important weakness in the system
results.

Not only must responsibility be assigned to members of the staff, but
each of those members must also be convinced of the importance of
the procedure assigned to him in order that he might accept and dis-
charge that responsibility properly. Only if individual members of the
company’s staff both know and respect their responsibilities will the
control measures be effective.
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Record Proof of All Work Done. Without records of work done no
proof that procedures have been followed is available. A person as-
signed to verify prices and extensions on all purchase invoices may
process thousands of invoices during the course of a year. To assure
that no specific invoices have been overlooked, some requirement for
initialing that invoice or otherwise designating completion of the step
which he has performed is essential.

The record made may consist of a formal document, a memorandum,
a rubber stamp impression, an initial in a space provided, or any one
of a number of other possibilities. Some record must be made, how-
ever, if acceptance and discharge of responsibilities are to be indicated.
Without such indication there can be no real assurance that the control
measures are functioning at all.

Review of Work Done. Record proof of work done makes possible
the review of the performance of that work. One who knows that a
superior will review the performance of his work is more likely to take
performance seriously and to be conscientious in the pursuit of his duties
than is one who knows that no one besides himself will ever know if he
has done the job assigned to him. Thus, to give assurance that each
step has been undertaken and all responsibility appropriately discharged,
some provision must be made for reviewing the work of each staff
member.

Review may be concerned with the accuracy with which work has
been done or may limit itself to finding out whether the person reviewed
accepts responsibility for a given procedure. For example, to some
extent a physical inventory is a review of the inventory records to de-
termine their accuracy. The person who approves an invoice for pay-
ment, on the other hand, will note only that the person responsible for
prices and extensions has initialed the invoice; he will not recheck the
work. Where there is an important opportunity for errors, some means
of review of the accuracy of the work is generally advisable and should
be included in the control system. Where the possibility for error on the
part of a given employee is not so great, it may be satisfactory merely
to review his work to determine that he has indicated performance of
the procedure assigned to him.

Review may also be made in detail, that is every step rechecked, or
it may be carried out on something of a test basis with only occasional
amounts being checked carefully. Frequently test review is quite effec-
tive in insuring that procedures are applied carefully and at the same
time is not nearly so costly in time and effort as detailed review.
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Physical Protection. It seems apparent that every practicable means
should be availed of to give valuable assets and records physical pro-
tection. Protection includes safeguarding from weather and the action
of the elements as well as from theft and misappropriation. The idea
can well be extended to include the insuring of valuable assets and
the bonding of employees to protect the company from losses due to
dishonesty.

A distinction is sometimes made between physical control and ac-
counting control. Physical control results from giving properties such
protection as will eliminate damage or theft. It includes the use of
storeroom facilities, vaults, night watchmen, issuance only upon the
authority of properly approved requisitions, *and other devices of that
nature. Accounting control requires that the records be tied in care-
fully with the actual movement of the physical properties. The issuance
of items from stores must get into the records promptly; additions must
be reflected accurately and as soon as possible. Balances on hand as
shown by ledger accounts must agree with the quantity actually in the
stockroom. Obviously, accounting control must rest upon physical con-
trol. Without adequate control over the movement of the assets them-
selves, the accounting records are very unlikely to be in agreement with
quantities on hand. That is, if an unlocked storeroom permits the theft
of valuable inventory items, there is little chance that the accounting
record of the amount of that item on hand will agree with the actual
situation.

Physical protection is thus one of the most elementary and yet one of
the most important characteristics of internal control.

Mechanical Accuracy. A great variety of measures are available to
help obtain mechanical accuracy. The double entry system of book-
keeping, the use of subsidiary ledgers and controlling accounts, books
of original entry which cross foot, and various other measures of that
type are included within the accounting system as commonly set up.
In addition there is the use of various calculating and adding machines
to reduce the possibility of arithmetical mistakes, and such simple pro-
cedures as a requirement for duplicate independent calculations to check
one against the other.

In many machine accounting installations provisions are made for
obtaining proofs or checks of one amount against another to aid in
eliminating mistakes. For example, machine-posted accounts receivable
installations will commonly provide for accumulating a total of the
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charges or credits posted during a given “run” to be compared with the
net change in the account balances at the end of the “run.”

The preparation of a bank reconciliation as a way of determining the
accuracy of the cash receipts and cash disbursements records is another
illustration.

As one gains experience in accounting and auditing, he will become
acquainted with more and more methods of assuring greater mechanical
accuracy and will begin to watch for such devices. At any point where
there is a real chance for important mathematical errors, some type of
proof or check should be applied. If no such measure is in use, then
another weakness in the internal control has been discovered.

Variations in Degree of Internal Control. The efficiency of any
system of internal control is affected by such variables as the number of
people assisting in the record keeping, the training and education of
those people, and the type of supervision given them. A large, well-
staffed company can develop its intcrnal control system to a point well
beyond the possibilities for a small concern. In a small company it is
sometimes extremely difficult to work out a division of duties which will
prevent one person from having more control over transactions and
records than is commonly considered desirable. And the possibilities
for review of work are almost completely missing.

This is not to say that internal control is always present in a large
organization and missing in a small one. The method of organization
and the alertness of the management to the internal control problem are
also of importance, and many large concerns which have every possi-
bility for good control may worry along with something far less de-
sirable. On the other hand, careful subdivision of duties in a small
concern with the owner-manager taking an active part in both operations
and record keeping can bring about a reasonably satisfactory internal
control situation.

An auditor must be prepared to face situations varying considerably
and must know how to determine the extent of and to evaluate the
efficiency of the control measures in force.

Auditor’s Approach to the Review of Internal Control. In discover-
ing what internal control measures there are in force in a given case, an
auditor must realize, first of all, that internal control is a matter of
people. People conduct the transactions and make the records. If
there are errors, someone must have made them. Thus an auditor is
concerned with who does what, so to speak. He must find out what the
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company’s procedures are for conducting business and for recording
transactions as they occur.

Once he has secured that information and has it in some useful form
so that he can study it, he must begin to look for weak spots, for possi-
bilities of error which would not be detected or discovered in the ordinary
course of business. Again he is concerned with the individuals keeping
the records and carrying out transactions. What are the possibilities for
error on the part of each person in the organization? Does the person
have access to valuable assets? Does the work of that person affect the
reliability of the financial statements? These questions must be asked
and answered for each person in the organization. If, for example, an
employee does nothing but file vendors’ invoices, there is little worry
about errors which either affect the financial statements or cover short-
ages of one kind or another. If, however, a person handles cash re-
ceipts, posts to customers’ accounts, or approves invoices for payment,
his work is of interest in the review of internal control.

Once the employees whose tasks are related to control are discov-
ered, additional questions must be asked about each. What opportunity
does that individual have to obtain assets or to make errors? What
automatic checks exist within the system which will disclose such crrors?

“The person who posts to the general ledger may make errors in post-
ing. If, however, provision is made for obtaining a general ledger trial
balance monthly, the possibility of errors is lessened. If, in addition,
provision is made for analyzing or proving the balance of certain ac-
counts every year or every six months, another check upon that type of
error is included, /

Again, if the cashier is assigned the task of depositing all cash re-
ceived daily, there is always the possibility that he will “borrow” funds
either temporarily or permanently. If provision is made for independent
comparison of cash received with amounts recorded as deposits on the
bank statement, such borrowing will be revealed no later than the end
of the month during which taken.

As an auditor obtains answers to, these questions he is laying the
groundwork for development of his audit program. Where opportunities
for errors are either negligible or nonexistent he need apply verification
techniques only enough to learn that the system is functioning as de-
scribed. Where he finds that opportunities for error do exist, and
further, that opportunities for concealing or covering the error exist as
well, there he must expand his verification until he has reasonable assur-
ance that the errors possible have not been made or until he has dis-
covered the errors that have been made.
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The point of view of the auditor in making his review of the internal
control is of such importance that it may be well to summarize it as
follows: First, he is interested in finding out the duties of the various
members of the company organization. Second, he must discover the
extent to which each of these persons has access to valuables or the
extent to which the financial statements are dependent upon the work
of any given individual. Third, when such internal control problem
areas are discovered, he must next decide what the possibilities for error
are and how those errors might be concealed without discovery. His
audit work program must then be organized in such a way as to give
major attention to those areas where error is possible without automatic
discovery through the functioning of the internal control system in effect.

Methods of Review. As may be clear from the preceding discussio
two steps are required in reviewing the system of internal control. First,
a description of the system supposedly in operation must be obtained;
second, tests must be applied to discover whether that system actually
is working as described. The first of these steps is the one generally
described as “reviewing the system of internal control.” The basic
technique which is applied to do this is that of inquiry. Questions are
asked of the member of the company’s staff best qualified to discuss
the topic of internal control, and the answers to those questions provide
the auditor with information upon which his preliminary estimate of the
internal control situation is based.

Zhis is a very simple statement of a very difficult problem. To sit
down with someone and ask him the right questions in the right order
to obtain a reasonable understanding of the way in which all the ac-
counting information is collected and of the controls which help to make
that information reliable is no easy task. Yet that is precisely the way
in which the review must be commenced,

Various methods are in use to aid an auditor in asking the appropriate
questions in the proper sequence. One very common method is to
supply each auditor with copies of a questionnaire prepared and printed
in advance. These questionnaires have been given considerable thought
and supposedly contain a well-organized set of carefully integrated ques-
tions designed to point out any weaknesses in the system reviewed.
Thus some of the responsibility for determining the questions to be asked
is shifted from the staff auditor to the person who prepared the original
questionnaire;?’Another method is to give the auditor not a question-
naire but a list of topics and points to be covered. Within the general
areas listed he must ask such detailed questions as are pertinent, and he
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v
POINT GSHEET FOR REVIEW OF GENERAL CASH
DISBURSEMENT PROCEDURE

In what department are cash disbursements made?

How many signatures are required on each check?
Who is authorized to sign checks?

Are checks signed mechanically or by hand? If
mechanically, who has custody of signature
plate? What steps are taken to protect signa-
ture plate from misuse? 1s a check protector
used to reduce the possibility of raising
amounts on checks?

What approvals are required before signatures
are attached? What documentary support is
submittied with check for signature? What re-
view of reason for expenditure is made by
check signers?

Who prepares checks? Whatl authorization is re-
quired for check preparation?

What steps are taken in mailing or otherwise
distributing checks after signature? Who has
access to signed checks?

Who records cash disbursements? What document
is basis for entry? What opportunities arc
avallable for manipulation of cash disbhurse
ments record?

Who prepares bank reconcliliations? Who reviews
them? Is reconciliation procedure suffi-
~iently independent and thorough to be effec-
tive?

Do those who prepare, sign, distribute checks
perform any duties or have access to:

Cash receipts?

Other cash funds or se~urities?
General ledger?

Voucher or invoice register?
Vendors' invoires?

Illustration 6. Type of information to be obtained in making review of
internal control.
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jav)

5.

10.

INTERNAL CONTROL QUESTIONNAIRE
Petty Cash

Is the imprest fund system used? —
If not, describe method in use.

Does the petty cashier obtain a formal
voucher for every disbursement from the
fund?

Are any approvals for disbursements re-
quired? . . If so, describe.

Are dlsbursement Voucher submitted for re-
view at time of reimbursement? -
Describe procedure followed, giving names
and positions of all employees concerned. ..

Are die burqempﬂt vouchers canneled when re -
imbursed?. R, Describe procedure
followed. . .. . R,
Are amounts for disburs oment vouchers
spelled out as well as written numerically?
.. Are they written in ink?

Are checks for reimbursement made out to the
petty cashier? _ .

Does the petty cashier have access to other

cash or other funds? . If so, de-
scribe. e
Is petty cashier au1horlz@d to cash checks
for employees?_ .~ For officers?

——enon.. For customers®?®_
Is control over cashed checks adequate°m~mw-
wi—eooooe.. Describe procedure followed, in-
cluding approvals required, dlspooltlon of
cashed checks by petty cashier, etc...__

Illustration 7. Portion of an internal control questionnaire.
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has the task of adapting his questions to the specific concern under
review. Still another practice, which incidentally gives the field auditor
the least help, is to permit him complete freedom in the questions he
asks; all that is required is a reasonably comprehensive description of
control measures employed by the company. ,

Within the bounds of these three types of review, a host of minor
variations is possible. Each has certain advantages and most have some
disadvantages. For example, the questionnaire-type review may de-
teriorate into a mere completion of the form without sufficient care on
the part of the reviewer to look into unusual situations or practices. No
single questionnaire can be completely adaptable to the wide variety of
concerns one meets in practice. On the other hand, to give a man the
entire responsibility for organizing and completing his review places a
tremendous burden on the staff auditor. This is particularly important
when one realizes that the entire examination is based on the review of
internal control and that an omission or misunderstanding in the review
may fail to disclose a weakness which would have caused serious modi-
fication of the work program. A combination of these two extremes is
probably desirablec. That is, the reviewer should have some kind of
“point sheet”” about which to organize his questioning without at the
same time having a complete, detailed questionnaire to stifle his imagi-
nation or interest.

Organization of the Review. In asking the necessary questions,
better results will be obtained if a logical order of questioning is fol-
lowed. In most cases the functioning of a merchandising or manufac-
turing enterprise can be discussed around two main areas supported by
several smaller ones. These are:

Purchases, accounts payable, cash disbursements.
Sales, accounts receivable, cash receipts.
Inventories.

Payrolls.

Petty cash.

Property accounts.

Investments.

Nk L -

If the first two of these areas are explored fully in the sequence in-
dicated, most of the concern’s transactions and a great part of its
accounting problem will be covered. All the remaining five areas are
much smaller and more specialized, but each is of importance and must
be given attention.
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Determining Existence of Controls as Described. The second phase
of the review of internal control requires the application of verification
techniques to determine whether the system is operating as described.
No brief means of doing this can be set out. Throughout the rest of
the audit program, steps will be included which aid in determining the
efficiency with which the control measures are being followed. For
example, in comparing canceled checks with the record of checks issued,
an auditor will note whether the proper signatures have been affixed to
the checks and if two are required will examine them to make sure that
both signers have done so. In reviewing petty cash expenditures he will
check to see whether approvals have been given as required. Some of
the footings of books of original entry will be undertaken to determine
whether cross footings provided for have been made properly.

Thus it is not possible to state exactly how or when the second phase
of the review of internal control is completed except to say that it is
carried out simultaneously with other parts of the audit program. If
in so doing it is discovered that the control is not functioning as de-
scribed, then expansion of the program will become necessary.
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PROBLEMS—CHAPTER 5

Problem 5-1. (a) Briefly describe the imprest system for operating a
cash fund. (b) State the principal advantages of the imprest system {rom
the standpoint of internal control. (c) Prepare a detailed questionnaire to
be used by your staffl employees in evaluating the internal control over a
petty cash fund. (AIA)

Problem 5-2. Each of the following paragraphs describes one phase of
the internal control of the Acme Artwork Company as indicated. Describe
briefly the most outstanding weakness you note in the internal control as
described and the improvements you would suggest to strengthen the system.
Assume no internal control features beyond those specifically mentioned.

1. Cash Disbursements. All disbursements for amounts over $25 must be
made by check. FEach check on general cash requires the signatures of
Samuel Elfson, Treasurer, plus the countersignature of either N. C. Ford,
President, or M. L. Lakota, Vice President. As these latter two do consid-
erable traveling, they frequently sign blank checks when they expect to be
away for a few days and leave them with Elfson to be used as needed. Be-
fore signing a check, each of these three is supposed to examine carefully the
voucher to be paid, which is always accompanied by the vendor’s invoice
approved for price, quantity, and extension, the receiving report, and a copy
of the purchase order, all properly approved and initialed. Each of the
three check signers is very conscious of the importance of internal control
and assures you he does examine vouchers very carefully before signing
checks.

2. Cash Sales. The company maintains a retail outlet for its product
adjacent to the office. All sales are for cash. Every sale is rung up by Miss
Lober, the sales clerk, on a cash register which ejects a sales slip to be given
to the customer with his merchandise. A carbon copy of the sales ticket is
made by the machine on a continuous tape locked inside the machine. At
the end of each day a “total” key is pressed and the machine prints the total
sales for the day on the continuous tape. Miss Lober then unlocks the
machine, takes off the total sales figure, makes the entry in the cash receipts
book for the day’s cash sales, counts the cash in her drawer, retains her basic
$30 change fund, and turns the cash received over to the cashier. She then
files the cash register tape and is ready for the next day’s business.

3. Purchases. All goods are ordered by F. B. Wilcox, purchasing agent,
upon the request of various department heads. When the goods are received
the receiving clerk prepares a receiving report in triplicate; one copy is sent
to Wilcox, one copy is forwarded to the department head concerned, and one
copy is retained by the receiving clerk. Invoices received are forwarded im-
mediately to the accounting department to insure payment before the discount
period elapses. After payment, the invoice is forwarded to Wilcox for com-
parison with the purchase order and receiving report and is then returned to
the accounting department for filing.
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Problem 5-3. The Witt Company is engaged in manufacturing. Certain
features of its operating methods are described below. You are to consider
the procedure for each of the activities as described and point out the exist-
ing deficiencies, if any, in internal control, including an explanation of the
errors or manipulations which might occur in view of each weakness and
your recommendations as to changes in procedures which could be made to
correct the weakness.

(a) When materials are ordered, a duplicate of the purchase order is sent
to the receiving department. When the materials are received, the receiving
clerk records the receipt on the copy of the order, which is then sent to the
accounting department to support the entry to Accounts Payable and Ma-
terial Purchases. The materials are then taken to stores where the quantity
is entered on the bin records.

(b) Time cards of employees are sent to a tabulating machine department
which prepares punched cards for use in the preparation of payrolls, payroll
checks, and labor cost distribution records. The payroll checks are compared
with the payrolls and signed by an official of the company who returns them
to the supervisor of the tabulating department for distribution to employees.

(c) The company has an employee bond subscription plan under which
employees subscribe to bonds and pay in installment by deductions from
their salaries. The cashier keeps the supply of unissued bonds in a safe
together with the records showing each employee’s subscription and pay-
ments to date. The amounts of unissued bonds in the hands of the cashicr
and the balances due from employees are controlled on the general ledger,
kept in another department. However, the employces may, if they desire,
pay any remaining balance to the cashier and receive their bonds.

When an employee makes a prepayment, the cashier notes the amount on
his account, delivers the bond, and receives a receipt from the employee for
the amount of the bond. The cashier deposits bond cash received in an
employee bond bank account and submits a report showing the transaction
to the general ledger department; this report is used as a basis for the neces-
sary adjustments of the control account. Periodic surprise counts of bonds
on hand are made by independent employees, who check the amounts of
unissued bonds and employees’ unpaid balances with the control accounts.

During the cashier’s lunch hour or at other times when he is required to
be absent from his position, another employee, with keys to the safe in which
unissued bonds and employee bond payment records are kept, comes in and
carries out the same procedures as enumerated above.

(d) A sales branch of the company has an office force consisting of the
manager and one assistant. The branch has a local bank account which is
used to pay branch expenses. This is in the name of “The Witt Company,
Special Account.” Checks drawn on the account require the manager’s sig-
nature and the signature of the treasurer of the company. Bank statements
and canceled checks are returned by the bank to the manager, who retains
them in his files after making the reconciliation. Reports of disbursements
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are prepared by the manager and submitted to the home office on scheduled
dates. (AIA)

Problem 5-4. You are invited to address a regional bankers’ convention
on the subject of internal check in handling loans and discounts. Give an
outline of what you would suggest. (AIA)

Problem 5-5. The Dimenslot Company maintains a branch office in a
distant city where the only financial transactions authorized are the collection
and banking of receipts from automatic vending machines, the payment of
branch payrolls and expenses, and the remittance to the factory of funds in
excess of branch requirements. Monthly reports of cash receipts and dis-
bursements are sent to the factory.

As auditor, you send to your representative in the branch city twelve
monthly rcports covering the year under audit with instructions to audit
the branch records. In due course you rcceive a report stating that the
monthly reports are in agreement with the books and that the balance in
bank has been duly confirmed by the depository. The report also states that
the deposits, as shown by the bank statement, exceeded the receipts, and
the checks issued by the branch exceeded the disbursements shown by the
books. Such excesses consist of items of which a list is enclosed without
comments, showing in totals the following disbursements:

Bank loans, partly renewals, finally paid in full - $12,000.00
Checks to employees 2,000.00
Accommodation endorsements for employees 2,088.99

(a) What would these three items suggest to you? (b) What should be
the contra items with respect to each? (c¢) What criticism would you make
of your representative’s report? (d) What further steps, if any, would you
take in the matter? (ATA)

Problem 5-6. A corporation decides that the petty cash fund, maintained
on the imprest fund system at one of its branches (John Jones, petty cashier),
is too large to be kept in the office in cash and proposes to establish the fund
in a bank account in the name of the corporation and to authorize the bank
to pay checks drawn against the account by John Jones. Give a rcasoned
opinion of this proposal. (AIA)

Problem 5-7. Describe in not over 100 words for each the meaning ot
“internal control” and “internal audit.” (AIA)

Problem 5-8. Various concerns prefer that bills rendered to them for
purchases or services be made out on their own invoice forms. (a) What
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are the advantages and disadvantages of such a form to the concern?
(b) How does its use affect the outside auditor? (AIA)

Problem 5-9. What are (a) the essential requirements, and (b) the prin-
cipal advantages of an adequate internal control of merchandise inventories?
Discuss (c¢) the importance of costing sales in connection with such a control,
and (d) describe two general methods of costing. (AIA)

Problem 5-10. Give at least four independent statements of principle
under each of the three following headings which would guide you in the
installation of an adequate system of internal check and control in a fair-
sized merchandising concern: (a) cash receipts; (b) cash disburscments;
(c¢) accounts receivable. (AIA)

Problem 5-11. Preparc a questionnaire to be used by assistants on audit-
ing engagements to determine whether or not the clients’ systems of internal
check are satisfactory with respect to (a) loans payable, (») purchases and
the relative disbursements. (AIA)

Problem 5-12. State the advantages and disadvantages of the use of a
questionnaire in reviewing the system of internal control of a concern which
you are examining for the first time. (AIA)

Problem 5-13. Under each of the three following headings, give at least
four essential points which should be considered in the installation of an
adequate system of internal check and control in a large manufacturing
concern: (a) inventories; (b) payrolls; (¢) petty cash fund. (ATIA)

Problem 5-14. Describe a suitable distribution of dutics among the ac-
counting department, the treasurer’s department, and any other department
to provide adequate protection of disbursements by check. (AIA)

Problem 5-15. For what reason does an independent auditor review a
client’s internal control, and what two principal questions does he seek to
answer in undertaking his review? Compare the extent of his review in the
case of the first examination for a new client with that in the case of a
client whose records he has examined regularly over a period of years.

(AlIA)

Problem 5-16. Describe briefly the more important provisions of a system
of internal control in connection with accounts receivable. (ATA)

Problem 5-17. Prepare a questionnaire to be used in the evaluation of
internal control relating to property, plant, and equipment. (ATA)
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Problem 5-18. Prepare a questionnaire for the evaluation of internal
control covering cash receipts, for use in your initial annual audit of a large
manufacturing company whose sales are made directly to retailers.  (AIA)

Problem 5-19. Enumerate five very important items that should be con-
sidered by an auditor in the evaluation of the nature and extent of the
internal check and control relating to accounts receivable of a merchandising
company. (AIA)






Chapter 6
THE AUDIT PROGRAM

Before commencing any verification problem it is well to have pre-
pared an audit program, which is a list of the verification steps to be
applied set out in such a way that interrelationships of one procedure to
another are clearly shown.

Accounting situations vary considerably from concern to concern and
from industry to industry. The nature of the problems to be dealt with,
variations in size of the enterprise, and the extent of the internal controls
in existence are all factors which must be considered by an auditor in
determining what his program will be. In addition, of course, is the
extent of his assignment. He may be called on to make a complete
examination of the books and records supporting the financial statements
of the company or to make only a partial examination aimed at dc-
termining the reliability of the cash records, or the fixed property ac-
counts, or any other part of the concern’s accounting data. Verification
problems thus vary with the accounting situation and with the scope of
the audit engagement. Because of such variations, an audit program to
specify what work is to be done becomes a necessity in order that time
will not be wasted on matters not pertinent to the engagement, and so
that any peculiarities of the specific situation may be provided for.

Purposes of an Audit Program. The purposes of an audit program
have been suggested in the preceding paragraphs, but it may be well to
describe them a little more completely. First, the program serves as a
plan of attack on the particular verification problem at hand. It should
be remembered that most audit engagements are undertaken by more
than one person. The auditor in charge of the engagement commonly
has one or more assistants who apply various parts of the verification
program under his direction. At the same time he performs certain
tests and procedures himself, and therefore he cannot devote his entire
time to supervisory efforts. The audit program contains, among other
things, his instructions to his assistants. If properly drawn up, there-
fore, it is complete and detailed enough so that he can turn one or more
sections of it over to an assistant, who then proceeds to perform the

113
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verification tasks included therein. Upon completion of the work the
assistant returns the program and the work papers prepared during the
performance of his work to his superior, who reviews them and either
approves or returns them for additional work.

Assistants sometimes have very little experience in actual auditing
work. Some are quite unacquainted with practical accounting situations
and methods. The program, therefore, must be written in such a way
as to tell an inexperienced assistant exactly what is required of him. It
is imperative that the accountant in charge and the assistant understand
each other. If the accountant in charge wants a certain task performed,
he must say so in terms that his assistant can understand, and if the
assistant does not feel completely sure of his assignment he must ask for
further explanation.

Such expressions as “Check the cash receipts book” have no place in
an audit program because they are so indefinite as to have little or no
meaning. Rather the program should state specifically what is to be
done somewhat as follows: “Foot and cross foot the cash receipts book
for the month of Deceruber and trace all postings into the general
ledger.” This latter instruction is clear and definite and the assistant
can know when he has completed his assignment. Nowhere in account-
ing work is clarity and conciseness of expression more important than in
the preparation of audit programs.

The second purpose of an audit program is to serve as a record of
the work done during the verification process. Such a record is
required:

1. As a basis for review by a superior of the work done.

2. As evidence of the extent of the verification.

3. As proof that the work was actually done if such proof ever be-
comes necessary.

An audit program is prepared with care in view of all the surrounding
circumstances. Before the actual verification work begins the program
is generally reviewed by a supervisor to assure that all procedures which
should have been included are included and that it appears adequate for
the purpose. It stands to reason that the supervisor, having spent effort
in approving the program, will also be interested in determining that
the program as established was actually followed. Consequently, he
will wish to review the work done to make certain that all steps provided
for in the program were either carried out or that adequate explanation
for their omission is presented.
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Auditors work with the books and records of an accounting depart-
ment. When they complete their work they must leave all the books
and records in the hands of that accounting department. Accordingly,
they have as evidence of their own work only such work papers as they
have prepared during the course of their verification. One of the most
important work papers, from the point of view of indicating exactly what
work has been done, is the audit program itself. It becomes a part of
the work papers and if properly initialed by the various members of the
audit team as they complete the verification steps described it becomes
a valuable record not only of the extent of the planned verification but
of the actual work done. Many audit programs are drawn up in such
a way that this record is easily incorporated into the work papers as
follows:

Date or Period Work Date
Verification Procedure Covered Done by Completed

In rare cases a question arises as to whether all work which should
have been done during an audit engagement was actually completed and
as to whether or not the verification was adequate in view of the require-
ments of the situation. When this happens it becomes necessary for the
auditor to prove what his verification was and to convince a court, if
necessary, that the program followed was adequate. When this occurs
it becomes extremely important to have an audit program that is com-
plete and that is supported by a satisfactory set of work papers. A care-
fully prepared program initialed by the staff auditors as the work was
completed would be included as some of the best evidence an auditor
could present in or out of court to substantiate his claim of a satisfactory
examination.

Program Construction. In the preceding chapters the nature of an
audit engagement as a matter of collecting evidence to determine the
reliability of the accounting data of a company has been explained.
Along with that a discussion of the nature and possibilities of errors in
accounting data has been included as well as a description of the basic
audit or verification techniques available to an auditor. Program con-
struction consists of selecting and putting together the specific audit
techniques to be used in a given case. In so doing an auditor must give
consideration to a variety of factors. He must:

1. Stay within the scope and limitations of his assignment.
2. Obtain the best evidence reasonably possible.
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3. Apply only those tests and procedures which are useful to accom-
plishing the verification purpose in that specific situation.

4. Cover every possibility of error to some extent.

5. Group related items.

Effect of Audit Assignment. Whether serving as an independent
public accountant or as an internal auditor, an auditor can do no more
than he is permitted to do by the terms of his assignment. Very few
audits are required by law, and in general legal requirements only make
necessary that which business practice would have called for anyway.
In the United States, auditing has developed strictly upon the basis of
the service which it has rendered to the business community, and for
all practical purposes will continue to develop only as it continues to
render needed service.

The scope of the engagement therefore is a matter of agreement be-
tween the auditor and the company whose records are to be examined.
The agreement may call for anything from a detailed verification of
every transaction (extremely rare) to a review of a limited number of
transactions of a given type. Whatever that agreement calls. for, the
auditor must confine himself to that task, not only to refrain from in-
quiring into matters which are not his concern but also in order to do
the best job possible within the time allotted. On an audit engagement,
time and cost run very closely together. Any unnecessary work takes
additional time, which means additional cost; therefore, it must take
time away from the real purpose of the engagement. If, for example,
there is suspicion of fraud in the cash transactions and an auditor is
retained to investigate all cash transactions and the recording thereof,
he would be wasting time to examine into the appropriate classification
of fixed asset items. Any time spent on such an irrelevant subject as
this could not be spent on matters pertinent to the agreement and would
therefore be wasted. So, in selecting the tests to be combined into an
audit program, one must be careful to use only those which are pertinent
to the audit purpose and included within the scope of the engagement.

Obtain Best Evidence Possible. In Chapter 3 the value of the evi-
dence obtained by application of the various verification techniques is
discussed. It was seen that certain techniques provide satisfactory evi-
dence, whereas others by themselves are inconclusive. An auditor must
be fully aware of this, and in selecting the procedures to be applied
should attempt to get the best evidence possible in every case. If the
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procedures applicable in the given case do not provide completely re-
liable evidence he must supplement the results with other tests until he
is satisfied that he has exhausted the reasonable possibilities or until he
is certain that the facts are as stated. A note payable to a bank can be
verified by obtaining a statement from the bank as to the amount of the
note, its due date, interest rate, and all other essential features. This is
strong evidence and can be relied on. On the other hand, a damage suit
against the company under examination and still in process of litigation
is a far different matter. The amount that should be recorded as a
liability for such a suit is difficult to obtain. An auditor should cor-
respond with the company’s attorneys to obtain their considered estimate
of the potential liability, should discuss the matter with the company’s
officers, should examine any correspondence accumulated on the subject,
and if the company has had experience with this type of litigation in the
past should investigate the results of similar cases already decided. Only
after getting all available evidence, any one part of which is probably
inconclusive, can he feel that he has the best evidence available on the
subject.

Selecting from among available alternative procedures is largely a
matter of judging the reliability of the evidence which they will produce.
Because of considerations of time and of cost it is not always possible
to select the best one, but if anything less than the best possibility is
selected it must be one that either provides satisfactory evidence itself
or that can be supplemented by other techniques until it does.

Use Procedures Applicable in the Circumstances. The most difficult
part of program development is in adapting what may be termed general
procedures to the requirements of a specific situation. Every auditor
soon comes to know, for example, the basic requirements for the veri-
fication of cash on hand. To apply those requirements in the variety
of situations found in practice is a far more difficult task. One concern
may have only a single bank account, so that the problem is relatively
simple. Another may have several bank accounts at the home office plus
a score or more of branches each with its own bank accounts. Then
too, there may be frequent transfers of cash from one account to an-
other, which further complicate the verification problem. As another
example, one company may sell on account, so that its cash receipts
record consists of a list of the checks received through the mail from
its customers. Another may sell only for cash, so that its basic record
of cash receipts consists of adding machine tapes from cash registers.
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The audit program for each of these companies must provide for the
specific records and problems of that company.

This indicates that program preparation relies heavily on the review
of internal control. Preliminary to completing the program, if not to
beginning it, the auditor must know what records the company main-
tains, who maintains them, and what controls are in existence to elimi-
nate or reduce the possibilities of error. The review of internal control
and the construction of the audit program go hand in hand and must be
closely related.

Part of program construction is to determine the extent to which
various tests and procedures should be applied. Should the cash dis-
bursements book be footed for twelve months, for six months, or for one
month? Should canceled checks be compared with the entries in the
check register for three months or for seven months? These are ques-
tions which only an experienced auditor is expected to answer, but again
he can answer them only if he has a thorough understanding of the in-
ternal controls in existence and the extent to which they are effective in
reducing the possibilities of error. A good system of internal control
rarely makes any given test completely unneccssary, although it may
reduce the application of the test to the minimum. In general the mini-
mum application is a single month because a month is required to com-
plete the bookkeeping cycle and because by applying any test throughout
a complete bookkeeping cycle one can determine whether or not the
internal control procedures supposedly in force are actually being applied
effectively.

Cover All Possibilities of Error. If properly constructed, an audit
program will provide procedures aimed at detecting any errors that fall
within the scope of the examination agreement. This requires a sound
knowledge of types and possibilities of error plus considerable skill in
weaving together the various audit steps. The program must not only
cover all possibilities for error but also must integrate the procedures
in such a way as to reduce duplication and conflicting efforts to the
minimum. This is covered more completcly in the following section but
is also applicable here.

An auditor commonly begins his work with the general ledger bal-
ances. Therefore, in building up his techniques he is most likely to
cover all possibilities if he begins with the general ledger balance and
works back to the source of the data summarized in that balance figure.
This process falls into three categories of work:
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1. Verification of the balance.
2. Tracing the source of entries in the account.
3. Verification of the basic transactions.

The emphasis on one or the other of these parts of the verification
problem varies with the nature of the account to be verified. In veri-
fying cash, considerable effort is spent in determining that the cash on
hand actually agrees with the amount of cash shown as the balance of
the account, as that figure is of considerable importance in the balance
sheet. Relatively less attention is given to the specific transactions
which go to make up the cash balancc because therc are so many of
them, because they generally are subject to careful internal control, and
because many of them, especially cash receipts, are cxtremely difficult
of direct verification. In verifying fixed asscts less attention is given
to verifying the balance and far more attention, relatively, is given to
the individual transactions which go to make up the balance. It is
difficult to prove the balance of the fixed asset accounts by comparison
with the actual asset itself as is done for cash, so the gencral practice
is to verify the various transactions which go to make up the balance
and to assume that if they are correctly handled the balance must be
correct. Other variations exist in the relative emphasis given to these
areas of verification, but in every case each one of them gets a certain
amount of attention.

In verifying the balance of an account it is common practice to prove
the arithmetical accuracy of the figure by footing both sides of the
account and then recomputing the balance. If possible, recourse is
had to the actual asset to determine by physical examination if the
quantity is in agreement with the account balance, but this is not prac-
tical for liability accounts and for such asset accounts as Accounts
Receivable. It is extremely desirable for notes receivable, investments,
inventories, and cash and such other assets as can be readily identified,
counted, and priced.

In verifying the source of the entries in the account, first attention
should be given to scanning the ledger account to seec whether the entries
therein appear to come from appropriate sources. Those which appear
unusual or out of order should be traced back to their source and docu-
mentary evidence examined to determine if the transaction was legiti-
mate and the entry appropriate. The composition of the account bal-
ance likewise should be analyzed to ascertain whether it includes any
amounts which are not genuine or any items or amounts which should
perhaps be classified under some other heading. If possible, the actual
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items which the account represents (cash, notes receivable, merchandise)
should be counted and agreed with the ledger account balance. This
last step is often difficult but if possible and practicable should be
attempted.

In verifying the source of entries, all debits and credits to the account,
or all material debits and credits if there are frequent minor entries,
should be traced back to their source to assure that no errors have been
made in the posting process. In some cases this, like many other verifi-
cation procedures, is applied on a test basis and only the entries for one
or more months are traced back to their source. In either case the test
should be applied with carc as any amount brought forward in error
results in an incorrect balance.

Care should be exercised to make sure that entries arc traced all the
way back to their source. Many companies summarize the detail of
transactions at least once before they arc entered into the general ledger
accounts. For examplc, a company may summarize all cash sales cach
day for a single daily entry in the cash receipts book. Then at the end
of the month, the totals of the cash receipts book are posted to the
general ledger. In tracing such entries back from the general ledger
it is not sufficient to trace them only to the cash receipts book. The
cash receipts book is mercly an intermediate step, and the tracing must
go beyond it back to the original memoranda of receipt, whatever form
they may take. The totaling necessary to arrive at the daily summary
entry in the cash receipts book must be proved as well before onc can
say that he has actually traced the entrics in the general ledger accounts
back to their original source.

Once the entries have been traced back to their original source, it
becomes possible to verify the transactions that the entries purport to
represent.  This is largely a matter of referring to such documentary
cvidence of the transaction as may exist, duplicate sales invoices, can-
celed checks, shipping tickets, expense vouchers, invoices, remittance
advices, and the like. This, of course, is one of the basic verification
techniques and is discussed in some detail in Chapter 3. Verification of
the transactions themselves is fundamental to understanding the nature
of an account balance. No matter what the description of the account
or its title may be, one can never truly know what actually makes up the
balance until he has examined into the nature of the transactions which
have been entered in the account. A generous portion of transaction
verification by reference to documentary evidence thus becomes an im-
portant, although sometimes tedious, part of every audit program.
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It should be evident that in some instances the intermediate step of
tracing entries back to their source can be combined with that of exam-
ining documentary evidence. Under some voucher system installations
the general ledger account includes the voucher number of every entry,
and thus it is possible to refer from the ledger account directly to the
appropriate voucher which includes the invoices, receiving reports, and
other evidence of propriety. In other cases, however, it is necessary to
work from the ledger account back to the book of original entry to
obtain the detail of the entries into the account and thus locate the
specific vouchers and invoices.

In working out his audit program, the auditor must follow mentally all
entries in general ledger accounts back to their source and determine
those points at which errors are possible and are most likely to occur.
Then in selecting the specific procedures to be included he must make
certain to cover all such possibilities to the extent he feels is necessary.

Group Related Items. Finally, in assembling the procedures which
he has concluded are necessary to accomplish his task of verification, an
auditor should group those procedures in the most natural manner pos-
sible. This particular problem is most apparent when one has a com-
plete audit program to construct rather than a brief investigation or a
partial audit. In the latter, the program may be so brief as to make any
grouping of related procedures within the program impossible.

As an example of what is intended here, a relationship which has
already been mentioned may be cited once again. One common type of
error is a failure to distinguish correctly between asset and expense items,
between additions to fixed assets and repair and maintenance charges.
Therefore, to verify these two groups of accounts, it is nccessary to
analyze the asset accounts to make certain that no expense items have
been included and to search the related expense accounts for any items
which should have been charged to the fixed asset accounts. Because
of this close interrelationship of the two groups of accounts it seems
logical to assign them both to the same member of the audit staff or at
least to deal with one in conjunction with the other.

Further consideration of this matter indicates that depreciation is so
closely related to the fixed asset accounts that depreciation expense and
the reserve for depreciation should likewise be considered together with
the fixed asset accounts. Thus we have what may be called the prop-
erty or fixed asset group consisting of the fixed asset accounts, related
repair and maintenance accounts, the reserve for depreciation accounts,
and the related depreciation expense accounts.
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In like manner, Notes Receivable and Interest Income are related,
and also Notes Payable and Interest Expense. Prepaid Insurance may
be verified in connection with Insurance Expense, and Accrued Taxes
can be related to Taxes Expense. Investments, Income from Invest-
ments, Gains or Losses from the Sale of Investments, and any necessary
adjustment to the lower of cost or market also constitute a group of
related accounts which for verification purposes should be attacked to-
gether. Other natural groupings exist and are discussed throughout this
textbook.

Another type of grouping of audit procedures within the audit pro-
gram also warrants at least passing mention. A There must be included
within the audit program a considerable amount of detail work such as
footing, tracing postings, and comparison of original documents with
the books of original entry. This so-called “detail” or “general” audit
work is often grouped by itself in the audit program and assigned to one
of the assistants. Assignment of all such work to one man is more in
the nature of a matter of convenience than of grouping truly related
items. That is, no harm would result from dividing such work among
a number of persons, whereas separating the work on Notes -Payable
from that on Interest Expense might actually have a detrimental effect
on the verification accomplished.

Types of Audit Programs. Various mechanical means are used by
auditors to assist them in program construction. Some auditors make
use of “uniform work papers,” which include on the reverse side what
amounts to standard verification programs for the principal accounts or
groups of accounts. Others have preprinted programs covering special
sections of the work such as that on cash, cash transactions, and the
detailed or general work. Obviously, such preestablished programs re-
quire modification to make them applicable to specific situations. Be-
cause of this, other auditors use no established programs but instead
draft their own program for each situation as they meet it, relying on
their own knowledge of auditing techniques and their past experience
to insure that all essential procedures have been included. Still others
draft their own programs but carry a more or less extensive ‘“‘check list”
of auditing procedures from which they select those which they think
are most applicable.

The method of preparing the audit program is important only in so
far as it affects the verification actually accomplished. One can very
soon learn to work with any one of these various methods, and if he is
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alert and well grounded in the fundamentals of an audit attitude can
develop adequate programs.

The next several chapters are aimed at developing further the ability
on the part of the student to prepare audit programs and to carry them
to completion. An attempt has been made to build this development
around the natural account groups as it is belicved that a recognition of
these relationships is an essential to sound program planning. A word
of warning is necessary at this point. The programs developed within
cach chapter may have the appearance of being uniform or standard
audit programs for that specific subject. Such is not the casc. The
writer has little faith in standard programs in auditing and wishes to
disclaim any intention of devecloping them. Rather these programs
should be looked upon as something of a minimum verification require-
ment which in the individual case must be accomplished as indicated by
the accounting records and proccdures in existence. Thus they will
require some modification in every case and serious modification in
many. At the same time they provide a reasonable theme around which
to discuss the details of audit procedure.
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PROBLEMS—CHAPTER 6

Problem 6-1. Describe what you consider to be (a) the best, and (b) sup-
plementary evidence for each of the following account balances: 1. Miscel-
laneous Office Expense. 2. Notes Receivable. 3. Notes Payable. 4. Land.
5. Petty Cash. 6. Marketable Securities. 7. Treasury Stock. 8. Earned
Surplus. 9. Accrued Interest Payable. 10. Finished Goods Inventory.

Problem 6-2. In what way would the verification of Accounts Receivable
differ in the following situations? 1. A department store selling on terms
of thirty days. 2. A small loan company. 3. A company manufacturing
military equipment for the government.

Problem 6-3. The L. and M. chain grocery sells only for cash in huge
“supermarket” type stores. Several cashiers are required in each store, each
operating a separate cash register. If you were assigned to verify the balance
of the Sales account, what various documents or records would you call for
as evidence? How would you use them?

Problem 6-1. What other accounts would you wish to cxamine in con-
ncction with each of the following balances: 1. Accounts Receivable. 2. In-
terest Expense. 3. Reserve for Sinking Fund. 4. Patents. 5. Marketable
Securities.

Problem 6-5. Assume that one of your close relatives owns a men’s cloth-
ing store in a community of about 60,000 people. As he is very busy with
other business affairs he employs a manager to operate the store on a salary
plus a bonus based on profits arrangement. During the Christmas holidays
he asks you to “go over and have a look at the books to make sure every-
thing is all right.” (a) Outline the general program you would follow.
(b) What are some of the special problems you would expect to find?
(c) What would be the starting point for your examination?

Problem 6-6. In what way would the audit programs for the following
types of business be similar? In what way would they be different? 1. A
grain elevator. 2. A wholesale druggist’s supply company. 3. A large
restaurant. 4. A building and loan association. 5. A lumber yard. 6. A
bakery. 7. A shoe store.

Problem 6-7. What steps would you suggest as appropriate in each of the
following situations? 1. To determine that all cash has been accounted for
by the cashier of a neighborhood movie. 2. To determine that all cash has
been accounted for by a city in connection with the proceeds from parking
meters. 3. To determine that all cash has been accounted for by an agent
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who services a large number of candy vending machines, refilling them when
empty and collecting all cash from sales.

Problem 6-8. What records would you call for and how would you use
them if you were assigned to audit a campus book store?

Problem 6-9. What steps would you take to assure that salesmen assigned
to delivery routes for a dairy company accounted for all products they took
from the plant each day?

Problem 6-10. How would you verify the payroll disbursements of a
highway construction company?

Problem 6-11. What steps would you take to verify the inventory of a
wholesale distributing company?

Problem 6-12. With what accounts would you be particularly concerned
in each of the following audit examinations? 1. A small loan company.
2. A jewelry store. 3. A real estate agency. 4. A stock brokerage firm.
5. A hospital.






Chapter 7

VERIFICATION OF CASH AND CASH
TRANSACTIONS

Cash provides at once one of the most difficult and one of the most
interesting verification problems with which an auditor must deal. It is
difficult because cash enters into so many transactions that in most cases
all an auditor can do is to test a small portion of the total cash trans-
actions. It is interesting because of the appeal which cash has to the
acquisitive instincts of people in general and because by far the great
majority of irrcgularities have to do with cash in one way or another.
Therefore, in planning the cash verification program, extreme care must
be taken to provide that the tests planned are adequate in extent and
that they cover all possibilities of error. In performing the tests pro-
vided in the program, care is also required both because the work is
based upon tests and samples and because of the always present danger
of shortages or manipulations.

Twofold Purpose of Cash Verification. In planning and perform-
ing the cash work, as with any part of the audit program, the verification
purpose should be kept firmly in mind. This is always necessary so
that if at any time the procedures being followed do not appear to
accomplish the desired objective they can be altered or modified as
necessary.

The purpose of cash verification may be described briefly as:

1. To ascertain if all cash is there that is said to be there.
2. To ascertain if all cash is there that should be there.

These two sound somewhat alike but actually they are quite different.
If the balance of the general ledger Cash account on the balance sheet
date indicates that the company has $20,000 in cash, the first part of
the audit work pertaining to cash is to determine whether the company
does actually have cash in the amount of $20,000. But an auditor
should go beyond that. He is interested not only in whether the com-
pany has as much cash as the records indicate it has but also in whether
the records state the company has as much cash as it actually should

127



128 VERIFICATION OF CASH AND CASH TRANSACTIONS

have. In other words, from the transactions into which the concern has
entered during the year, a balance of $25,000 perhaps should be on
hand. In such a case it is not enough for an auditor to find out that
the company does actually have the $20,000 the records indicate; he
must also find what happened to the additional $5,000 which is not
shown by the records.

Of course, these two purposes are closely related. Yet they are still
separable and can be accomplished separately. The first is always an
important objective in any general audit. The second is frequently neg-
lected in some degree. Actually, both should be given careful attention
and an auditor has not completed his mission of cash verification until
he has an answer to both problems.

Importance of Review of Internal Control. The approach to the
verification of cash and of cash transactions is through the review of
internal control. There are certain minimum procedures and tests to
be applied which will be performed in any case. However, not until
therc has been a thorough review of the internal controls actually in use
and not until the records and accounting procedures are well understood
by the auditor can he work out in detail the program to be followed.

If, for example, one person has complete control over cash disburse-
ments, including approval of invoices for payment, writing and signing
checks, mailing checks to creditors, and reconciling the bank statcment,
the possibilities for error, intentional or unintentional, are much greater
than they would be if those duties were all separated or carefully re-
vicwed by a superior. Here the extent of the verification procedures
necessary to satisfy an auditor that all was well would be much greater
than in a situation where such duties were subdivided among several
people each of whom acted independently of the others.

Likewise, the nature of the records kept is of considerable importance
in planning the detailed verification work, and until the auditor planning
the program knows precisely what those records are his instructions to
his assistants cannot be as clear and specific as they should be.

Basic Requirements of Cash Verification. If the objectives discussed

previously are to be achieved, the auditor must satisfy himself as to the
following:

1. What the balance of cash actually is.
2. What the records show the balance of cash should be.
3. Whether transactions have been properly recorded.
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Of these three, the first and third are the most difficult, as the second
can be found readily by reference to the balances of the various cash
accounts. All three are important, however, and should be kept in mind
in studying the detailed program that follows.

Any failure of cash actually on hand to agree with the records indi-
cates an error either in the cash on hand or in the records themselves or
perhaps in both. Any failure of transactions to be recorded properly
indicates an error in the recorded balance of cash. Thus it is possible
to have a situation where the cash on hand agrees with the recorded
balance of cash but because the latter is in error the apparent agreement
is not satisfactory at all. Likewise there may be a discrepancy between
the actual cash and the general ledger balance and in turn the general
ledger balance may be in error so that two quite distinct and separate
errors must be considered together to determine what the total error is.
Both possibilities must be kept in mind.

Essentials of Verification Program. As a basis for discussing the
detailed verification procedures for cash and cash transactions, an out-
line of the essential steps will be presented. From the outline it will
be evident that certain steps are in the nature of supplementary proce-
dures to support more basic steps. It is also possible to see in what
manner the basic procedures tie in with the twofold verification objective.

1. To ascertain that all cash is there that is said to be there.
A. Count cash on hand.
1. Count all cash on hand simultaneously.
Count it in presence of custodian and obtain receipt.
Include in work papers adequate detail of items counted to
permit subsequent investigation of peculiar items.
4. Control any undeposited receipts until they are deposited in
the bank and obtain duplicate copy of bank deposit ticket.
5. Investigate by such means as seem satisfactory any unusual
items included in cash submitted for count.
B. Determine cash in bank by reconciliation with bank statement.
1. Prepare own bank reconciliation or, if client has already pre-
pared a reconciliation, review his thoroughly.

(a) Determine outstanding checks from a comparison of can-
celed checks returned by bank with checks recorded as
issued in check register. For checks outstanding since
the beginning of the period under examination it is neces-

badl g
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sary to refer to the bank reconciliation in the work papers
for the preceding audit.

(b) Determine deposits in transit from comparison of cash
receipts book with deposits shown on bank statement.

(c) Investigate any other reconciling items until satisfied as
to their validity.

2. Obtain a confirmation from the bank as to the balance per
" bank on the reconciliation date.
3. Obtain a “cut-off” bank statement direct from the bank.

(a) Verify outstanding checks by comparison of canceled
checks accompanying cut-off statement with list of out-
standing checks on reconciliation date.

(b) Verify deposits in transit by tracing them into deposits
listed on cut-off statement.

(c) Review all checks returned with cut-off statement for
unusual items and for checks not recorded at reconcilia-
tion date.

C. Agree cash balances determined by count and reconciliation with
cash balances per general ledger.
D. Clear all noncash items from the Cash account balances by ad-
justing journal entry.
o ascertain that all cash is there that should be there.
Foot cash books (including cross footings).
Trace postings into general ledger.
Foot and balance Cash account.
Investigate any peculiar entries in Cash account.
Examine documentary evidence of entries in cash records.
Scan cash discounts for propriety.
Review bank reconciliations made during the year.
. Reconcile receipts per books with deposits per bank and disburse-
ments per books with checks paid per bank.
Compare detail of duplicate deposit tickets with detail of cash
receipts record.
Account for all check numbers.
K. Examine any outstanding checks at previous audit date which did
not clear with cut-off bank statement obtained at that time.

N
TQRIETORA S
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Each of these several steps has a particular verification function to
perform, and omission of any one is likely to decrease the efficiency of
the overall program seriously. Needless to say, careless performance
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of any verification step is at least as detrimental to the outcome of the
examination as complete omission.

The following paragraphs expand somewhat on the methods to be
followed and the important points to be watched in the performance of
these several procedures.

Count Cash on Hand. Cash on hand commonly consists of two
different types, cash funds and undeposited receipts. The contents of
various change and imprest or other petty cash funds are relatively easy
to count and verify because the fund total is fixed and the amount deter-
mined by count can be readily checked against the ledger account bal-
ance. In many cases, cash receipts from the day’s cash sales or from
customers’ remittances may also be on hand because they have not yet
been deposited in the bank. Such cash also must be counted and,
further, must be controlled until deposited, as discussed later in this
section.

The importance of simultaneous count of cash on hand cannot be
overstressed. Assume an office with three substantial change or petty
cash funds. Fund A4 is counted and totals to $500 as it should; fund B
is then counted and it too totals to $500 as it should; fund C is then
counted and again it totals to $500 as it should. But if there has been
any opportunity for amounts from one fund to be transferred to another
while the count was in process, it is entirely possible that not $1,500 but
something less than that amount is actually on hand and the shortage has
been covered by transferring amounts from one fund to another tem-
porarily so that the count would not find any of them short. Unless the
possibility for substitution from one fund to another is eliminated, cash
counts, no matter how carefully made in other respects, cannot be
relied on.

Transferring cash from one fund to another is but onc of the many
possibilities. Undeposited receipts may be used to cover a shortage in
a fund; investments or securities may be pledged temporarily to obtain
funds that are then used to cover a shortage; amounts may be withdrawn
from bank accounts by means of unrecorded checks to fill in for cash
that should be on hand and is not.

This points out that all cash on hand must be counted simultaneously
with counts of securities, and that care must be taken to assure that no
amounts of cash in bank have been withdrawn to cover shortages of cash
on hand.

Sometimes it is extremely difficult to achieve a simultaneous count of
all cash on hand. Where there are several imprest or working funds, or



132 VERIFICATION OF CASH AND CASH TRANSACTIONS

where funds are widely separated physically, or where the funds are
under the control of different custodians who work different shifts, it
becomes a real problem for the auditor to count them all at the same
time. This is especially true if he is alone on the job or has but one
assistant. But simultaneous count does not mean that all must be
counted at the same time. It merely means that they should be counted
in such a way that substitution from one to another is impossible. By
careful planning, this can usually be worked out. One possibility is to
seal by means of a gummed paper sticker those funds that cannot be
controlled in any other way and not to permit access to them until they
have been counted. When such funds must be used continuously for
operating purposes it may be necessary to count them during hours when
the store or office is closed, or perhaps to count out small working funds
in advance and require that they suffice until the regular funds have been
counted.

Cash counts are important and sometimes present difficulties. The
problem should be investigated well in advance of the date selected for
the actual counts, and arrangements should be made so that in so far as
possible the work will go smoothly and efficiently and causc minimum
interference with the work of those responsible for the cash.

One important practice which is sometimes disregarded is that of
counting each fund in the presence of the custodian of that fund. In
every case someone is responsible for cash funds. When counting any
amount of cash, or of securities either, it is well to insist that the person
responsible be present. This is desirable so that any shortages or other
errors are discovered in the presence of the person most concerned. To
illustrate the dangers in neglecting this precaution, assume an auditor
finds a shortage while counting a petty cash fund during the temporary
absence of the custodian from the scene of the cash count. Certainly it
would cause strained relations, at least, if the custodian should claim
innocence of the shortage, especially since the auditor might be a stranger
in that particular office whereas the fund custodian might be an old and
trusted employee.

It is generally possible, with little difficulty, to impress upon those
whose funds are being counted that they are requested to be on hand
throughout the count and that, if they desire to leave, the funds should
be locked up and the count postponed until they return.

Another sound practice is to obtain a receipt from the custodian for
the return of the funds to him. This can be done in a variety of ways,
the simplest of which is probably to write across the bottom of the work
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Illustration 8. Work sheet for count of petty cash.

sheet upon which the count was made a brief statement as follows: “This
fund was counted in my presence by a representative of (name of ac-
counting firm or department) and returned to me intact”; “and then to
request that the custodian sign the statement. This is then proof that
the fund was counted, that the custodian was present during the count,
and that the full amount of the count, as shown on the work sheet, was
returned to the custodian.
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In making the count a work sheet should be prepared to record all
important details. This should include the name of the fund, the name
of the custodian, and the date and time of the count, as well as the com-
position of the fund.

If an imprest or other petty cash fund is counted at any time other
than immediately after reimbursement, a variety of items may be found
included in it; petty cash vouchers for expenditures made and not yet
reimbursed, checks cashed as a convenience for customers or employees,
1.0.Us, stamps, and other such items may be present. In making the
count, which usually should be done quickly so that the fund can be re-
leased and the custodian permitted to return to his duties, it may be
impracticable to investigate many of these items as completely as de-
sirable. Therefore the work sheet recording the count should be pre-
pared with sufficient information about each component of the fund to
permit later investigation to the extent considered necessary. Thus the
count may consist of two parts: (a) the listing of the components of the
fund, () investigation of any unusual items.

Undeposited receipts are always something of a problem because
they offer such an opportunity of substitution for shortages in other fixed
funds. The amount of cash received from customers and not yet de-
posited is not fixed, and therefore abstraction of some of this cash to
cover a shortage elsewhere is less likely to be discovered than if cash is
taken from some other fund which has a fixed amount. For this reason
undeposited receipts must be carefully controlled by the auditor from
the time he counts them until they have been deposited in a bank or
other financial institution. Upon completion of the count, the cashier
or other person responsible should be asked to prepare a bank deposit
of the receipts on hand with a duplicate deposit ticket prepared for the
auditor. Then, still under supervision of the auditor or his assistants,
the deposit should be taken to the bank and the duplicate deposit ticket
initialed by the bank cashier. It then becomes a part of the audit work
papers.

To insure that no amounts were taken from the undeposited receipts
before they were counted and deposited, the auditor should compare the
detail of his count with the deposit ticket and with whatever record of
cash receipts the company has. Any recorded cash receipts not included
in the deposit suggest that those funds have been used to cover a short-
age somewhere else, and a satisfactory explanation by the custodian is
required.

Shortages within a fund can be covered temporarily by means other
than cash borrowed from another fund. If a fund custodian is short
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and if company practice permits him to cash checks for others, he can
readily prepare a check and insert that into the fund to cover his short-
age. If the company permits temporary borrowing by employees he can
use an I.O.U. to replace any missing funds. Forged petty cash vouchers
may be placed in the fund so that it will appear as if the missing cash was
expended for company purposes, and in some cases actual vouchers
already reimbursed may be altered as to date and used again. Because
of these and other possibilities, anything in a fund other than cash must
be carefully scrutinized by the auditor and must not be accepted until
he is satisfied it is genuine.

Vouchers must be carefully examined so that unauthorized or non-
company expenditures may be discovered and brought to the attention
of the custodian’s supervisors. If the internal control over petty cash
disbursements does not provide for the mutilation of vouchers on re-
imbursement, special care to insure that dates have not been altered or
vouchers used over again must be taken.

Checks included in a petty cash fund may or may not be legitimate.
The company attitude toward the cashing of checks for employees and
others should be ascertained during the review of internal control. Any
breach of company rules should be noted in the work papers and brought
to the attention of the appropriate company officials by the auditor in
charge. If there is any question whether checks in the fund are legiti-
mate, the auditor can request that they be turned over to the general
cashier for reimbursement and that the general cashier deposit them in
the company bank account. If such checks are not good they will be
returned by the bank. So that their return will be brought to his atten-
tion, the auditor should make arrangements through the company’s of-
ficials to have the bank notify him directly of any returned items for a
period of several days after the deposit.

I.0.U.s in the fund are never acceptable as cash and must be cleared
by journal entry if at all substantial in amount. However, there is always
a chance that they have been introduced to cover a shortage so the ap-
proval of someone other than the custodian must be obtained to indicate
that the loan transaction was legitimate and within the scope of the cus-
todian’s responsibility and authority.

Once the cash on hand has been determined by count and all unusual
items have been investigated, the amount so arrived at should be com-
pared with the fund balance as indicated by the general ledger account.
This is the final and essential step required to point out any existing
shortage. If a shortage does exist it must, of course, be recorded and the
ledger account balance reduced accordingly by journal entry.
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In some cases petty cash funds are not maintained on an imprest
basis. That is, minor items of cash receipts are added to the fund and
disbursements made therefrom. This makes control over the fund ex-
tremely difficult and makes verification of the fund balance and fund
transactions difficult also. The amount on hand must be reconciled to
the recorded amount of the Cash account, and then the transactions
building up the balance must be traced to discover whether the recorded
balance is correct. Where receipts from such sources as vending machine
commissions, scrap sales, and the like are included, absolute proof of
the balance becomes impracticable. In such cases an auditor must
recommend that changes be made in the handling of the fund and then
proceed to such verification as his time permits and the materiality of
the amounts involved requires.

Determine Cash in Bank by Reconciliation. Cash on deposit with
a bank or other financial institution cannot be verified by examining and
counting it as is done with cash on hand. A substitute method is em-
ployed which, basically, is to obtain a statement from the bank as to the
amount on hand. Most banks send their commercial customers monthly
statements of the amount of cash remaining on deposit at the end of the
month as well as a detailed record of all transactions during the month.
This record, of course, is the bank statement, which becomes a part of
the documentary evidence supporting the accounting records of the
business under examination.

To prove the bank’s figures as well as its own, the accounting de-
partment prepares a bank reconciliation to account for any difference
between the bank’s record of the company’s cash on deposit and its own
record of cash in the bank. To the company, then, a bank reconciliation
is a means of checking its own and the bank’s record of its cash on de-
posit. An auditor prepares a bank reconciliation in about the same way
but for a somewhat different purpose. He is interested in learning
whether the company does actually have cash on deposit in the amount
which it claims. He prepares a bank reconciliation, therefore, in lieu
of actually counting the cash. To him it is evidence of the existence of
the cash in the bank.

Frequently the company will have its bank reconciliation all prepared
by the time the auditor begins his cash work. That is, if an auditor
some time in January is verifying the cash on deposit as of December 31,
he may find that the company has already received its bank statement
with the paid checks and has prepared its reconciliation at that date.
Rather than getting the bank statement and checks directly from the
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Illustration 9. Bank reconciliation.

bank with the assurance that no one has tampered with them, he must
accept them as given to him by the company’s employees after they have
had ample opportunity to make any changes they found desirable. This
means that additional care is required on the part of the auditor in such
situations. If he can obtain the checks directly from the bank and pre-
pare the reconciliation himself he has an advantage that is lost if the
reconciliation has already been prepared. It is not, however, a matter
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BANK CONFIRMATION FORM
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of basic importance, and if all other procedures are carefully followed
he can still satisfy himself quite adequately as to the cash on deposit.

If he does not prepare the reconciliation originally, that is if the com-
pany has it already completed, he should still follow the same procedure
he would have followed in preparing a reconciliation. The returned
checks must be compared item by item with the reconciliation for the
preceding month and with the record of checks issued for the month just
ended to determine the checks which are still outstanding. The deposits
shown in the bank statement must be compared with the cash receipts
per books at the end of the month to ascertain if any deposits were in
transit at the year end. Any receipts recorded as received during the
month but not recorded by the bank as a deposit must be considered a
deposit in transit. Other reconciling items must be carefully scrutinized
and documentary evidence obtained for them. The arithmetical calcu-
lations in the reconciliation must then be proved.

To insure that the balance per bank statement has not been tampered
with, a bank confirmation should be obtained directly from the bank and
compared with the amount shown in the reconciliation.

A bank confirmation has several purposes and should never be
omitted. First of all, it gives evidence, includable in the work papers,
that the bank balance in the reconciliation is correct. It also provides
an opportunity to request, of the bank, information as to the existence
of notes or drafts payable, contingent liabilities arising from guarantees
or endorsements, and the like. Finally, if the balances of all accounts
are requested, it may serve to reveal additional bank accounts not shown
in the company’s books. Because of these possibilities it is general
practice to request a bank confirmation from every bank with which
the company did business during the year or other period under exami-
nation. The general rules for controlling confirmations of course apply
to a bank confirmation as well as to any other type of confirmation.

Many auditing concerns have printed confirmation forms to facilitate
the confirmation request. Most banks are extremely cooperative in pro-
viding accurately and promptly the information requested. If for any
reason a bank confirmation is not returned promptly it is generally de-
sirable to communicate with the bank by telephone or to send another
request.

Use of a “Cut-Off” Bank Statement. It should be recognized that a
bank reconciliation, whether prepared by the auditor from a bank state-
ment received directly from the bank or prepared after careful review of
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the company’s reconciliation, is not completely reliable. Three possi-
bilities of error exist. In the first place, the list of outstanding checks
depends on the company’s record of checks issued, which may or may
not be complete and accurate. Second, the amount of the deposits in
transit is based on the company’s cash receipts book, which again may
be in error. Finally, there may have been checks written or deposits
made which were never recorded in the books at all. Because a bank
reconciliation is subject to such errors, no matter how carefully prepared,
a supplementary step is required. This is customarily referred to as ob-
taining and using a “cut-off”” bank statement.

A “cut-off” bank statement is a special bank statement obtained for
a period of at least fifteen days immediately following the reconciliation
date. The auditor must speak to the company officials, who will then
call the bank and arrange that the statement be prepared. It will be
held by the bank to be picked up by a company representative or mailed
to whatever address the company directs.

The first point about such a statement is that it must be obtained by
the auditor directly from the bank. There must be no opportunity for
company employees to have access to the statement or the canceled
checks which accompany it. If it is not mailed to the auditor’s office
he should accompany the person who is to call for it at the bank and take
posscssion of it immediately. It is then not rcleased by him until all
his work in connection with it has been completed.

Another point of importance is that it must be obtained a suflicient
number of days after the reconciliation date to permit checks written
before that date to reach their destination, be deposited by the payee,
and be returned through regular channels to the bank upon which drawn.
Ten to fifteen days is commonly considered adequate for this purposc.
In some cases the auditor will be on the job long enough to use the
regular bank statement at the end of the following month instcad of ob-
taining a special statement. Where that is possible no cut-off statement
necd be requested but the regular statement must then be obtained direct
and used in the same manner as a cut-off statement.

Once the cut-off statement has been received it is used for four pur-
poses as follows:

1. Outstanding checks at the reconciliation date are proved by exam-
ining the checks themselves which should have cleared the bank
by the cut-off date.

2. Deposits in transit are proved by tracing them into the cut-off bank
statement.
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3. All checks returned by the bank with the cut-off statement are
scrutinized for:
(a) Checks written before the reconciliation date and not recorded.
(b) Checks which might represent unrecorded transfers of funds
or attempts to withdraw from the bank amounts deposited
during the preceding months to cover a shortage.
4. Any bank charge for returncd items such as N.S.F. checks or for
any other special purpose are investigated.

The only sure way to discover any checks writtcn before the recon-
ciliation date and either never recorded on the company’s books or
recorded later than that date is to compare the checks returned with
the cut-off statement with the company’s record of checks issued. To
do this requires sorting the checks in numerical order, which may be-
come a long and tedious task. It is unlikely that any checks written in
the ordinary course of business will be omitted from the records. The
kinds of checks which are likely to be omitted are thosc made payable
to “Cash” or to an individual (rather than a business firm) or to some
other payec, which makes it possible to obtain the proceeds of the checks.
Hence it may not be necessary to compare all checks with the record
but to search instead for those checks having unusual payecs.

For this reason many auditors confine their scrutiny of checks re-
turned with the cut-off statement to the endorsements on the back of
the check. Most companies endorse checks with a rubber stamp. There-
fore ordinary rubber stamp endorsements are passed as satisfactory.
Handwritten endorsements or checks with no endorsement at all are
investigated until it is certain that they represent legitimately authorized
transactions and that they were recorded as a cash disbursement when
issued.

In using the cut-off bank statement care must be exercised to discover
any checks apparently drawn after the balance sheet date which werc
recorded as deposits in other bank accounts before the balance sheet
date. As pointed out earlier, a bank reconciliation is a substitute for a
count of the cash in bank. In making cash counts we count all funds
simultaneously so that funds borrowed from one fund may not be sub-
stituted in another fund to cover a shortage. We have the same type of
problem in using bank reconciliations as a proof of the cash on deposit.

Funds may be transferred from one bank to another quite readily by
check. Coverage of a shortage in one bank account by means of an
unrecorded check drawn on another bank account is known as “kiting”
and is a not uncommon method of covering shortages. For this reason
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any checks payable to “Cash” or which are made out in such a way that
they may be used to transfer funds from one bank account to another
require attention. If such checks are returned with a cut-off bank state-
ment they should be carefully traced into the account in which deposited.
Unless both the withdrawal and the deposit are recorded as of the same
accounting period, the cash balance may not be stated correctly. For
example, a transfer of funds from Bank 4 to Bank B represented by
check number 506 for $5,000 could be included as part of the balance
in both accounts if it were recorded as deposited in Bank B on December
31 but was not entered as a disbursement from Bank A4 until the follow-
ing January. Transfers from branches to home offices, from bank to
bank in the same city, and advances from one office to another must all
be investigated carefully to make sure that no double counting has been
effected.

Errors of this kind may be either intentional or unintentional. They
are most likely to occur when a company has many branches with many
bank accounts and the consequent necessity for frequent transfers of
funds.

If a cut-off statement is obtained and used properly, the bank recon-
ciliation may then be relied on because every item in it has been verified
by reference to outside, dependable sources. Without the use of a cut-off
statement, reliance upon a reconciliation is not warranted.

Some auditors recommend that a complete bank reconciliation be pre-
pared on the cut-off date. If the steps suggested are followed when the
cut-off statement is received, very little additional proof, if any, is pro-
vided by reconciling the book balance to the bank balance at the cut-oft
date. For that reason it is generally considered unnecessary. If the
internal control were weak or if there was suspicion of fraud, however,
it might be worth the additional time and effort.

Agree Cash Balances with General Ledger. Some companies carry
a single general ledger Cash account supported by a subsidiary ledger or
other record of the individual funds and bank accounts making up the
total. Others carry a general ledger account for each fund. No matter
what the practice is, the total cash counted or determined by reconcilia-
tion must be tied in with the general ledger record of cash and any dif-
ferences satisfactorily accounted for. The purpose of the verification
work is to substantiate the accounting data of which the most significant
are in the general ledger. An auditor must never forget that his verifi-
cation efforts are directed at proving the reliability of the general ledger
data and should tie to these data at every opportunity.
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Adjusting Journal Entries. If there are included within the balances
of the cash accounts any noncash items such as postage stamps, un-
reimbursed expense vouchers, postdated checks, 1.O.U.’s, or cash in
closed banks or restricted bank accounts, these should be transferred to
more appropriately titled accounts so that when financial statements are
prepared they will be given correct treatment. Reliance upon good
accounting principles should be required by the auditor in the financial
statements which he approves. Adjusting journal entries should be used
wherever necessary to bring the existing records into agreement with
generally accepted principles and practice.
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PROBLEMS—CHAPTER 7

Problem 7-1. Your client, who sells on credit, has several bank accounts,
A reconciliation of one of these accounts as of the balance shect date appears
as follows:

Balance per bank, December 31, 1950 $5,000
Add: Deposit in transit 1,000

Total $6,000
Less: Outstanding checks 50

Balance per books, December 31, 1950 $5,950

The book balance of $5,950 is shown as cash on the balance sheet. As
to the $1,000 shown as a deposit in transit, you arc to: (a) briefly describe
the major possibilities of fraud or error; (b) list the audit procedure that
might be followed in a regular annual audit which would help to verify the
deposit in transit. Explain fully how these procedures would help to verify
the deposit in transit and detect possible fraud or error. (AIA)

Problem 7-2. At the end of the fiscal year a company’s accounts show
overdrafts in its two banks. The account with the First National Bank shows
an overdraft of $1,000, but there are outstanding checks aggregating $3,000,
and the bank certificate shows a balance of $2,000 to the company’s credit.
The account with the Sccond National Bank shows an overdraft of $1,200,
but checks to the arhount of $4,000 are outstanding, and the bank certificate
duly shows a credit balance of $2,800. The $4,000 outstanding checks are,
for good recasons, held in the treasurer’s department. They were produced
for the auditor’s inspection and soon thercafter mailed to the payees. No
discrepancies or irregularities are found after the usual thorough check of the
cash transactions. How will you dcal with this on the balance sheet and on
the books? Give reasons. (AIA)

Problem 7-3. Outline a procedure for use of an independent auditor who
is verifying cash on hand in a department. store at the close of its fiscal year
under the following conditions:

(a) Cashier receives all payments by charge customers and records them
through a cash register.

(b) Cashier has a petty cash fund for sundry operating disbursements.

(¢) Cashier keeps a record of all change funds. The change funds are
fixed amounts and each salesperson has her own fund.

(d) Cash sales are recorded by the salespeople through cash register
machines.
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(e) The store’s auditor has the keys to the cash registers. At the close
of the business day, the auditor pulls the cash register tapes.

(f) The auditor, on the next day, prepares a report of cash register read-
ings (indicating the cash sales recorded by each salesperson) and sends the
report to the accounting clerk.

(g) At the end of each day, the salespeople bring their change bags to the
cashier’s office. The change bags include the day’s cash sales receipts as
well as the fund amounts.

(h) Before he leaves thc office, the cashicr preparcs the day’s reccipts
for the deposit that is made on the following day.

(i) Independent auditor is present on last day of the fiscal year.  (AIA)

Problem 7-4. Describe five methods that may be employed in the ab-
straction of (and failure to account for) cash receipts in a company that
makes both cash and charge sales. For each of the above methods, statc
the internal control procedures you would recommend in order to prevent
the fraud and the audit procedures you would employ to discover the fraud.
Your internal control recommendations should not be predicated upon the
existence of controls other than those which you specifically mention in your
answer. (AIA)

Problem 7-5. Describe five methods that may be employed in the mak-
ing of fraudulent disbursements. For each method, state the internal control
procedures you would recommend in order to prevent the fraud and the
audit procedures you would employ to discover the fraud. Your internal
control recommendations should not be predicated upon the existence of
controls other than those which you specifically mention-in your answer.

(AIA)

Problem 7-6. What purpose is served by obtaining bank statements and
paid checks as of a date later than the close of an accounting period? State
how such statements and paid checks are utilized by the auditor. (AIA)

Problem 7-7. On the balance sheet date, the company under audit has a
large amount of undeposited cash and checks received on the last day of the
period. What procedure will you follow in auditing these amounts? (AIA)

Problem 7-8. You are making an examination of the accounts of an im-
porter as of December 31. Draft a form of confirmation letter for submis-
sion to the sole bank with which your client does business. (AIA)

Problem 7-9. Why is a second bank reconciliation at a date subsequent
to the balance sheet date desirable as part of the verification of cash in bank?
What special procedures are of primary importance in connection with the
second reconciliation? (AIA)
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Problem 7-10. You are engaged in an audit for the year ended December
31, 1954, and propose to count the petty cash fund at the opening of business
January 1, 1955. The petty cash is carried in an imprest fund in the amount
of $2,000. Set forth detailed instructions with respect to the examination
of petty cash and recommendations for related adjustment entries.  (AIA)

Problem 7-11. You are assigned to the petty cash count for the Wrakit
Company at December 31, 1954. The contents of the fund are as listed
below. Prepare work papers to record your count and a list of such adjust-
ing entries as you feel are necessary. The custodian of the fund is S. T.
Catchpenny, office manager. From the general ledger account balance
you discover that the fund balance is $500; the fund is on an imprest basis.

Contents of Fund

Ten-dollar bills: 5

Five-dollar bills: 7

One-dollar bills: 18

Fifty-cent pieces: 2 rolls of 20 and 7 loose

Twenty-five-cent pieces: 2 rolls of 20 and 14 loose

Dimes: 4 rolls of 50 and 35 loose

Nickels: 5 rolls of 20 and 7 loose

Pennies: 168 loose

Postage stamps of various denominations: $24.17

A receipt for $75 advanced to R. Oakes, a company salesman, dated
December 10, 1954

A receipted bill from the Post-Dispatch for advertising: $14.75

A receipted bill from Office Supply Company for typewriter and carbon
paper: $22.80

A receipted bill from Boyd’s Delicatessen for refreshments served at em-
ployees’ office party, December 24, 1954: $83.80

A receipted bill from Erickson’s Super Service Station for gas and oil for
company delivery truck: $8.65

An 1.O.U. signed by the company treasurer for $50

A check signed by E. Cluff, an employee, dated December 28, 1954: $35

A check signed by S. D. Handy, sales manager, dated January 20, 1955:
$150

A notation on a sheet of paper as follows: “Proceeds of vending machines
and employees’ donations for office party: $111.75”

A check for $18 signed by Royal Oakes, one of the company’s salesmen.
Attached to the check is a slip of paper with the notation “Return of
excess travel advance, December 27, 1954”

Problem 7-12. In connection with an audit you are given the following
work sheet:
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Bank Reconciliation
DECEMBER 31, 1952

Balance per ledger 12/31/52 $17,174.86
Add:
Collections received on the last day of Decem-
ber and charged to “cash in bank” on books
but not deposited 2,662.25
Debit memo for customer’s check returned
unpaid (check is on hand but no entry has

been made on the books) 200.00
Debit memo for bank service charge for
December 5.50
$20,142.61
Deduct:
Checks drawn but not paid by bank (see de-
tailed list below) $2,267.75

Credit memo for proceeds of a note receiv-

able which had been left at the bank for

collection but which has not been recorded

as collected 400.00
Check for an account payable entered on

books as $240.90 but drawn and paid by

bank as $419.00 178.10 2,945.85
Computed balance $17,196.76
Unlocated difference 200.00
Balance per bank (checked to confirmation) $16,996J 6

Checks drawn but not paid by bank

No. Amount
573 $ 67.27
724 9.90
903 456.67
907 305.50
911 482.75
913 550.00
914 366.76
916 10.00
917 218.90

$2,267.75

Required: (a) Prepare a corrected reconciliation. (b) Prepare journal
entries for items which should be adjusted prior to closing the books. (AIA)



Chapter 8

VERIFICATION OF CASH AND CASH
TRANSACTIONS, continued

As pointed out in Chapter 7, procedures with respect to the verifica-
tion of cash may be directed at discovering if (a) all cash is present that
is said to be present or (b) all cash is present that should be present.
Those audit procedures directed primarily at discovering whether the
cash as stated is correct are discussed there. In this chapter attention
will be given to those procedures that are most useful in discovering
whether any cash that should be present has been abstracted.

Detail Work on Cash Account Entrics. In connection with proof of
the Cash account balance it is generally necessary to (a) foot and cross
foot the basic cash records, (b) trace postings therefrom into the Cash
account, and (c) foot and prove the balance of the Cash account. The
reason for testing footings of books of original entry, for footing and
balancing ledger accounts, and for tracing postings from books of original
entry into the ledger is discussed in Chapter 3. At no point in the veri-
fication work are these steps more important than when applied to cash.
Not only is cash the asset most likely to be appropriated by those to
whom it does not belong, but also because of the great number of cash
transactions the possibilities for hiding or covering thefts arc many and
continual alertness is required if errors are to be uncovered.

It should be remembered that the intention of these steps is to prove
the entries in the Cash account all the way back to the basic source of
the cash figures. Proving the footings of the cash receipts and cash dis-
bursements books themselves may not be sufficicnt. If the entries in
those records are summaries of other subsidiary memorandums, remit-
tance slips, cash register tapes, or anything of that nature, the proof of
footings must go back to those underlying rccords.

In tracing postings, the question frequently arises of how much de-
tailed posting to verify from the “miscellaneous” or *‘general” columns
of a columnar book of original entry. The important postings are those
concerning the column totals, especially for cash itself, and the indi-
vidual amounts in a “miscellaneous” column are seldom of vital im-
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portance. Hence, it is common practice merely to test the postings of
such items with emphasis upon the larger amounts rather than to insist
that every individual amount, no matter how small, be traced into the
general ledger.

Examination of Documentary Evidence. As evidence of the validity
of the entries in the cash books, reference must be made to the docu-
ments which give the details of the transactions. For cash disbursements
this is a relatively easy matter because paid checks returned by the bank
should be available for all major disbursements and petty cash vouchers
should be on hand to prove the minor disbursements. It should be noted
that, in preparing a bank reconciliation, most of the checks for the month
of reconciliation will have been examined. Hence, some of this work
has been done and it necd be expanded only as necessitated by the degree
of internal control in operation.

Most concerns follow a practice of requiring all major disbursements
to be made by check with only minor disbursements made from a petty
cash fund. Thus verification of disbursements must be directed first at
the larger expenditures and then at the petty cash transactions. Whether
a petty cash book for recording such disbursements is used or not, re-
imbursement of the petty cash fund must come from the general cash
and should be evidenced by a general cash voucher. In verifying petty
cash transactions by examination of vouchers, receipts, and the like, an
auditor must make sure that the vouchers submitted to him support the
general cash reimbursement voucher. If, for example, it is possible for
the petty cash cashier to obtain from the files once-used petty cash
vouchers, to alter them in such a way that they can be used again, and
to then resubmit them for another reimbursement, an auditor must take
real care to see that reimbursement vouchers are properly supported,
that is, that each of them has attached to it or that there are available in
the file enough valid petty cash vouchers to add up to the total of the
reimbursement. Any shortage of supporting petty cash vouchers sug-
gests that some of them have been removed for improper reuse.

Some people have the impression that a petty cash fund is so small
that any fraud or defalcation in its use must be so insignificant as to
be worthy of little attention. This is untrue for several reasons. First,
many petty cash funds are considerable in amount, often running to
several thousand dollars. Second, even a small fund of, say, $100 if
reimbursed every two weeks, might have as much as $2,000 to $3,000
passing through it in a year. Finally, any fraud or defalcation, no matter
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how small, is serious because its successful accomplishment is very likely
to encourage the perpetrator to extend his efforts into some other area.
Because petty cash transactions do offer a real possibility for errors they
must be given serious attention in the verification program.

The examination of documentary evidence of cash receipts is often
difficult and sometimes impossible. Some companies include in their
internal control procedures the preparation of remittance advices to serve
as an accounting department record of each remittance received. Others
have the mail clerk prepare a list of all checks received in each day’s
mail to be forwarded to the accounting department for such use as may
be necessary. Such records together with any adding machine tapes do
provide a reasonably satisfactory means of verification although it should
be noticed that none of these is supplied by independent outside sources.
Occasionally customers include a statement of items to be paid with their
checks and if these are filed they provide valid evidence. The difficulty,
however, is that all customers do not follow this practice, so it is im-
possible to tell which ones are actually missing.

Other companies make no detailed record of cash receipts. Some
even go so far as to forward the checks themselves to the accounts re-
ceivable department for posting to the individual accounts receivable.
When this occurs it becomes extremely difficult to prove the entries in
the cash receipts book. This is not as great a weakness in verification
as it appears, however, because to a considerable extent some of the pro-
cedures directed at verifying accounts receivable, discussed in Chapter 9,
have the effect of proving cash receipts as well.

Miscellaneous cash receipts from such sources as scrap sales, disposal
of fixed assets, and collections of accounts written off as uncollectible arc
always a problem and, of course, become more so if no control procedure
requires the preparation of documentary record of the transaction. Thesc
are discussed in connection with the other subjects to which they relatc
throughout the book.

Scan Cash Discounts. The use of cash discounts as a business prac-
tice is declining, yet they are still used widely enodugh to warrant special
attention here. The danger of cash discounts, from the audit point of
view, is that:

1. Through negligence, discounts may be given to customers after the
expiration of the discount period.

2. Discounts may be given to customers in excess of the stated rate
or after the discount period has elapsed and the proceeds shared
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through collusion between the customer and the employee giving
the discount.

3. Discounts may be recorded per books, either at an excessive or at
the appropriate rate, when no discount has been taken by the cus-
tomer, the employee entering the discount then taking that amount
of cash for personal use.

The first two of these are unlikely to be of a serious nature. Unless
the customer takes the discount, thus remitting less cash than the full
amount of the invoice, there is little likelihood that he will be given the
discount through negligence. Occasionally, a review of cash discounts
granted is in order to watch for this very possibility but in general there
is little danger. Collusion between an employee and an outsider is
always a possibility but again a very unlikely one. Auditing procedures,
if directed at discovering all possible collusion, would be so extensive
as to be impracticable, and in this case at least the risk does not justify
the added time and expense.

The last one, that of employees’ granting excessive or even normal
discounts when no discount was taken by the customer in order that they
may then extract that amount of cash for personal usc is a type of de-
falcation which has been practiced time and again. It should be ap-
parent that this is not a problem unless the employee has currency avail-
able to him. If all receipts are in the form of checks, it is cxtremely
difficult to convert them to personal use although never completely im-
possible. Assuming that one does have access to some currency reccipts
as well as to checks, he can enter discounts to cover the currency which
he has taken for his own use. If the employee who has the responsibility
of granting and entering discounts to customers has no access to currency
receipts there is little likelihood of such abstractions; if he does have
access, the verification procedures adopted must definitely take the possi-
bility of such transactions into account.

In most cases the rate of cash discounts is uniform so that a careful
scanning of the cash receipts book will indicate whether discounts
excessive in amount have been entered. 1f any have been, it is essential
that a satisfactory explanation, preferably from someone other than the
person who granted the discount, be obtained. Scanning will not locate
improper discounts recorded at the customary rate. Thus, if this seems
a real possibility it may be worth while to trace all discounts granted for
a given period, generally no more than a month, back to the date the
cash was received and to the sales transaction itself. This will show
whether a discount was actually offered and at what rate, and will also
show whether the invoice was paid within the discount period.
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It is generally desirable to compute the rate which discounts granted
bear to total sales or to sales on account for the period under examina-
tion. Any tendency for this rate to grow should be inquired into and
unless satisfactory explanation is given, further expansion of the tests
suggested in the preceding paragraph is in order.

Review Bank Reconciliations. Some attention should be given to
bank reconciliations made by the company during the year because of
the opportunity they give to cover, temporarily at least, any differencc
between cash in the bank and cash per books. It is generally unneces-
sary to review more than a portion of the reconciliations for the entire
year unless the internal control procedures appear weak. In requesting
the company employees to make them available, however, all recon-
ciliations for the year should be requested so that the extent of the testing
is not made obvious.

In reviewing bank reconciliations, an auditor should have in mind the
type of coverage which reconciliations afford. He should prove the
arithmetic, watch for the recurrence of similar amounts in the list of
outstanding checks or deposits in transit, especially large or round
amounts, make sure that the balances shown as per books and per bank
actually tie in with those records, and investigate thoroughly any unusual
or unexplained reconciling items. It should be fully understood that a
shortage could be concealed for several months by careful coverage
within the bank reconciliations, and, if the funds were returned to the
bank before the end of the year, might come to light in no other way
than through the careful review of the bank reconciliations concerned.

Reconcile Transactions per Bank and per Books. The requirement
that all cash received each day be deposited in the bank intact and that
all cash disbursed, except for minor amounts, must be disbursed by check
are two of the fundamental rules of internal control over cash and have
been widely adopted. This is of considerable advantage to an auditor
and gives him the basis for an extremely valuable test.

If all cash received is to be deposited immediately, any failure of bank
deposits to agree with cash receipts indicates either that some cash re-
ceipts have been held out and not deposited or that for some reason
more cash was deposited than was received, possibly to cover a previous
shortage. In either case, a satisfactory explanation must be obtained
or the conclusion that something is amiss follows. The same is true of
cash disbursements. If checks written per books are greater or less than
checks paid by the bank, again it appears that something is amiss and
further investigation is required.
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In attempting to reconcile transactions per books with the transactions
per bank, such items as deposits in transit and outstanding checks must
be taken into consideration. As indicated by a bank reconciliation,
there is always something of a lag between the book and bank trans-
actions. This must be taken into account in reconciling transactions as
well as balances.

For example, deposits per bank of $5,650 might be reconcilable to
cash receipts per books of $5,800 because of a deposit in transit at the
beginning of the month of $250 and a deposit in transit at the end of the
month of $400. If we are attempting to work from the deposits per
bank to the receipts per books the reasoning would be as follows:

Deposits for the month per bank statement $5,650
Deduct deposit in transit beginning of month which was recorded
as a deposit during the current month by the bank but not in

the books 250
$5,400

Add deposit in transit at the end of the month which was recorded
as a receipt per books but not as a deposit per bank 400
Receipts for the month per books $5,800

The reconciliation of disbursements and checks paid by the bank can
be illustrated in the same fashion.

Disbursements for the month per bank $6,225
Less:
Outstanding checks at the beginning of the month con-
sidered as disbursements during the current month
by the bank but not in the books $925
N.S.F. check received from a customer returned by the
bank and considered by the bank as a disbursement
during the current month but not yet recorded per
books 150 1,075

$5,150
Add:
Outstanding checks at the end of the month considered
as disbursements during the current month in the

books but not by the bank $800
Bank charges for the preceding month entered in the
books during the current month 10 810

Disbursements for the month per books $5,960-
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Any failure of the book receipts and disbursements to reconcile with
those shown in the bank statement indicate either omitted or improperly
included transactions to be investigated further. The problem of how
to evaluate the information disclosed by thus reconciling book and bank
transactions is discussed later in this chapter.

So-Called “Proof of Cash.” Some auditors combine thc reconcilia-
tion of bank and book transactions with the beginning and ending cash
balances per books and per bank in the following work sheet form,
giving to it the title “Proof of Cash.” This is an extremely useful work
sheet and one with which every auditor should be familiar. It does not.
however, “prove” cash and unless supported by other tests and verifica-
tion procedures may lead to erroneous conclusions. As with any other
auditing device, attention must be given to its weaknesses as well as its
usefulness.

If the data in the preceding reconciliations of receipts and disburse-
ments are used together with such other data as are required, a proof
of cash might appear as follows:

THE SIMPLE COMPANY

ProoF OF CASH FOR DECEMBER 1955

December
Balance = December Disburse- Balance
11/30/55  Receipts ments 12/31/55
Per bank statement $3,425 $5,650 $6,225 $2,850
Deposits in transit
At Nov. 30 250 (250)
At Dec. 31 400 400
Qutstanding checks
At Nov. 30 (925) (925)
At Dec. 31 800 (800)
Other reconciling items
November bank charge 10 10
December N.S.F. check (150) 150
As per books $2,760 $5,800 $5,960 $2,600

In studying a work sheet of this type, consideration must be given to
the following matters:

1. Source of data for the work sheet.
2. Procedure to be followed in completing the work sheet.
3. Reading the work sheet after it is completed.
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4. Supplementary work required before work sheet can be relied on.
5. Method of treating any errors found.

A study of the proof of cash will show that the top line across the
sheet is a summary of the transactions for a month as shown in the bank
statement. Beginning and ending balances are always shown on the
statement and can be copied directly into the work sheet. Total re-
ceipts can be obtained by adding the deposits column on the bank state-
ment, and disbursements can be obtained by adding the amounts for
checks paid. Because the check amounts are not recorded in single
column fashion and because there may be so many of them, it is standard
practice to obtain the total checks per bank statement by subtraction:
beginning balance plus receipts less ending balance equals disbursements.
Thus all items in the first line are taken from the bank statement and
should be so indicated by tick mark and explanatory comment or
otherwise.

The bottom line is a summary of the cash transactions as recorded in
the books. This should be taken directly from the books, preferably
from the Cash account itself, which should, of course, show receipts and
disbursements as debit and credit entries and the balance in the informa-
tion column.

Further study will show that the left-hand column is a bank recon-
ciliation at November 30 and the right-hand column a bank reconcilia-
tion at December 31. This may not be the bank reconciliation form to
which one has become accustomed, but it does reconcile the bank and
book balance on that date and therefore does constitute a reconciliation.
It is also an cntirely satisfactory form once one becomes accustomed to
working with it. The information in these two columns may be taken
from bank reconciliations previously prepared or may be entered on the
work sheet as the rcconciliation steps are performed. If used as a bank
reconciliation it must be supported by a list of outstanding checks and
other explanatory information.

The two center columns, receipts and disbursements, are the important
columns of the work sheet and are the reason why the other data are
brought together. Everything needed to complete these center columns
may be found in the figures included in either the top or bottom lines
or in the left- and right-hand columns; no new data need be added.

The procedure in preparing the work sheet should be that followed in
describing the source of the data used. First, the top and bottom lines
and then the two outside columns should be filled in. Not until they
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have been completed should the more difficult receipts and disbursements
columns be attempted.

In reading the work sheet illustrated it is apparent that all is in order.
The bank reconciliations of the beginning and ending balances work out
satisfactorily, and the receipts and disbursements as stated in the books
reconcile to those shown in the bank statement. If, however, any column
in the work sheet did not foot to the respective book figure, a dis-
crepancy would be indicated which would require investigation. If, for
example, the cash receipts column actually added to a figure of $23,000,
whereas the cash receipts book for the month gave a total of $25,000,
it would appear that $2,000 of cash receipts was never deposited. If
at the same time the cash disbursements book showed a total of $28,000
whereas the column total for disbursements in the work sheet was only
$26,000, it would appear that the disbursements per books were over-
stated for some reason. If we put the two errors together it appears that
someone may have abstracted $2,000 from cash receipts and attempted
to cover his theft by overstating disbursements by the same amount.
The overstated disbursements would reduce the cash balance in the books
to agree with the bank account balance, and the error might have been
given permanent coverage.

Other problems of reading this type of work sheet are discussed in
connection with further illustrations.

In preparing the work sheet, the actual book figures for balances,
receipts, and disbursements are used. Of course, these may be in error
and if so cannot be relied on. Thus, as supplementary verification, the
cash figures taken from the books must be proved. If, for example,
balances, receipts, and disbursements are taken from the general ledger
account for cash, that account must be footed and balanced for each of
the dates concerned, the entries must be traced back to the cash books,
and those records must be footed. Only if this is done are the conclu-
sions drawn from reading the work sheet dependable.

Likewise the reconciling items in the two bank reconciliations in-
cluded within the work sheet must be worked out as carefully as if the
auditor were preparing the reconciliations. No amounts in the work
sheet can be taken for granted; all must be proved by one of the basic
verification techniques.

The following illustration indicates how any errors found in an
actual case might be shown in the work sheet. It does not include all
possible errors, of course, but does include sufficient that one can under-
stand the basic methods of showing them, once discovered.
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THE ERROR COMPANY
ProOOF OF CAsH FOR JUNE 1955

Balance  June June Dis- Balance
5/31/55 Receipts bursements 6/30/55

Per bank statement $17,970  $50,200 $42,890  $25,280
Deposits in transit
At May 31 1,500 (1,500)
At June 30 900 900
Outstanding checks
At May 31 (4,500) (4,500)
At June 30 4,000 (4,000)
Other items
May bank charge 30 30
June bank charge (20) 20
June N.S.F. check (300) 300
Total $15,000 $49,600 ($42,100) $22,500
Excess of books over bank 1,000
Excess of bank receipts over
book (1,000)
As per books $16,000 $48,600 $42,100  $22,500

This work sheet indicates that, at the end of May, the book balance
cxceeded the bank balance by $1,000. That is, $1,000 of company
funds which, according to the book record, should have been in the bank
was not there. During the month of June there was deposited in the
bank a total of $1,000 more than should have been deposited as shown
by the cash receipts per books. If we put these two together it appears
that someone “borrowed” $1,000 sometime previous to May 31 and re-
turned the amount sometime during the month of June. Thus at the
end of June the balance per bank and per books reconciles with no
difficulty.

The method of showing discrepancies in this work sheet is quite
satisfactory for almost any kind of difference that might occur. A
different sort of question occurs when an error is discovered in one of
the book figures. For example, let us assume that in footing the cash
disbursements book for June it is discovered that the actual cash dis-
bursements per books should have been $49,600 rather than the $48,600
shown as the total of the cash column and posted to the general ledger.
Which amount should then be shown in the work sheet? The bottom
line of the work sheet should show the book amounts as they appear in
the books, not as they should appear if corrected. Then, if there is an
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Nlustration 11. Work sheet for proof of cash transactions.

error discovered in performing some of the supplementary verification,
that figure should be noted in some way and a description of the error
written on the work sheet. This error must then be given consideration
in interpreting the work sheet along with any other errors discovered.
The proof of cash is prepared for a period of one month, as that is
the term to which a bank statement applies. It will not, therefore, revcal
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any borrowing that takes place within a month that is repaid by the end
of the month. Thus a person could borrow from company receipts on
June 2 and repay the money by depositing it on June 29 and the tem-
porary shortage would never be discovered through preparation of a
proof of cash. Another very simple work sheet is sometimes prepared
to locate any “borrowing” of this type. It consists of three columns,
one for the date of each working day within the month, one for the cash
receipts of each day, and the third for the bank deposits each day, as
follows:

Date Cash Receipts Bank Deposits
June 1 $500 $530

2 450 500

4 620 450

5 550 620

6 480 400

7 630 480

Such a work sheet should be prepared for an entire month, but the
partial application above will suffice for illustrative purposes. In this
case it is seen that the receipts for June 1 were deposited June 2, an
entirely normal procedure as a day’s lag is generally required to get funds
deposited. The bank deposit on June 1 would therefore represent the
receipts from the day before. The receipts for the days on through June
4 are deposited the following day in every case but the receipts of June 5
were not deposited intact on June 6. For some reason only $400 of the
total of $550 was deposited. This requires further questioning and
explanation. It may be that the difference of $150 will be deposited
later in the month or it may be that some logical explanation is possible.
In any case the failure to deposit the full amount of the reccipts for the
day is brought to light for investigation.

This very simple test should always be applied for at least one month
to see what thc company practice of making deposits is, and to determine
whether it is in line with the established policy.

Compare Detail of Deposit Tickets with Cash Receipts Record. A
type of fraud occasionally practiced is that of abstracting receipts from
certain customers and covering the shortage with receipts from another
customer, which in turn are covered with receipts from other customers
received a day or so later. This procedure is known as “lapping.” Lap-
ping can be worked out most easily when currency and check receipts
are intermingled, but if the person perpetrating the defalcation is willing
to forge signaturcs to checks it can also be worked out with checks alone.
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The following simple schedule illustrates how the shortage of cash any
one day is covered until the following day.

Actual Cash Cash Receipts Cash
Date Cash Receipts Abstracted per Books Deposited
May 1 Black $ 300 Black $300

White 250 White $ 250 White $ 250
Gray 600 Gray 600 Gray 600
$1,150 $300 $ 850 $ 850
May 2 Brown $ 680 Brown § 480 Brown $ 680
Blue 340 Blue 240 Blue 340
Green 300 Green 300 Green 300

Black 300
$1,320 $1,320 $1,320
May 3 Smith $ 470 Smith $ 470 Smith $ 470
Jones 560 Jones 260 Jones 560
Johnson 425 Johnson 425 Johnson 425

Brown 200

Blue 100
$1,455 $1,455 $1,455
May 4 Taylor $ 320 Taylor $ 320 Taylor $ 320
Thomas 550 Thomas 250 Thomas 550

Larkin 220 Larkin $220

Townsend 460 Townsend 460 Townsend 460

Jones 300
$1,550 $220 - $1,330 $1,330

From this tabulation it can be seen that on the first day an amount
of $300 received from customer Black was withheld by the cashier and
not deposited. This shortage was covered the following day by giving
Black credit for amounts paid by Brown and Blue. This meant that
those two customers did not receive full credit, so on the following day
they were given enough credit to correct the balances of their accounts,
and customer Jones was credited with less than the amount he had paid.
This in turn was covered the following day by remittances received from
Thomas. An additional amount received from Larkin was withheld.

A shortage of this kind may be covered indefinitely by appropriate
manipulation of the records. It should be recognized that a clever
embezzler will take care to cover shortages within a day or so, so that
monthly statements to customers will be in line with what the customer
thinks the balance of his account should be. If he also restricts his
manipulation to a few accounts and if careful “private” records are kept,
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there is little danger of the shortage being uncovered by anyone except
a careful auditor.

Reference to the tabulation illustrating this kind of shortage indicates
the weak point. The details of the deposit tickets do not agree with
the details of the cash receipts book. The actual checks received must
be deposited, and, as these do not agree with the amounts of credit to
be given to the individual customers, there is a discrepancy in the de-
tails of the two records. Note that the totals of the cash receipts book
and the total of the deposit ticket are the same for every day except
those on which additional amounts were abstracted. Hence, unless the
shortage were being increased, the only sure way of uncovering it is a
comparison of the details, not the totals, of the two records.

It is seldom necessary to apply this test to a very long period. Most
auditors compare the details of the duplicate deposit tickets with the
details of the cash receipts book for about five days on each side of the
ending date of the period under examination. If there is any shortage
it will have to be covered within that many days and especially at a
month end when customers receive their monthly statements and are
likely to complain unless the balance shown as due is correct.

A further word of caution is necessary. If this test is based on dupli-
cate deposit tickets, there is always a chance that the employee guilty
of a defalcation of this kind will cover his tracks by destroying the real
duplicate deposit tickets and then preparing false ones which do agree
with the details of the cash receipts book. To counter such an effort,
it is common practice to send copies of the deposit tickets to be used in
the test to the bank with a request that the bank compare them in detail
with the original deposit tickets which it has on file. If the authenticated
slips are then returned directly to the auditor, he can assume that they
are correct and therefore constitute a valid basis for completing the test.

Even if this is done, however, an auditor cannot be completely sure
of the detail on the authenticated duplicate deposit tickets. Bank of-
ficials have stated that in many cases in which they have been asked to
authenticate duplicate deposit tickets they have compared only the total
with the original deposit ticket and no more. This means that an auditor
must be careful to request specifically that the details be checked, and
if there is any doubt as to whether the bank actually compared details
he should get in touch with the bank by telephone or otherwise to assure
himself as to whether the information on the deposit tickets is reliable.

Account for All Check Numbers. A missing check can mean a trans-
action either unrecorded, unauthorized, or both. Hence, it is common
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practice for an auditor to account for all check numbers as a precaution
against any checks being hidden or written and not recorded. Indeed,
the numerical integrity of any series of documents should always be
proved if that is at all practicable. Although the possibility of fraud or
defalcation may be remote, yet it is a real service to the company under
examination to prove that all documents have been accounted for and
that no transactions are unrecorded.

Examine Checks Outstanding at Previous Audit Date. The use of
a cut-off bank statement to give an auditor a chance to satisfy himself
as to the legitimacy of the outstanding checks has already been described.
In some cases all outstanding checks are not returned with the cut-off
statement for one reason or another and the auditor cannot examine
them. Unless he has some reason to question the validity of the trans-
action, which he can usually prove by some other means, he must pass
those checks as valid without ever actually examining them. If he then
comes back on a repeat engagement at a later date it is only common
prudence to call for those checks so that he can examine them for any
irregularity.

PAYROLL BANK ACCOUNTS AND PAYROLL
TRANSACTIONS

A special class of cash transactions consists of payroll payments to
employees. These are different from other cash disbursements in that
they are not based on an invoice or similar document and are issued in
considerable numbers at stated intervals. With the use of checks rather
than pay envelopes containing cash and with the requirement of social
security tax reports of various kinds, payroll frauds have been reduced
considerably. Yet the possibility of intentional as well as unintentional
error is always present, and careful verification must be applied to this
type of cash disbursement as well as to all others.

Types of Payroll Error. In the preparation of payrolls, a consider-
able variety of possibilities present themselves. Some of these are
unintentional errors, but most payroll procedures are set up in such a
way that unintentional errors are likely to be revealed by the workings
of the system. Intentional errors are more likely to be difficult of dis-
covery because of the possibilities for concealment. Discovery of the
following possibilities must be provided for in establishing a satisfactory
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audit program unless the internal control in effect makes them absolutely
impossible.

1. Inclusion of fictitious employees on the payroll. This results in
the preparation of checks or pay envelopes for people not actually
working. The person responsible for this type of error must then obtain
the checks or pay envelopes and convert them to his own use.

2. Continuance of separated employees. When an employee leaves
his job permanently it is sometimes possible to continue his name in the
payroll listing so that a check is prepared for him. As with the inclusion
of fictitious employees, to benefit from this type of error the perpetrator
must obtain the payroll check and convert it to his own use.

3. Conversion of unclaimed wages. When employees sever their
employment during a pay period they sometimes neglect to return on
the following pay day to obtain their checks or to make other arrange-
ments to obtain their final pay. This makes it possible for someone to
obtain those checks and convert them to his own use.

4. Overfooting of payroll sheets. Under most payroll systems, a
separate bank account is used to disburse payroll checks. This is de-
sirable in order that special provisions for check signing, less strict than
for general cash checks, can be established. The amount to be deposited
in the payroll bank account is generally the net pay, i.e., gross pay less
deductions for income and social security taxes, any hospitalization or
insurance costs, and the like. If the payroll can be overfooted so that
the total net pay appears larger than it really is, an amount in excess
of the individual checks will be deposited. This can then be withdrawn
with little difficulty by use of a forged payroll check because of the less
stringent requirements for signing and approving payroll checks.

5. Overstated rates. Gross pay is the result of multiplying the hours
worked by the rate of pay. An error in the rate of pay will result in
giving the employee either more or less pay depending on the nature of
the error. In most cases he will complain if the rate is too low and may
do so if the rate is too large. As a practical matter, either type of error
is bad but the more likely one is an overstated rate.

6. Overstated hours. The same results may be obtained by entering
on the payroll summary an incorrect number of hours.

7. Erroneous extension. In multiplying the rate times the hours there
is of course an opportunity for an incorrect result with incorrect pay
following.

8. Understatement of deductions. 1If the various amounts to be de-
ducted from gross pay are understated in total, probably as a result of
underfooting, then the same result is obtained as if the net pay column
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were overfooted. The total net pay will be stated larger than actual and
funds will be made available to the person in charge of preparing or
signing payroll checks.

As might be expected, a series of audit procedures has been developed
to uncover any such errors as the above. These procedures are all varia-
tions of the basic verification techniques discussed previously adapted to
the needs of payroll verification. It goes without saying that in any given
payroll situation further modifications might well be in order.

Program for Payroll Verification. Most of the steps in the verifica-
tion of payrolls are simple ones and relate directly to the errors described
in the preceding section. Likewise, all would be applied on a test basis,
the amount of the sample varying with the extent and efficiency of the
internal control.

The following steps should be included:

1. Foot payroll sheets and tie net payroll in to disbursement record.
2. Trace names on payroll sheets to personnel files for authenticity.
3. Trace names on payroll sheets to social security reports.

4. Compare returned checks with payroll, examining amounts,
payees’ signatures, and endorsements.

5. Trace rates on payroll sheets to wage rate authorizations in per-
sonnel file, to union contracts, or to some other reliable source.

6. Trace hours shown on payroll sheets back to time clock cards,
to paymaster’s reports, or to some. other reliable source.

7. Verify extensions by recomputation.

8. Trace all payroll amounts, gross pay, net pay, and deductions, into
thc books of original entry and the general ledger, scrutinizing
entries for propriety.

9. Reconcile payroll bank account.

10. Supervise distribution of payroll checks to employees and follow
up any unclaimed checks.

Most of these procedures are self-explanatory, and their intent is not
difficult to determine. A few words on some of them may not be out
of order, however. The use of social security tax reports in the veri-
fication of payroll transactions has a twofold purpose. It is some evi-
dence that the transactions are valid, and it provides an opportunity to
ascertain whether the company is fulfilling some of the reporting and
record-keeping requirements of the law. Tracing names to the social
security tax form is not complete evidence that the employee is a real
person actively engaged in working for the company because a deter-
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mined person could easily obtain more than one social security card
under a variety of names. Likewise, friends or relatives could be in-
cluded on a payroll who were real people with account numbers and
cards but who did no work for the company. Thus, although this test
is useful, it should never be regarded as conclusive in itself.

The supervision of the distribution of payroll checks to employees is
not a common verification procedure, chiefly because good internal con-
trol makes it unnecessary. However, where there is some danger of
padded payrolls or of unclaimed wages getting into the wrong hands it
is an extremely valuable device. It should, of course, always be a sur-
prise to the individual responsible for distributing the checks as any
advance warning to him gives him an opportunity to conceal his activities
by some other means.

MISCELLANEOUS CONSIDERATIONS IN CASH
EXAMINATIONS

Timing of Cash Counts. Any advance notice to a custodian that his
fund is to be counted on a certain day gives him adequate warning to
set things right by that time. Thus, if cash is always counted on the last
day of the fiscal year, it is almost certain that all funds will be found as
they should be. It may be necessary for a custodian to borrow funds to
replace those he has misappropriated, but if he is given sufficient notice
he can generally accomplish the necessary coverage. Hence, the element
of surprise in cash counts is always desirable. Almost any date other
than the last date of the fiscal year has some of the advantages of a
surprise count.

It should be understood that the amount of cash in a fixed fund can
be verified at dates other than the audit date. If the fund is intact at
the time of a surprise count on some interim date reasonably close to the
year end, there is reason to believe that it was or will be intact at the year
end. Should there be any reason for doubting this, some attention can
be given to proving the transactions between the date of count and the
year end date.

Months to Be Selected for Detail Work. In choosing from among
the months within the period to be examined those which are to be
given detailed attention, that is, in footing books of original entry, trac-
ing postings, and examining underlying documents, it is common practice
to select those which include the largest number of transactions or those
of largest amounts. This is not always desirable because intentional
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errors can be made at any time, and people with a tendency toward de-
ception might discover that the auditor always selects the most active
months and will then plan their own activities accordingly. Therefore
it is generally wise to follow no set pattern of selecting the busiest month
but rather to vary by occasionally selecting months in which relatively
little business was done.

Considerable attention is of necessity given to the cash transactions
for the last month of the year because of the preparation of bank recon-
ciliations at the year-end date. This means that the last month of the
year is generally one of those selected as one of the months to be in-
cluded. This is reasonable from the point of view of proving cash bal-
ances but may not be so useful in verifying cash transactions, especially
if the auditor’s concentration on that month is well known.

Some auditors have the feeling that a person making personal use of
company funds will very likely try to cover his shortage during the last
month of the year and then withdraw the funds again the first month of
the following year. Therefore they give special attention to cash receipts
and bank deposits for the last month of the year under examination and
to cash disbursements and checks paid by the bank the following month
or at least during the cut-off period.

Another possibility is to so vary the tests that over a period of four
or five years the transactions of all months are given some attention. It
is generally unwise to scatter the tests in any one year so that a little is
done in each month, unless an extremely large amount of testing is to be
done. Most auditors feel that it is more desirable to concentrate the
tests on a very few months and to examine these exhaustively than to
spread thinly over a longer period of time.

Extent of Work to Be Done. Because of variations in the accounting
situations in existence, in the extent and efficiency of internal control
systems, and in the types of business operations, it is almost impossible
to establish any standards for the amount of audit work to be included.
It should be remembered that for a test to be of any real validity it must
cover a bookkeeping cycle. Thus for footings, postings, and the exami-
nation of underlying documents, a month is the minimum period. For
payroll transactions a pay period would be the minimum. This ties in
with the theory that, no matter how effective the system of internal
control appears, some detail verification is essential to determine whether
or not the system as established is actually functioning effectively.
Hence, one month is about the minimum to which the detailed verifi-
cation work can be limited.
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Very seldom is it necessary to extend the detailed verification work to
every month in the period under examination. Generalizations are
seldom safe, but they may be helpful as a rough measure of the extent
of verification commonly thought necessary. Keeping in mind that
internal control is always the deciding factor and that internal control
may be quite satisfactory in some respects but completely lacking in
others so that one phase of the verification program might be extended
while another is reduced, the following may be suggested as a very rough
indication of the amount of detail work required:

Minimum (good internal control) I month
Intermediate (fair internal control) 2 or 3 months
Maximum (weak or poor internal control) 6 to 9 months

If internal control is completely missing, then nothing short of a
detailed examination of every transaction is adequate to insure that data
produced by the system are reliable.

Basic Verification Techniques Used in the Examination of Cash.
As cash and cash transactions constitute the first area for which a de-
tailed audit program has been presented, it may be helpful to point out
that all the detailed procedures applied rest on the basic audit techniques
discussed in previous chapters as methods of obtaining valid audit
evidence.

Because cash is an asset that can be seen and handled physically, one
would expect that physical examination and count should play an im-
portant part in its examination. As discussed in Chapter 7, this is true
for cash on hand. However, a considerable portion of a company’s
available cash will not be present in its own offices to be examined and
counted; for internal control purposes it will be kept on deposit in a
bank or trust company possessing more adequate facilities for its pro-
tection. Verification of cash on deposit calls for employment of addi-
tional basic techniques. Confirmation becomes necessary to determine
the amount of cash held by each banking institution with which the com-
pany has an account. Because the bank supplies a record of all trans-
actions between the company and itself during each month, the bank
statement, an opportunity is presented for correlating the record of cash
balances and transactions as shown by the company’s books with the
related bank record, thus adding credibility to the company’s record or
not as the case may be. Reconciliation of bank balances and trans-
actions with book amounts involves the examination of original docu-
ments, recomputation, and correlation with related information.
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The audit of cash transactions during a period requires the examina-
tion of the original documents representing the transaction, such as paid
checks and such evidence of cash receipts as may be available. Re-
computation of column totals in books of original entry and in ledger
accounts and the retracing of such bookkeeping procedures as posting
from the cash journals to the ledger are, of course, required to discover
whether the amount shown as the balance of the Cash account is correct.
The scanning of the Cash account is called for, and the further scanning
of bank reconciliations and recorded transactions may be helpful in per-
mitting more extensive examination than would be possible if only rela-
tively more time-consuming tests were applied. Inquiry is rcquired in
one form or another in almost every area of audit work, and such sub-
sidiary records as cash register tapes and duplicate copies of bank deposit
slips will be examined for possible inconsistencies or differences with
the primary records.

Thus the nature of the audit problem for cash and cash transactions
is such that all the basic verification techniques are found useful and
even essential. It is not enough, however, to see their general useful-
ness; an auditor must be familiar with their specific applicability. He
must understand the method of application and the purpose to be
achieved thereby. This calls for a study of the detailed steps generally
followed in the examination of cash and cash transactions. One should
never lose sight of the fact, even while studying detailed procedures, that
each specific step in the examination program falls back on one or more
of the basic techniques previously discussed.

As each additional area of audit work is studied it is well to relate
the specific audit procedures described to the basic verification tech-
niques. This is helpful in obtaining a better understanding of the tests
applied and also in giving an appreciation of the flexibility and usefulness
of the basic techniques.
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PROBLEMS—-CHAPTER 8

Problem 8-1. On the books of a company is an account called “Exchange
Check account,” which has many debits and credits but no balance at the
end of any month. The controller explains that it represents accommodation
purchases for company employees and others. Company checks are charged
to the account, checks received from employees and others are credited.
Should further investigation be made? Give reasons and discuss. (AIA)

Problem 8-2. In connection with the verification of cash in bank, outlinc
a test audit procedure of cash records to reveal the following irregularities:
(a) improper borrowings or temporary misappropriations during the period
under review which have been restored before the close of the period; and
(b) misappropriation of accounts receivable collections in process at the
close of the period by “kiting” or “overlapping” receipts. (AIA)

Problem 8-3. In tracing checks to the cash disbursements book you find
unentered in the last month of the year under review a series of ten checks
none of which has been returned by the bank. Inquiry reveals that the
checks in question were signed in blank by the treasurer and given to the
vice president in charge of sales, who was making an extended business trip
which ended two weeks after the close of the fiscal year. He had requested
the signed checks, which would then only require his countersignature, to
avoid carrying a large amount of cash customarily expended on such trips
for the usual traveling expenses, and for entertaining customers and prospects.
Outline or briefly explain the following: (a) additional auditing procedures
you would follow in view of this practicc; and (b) recommendations you
would make to your client to accommodate the vice president’s desires in an
acceptable accounting manner. (AIA)

Problem 8-4. You are assigning an assistant to examine canceled checks
relative to a client’s bank account. There are certain types of checks with
respect to which you urge him to be particularly alert and inquisitive. In-
dicate some of these types. (AIA)

Problem 8-5. All employees of a company are paid in cash once a week.
The company has 200 employees all of whom work at one plant; 50 of these
employees are on a night shift. All employees are paid on Friday (or
Saturday morning with respect to the night crew) for the week ended on
the preceding Tuesday. One employee, the payroll clerk, prepares the pay-
roll from time sheets signed by the respective foremen. He also checks time
cards against these payroll sheets, and hands out the pay envelopes. Pre-
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pare a program of audit of payroll in connection with the regular annual
examination of financial statements. (AIA)

Problem 8-6. Lapping has been described as a practice in which the
improper abstraction of cash out of current receipts is covered by the omis-
sion of an entry or entries for receipts represented by checks. These checks
are then deposited in lieu of cash abstracted. Later entries are made for the
items previously omitted and the shortage is either made up by the return
of the cash abstracted or continued by the failure to enter other receipt items.
Outline and discuss briefly an audit procedure which would disclose the
existence of the practice above described. (AIA)

Problem 8-7. Mention five different methods to which dishonest em-
ployees may resort in manipulating payrolls. (Do not give variations of
the same method.) (AIA)

Problem 8-8. Information obtained in the audit of the L. A. Schmoo
Company is presented below:

1. The balance per the cash account, 12/31/55 amounts to $41,830.
2. The balance in the Crab Orchard National Bank per their confirmation
is $39,300 at the close of business 12/31/55.

3. Outstanding checks at 12/31/55 amount to $4,300.

4. An N.S.F. check for $300 has been charged to the account. This
check was obtained from a customer on account.

. Deposit in transit, $6,500.

. Exchange and collections charges deducted by the bank, to the extent
of $30, have not been recorded by the Schmoo Company.

7. The reconciliation data as of 11/30/55 are as follows:

Balance per bank statement, 11/30/55 $39,600
Balance per books, 11/30/55 33,300

N

Difference (outstanding checks at 11/30/55)  $ 6.300

8. The following is a summary of cash receipts and disbursements accord-
ing to the books for December 1955:

Receipts (all deposited) ' $250,000
Disbursements 241,470

9. Total deposits shown by the bank statement for December 1955
amounted to $242,500.

Requirements: (a) Prepare in good columnar form a “proof of cash”
reconciling December receipts, disbursements, and beginning and ending
balances per bank statement with the book figures. (b) Prepare all neces-
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sary adjusting entries to correct the cash account. (c) State the amount of
cash you would show in a balance sheet prepared at 12/31/55.

Problem 8-9. The cash book of the H-J Company for June 1955 follows.

Receipts Disbursements
June 1 Balance $ 840 June 2 $ 974
4 1,212 5 813
7 1,870 7 679
8 912 12 1,248
12 1,048 22 1,612
20 1,531 24 1,051
27 1,254 30 Balance 1,990
$8,367 $8,367

The June 30 bank statement showed a balance at June 30 of $1,965; June
deposits of $7,212, and checks paid of $6,597. Cash on hand June 30
amounted to $315, and outstanding checks at June 30 (all issued in June)
were $290. According to the bookkeeper for the H-J Company, outstanding
checks at May 31 amounted to $470.

You are asked to examine the accounts for irregularities and to present
a brief report of your findings. Be as specific in your report as possible
and submit work papers in support of your report.

Problem 8-10. You are making an audit of a client where the records
have been found to be inaccurate and where no satisfactory internal control
exists. In connection with the audit you are reconciling the cash transactions
for the month of December 1955 in addition to the cash and bank balances
as of December 31, 1955. You have determined that the client’s recon-
ciliation as of November 30, 1955, is correct. The following information is
available to you:

CLIENT’S RECONCILIATION NOVEMBER 30, 1955

Cash per general ledger $2,631.74
Less: cash on hand 210.89
$2,420.85
Less: bank service charge for November 9.00
$2,411.85
Add: outstanding checks 991.00

Balance per bank $3,402.85
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CasH RECEIPTS BOOK FOR DECEMBER
Balance from 11/30

Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on
Received on

November service charge

Checks
Checks
Checks
Checks
Checks
Checks
Checks
Checks
Checks
Checks
Checks

accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts
accounts

Balance, December' 31

$65,300.77

$ 2,631.74
403.25
1,366.40
974.86
4,322.47
5,201.89
7,310.75
6,195.18
8,884.46
10,227.55
6,698.89
210.20
1,426.46
400.00
700.00
2,709.82
850.00
1,100.00
911.35
3,875.50

CASH PAYMENT RECORD FOR DECEMBER

$ 9.00
5,236.50
3,645.21

16,394.89
15,873.42
3,123.47
475.42
1,250.00
3,622.83
3,692.09
3,456.45
4,201.25
4,311.24

$65,300.77

173

Cash on hand December 31 amounted to $100. The transactions per the
December bank statement, which are correctly recorded by the bank, show
that deposits amounted to $62,870.92; checks paid amounted to $57,952.03
service charges for the month were $10; and a charge of $100 was made

)
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against the account because of the return unpaid of a customer’s check.
Neither the service charges nor the returned check were recorded on the
client’s books. The total of outstanding checks as of December 31 was
found to amount to $4,110.50.

Prepare appropriate working papers together with any explanations you
consider necessary, based on the data given herein. (AIA)

Problem 8-11. A company, whose general office is in New York, main-
tains bank accounts in which receipts are deposited and from which dis-
bursements are made, in the usual course of business, at Bank A, located in
New York, and Bank B, located in Chicago. The general office procedure
relating to cash disbursements requires, among other things, that invoices
and payrolls be approved by the department heads concerned, and that
checks be signed by the cashier and countersigned by the office manager.
It is also the practice for the cashier to receive the monthly bank statements,
reconcile the bank accounts, and turn over the bank statements, canceled
checks, and other memoranda to the office manager, who checks the recon-
cilements. Protected paper is used on disbursement checks, and such checks
are serially numbered.

On December 10, 1955, the general office cashier embezzles $5,000 from
the company by drawing a check to his own order on Bank A4, to which he
successfully forges the office manager’s countersignature. No entry of this
disbursement is made in the cash book. On December 31, 1955, the cashier
draws a check on Bank B for $5,000 to the order of Bank A, and obtains
the office manager’s countersignature by explaining that the check is in con-
nection with a transfer of funds. The cashier deposits the second check in
Bank A on December 31, 1955, but makes no cash book entries for the
receipt in Bank A4 or the disbursement from Bank B. Upon receipt of the
December bank statement from Bank A, the cashier destroys the check paid
by that bank which he drew on December 10. The office manager, in check-
ing the bank reconcilement, does not discover the embezzlement.

You are engaged to make an examination of Company A’s accounts for
the year ended December 31, 1955, and begin your examination on the
morning of January 18. (1) What type of defalcation does this case illus-
trate? (2) Specify and briefly describe three methods of verifying cash
balances and transactions by which this type of defalcation should be
detected. (AlA)

Problem 8-12. Explain how you would proceed to discover irregularities
in cash payrolls when it is suspected that the following conditions exist:
(1) Employees released have been continued on payrolls for one or more
weeks beyond date of release. (2) Wages paid to casual labor through pay-
master’s cash fund have been reimbursed to paymaster twice—once by
reimbursement of payments made out of the paymaster’s cash fund and
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again through the usual payroll channels. (3) Wages not claimed by em-
ployees have been misappropriated by the paymaster. (AIA)

Problem 8-13. In making an audit of a small business enterprise you find
that all cash collections are received directly by the bookkeeper who keeps
the general ledger and the customers ledger. There are two assistants in
the accounting department who write up the cash purchases and sales
records, and prepare customers’ statements. The customers’ statements are
turned over to the bookkeeper, who looks them over before they are sent
out. The bookkeeper has a small imprest fund, but to avoid more frequent
replenishment of this fund he often cashes checks of employees or outsiders
out of the cash collections. These checks are cashed with proper approval
and deposited in lieu of the currency used to cash them. What effect will
this situation have on your audit program? What recommendations would
you make for improving the internal control? (AIA)

Problem 8-14. You are assigned to audit the Ajax Axe Company, a small
one-man engagement, and you begin work January 6, 1955. This is the
first audit of the Ajax Axe Company by your firm. Your preliminary review
of the internal control discloses the following:

Office staff: four people
Chief accountant and cashier: Amos Arnold
Stenographer and accounts receivable bookkeeper: Betty Benedict
Sales clerk and stockroom attendant: N. T. Drucker
President and general manager: Ajax Cassinopolous

Cash sales arc rung up on a visible cash register by Drucker as made.
Once or twice a month he turns receipts over to Arnold for deposit.
Cassinopolous always checks the cash register tapes against the cash book
entry to make sure that all cash sales are entered. Deposits are made and
bank reconciliations prepared by Arnold. Checks are signed by Arnold and
must be countersigned by Cassinopolous who carefully reviews documents
supporting the disbursement before singing. Occasionally, if ill or forced
to leave town for a few days, Cassinopolous signs one or two checks in
advance and leaves them with Arnold. Miss Benedict has no contact with
cash. She posts to both the accounts receivable and accounts payable ledgers
from the cash books which are kept by Arnold. She also sends out monthly
statements to customers, opens all mail, giving checks to Arnold for deposit,
and forwards correspondence to Cassinopolous. The following records and
documents are reproduced here:

1. Cash receipts book for July and December 1954.

2. Cash disbursements book for July and December 1954, and for the first
15 days of January 1955.

3. Client’s bank reconcilements as of July 31, November 30, and Decem-
ber 31, 1954.



176 VERIFICATION OF CASH AND CASH TRANSACTIONS

4. Bank statements for July and December 1954 obtained from the client.

5. Special “cut-off” bank statement dated January 10, 1955, obtained
directly from the bank.

6. General ledger Cash account for the entire year 1954.

Required: (1) A discussion of any weaknesses in the system of internal
control as described. (2) Work papers showing the work you have per-
formed in verifying the records as shown. (3) A summary of your findings
suitable for review by your superior.

AJAX AXE COMPI'ANY
Casu REckiprs Book—JurLy 1954

Sales Cash Accts.

Date Recerved from (ash Disc. Sales Rec. Miscellaneous
July 2 Apex Supply Store 634.06 12.94 647.00

5 Hardwick Hardware, Inc. 796.63 16.26 812.89

o Links & Locks, Inc. 1,902.18  38.82 1,941.00

9  Smuthfield and Rye 695.80  14.20 710.00

14 Walker & Walker, Inc. 126.45 126.45

16 Hi Grade Junk Co. 7.50 Mise. Inc. 750

16 Cash Sales 530.20 530.20

19 Lewis Brands, Inc. 431.41 431.41

20  Shott and Shott 2,599.30 53.05 2,652.35

23 High and Wyde 979.90  20.00 999.90

27  Smith Auto Supply 1,748.42  35.68 1,784.10

28 Ace Retail Stores 3,331.80 78.20 3,410.00

28 R. E. Lawrence, Inc 847.12 847.12

30 (Cash sales 721.20 721.20

15,051.97 369.15 1,051.40 14,362.22 7.50

Castt Recerrrs Book—DrcEMBER 1954

Sales Cash Acets.
Date Received from Cash Disc. Sales Rec. Miscellaneous

Dec. 1 Williamson Co. 441.00 9.00 450.00

3  Hubbs and Dibbs 269.50 5.50 275.00

3 Ace Retail Stores 364.00 364.00

6 Smith Auto Supply 1,652.76 183.64 1,836.40

9 Sundby and Son 465.79 951 475.30

9 Walker & Walker, Inc. 312.64 312.64

10 Fosdick Hardware Co. 1,834.56  37.44 1,872.00

Notes
10 Fellows Hardware, Inc. 588.00 12.00 Rec. 600.00

15 Cash sales 142.85 142.85

24 Wolf Hardware Co. 2,548.00  52.00 2,600.00

27 Apex Supply Stores 599.76  12.24 612.00

28 Strate and Narrow 1,740.,00 1,740.00

29 Lattle Novelty Shop 3,998.40 8160 4,080.00

30 ILewis Brands, Inc. 267.30 2.70 270,00

30 High and Wyde 390.00 390.00
30 Cash sales 498.45 498.45

16,113.01 405.63 641,30 15,277.34 600.00
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Casy DisBurseMENTS Book—JuLy 1954

Paid to

Laughlin Forges, Inc.
Efficient Advertising Seivice

Wright Box Co.
Wheeler Supply Co.

Payroll

Winters (Cabmmet Co.
Lamper Garage
Steel and Son

Paytoll

Check No.
1579
1580
1581
1582

1583
1584
1585
1586

1587

Purch. Accts,
Cash Disc. Pay.
6,327.86 129.14  6,457.00
248.75 248.75
134.06 2.74 136.80
461,38 9.42 470.80
3,945.10
86.38 86.38
19.80 19.80
825.43 16 85 842,28
3,281 50
15,530.26 158.15  8,201.81

Casa DispurskMENTS Book—DeceEMBER 1954

Paud to

Winters Cabimet Co.

Lincoln Office Supply
Laughlin Forges, Inc

Wright Box Co.

(ash

Lester Paint & Supply

Paysoll

Toomis Woodworking Shop

Steel and Son

Pavroll

Paid to

Lester Paint & Supply
Looms Woodworking Shop

Wright

lLaughlin Forges,

Box Company
Wheat Grinding Corp.
Inc.

Purch. Accts
Check No. Cash Disc. Pay.

1641 2,360.00 2,360.00
1642 35.40

1643 7,762.00 158.00  7,920.00

1644 84 67 1.73 86.40
1645 50.00

1646 270.77 5.53 276 30
1647 3,624 80

1648 853.87 17.43 871.30

1649 894,54 18 26 912.80
1650 3,590 00

19,526.05 200.95 12,426.80

Casn DisBURSKFMENTS BOOK—JANUARY 1954
Purch. Accts.
Check No. Cash Disc. Pay.

1651 617.79  12.61 630.40

1652 208.25 4.25 212.50

1653 226.50 4.60 231.10

1654 478.11 478.11

1655 2,686.18 54.82  2,741.00
1656 3,345.11

Payroll

177
Miscellaneous
Salaiies
and
wages 3,945 10

Salaries

and
wages 3,281.50
7,426.60
Miscellaneous
Oftice ¢x-
pense 35.40
Office ex-
pense 50.00
Salaries
and
wages 3,624 80
Salaries
and
wages  3,590.00
7,300.20
Miscellaneous
Salaries
and
wages 3,345.11
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GENERAL LEDGER ACCOUNT FOR CASH

Cash
1954 1954
Jan. 1 Balance forward 10,743.12 | Jan. 31 CDB 14,284.12
31 CRB (12,890.12) 16,431.12 | Feb. 28 CDB 15,789.98
Feb. 28 CRB (15,349.87) 18,249.73 | Mar. 31 CDB 13,411.12
Mar. 31 CRB (14,585.86) 12,647.11 | Apr. 30 CDB 14,842.11
Apr. 30 CRB (13,992.67) 14,248.92 | May 31 CDB 15,211.87
May 31 CRB (15,024.61) 16,243.81 | June 30 CDB 12,411.09
June 30 CRB (16,285.36) 13,671.84 | July 31 CDB 15,530.26
July 31 CRB (15,807.07) 15,051.97 | Aug. 31 CDB 12,997.62
Aug. 31 CRB (17,529.56) 14,720.11 | Sept. 30 CDB 14,311.90
Sept. 30 CRB (18,829.80) 15,612.14 | Oct. 31 CDB 14,611.12
Oct. 31 CRB (21,486.66) 17,267.98 | Nov. 30 CDB 17,240.32
Nov. 30 CRB (17,657.45) 13,411.11 | Dec. 31 CDB 19,526.05
Dec. 31 CRB (13,244.41) 16,113.01 31 Balance forward 13,244 .41
194,411.97 194,411.97
1955
Jan. 1 Balance forward 13,244.41

BANK RECONCILEMENTS
July 31, 1954

Balance per bank statement
Less outstanding checks:
#1401
1584
1585
1586

Add deposit in transit

Balance per books

15,535.46

894.30
86.38
19.80
825.43  1,825.91

13,709.55
2,097.52

15,807.07



#1632
1635
1636
1639

PROBLEMS

Add deposit in transit

Balance per books

#1648
1649

Add deposit in transit

Add bank service charge

Balance per books

November 30, 1954

Balance per bank statement
Less outstanding checks:
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17,080.64

212.40
1,000.00
611.10

12.40

1,835.90

December 31, 1954

Balance per bank statement
Less outstanding checks:

15,244.74
2,412.71

17,657.45

13,578.92

853.87

894.54

1,648.41

11,930.51

1,298.60

13,229.11
15.30

13,244.41

Note: No bank reconcilement was prepared for June 30, 1954, as Mr.

Arnold was on vacation.

425.10
6,327.86
461.38
3,281.50

BANK STATEMENTS

WAKEFIELD BANK AND TRrRusT Co.

July 1954

Checks

11.16
248.75
3,945.10

WAKEFIELD, ILLINOIS

In account with Ajax Axe Co.

123.79
134.06

7/1
7/4
7/16
7/21
7/29
7/31

Deposits
4,028.67

2,965.66
5,760.12

Balance

17,739.71
21,208.33
14,497.66
13,056.84
15,535.46
15,535.46
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WAKEFIELD BANK AND TrusT Co.
WAKEFIELD, ILLINOIS

December 1954 In account with Ajax Axe Co.

Checks Deposits

12/1
12/1 2,412.71
212.40 1,000.00 2,360.00 12/5 1,074.50
3540 611.10 12.40 7,762.00 12/12  4,353.75
84.67 50.00 270.77 12/25  2,248.00

3,624.80 15.30 (SC)
3,590.00 12/31  6,038.16
WAKEFIELD BANK AND Trust Co.

WAKEFIELD, ILLINOIS
January 1955 In account with Ajax Axe Co.
Checks Deposits

1/1
894.54 208.25 617.79 1/5 1,298.60
324.50 853.87 226.50 1/10  3,247.18

Balance
17,080.64
19,493.35
16,995.45
12,928.30
14,770.86
11,130.76
13,578.92

Balance

13,578.92
13,156.94
14,999.25



Chapter 9

VERIFICATION OF RECEIVABLES AND
SALES TRANSACTIONS

The term “receivables” is used broadly to include almost all amounts
receivable by a concern from its customers, employees, officers, branches,
and affiliated or subsidiary concerns, except those which are evidenced
by a bond or other security. From the verification point of view they
can be divided into three classes:

1. Accounts receivable from customers.
2. Notes receivable.
3. Other receivables.

ACCOUNTS RECEIVABLE FROM CUSTOMERS

Accounts receivable from customers are so closely related to sales
transactions that any consideration of one must almost necessarily in-
clude the other. Certainly any verification of accounts receivable which
neglects a reasonable test of the sales transactions must be considered
incomplete.

Not only must sales transactions, including sales returns and allow-
ances, be considered with accounts receivable, but also any reserve or
other provisions for uncollectible accounts must be examined together
with its related expense account. Thus we have a group of related ac-
counts that should be grouped for verification purposes and unless the
audit program established includes some provision for examining each,
it can hardly be considered adequate.

Because of the emphasis upon balance sheet accounts in the develop-
ment of audit techniques and procedures, an audit program for this
group of accounts commonly begins with accounts receivable. This,
however, is not essential and the program could well be built around
sales transactions.

Purpose of Verification of Receivables. As with cash and cash
transactions, it is desirable to have a sound understanding of the reasons
181
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for examining the balances of receivables and the details of sales trans-
actions in order that no pertinent information will be overlooked during
the course of the investigation. The following should probably be con-
sidered as the chief purposes for this phase of the verification program.

1. To determine whether the balance sheet or general ledger amount
for receivables is supported by valid accounts.

2. To determine whether the receivables as stated are collectible.

3. To determine whether the receivables are properly classified and
described.

4. To determine whether sales transactions have been accounted for
properly during the period.

Contrary to the situation in regard to cash, the various verification
procedures applied to receivables and sales transactions do not tie in
directly with these purposes. Each procedure appears to touch on more
than one purpose, and it is therefore essential that the auditor be con-
stantly alert to the implications of information which he uncovers during
his examination. For example, in discussing the collectibility of a cer-
tain account balance with one of the company officers, an auditor may
learn that the company does a consignment business with that customer
and with other customers. He must be careful then to follow up this
information to discover whether consignment amounts are incorrectly
included as ordinary trade receivables. In such a transaction there is
the further suggestion that the inventory amount may likewise be in
error, but that is a matter which must wait until the subject of inventory
verification is discussed.

Audit Program for Accounts Receivable and Sales Transactions.
As a help in understanding the purpose of specific verification proce-
dures, it should be noted that, in the following suggested procedure, again
there is a separation into what might be called primary and supporting
procedures. Often the supporting procedures are equally as important
as the primary steps, for if they were omitted the primary verification
would be of little value. The subclassification, therefore, is not intended
to indicate relative importance; it is intended only to show the relation-
ship of one procedure to another. With only one or two minor excep-
tions, these procedures are applicable to a business which sells either
commodities or services on account.

I. Obtain a detailed list of the receivables (aged if possible), compare
with the subsidiary ledger accounts, foot, and agree total with control
account or balance sheet amount.



AUDIT PROGRAM 183

. Obtain independent verification of balances.

A.

B.

C.

Send confirmation requests to a representative portion of the ac-
counts, as described in Chapter 3.

Obtain satisfactory explanations for any confirmations returned
with exceptions or differences.

Investigate the propriety of any accounts for which confirmations
were requested and not returned.

. Consider collectibility of account balances.

A.

B.

Review accounts with credit manager or other official giving
special attention to large or overdue balances.

Insure that Reserve for Bad Debts is adequate to cover all un-
collectible accounts plus a reasonable provision for doubtful
accounts. (If no reserve is used, all uncollectible and seriously
doubtful accounts should be written off.)

(a) Inquire into authority for accounts written off as uncol-

lectible during the period under examination.

. Test arithmetical accuracy of accounts.

A.
B.
C.

D.

Foot and balance ledger accounts for receivables.

Test postings to books of original entry.

Investigate propriety of any unusual entries in the Accounts Re-
ceivable controlling accounts.

Test a portion of the detail ledger by tracing entries in the ac-
counts back to the books of original entry.

. Verify sales transactions for a test period.

ST N

E.

F.
G.

Compare duplicate sales invoices with entries in sales book.
Foot sales book.
Trace postings to general ledger accounts.

. Examine documentary evidence supporting sales returns and sales

allowance transactions. (If a special book of original entry is
used to record such transactions, it should be tested to the same
extent and in the same way as the sales book. If no such book
is used, then the propriety of the entries and their subsequent
posting must be verified individually as the circumstances war-
rant.)

Account for all sales invoices and for all credit memos issued for
the test period.

Foot and balance the Sales account.

Investigate propriety of any unusual entries in the Sales account.

. Determine whether sales book has been held open past the closing
date by comparing invoice dates and shipping dates for last sales of
the period with the dates of entry in the sales record.
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7. Determine whether the cash receipts book has been held open past
the closing date by comparing date of entry with date of deposit for
last cash receipts of the period.

8. Prepare any necessary adjusting or reclassifying journal entries.

A brief discussion of the important points to be remembered in apply-
ing each of the above procedures will be presented in the following
paragraphs together with an explanation of the purpose of the procedure.

Detailed List of Accounts Receivable. The purpose of preparing a
detailed trial balance of the accounts receivable ledger is to make sure
that the controlling account or the balance sheet amount, as the case
may be, is supported by individual accounts receivable, and that the
total agrees with the sum of the individual balances. To do this it is
essential that the auditor compare the amounts on the trial balance with
the individual account balances. This does not mean that he must pre-
pare the list himself. Taking a trial balance of a subsidiary ledger is a
clerical task which he should avoid if possible. If the company prepares
such a trial balance in the normal course of its accounting routine, he
should request that they prepare an extra copy for him which he can
use and include with his work papers. He cannot, however, rely on
such a list until he has checked it back, item by item, against the sub-
sidiary ledger from which it was taken.

Likewise, if the company has aged the accounts in the trial balance,
an auditor should take advantage of the aging schedule if he can obtain
a copy. Again, however, he should not rely on it unless he has tested
it by working out the aging on a sample of the accounts and found that
the company employees have performed the aging work accurately. The
use of an aged trial balance is discussed at greater length in the discussion
of collectibility of accounts receivable later in this chapter.

In those cases in which the subsidiary ledger and the control account
are not in agreement, an adjustment must be made to bring the two to-
gether. In most cases this adjustment should not be made until all other
verification steps have been completed as it is entirely possible that some
of the other procedures will locate the error or errors causing the diffi-
culty or may even uncover additional differences. It will be evident
that most of the verification work on accounts receivable is directed at
the individual accounts, and that, in so far as the records are concerned,
they are more likely to be accurate than the control. This is because
customers will complain if they receive monthly statements giving a
balance different from the one they consider correct, whereas no outsidcr
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is in a position to know whether the control account balance is wrong.
Hence, in adjusting any difference between subsidiary ledger and control,
it is customary to bring the control account into agreement with the
subsidiary ledger unless there is definite evidence that the subsidiary
ledger is the one at fault.

Independent Verification of Accounts Receivable. The heart of the
verification procedure for accounts receivable lies in the confirmation
technique. The general requirements of the confirmation procedure are
discussed in Chapter 3 and need no elaboration at this point. It should
be remembered, however, that at no point in the verification of receiv-
ables is care and alertness required more than in their confirmation.
One means of covering up shortages of cash or of window-dressing a
balance sheet is through manipulation of the accounts receivable, and an
auditor must be continually on the alert for such possibilities.

Types of Confirmation. Two methods of confirmation are in com-
mon use; these are known as the “positive” and the “negative” methods.
A positive confirmation consists of a request by the company under
examination, calling on its customer to reply directly to the auditor
and to inform him of the accuracy of the company’s statement of the
customer’s account balance. It may consist of a printed form, generally
divided into two parts, the first of which is a brief communication from
the company to the customer requesting him to communicate with the
auditor, and the second a communication from the customer to the audi-
tor requiring only the customer’s signature for completion if the balance
is correct. Sometimes instead of a printed form a letter is drafted to the
customer which merely requires his signature at the bottom before re-
turn to the auditor. A stamped envelope addressed to the auditor is
always included with a positive-type confirmation.

Negative confirmations do not require an answer by the customer
unless the account balance as stated is incorrect. Negative confirmations
are generally sent out with the regular monthly statement to the customer
and take the form of either a rubber stamp impression on the monthly
statement or a gummed sticker attached to it with wording somewhat as
follows:

Please examine the attached statement of your account carefully.
If the balance shown is incorrect, please communicate directly with our
auditors, Wake and Field, Certified Public Accountants, Budget Build-
ing, Chicago, Illinois.
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Dear Sirs:

Will you please advise our auditors, Elmon
& Arden, Certified Public Accountants, on
the attached form, of the correctness of the
balance in your account as shown by our books at
the date and in the amount stated below, or of
any exceptions you may take thereto. A stamped
and addressed envelope for your reply is en-
closed.

r B
To

L |

(This is merely a request for confirmation, not
for remittance.)

Messrs. Elmon & Arden
2400 Tower Building No.
Chicago, Illinois

We (I) confirm the correctness of a debit

balance of $ in our (my) account on
the books of
as of 19 , with the ex-
ceptions, if any, stated below.
Signed
By
Exceptions

(please explain differences in detail giving
dates and amounts)

(Use other side if necessary.)

Illustration 12. Accounts receivable confirmation form—positive.
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The weakness in a negative-type confirmation is that if the confirma-
tion is not returned there is still a question whether the account balance
is correct or whether the customer merely ignored it. The auditor has
no real proof that the account balance is as stated. A positive confirma-
tion, however, does give the auditor real evidence that the customer
accepts the account balance as stated, evidence that can be included in
the work papers for future reference.

Accounts receivable are seldom confirmed completely. This test like
other audit procedures is generally applied on a sample basis with the
theory that, if the sample is a fair one and if no errors are found in the
sample, then probably no material errors exist in the accounts not tested
either. To confirm a representative proportion requires that some of the
large account balances as well as some of the small ones be selected.
Also that, if there are both city and country accounts, or if there is
subdivision of the accounts receivable ledger on any basis whatever,
accounts should be selected from each division. If there are accounts
with credit balances, a very common situation, it is well to include some
of them as well in order to discover any tendency to understate the
liability that such accounts represent.

It is impossible to give any blanket rule indicating the number or
percentage of accounts to be confirmed. One point should not be over-
looked, however. If care is taken in selecting the accounts to be con-
firmed, it is frequently possible to get a very high dollar amount of
accounts with a relatively small total number of confirmations. Most
companies will have a relatively small number of large account balances
and a very large number of small account balances. By selecting as
many as possible of the larger accounts it is often possible to get as high
as an 80 per cent or higher proportion of the total dollar amount of
receivables confirmed with a small number of confirmations.

If at all possible, positive-type confirmations should be used for the
large account balances and it is desirable that they be used also for at
least some of the smaller balances. Negative-type confirmations should
be used only when, because of the large size of the sample to be con-
firmed, the positive type is not practicable. For example, a public utility
will normally have a great number of small account balances; so will a
department store. Each of these will also have a smaller number of
large account balances. Positive confirmations should be used for the
larger balances, and then, if it is desirable to make an extensive test of
the small accounts, negative-type confirmations might be employed for
that purpose. Complete reliance on negative confirmation requests is
seldom justified.
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Illustration 13. Work sheet for

Work Sheet Record of Confirmations. Some method must be used
to maintain control over the confirmation requests sent and the replies
received. Various work sheet forms are used for this purpose. Some-
times the trial balance of the subsidiary ledger allows sufficient space for
including information as to the confirmations sent and returned; in other
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accounts receivable confirmations. '

cases a separate work sheet is desirable. At least the following should
be provided for:

Customer’s name.
Customer’s address.
Confirmation number.
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Account balance confirmed.
Confirmations returned without exception.
Confirmations returned with exceptions.
Exceptions cleared.

Exceptions not cleared.

Comments.

Confirmations Returned with Exceptions. Once confirmation re-
quests have been mailed, some time must elapse before a sufficient
number of them have been returned for the auditor to give them his
attention again. He cannot expect company employees to discuss indi-
vidual confirmations with him as they are returned, so he must wait
until a group of them accumulates. Within a group of returned con-
firmations, a variety of replies will be found. Some will have no more
than the customer’s signature added, thus indicating that the account
balance is correct. Others will contain comments of one kind or another
indicating that the customer does not agrec with the amount of his ac-
count as stated. In some cases this disagreement will be only an ap-
parent disagreement because the customer did not read carefully enough
the date of the confirmation request. Sometimes an unavoidable time
lag between the time the customer mailed his check and the date on
which the company gave him credit will account for the difference. In
still other instances, the difference will be genuine.

For all genuine differences or exceptions, the auditor must obtain an
explanation that either satisfies him that the account balance as stated
is correct or else that the account balance is in error and must be cor-
rected. The general practice is to discuss all confirmations containing
genuine exceptions with the company employee best qualified to explain
them. As explanations are given, the auditor must examine them criti-
cally and refuse to accept them until he is convinced of their validity.
Each explanation finally accepted must, of course, be included in the
work papers. One common practice is to write the explanation accepted
by the auditor on the reverse side of the confirmation itself, so that the
two are permanently associated for easy reference.

Confirmations Requested and Not Returned. Of the confirmation
requests mailed, it is almost certain that some will not be returned.
Failure of a customer to reply to a request for confirmation of his ac-
count balance raises the question whether he is merely uncooperative or
whether perhaps the account is not a real one. This latter possibility
requires that further investigation be carried out by the auditor. In some
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cases, second requests for confirmation are mailed before other steps are
undertaken.

If the confirmation procedure failed to give him satisfactory evidence
of the reliability of the account balance, the auditor must seek for some
other evidence that the account is a real one and that the balance is
correct. If the account shows that cash has been received since the date
of confirmation, that fact is reasonable evidence that the account is at
least genuine, although not necessarily correct in amount, and it the
auditor is certain of the receipt of cash he may accept that as sufficient
evidence. To assure himself that the cash was actually received and
not merely entered in the account with intent to make the account ap-
pear active, he may find it necessary to trace the cash receipt into a
duplicate deposit ticket or at least into the cash receipts record.

If insufficient time has elapsed for remittances to have been received
or if further evidence of the propriety of the account is desired, the
charge to the account may be traced back to the duplicate sales invoice
and to shipping documents. The existence of a sales invoice supported
by shipping documents again is reasonable evidence that the account is
based upon a legitimate transaction.

It should be emphasized that, unless the confirmation procedure is
supported by adequate investigation of confirmation requests not an-
swered and of accounts for which the confirmation indicates a difference,
the confirmation procedure cannot be considered to have been employed
satisfactorily.

Time of Confirming. It is desirable but not at all necessary to con-
firm accounts receivable at the end of the period under examination.
The advantages of confirming at the end of the year are obvious, but
there are disadvantages as well. The chief disadvantage is that the bulk
of the verification work must wait until after the end of the year and
that, if there is any need to complete the examination by a certain stipu-
lated date, insufficient time may be allowed to investigate differences or
confirmations not returned. There is the further possibility that inade-
quate time may be given to permit all confirmations to be returned.
Hence it has become acceptable practice to apply the confirmation pro-
cedure at dates other than the year end.

A satisfactory procedure is to select a month-end date prior to the
end of the year and use that as the confirmation date. If, for example,
the company is on a calendar-year basis with the closing date as Decem-
ber 31, either October 31 or November 30 might serve as an accounts
receivable confirmation date. This allows sufficient time for confirma-
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tions to return and for any additional investigation to be completed be-
fore the year-end rush begins.

The practice of confirming at dates other than the year end relies to
some extent on a system of internal control which is considered to be
satisfactory. If the accounts are in good order at November 30 and if
the internal control in effect is adequate, it then becomes a fair conclu-
sion that the accounts will be reasonably accurate at December 31. But
it is not necessary to rely completely on the internal control for the inter-
vening transactions. If there is any real danger of errors in accounting
for transactions during the month of December, the transactions for
that month can be verified in detail, or tested, or merely reviewed in total
as seems desirable.

Collectibility of Accounts Receivable. The basis for a review of the
collectibility of the accounts receivable is a schedule showing the age of
each account balance. With this before him, an auditor can readily
pick out the balances past due and any unsettled invoices which the
customer evidently has no intention of paying. All such items should
be brought to the attention ofsomeone on the company’s staff who is
qualified to discuss them. Generally this will be a representative of the
credit and collection department or of the treasurer’s department. Satis-
factory explanations must be obtained for all the overdue amounts. If
it appears that the account is definitely uncollectible it must be written
off or provided for in the Reserve for Bad Debts. If it appears doubtful
of collection, some increase in the reserve appears warranted.

The close relationship of the Reserve for Bad Debts to the Accounts
Receivable balance is apparent. It should also be apparent that there
is nothing fixed about such a relationship. After reviewing the accounts
in detail, the auditor must then evaluate the adequacy of the reserve
provided by the company. If it appears either too generous or too
small, adjustment is in order. On the other hand, the company officials
should be permitted reasonable latitude in establishing what they con-
sider to be an appropriate allowance for uncollectibles. All that an
auditor is expected to do in most situations is to review the reasonable-
ness of their provision.

If the company does not make use of a Reserve for Bad Debts ac-
count, the auditor must be somewhat more strict in requiring that
uncollectible and doubtful accounts be removed from Accounts Receiv-
able. This does not mean that they must be written off as lost. They
should, however, be clearly described and segregated from the regular
receivables.
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At the same time that he is reviewing the adequacy of the Reserve
for Doubtful Accounts, the authority for any accounts written off during
the period should be investigated. Internal control requires that some-
one not directly connected with the accounts receivable approve their
write-off as uncollectible in order that employees who have pilfered
amounts collected from customers will not be able to cover their pecula-
tions by writing the accounts off as uncollectible, and thus clearing the
balance so the customer will not complain at receiving a statement. An
auditor should make sure that any accounts written off have been prop-
erly approved as provided for by the internal control provisions in effect.
If no such provisions exist, he should call for correspondence, for reports
of the credit and collection department, or for any other evidence avail-
able that indicates the account was written off only after every effort
had been made at collection. If no evidence of that nature is available,
the situation should be reported to the company officials.

If the company uses the reserve method of accounting for bad debts,
it should be an easy matter to prove the balance of Bad Debts Expense
for the year as that amount should agree with the additions to the re-
serve. If no reserve is used, the accounts written off make up the ex-
pense for the period. In either case, the auditor should analyze the
balance of the expense account and satisfy himself that it is correct in
connection with his work on Accounts Receivable.

Arithmetical Accuracy of Controlling Account. To eliminate the
possibility of a forced balance, the general ledger controlling account
for accounts receivable should be footed and balanced, and the entries
in the account traced back to the books of original entry. The last of
these steps may be reduced to a test of only a few months, but it is
desirable to discover whether entries in the account do actually come
from the appropriate books of original entry.

A controlling account for receivables that receives its postings from
columnar books of original entry should have no more than twelve
entries a year from the sales book and twelve credits a year from the
cash receipts book. More entries or entries from other sources are
unusual enough to warrant investigation. They should be traced back
to their source, the original documents examined, and inquiry made of
company employees as to the reason for such entries. An advance to
a subsidiary company, for example, might be entered as a debit to
Accounts Receivable and a credit to Cash. An alert auditor would
note the debit in the Accounts Receivable control account from the
cash disbursements book as the posting reference, and would at once
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be curious as to the reason for the entry. This would lead to discovery
of the nature of the transaction, and reclassification of the receivable
as an amount due from a subsidiary company would follow.

Test of Accounts Receivable Ledger. The extent of the confirmation
procedure applied to the accounts receivable ledger tends to govern the
amount of detail testing of the entries in that ledger. If the confirmation
sample was extensive and the returns and supporting investigations satis-
factory, little attention need be given to the subsidiary ledger. If, on the
other hand, only a small sample was confirmed or if confirmation was
omitted completely, substantial tests of the detailed ledger would be
indicated.

Testing the detailed ledger consists of tracing the entries in that ledger
back to their original sources. Debits should be followed back through
the sales record to duplicate sales tickets; credits to the cash receipts
book and remittance advices; or to credit memorandums. In doing this
it is important that the tracing go from the ledger back to the documents.
A group of accounts should be selected, and all transactions in those
accounts for a given period traced back in order to ascertain that the
accounts have valid support.

Verification of Sales Transactions. The verification of any trans-
action requires both examination of the document that evidences the
transaction and review of the entry made in light of the facts indi-
cated in the document. The original document for sales transactions
would be the original sales invoices, but in most cases original sales in-
voices will have been mailed to the customer and will not be available
for examination. Reliance must therefore be on the duplicate copies
of sales invoices retained by the company. These should be examined
and compared with entries in the sales record. Any questionable items,
such as large sales made immediately prior to the end of the period,
might be further investigated by reference to shipping documents, sales
orders, or correspondence.

The sales book must, of course, be footed, and postings to the general
ledger traced. For the period of the test, the numerical integrity of the
sales invoices entered must be determined to discover whether trans-
actions were omitted either deliberately or inadvertently. In some cases
the entry in the sales record is merely a daily summary, and the sales
invoices themselves must be footed and their numbers carefully checked
to make sure that none has been omitted.
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The same attention must be given to sales returns and allowances as
is given to sales transactions. In both cases special attention should be
given to the matter of approvals and authorization of the transaction.
The need for this is apparent with returns and allowances which may be
used as a means of covering a credit for intercepted receipts from cus-
tomers. It is no less important for sales transactions, which should be
approved as to credit before shipment to avoid unnecessary losses on
uncollectible accounts resulting from poor credit risks.

The Sales account must be footed, the balance proved, and any un-
usual transactions investigated. It should be remembered that the Sales
account is commonly the account with the largest balance in the entire
general ledger. Anyone with a transaction to “bury” tends to look for
those accounts whose balance is large enough to absorb the item in
question without any material distortion. The Sales account, Purchases,
and a few of the larger expenses have balances sufficiently large for this
purpose, and, of course, are sometimes used in this way. If there are any
entries in the Sales account other than from the sales record, the auditor
should trace them back to their source and find out their nature. If
they are of material amount and foreign to the operation of the Sales
account he should require reclassification.

Sales or Cash Book Held Open. Some companies follow the im-
proper practice of holding their sales and cash receipts books open past
the end of the fiscal period. That is, they enter transactions of the next
period as if they happened within the period under examination. As-
sume, for example, a company with a business year ending June 30. It
might hold open its sales book so that sales made July 1, 2, 3, and even
later are entered under date of June 30. This has the advantage of
increasing both receivables and sales for the period, and thus improving
both the income statement and the balance sheet. If the physical in-
ventory was taken on June 30, merchandise included in the inventory on
June 30 would be included in the balance sheet on that date. If the
sales book is held open, an account receivable resulting from the sale of
some of that same merchandise might appear in the same balance sheet.

The same practice of entering July transactions under a June date
might be followed with regard to the cash receipts book. This results
in a reduction of receivables and an increase in cash with no effect on
the income for the period. It does improve the current position of the
company somewhat.

Such a practice is incorrect because it fails to include transactions
within the correct period, and because it misstates the balance sheet
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and income statement. To determine whether the company is holding
its sales and cash records open and to determine the extent of the error
if any has been made, the following tests are useful:

1. For the last five days of the period under examination and the
first five days of the following period, compare the sales invoice
date, the shipping date as shown by shipping documents, and the
date of entry for all sales invoices of material amount.

2. For the same period, compare cash receipts per books with deposits
per bank statements.

If the company has entered transactions on an incorrect date, these
tests should so indicate. They can be expanded to cover a longer period
if necessary but are generally restricted to a short period unless it is
discovered that the improper practice is being followed.

It should be apparent that if sales invoices have been entered in the
wrong period a problem of an incorrect inventory amount is present.
This is discussed in more detail in connection with the verification of
inventories in Chapter 10.

NOTES RECEIVABLE

In so far as verification is concerned, notes receivable usually differ
from accounts receivable in but two respects. First, the note itself,
barring forgery, is documentary evidence of its own existence, whereas
an account receivable does not constitute such evidence; second, most
concerns have very few notes receivable in proportion to their accounts
receivable. That is, in most types of credit business, note receivable
transactions are few, whereas account receivable transactions make up
the majority of sales.

The fact that notes receivable are on hand and can be examined by
an auditor adds that verification step to the audit program. It does not
eliminate the other important steps of confirmation, review of collecti-
bility, and the like. There is always the possibility that an apparently
valid note is a forgery, or that partial payments have been received and
not recorded. Hence confirmation must apply to notes as well as to
accounts receivable. In reviewing the collectibility of notes, care must
be taken not to be misled by the date of the note. A note of recent
date may have been received on an overdue account and actually be
no more collectible than the account. It is therefore important to de-
termine the transaction on which the note receivable is actually based
before attempting to evaluate collectibility.
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Although most concerns receive relatively few notes, some find that
notes receivable make up a major part of their operations. Small loan
companies, building and loan associations, companies that discount notes
received in automobile or electric appliance sales, and others tend to
have notes receivable where other companies have accounts receivable.
Where such a situation exists, the verification procedure discussed pre-
viously for accounts receivable should be applied with the addition of a
provision for examining a sample of the notes as well as the security
supporting the notes, if practicable. For the majority of companies,
those with but a few note transactions, the program discussed in the
following section, which includes verification of all note transactions,
should be followed.

Essentials of Verification for Notes Receivable. Because note re-
ceivable transactions are somewhat unusual and therefore less likely to
be adequately covered by internal control provisions than accounts re-
ceivable transactions, and because they are generally few in number, it
is recommended that all notes be confirmed and all transactions verified
in so far as practicable. There is the further problem that notes re-
ceivable frequently give rise to interest income, another miscellaneous
source of cash, and this requires that care be exercised to assure that
interest collections have been properly accounted for and deposited to
the credit of the company. With the exception of these additions and
the examination of the notes themselves, there is little difference between
the suggested verification program for accounts receivable and that for
notes receivable. A program for notes receivable follows:

1. Obtain or prepare a detailed list of the notes, foot, and agree with
controlling account.

2. Examine the notes for propriety and authenticity.

3. Examine security, supporting agreements, or endorsements, in so
far as appears necessary and practicable.

4. Confirm all notes of material amount including such pertinent de-
tails as interest rates and dates, date interest last paid, maturity
date.

5. Foot general ledger account and prove balance.

A. Investigate any unusual entries in the account, especially non-
cash credits. ‘

6. Trace payments received during the period into the cash receipts
book and into duplicate deposit tickets.

7. Review notes for collectibility.



198

VERIFICATION OF RECEIVABLES

A. Determine nature and date of transaction out of which note
came before passing any notes as current.
8. Compute accrued interest and interest earned, and tie in with the

Interest Income account.

Little additional explanation is required for any of the steps listed
unless perhaps for the last one, that of computing the accrued interest
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t with the general ledger accounts for interest accrued and

ing i

and agree

The interest earned on notes receivable during the

period may not be the only interest earned by a company during the

interest income.

1
!

special account for interest on notes receivable a direct agreement of

period under examination, and unless the general ledger contains a
the interest earned as computed by the auditor and the balance of the
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receivable work sheet.
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Interest Income account may be impossible. In such a case it may be
necessary to wait until the verification work is completed on other phases
of the examination, such as that on securities, and the interest earned
in other transactions is computed, before reconciliation to the balance
of the Interest Income account is possible. Until such reconciliation is
obtained, however, the verification of note transactions is not complete.

Work Sheet for Verification of Notes Receivable. Unless a com-
pany does have a large number of note transactions, all the verification
work related to the notes receivable at the audit date and to the note
transactions during the year can be brought into one comprehensive
work sheet. This has advantages from the standpoint of verification as
well as of review, and should be done whenever possible. The work
paper shown in Illustration 14 indicates how this might be done. Note
especially the use of tick marks to indicate the work done by the auditor
and the explanation of all tick marks used on the work sheet. The
tie-in of the work sheet with the general ledger trial balance is also
indicated.

This particular style of work sheet should be considered as a basic
one, flexible enough to be varied with the circumstances. For example,
if the company has received notes reccivable from its customers which
they in turn had received from others, the notes would already have
accrued interest on them when received. This suggests that an addi-
tional column could be inserted between the interest column “Interest
Accrued 12/31/53” and “Interest Earned” to show the interest pur-
chased when the note was received. As another example of how this
work sheet might be varied, a situation in which notes receivable were
discounted with a bank or other financial institution might require a
column for discounted notes as well as for notes on hand at the year
end. This would be particularly helpful in indicating the contingent
liability on discounted notes.

It will be found that this same basic style of work sheet is useful for
investments in stocks and bonds, for notes payable, and for unexpired
insurance.

OTHER RECEIVABLES

Many companies have additional receivables varying considerably in
amount and nature. Advances to salesmen and other employees, loans
to officers, advances to affiliated and subsidiary companies, advances
to airlines and to other suppliers, and advance payments on special
contracts are all common. No set procedure can be given for verifica-
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tion of such assets, but it should be clear that the most useful means of
verifying receivables is the confirmation technique which should be used
wherever applicable, To the extent necessary and possible it should
be supported by discussions of collectibility with company officials, and
by examination of correspondence, agreements, and the like. Care
should also be exercised to insure that such receivables are properly de-
scribed in both the work papers and the company’s financial statements.

Basic Verification Techniques Applied in the Examination of Re-
ceivables and Sales Transactions. Although not generally considered
to be an intangible asset in the accounting sense of that term, customers’
accounts are of such nature that they cannot be examined physically.
Therefore they are not verifiable by physical examination and count.
Notes receivable are by definition written promises by the debtor and
differ from accounts receivable in that they are subject to physical
examination. However, the dangers of forged or otherwise fraudulent
notes receivable are such that physical examination of notes is not com-
pletely satisfactory evidence. For these reasons and because of the
importance of customers’ accounts to the majority of companies, it is
essential that a technique supplying evidence equally reliable be found
applicable. As indicated in the discussions throughout this chapter, con-
firmation appears to meet the needs of the situation fully.

If confirmation requests are appropriately controlled, replies to them
constitute reasonably satisfactory evidence of the validity of amounts
shown in the company’s records as receivable from customers. This is
true for amounts receivable on notes as well as on open accounts.

In addition to confirmation, other techniques are useful. The exami-
nation of transactions almost always calls for reference to the underlying
documents, and sales transactions are no exception. As the original
sales invoices are generally forwarded to customers they are unavail-
able for examination by the auditor and he may find it necessary to
rely on carbon or other duplicate copies. If these are properly sup-
ported by shipping documents and customers’ orders they may be equally
satisfactory.

Recomputation and the retracing of bookkeeping procedures are
necessary to verify the total accounts receivable amount. Inquiry is
particularly useful in investigating the collectibility and classification of
receivables. In those special cases in which a relatively immaterial total
amount is involved, as is not infrequent with employees’ or similar re-
ceivables, examination of subsidiary records may be found sufficient in
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itself. Scanning will, of course, be utilized in reviewing the controlling
account and the subsidiary ledger accounts for unusual entries.

Accounts receivable and sales transactions together constitute one of
the major audit problems in most situations, so it is not surprising to
find all applicable techniques used. It is interesting, however, to find
that a satisfactory verification program can be developed although one
of the strongest techniques, physical examination and count, is not
applicable.
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PROBLEMS—CHAPTER 9

Problem 9-1. (a) Accepted auditing procedure requires the confirmation
of receivables where such confirmation is practicable and reasonable. Under
what conditions would you consider it to be impracticable to confirm re-
ceivables? (b) Where the accounts receivable are a material item among
the assets, but the client refuses to permit the auditor to confirm them, what
alternative procedures would you take and what in addition to using the
alternative procedures might the auditor do, assuming he is making a regular
annual audit and issuing a short-form report (certificate)? (c) Where there
is a large number of receivables, a test circularization is frequently relied
on by the auditor. You are to state the factors which the auditor should
consider in selecting the individual items to be circularized. Assume that
the general extent of the test has been determined. (AIA)

Problem 9-2. For several years you have been making the annual audit
of a manufacturing company as of December 31. In order to spread out
your work as much as is feasible, you have decided to do as much interim
work as can profitably be done on this engagement, starting about two months
before the year end. (a) You are to prepare an audit program in detail for
preliminary work to be done in November on accounts receivable and sales.
(b) You are to prepare a program in detail for the year-end examination of
accounts receivable and sales, taking into account the work done in the
preliminary examination. Prepare your programs taking into consideration
the procedures and controls described below. Your files reveal the follow-
ing information: )

All sales are charged to Accounts Receivable, any cash collected before
or at the time of sale being credited to the customer’s account. For each
sale an order is written up (usually by the salesman obtaining the order);
a shipping order is prepared in the production planning department; a ship-
ping notice is prepared in the shipping department; and, based on these forms
and the order, an invoice is prepared in the billing department. Prenumbered
forms are used. The invoices are recapped daily by products and recorded
in the sales register. Posting to customers’ accounts is from a copy of the
invoice. A credit to the perpetual inventory is based on the shipping notice.
Sales are all 2/10, n/30 from date of invoice. Credit memoranda for re-
turns, etc., are supported by a receiving report, or are approved by the sales
manager if they involve an adjustment or allowance.

Most collections are checks received by mail. The mail is opened by a
clerk who prepares a list of the checks, which list is sent to the accounting
department where it is later reconciled to the cashier’s report for the day.
The checks are turned over to a clerk who records them on a cash report
after checking them as to the correctness of the discount, irregularities, etc.
The checks are then turned over to the cashier who summarizes them and
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enters them in the cash book, prepares the deposit ticket, and deposits them.
The cash report goes to the accounts receivable bookkeeping section for use
in posting to individual accounts. Checks or currency received from cus-
tomers not remitting by mail are paid direct to the cashier, who issues a
prenumbered receipt to the customer and sends one copy of the receipt to
the clerk writing up the cash report.

Write-off of accounts as uncollectible is recommended by the credit man-
ager and approved by the treasurer. There are about 3,500 accounts in the
customers’ ledger, which is divided into eight sections, each with a control
summary.

Posting is by machine which accumulates the totals posted into each sec-
tion of the ledger. These totals are posted to the section control. The
average sale is $500 with a range of individual sales from $50 to $10,000.

(AIA)

Problem 9-3. The A. B. Corporation lends money to its customers, taking
their notes secured by warehouse receipts for merchandise in storage. All
these notes, together with the warehouse receipts, are pledged by the cor-
poration to secure bank loans. What steps should the auditor take to verify
the notes receivable at the date of his balance sheet? (ATIA)

Problem 9-4. As a part of the interim work in connection with an annual
examination, undertaken two months before the end of the year, trial bal-
ances of the customers ledgers containing about 50,000 accounts were
checked, footed, and agreed with the controls, and a satisfactory test circu-
larization was made. All bookkeeping is done by hand. What additional
auditing procedures, if any, should be followed in connection with receivables
at the year end? The question of bad debts may be disregarded. (AIA)

Problem 9-5. (a) Discuss generally the auditor’s procedure followed in
connection with confirmations of account receivable balances. (b) Name
the two principal types of confirmation requests and state the essential dif-
ference between them. (c) Give examples of other classes of assets or
liabilities where each type is commonly used. (AIA)

Problem 9-6. Describe the procedure of examining for the first time the
accounts receivable of a large merchandising concern. (ATA)

Problem 9-7. A manufacturing concern maintains a sales register and a
separate register of returned sales and allowances to customers. Both are
supported by a file of prenumbered duplicate invoices and credit memoranda,
respectively. Outline an auditing procedure for the verification of the net
sales for the year. (AIA)
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Problem 9-8. The president of the Ajax Hardware Company, the cus-
tomers of which are retail stores and building contractors, will not permit
you, in your annual audit, to confirm customers’ balances by correspondence.
The company also does a substantial cash business with small contractors.
The cashier is in charge of the company’s bookkeeping and has one assistant
who substitutes as cashier during the cashier’s lunch hour. Charge cus-
tomers are billed monthly and are allowed a discount of 2% if they pay
their bills by the tenth of the month following purchase. A 5% discount is
allowed on cash purchases.

Assume that you have reviewed the company’s system of internal control
over sales, and have determined that sales clerks prepare invoices or sales
slips for all sales, and that these invoices are properly entered in appropriate
sales registers. Footings in sales registers and cash book have been tested.
(a) Outline the procedure you would follow in auditing the company’s ac-
counts receivable to satisfy yourself, in so far as possible, that the accounts
receivable at the balance sheet date are authentic accounts and that therc
have been no irrcgularities in the transactions with customers. (b) Con-
sidering the conditions set forth, could you render an unqualified certificate?
Discuss briefly. (AIA)

Problem 9-9. A large retail establishment writes off certain customers’
accounts and notes by a charge to Reserve for Bad Debts but maintains a
memorandum ledger for the accounts so charged off. State the audit pro-
cedure necessary in connection with the reserve account and the memo-
randum accounts. (AIA)

Problem 9-10. What additional auditing procedure should, or might, be
undertaken in connection with the confirmation of accounts receivable where
customers having substantial balances fail to reply after sccond request forms
have been mailed directly to them? (AIA)

Problem 9-11. Describe a sales “cut-off” and indicate the auditing steps
you would follow in making a sales “cut-off.” (AIA)

Problem 9-12. You are engaged in an examination of detailed trade-
accounts reccivable for the purpose of appraising the adequacy of the rela-
tive reserve for uncollectible accounts. Indicate points that you would look
for in the examination of individual accounts and the conclusions you would
draw therefrom. (AIA)

Problem 9-13. You are verifying accounts receivable by direct confirma-
tion. Submit columnar headings of a work sheet for the control of con-
firmation requests sent out and replies received. (AIA)
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Problem 9-14. In studying individual balances shown in a trial balance
of an accounts receivable ledger, it is necessary for the auditor to be alert
with respect to certain factors which will influence his judgment as to the
correct segregation and description of those balances for balance sheet pur-
poses. Set forth these factors and the significance of each. (AIA)

Problem 9-15. Comparison between the interoffice account of City Whole-
sale Hardware Company and its suburban branch and the corresponding
account carried on the latter’s books shows the following discrepancies at
the close of business, September 30, 1951.

1. A charge of $870 (office furniture) on HO taken up by branch as $780.

2. A credit by HO for $300 (merchandise allowance) taken up by the
branch as $350.

3. HO charged branch $325 for interest on open account which branch
failed to take up in full; instead, branch sent to HO an incorrect ad-
justing memo, reducing the charge by $75 and set up a liability for the
net amount.

4. A charge for labor by HO, $433, was taken up twice by branch.

5. A charge of $785 was made by HO for freight on merchandise, but
entered by branch as $78.50.

6. Branch incorrectly sent HO a debit note for $293, representing its pro-
portion of bill for truck repairs; HO did not record it.

7. HO received $475 from sale of truck which it erroneously credited to
branch; the branch did not charge HO therewith.

8. Branch accidentally received a copy of HO entry dated 10/10/51, cor-
recting item 7, and entered a credit in favor of HO as of September 30,
1951.

The balance of the account with the branch on the head office books
showed $131,690 receivable from the branch at September 30, 1951. The
interoffice accounts were in balance at the beginning of the year. (a) What
was the balance on the branch books before adjustment? (b) What is the
correct amount of the interoffice balance? (c¢) Prepare a work sheet recon-
ciling the amount of $131,690 on the HO books with the adjusted balance.
(d) Prepare journal entry or entries to adjust the branch office books.

(AIA)

Problem 9-16. The owner of the Hanover Hardware Company, a large
hardware store, suspects an employee of defalcation. He engages you to
make a limited investigation, primarily for the purpose of discovering
whether or not his suspicions are justified. You find the employee has
charge of the accounts receivable detail over which no control is kept in
the general ledger, also that he has access to the cash drawer in which
proceeds of cash sales are kept. No one individual has exclusive charge of
cash receipts, and no attempt is made to deposit the total receipts each day,
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deposits being made from the cash drawer in even hundreds of dollars when-
ever deemed advisable by the manager. All checks received from customers,
however, are to be deposited the day received. State two steps which you
would take to aid you in forming your opinion.

(AIA)

Problem 9-17. The following entries arouse suspicion of fraud. What
do you think may have occurred? As independent auditor, what further

steps would you take?

JurLy CasH REcFIPTS BOOK

Date  Explanation

July 2 A. Customer $

4 B. Customer

5 Cash sale (correct per register)
6 C. Customer
6 D. Customer
9 B. Customer
10 A. Customer
15 D. Customer
19 C. Customer

20 Cash sale (correct per register)
24 B. Customer
24 (. Customer
31 B. Customer
A. Customer

Cash

1,300
2,000
140
800
1,400
1,470
784
2,646
1,176
170
500
1,558
850
500

Cash  Dis- Accts.
Sales count Rec.

$ 1,300
2,000
$140
800
1,400
$ 30 1,500
16 800
54 2,700
24 1,200
170
500
32 1,600
850
500

$15,294 $310 $166 $15,150

Summary Entry

Cash

Cash Sales

Cash Discounts on Sales
Accounts Receivable

Customers’ accounts appear below:

A. Customer

$15,294

$ 310
166

15,150

$15,460 $15,460

Terms 2/10, n/30

Balance $1,300 | 7/ 2 Balance paid $1,300
7/ 3 Sale 800 | 7/10 7/3 Invoice paid 800
7/ 4 Sale 1,200 | 7/31 7/4 Invoice on ac-

7/15 Sale 550

count 500
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B. Customer Terms 2/10, n/30
7/ 1 Balance $2,000 | 7/ 4 Balance paid $2,000
7/ 2 Sale 1,500 | 7/ 9 7/2 Invoice paid 1,500
7/ 9 Sale 500 | 7/24 7/9 Invoice paid 500
7/15 Sale 850 | 7/31 7/15 Invoice paid 850
C. Customer Terms 2/10, n/30
7/ | Balance $ 800 | 7/ 6 Balance paid ) $ 800
7/ 5 Sale 1,200 | 7/19 7/5 Invoice paid 1,200
7/16 Sale 1,600 | 7/24 7/16 Invoice paid 1,600
7/24 Sale 700
D. Customer Terms 2/10, n/30
7/ 1 Balance $1,400 | 7/ 6 Balance paid ~$1,400
7/ 4 Sale 1,500 | 7/15 7/4 and 7/10 In-
7/10  Sale 1,200 voices paid 2,700
7/20 Sale 900
(AIA)

Problem 9-18. You are assigned to verify the notes receivable of the
Orgill Company at December 31, 1951, and find the following information
in the accounts. (a) Prepare a work sheet showing beginning and ending
balances for notes reccivable and accrued interest together with all trans-
actions during the year. (b) Indicate on the work sheet the verification
necessary to support all balances and transactions. (c) Prepare any adjust-
ing entries you consider necessary.

NOTES RECEIVABLE

1/ 1 Balance fwd.  $1,980.00 | 1/13 #18,S. 0. Late  $700.00

1/15 #22, H. W. Soon, 2/14  #22, H. W. Soon 300.00
30 days, 4% 300.00 2/18 #20, O. N. Time 500.00
3/15 #23, V. Y. Fast, 4/ 4 #21,T. O. Early 780.00
60 days, 5% 650.00 5/14 #23, V. Y. Fast 650.00
6/10 #24, G. O. Slow, 9/ 8 #24,G.O. Slow 550.00

90 days, 5% 550.00
9/16 #25, 0. V. Due,

120 days, 5% 800.00
11/30 #26, D. E. Falt,

90 days, 5% 750.00
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INTEREST RECEIVED

1/13 7.00
2/14 1.00
2/18 6.25
4/ 4 13.00
5/14 5.42
9/ 8 6.38

ACCRUED INTEREST RECEIVABLE

1/ 1 Balance fwd. 11.65

You are able to discover from your own work papers for the preceding
year that the balance of notes receivable at January 1 consisted of threc
notes, as follows:

#18, S. O. Late, 90 days, dated 10/15, 4% $ 700.00

#20, O. N. Time, 90 days, dated 11/20, 5% 500.00
#21, T. O. Early, 120 days, dated 12/5, 5% 780.00
$1,980.00

Problem 9-19. The following paragraphs represent exceptions found on
accounts receivable confirmation requests returned directly to you by cus-
tomers of the Moffitt Company whose records you are examining. For
each, state the specific records or documents you would refer to in investi-
gating the exception and also explain your purpose in referring to the record
or document.

1.

2.

Confirmation # 14, Broadbent and Son, $780. “Credit requested De-
cember 28.”

Confirmation #26, G. Hanson, Inc., $1,410. “Paid this December 31,
our check #2537.”

. Confirmation #42, Henderson and Henderson, $960. “No such ac-

count per our records!”

. Confirmation #46, Kelly Service Co., $465. “Your merchandise was

in such bad condition we would not accept delivery from express com-
pany. Please reship immediately.”

. Confirmation #63, Landgren Transportation Company, $817. ‘“Please

supply our purchase order numbers to facilitate checking.”






Chapter 10
VERIFICATION OF INVENTORIES

Inventory is another of the most important and most difficult verifi-
cation problems with which an auditor is faced. It is commonly the
single greatest current asset and is often the largest asset in the entirc
balance sheet. Any error in inventory affects net income directly, and
an inventory error of 10 or 20 per cent may be big enough to erase or
double the net income for the year. A redeeming and somewhat reliev-
ing feature, however, is that as far as the overall net income results are
concerned an error (intentional or otherwise) made at the end of a
period in deriving the amount of inventory adjusts itself when the next
succeeding inventory is entered, whether it is a month or a year later.
Such self-adjustment is effected because the closing inventory of the first
period becomes the opening inventory of the second. Since the inventory
is also an important item in the balance sheet, however, where such self-
adjustment is not possible, the importance of following a good audit
procedure is obvious.

The difficulty of verification lies to some extent in the variety of pos-
sible errors which affect the inventory but more particularly in the
nature of inventory itself and the transactions which affect it. To be
certain that an inventory total is completely reliable, one must verify
the following:

Physical existence and ownership of the inventory.

The quantities included in making inventory extensions.

The prices used in making inventory extensions.

The arithmetical accuracy of extensions, footings, forwardings, and
final totals. ,

o

The most difficult problem is that of pricing the inventory, because
price is essentially a matter of quality and grade. Few auditors can be
experts in materials as well as in the intricacies of accounting and verifi-
cation. Most auditors are called on to examine a wide variety of inven-
tories during the course of a year, and it becomes humanly impossible
for them to be expert enough in all lines to determine whether grades
and quality are as claimed. A given auditor may in the course of a

211
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single year be called on to examine the accounts and therefore the in-
ventories of a lumber company, a wholesale drug company, a jewelry
manufacturer or retailer, a steel fabricating plant, a grain elevator, and
any number of others. It becomes apparent that the problem of deter-
mining the appropriate price to be used for such a variety of inventory
items, considering the possible variation in grades within each class, is
more than he can solve to his complete satisfaction.

A lesser problem, but still one of real difficulty, is that of arriving at
correct inventory quantities in view of the fact that the inventory is
continually changing because of receipts and shipments. Some concerns
close down their plant and cease operations to take inventory. Others
provide only a partial shutdown or sometimes take their inventory during
a slack season with no cessation of operations at all. This makes for
considerable difficulty in obtaining a count as of a specific time that can
be tied in closely with the records of purchases and sales.

Because of the materiality of the inventory in most cases and the
difficulty of some of the problems involved in its verification, extreme
care must be exercised in all phases of the verification.

Basic Verification Techniques in Inventory Examination. The re-
lationship of audit procedures to basic verification techniques is pointed
out at opportune times throughout this book. In those preceding chap-
ters that dealt with the verification of specific items the procedures were
given first and their nature as applications of the basic techniques was
indicated at the end of the chapter. As a student progresses to the point
where he can begin to prepare audit programs himself, he must think
of the techniques first and think of them as leading into specific proce-
dures. To aid in the development of this ability to plan audit programs,
in this chapter the pertinent techniques are noted first and their applica-
tion through procedures follows.

As might be expected in an audit problem as difficult and as variable
as that of inventory examination, all the basic techniques have some
usefulness and are applied in one way or another under various condi-
tions. Thus the problem of planning a verification program for inven-
tories is not so much one of selecting the applicable techniques as it is
one of determining which are most useful and therefore should be em-
phasized the most, and then of integrating them so that each supports the
other.

To ascertain existence of the inventory claimed and to prove the
quantities[ it seems that physical examination and count will be required,
and at first thought they might seem adequate for the purpose. Yet
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unless some means is found to relate the auditor’s physical examination
to the total inventory amount claimed by the company under examina-
tion, much of the value of his physical examination may be lost. It is
not enough merely to have seen and counted some materials which the
company claims as inventory. ;The quantities examined and counted by
the auditor must be traced directly intp the inventory listings on which
the company’s inventory total is based;

In addition, it is possible that errors might have been made in the
many arithmetical calculations necessary to accumulate the final inven-
tory amount. This calls for the use of recomputation to test footings,
extensions, and totals. Also, any errors in the prices used by the com-
pany for pricing the inventory items will result in errors in the final
figure and errors which easily might be substantial. Therefore, exami-
nation of such documents as invoices to ascertain the reasonableness of
the prices used by the company for inventory purposes is also called for.

Another problem is found in the fact already pointed out that the
inventory is counted as of a given date, and it is likely that shipments
to and from the storeroom will be taking place close to the inventory
date and perhaps even while the inventory is being counted. Out of this
possibility comes the need for a careful examination of the documents
which indicate the quantities that have been received or shipped close to
the inventory date.

In individual situations it is possible that additional applications of
the basic techniques may be called for. For example, inventory stored
in a public warehouse, if the quantity is not material, may be verified by
confirmation. Others are explained in this chapter. The student should
make an effort to relate each audit procedure to the basic technique it
represents and at the same time make sure that he understands its pur-
pose in the overall verification program if he is to attain the background
essential to the development of audit programs. Without the ability to
develop satisfactory audit programs for new and unusual situations suc-
cess in auditing is impossible.

Essentials of Verification of Inventory. The important inventory
verification procedures can be related directly to the various possibilities
of error just as the procedures for cash were related to the purposes of
cash verification.

1 Physical existence and quantities.
, A. Be present when physical inventory is taken.
(a) Observe existence of inventory.
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~(b) Observe inventory-taking procedure including the cfficiency
with which the members of the inventory crews perform
their tasks.

l (c) Make test counts of inventory quantities.

Trace test counts into company’s inventory listing.
Trace company’s inventory counts as indicated on inventory tags
or other record of original counts into company’s inventory listing.

. Account for all inventory tags or tickets.

Review purchase and sales cut-off, and make tests to insure ac-

curacy of inventory count with respect to shipments close to the

balance sheet data.

2. Pricing.

A. Make test of specific prices used by company comparing them
with recent invoice or quoted prices.
B. Review method of pricing with the intention of determining if a
generally accepted pricing policy has been followed.

(a) Determine general pricing practice.

(b) Review composition and application of burden rate.

(c) Investigate balances of any standard cost variation accounts
and the disposition thereof.

Apply gross profits test or its equivalent.

Determine that quality and grade are reasonable.

(a) During observation of physical inventory, determine whether
inventory is in a merchantable condition.

(b) Review detail inventory records for slow-moving and obso-
lete items.

(¢) Refer to purchase invoices for major inventory items to de-
termine whether that grade or quality is handled in the
quantities indicated.

3. Clerical accuracy.

A. Test by recomputation inventory extensions and footings.
B. Trace all forwardings into summaries and into the final inventory
amount.

4. Accuracy of inventory amount in general.

A. Obtain an inventory representation from company officers or
employees.

= aw

0

Observation of Physical Inventory. No matter how efficient a system
of detailed inventory records a company may have, periodic physical
inventory counts are necessary to make certain that the records are in
agreement with the quantities actually on hand. Most concerns take a
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complete inventory at least once a year, generally at or near the end of
their business year. This provides an auditor with an opportunity to
accomplish necessary verification, an opportunity not to be missed.

The presence of the auditor during physical inventory taking is re-
quired for three distinct reasons:

1. So that he can see the inventory and assure himself that the com-
pany does possess the goods claimed.

2. To observe the methods followed by the company in arriving at
their inventory figure in order that he can evaluate the adequacy
of the inventory procedure in obtaining an inventory total.

3. To make counts of some of the inventory quantities so that those
counts may be traced into the company’s inventory lists at a later
date.

Verification of the existence of inventory items seems so simple and
fundamental as to scarcely warrant mention. Yet important instances
of fraud have been overlooked in the past because no effort was made
by the auditor to assure that the goods actually existed and were owned
by the company under examination. Without a sure knowledge of the
eéxistence of the goods which the records purport to represent, testing
of prices and clerical accuracy is of little value.

In satisfying himself as to the existence of inventory, an auditor should
remember that all major components of the inventory should be included.
If, for example, a company has inventory stored at its main plant, more
at a nearby warehouse, and another part a considerable distance away
at a branch warehouse, the auditor or his representatives should assure
themselves that inventory is actually stored at each of those locations.
Likewise, if an inventory includes raw materials, finished goods, and
work in process, he must see some of each class and see quantities at
least roughly equivalent to those claimed by the company. Again, if
the inventory includes several different lines of merchandise, each line
of material importance should be seen in the verification of physical
existence. It is not necessary to visit every possible location or every
type of merchandise handled because the theory of testing is applied
here as elsewhere in verification. The test, however, should certainly
take into account the number and importance of warehouses, lines of
merchandise, and the like.

Observation of the procedures followed by the company employees in
taking the inventory implies familiarity on the part of the auditor with
the company’s instructions to the inventory crews. Most concerns will
have some kind of written instructions to the inventory party; these will
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assign each one his task and state how counts are to be made, inventory
tags spotted and picked up, and areas of the plant released for regular
operations after the inventory taking has been completed. An auditor
who is charged with the duty of reviewing the inventory procedures
should first obtain a copy of the inventory instructions and study them
carefully. Frequently he can make suggestions for their improvement
which may facilitate the entire inventory procedure. On inventory day
he should be present in the inventory area to ascertain whether the vari-
ous crews are following their instructions in an effective and conscien-
tious manner. He is not a detective or an informer, yet he is definitely
interested in an accurate inventory. Hence, if he finds crews which for
one reason or another are not following instructions or are apparently
not doing a thorough job, he should find occasion to report such derelic-
tion of duties to their superiors. Frequently the mere presence of an
auditor is sufficient to encourage reluctant employees to do a better job.

As with physical existence, an auditor should attempt to obtain as
wide coverage as possible. He should not be content to observe the
activities of only a few crews or employees, but should move from de-
partment to department observing as many employees and as many
different operations as possible. He must ascertain not only the ac-
curacy with which count crews are working but also such related matters
as the condition of the stock for counting, the segregation of obsolete
or shopworn items, and the amount of operating activity with its at-
tendant effect upon the overall accuracy of the inventory count.

On completion of his observation, his conclusions as to the effective-
ness of the inventory procedure should be written up and included in
the work papers as an item of evidence indicative of the accuracy of the
inventory total.

In addition to satisfying himself as to the existence of the inventory
and the efficiency with which it is counted, the auditor must also make
a number of test counts of inventory quantities. Counts made by the
auditor are additional evidence that the company count crews are count-
ing accurately (or inaccurately as the case may be). They also provide
a direct tie-in from the actual goods in the storeroom or shop to the
inventory list, give a basis for determining the accuracy with which
counts are transcribed onto the inventory lists before pricing, and are
some evidence that quantities on hand are not omitted from the inven-
tory listings.

It should be remembered that an auditor is not supposed to take in-
ventory. Neither is his job to supervise the inventory taking. He is
there to determine the accuracy with which the company arrives at its
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inventory total. In some cases he is asked to take or to supervise the
inventory and may accept the assignment. He then ceases to be an
auditor in respect to that particular phase of the accounting work. The
essence of an audit is independent review by a qualified person. One
cannot audit his own work because he cannot be independent of himself.
Hence, if an auditor takes the inventory he cannot be said to audit it.

In making test counts it should be remembered that there is no neces-
sity to count the entire inventory. Selected items should be counted,
not all items. An alert person can usually tell which are the important
inventory items and will concentrate his counting on such goods. There
should be no advance indication of which parts of the stock he intends
to count so that the items actually selected are a surprise to the inventory
crew; this has a real advantage in encouraging them to count all quanti-
ties as accurately as 'possible.

Perhaps the easiest procedure in making test counts is to follow a
count crew and count quantities which they have already counted and
tagged. This gives the auditor the advantages of being able to take off
their description on his work papers and to check his count against theirs.
If he locates an apparent error he can make a recount, and if then con-
vinced that an error has been made by the count crew can request that
they count it again and clear up the mistake immediately.

A simple work sheet should be prepared in advance for the recording
of test counts. In entering his counts on the work sheet, the auditor
should remember that it is entirely possible that not he but someone else
will be assigned the task of tracing those counts into the inventory lists.
This means that the work sheet must be legible, and that descriptions must
be uniform with those used by the company.

The problem of counting large quantities stacked in solid piles is
always a difficult one. There is often a question whether the stack is
really solid or whether it contains a “hollow square.” In addition there
is a possibility that empty containers may be included to appear as full
ones. The best precaution against practices of this type is to discuss in
advance of the inventory date the problem of preparing the stock for
counting. Provision can then be made for leaving aisles within the
larger stacks which effectively preclude the use of a material hollow
square. Occasional movement of or contact with a container while
counting should be sufficient to assure oneself that no empty boxes are
included. Only if there are real grounds for suspicion should one request
that a pile be restacked or moved.

The quantity of grain in an elevator or of liquids stored in tanks may
have to be computed on the basis of measurements of the depth of the
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Illustration 15. Work sheet for inventory test counts.

contents contained and of the container. Where coal or the like is piled
in a yard, reference may be had to engineers’ estimates as the best means
of verifying the quantity claimed. Where material amounts are con-
cerned, the quantities claimed can be checked against book records of
quantities received and issued.

There frequently appears a tendency to emphasize the test count part
of inventory work at the expense of the observation of inventory pro-
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cedures as applied by the company employees. All three purposes of
being present at physical inventory taking must be accomplished, and an
auditor has the responsibility of obtaining a reasonable balance of the
work required to accomplish each.

Tracing Counts into Inventory Listings. As indicated in the pro-
gram presented earlier in this chapter, both the test counts made by the
auditor and at least a sample of the inventory tags or other record of
counts made by the inventory crews should be traced into the inventory
listing. An auditor is rarely able to make enough counts himself to pro-
vide a real basis for testing the accuracy with which the inventory lists
have been compiled from the count tags. Hence the test is expanded
by using some counts made by the company.

In tracing the entry from the tag into the listing, one should review
carefully not only the quantity recorded in the list but also the descrip-
tion. An incorrect description may result in incorrect pricing, and could
thus give rise to as significant an error as if the wrong quantity had been
used. One of the real problems in listing inventory counts is to make
sure that the item counted received the correct description in the listing.
Shop and storeroom workers frequently have what might be called slang
terminology for parts which are given an entirely different name in the
catalog or official parts list. For example, something described on the
count tag as a “three way tie” might be described officially as a “con-
nector L 17.” When the count tag is listed, the person doing the listing
is faced with interpreting the slang description to the best of his abilities.
Any cases of this nature in which material quantities are involved should
be carefully investigated by the auditor to make sure that the correct
description of the items counted has been used in the listing.

It should be apparent that the work of tracing counts into the listing
must be done some time after the counts have been made. On the in-
ventory date the auditor is present to observe and make his test counts.
He can then do little more on inventory verification until the company
has sorted and listed its count tags, inserted inventory prices, extended
the quantities times the prices, and totaled the inventory sheets. Thus
as much as several weeks may elapse before counts are traced into the
inventory lists. This is another reason for making all count sheets clear
and self-explanatory.

Account for All Inventory Tags. One part of the internal control
over inventory taking should provide for the numbering of all inventory
tags. Some type of control should be worked out by the individual in
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charge of the inventory taking so that tags are issued in such a way that
the numbers of those issued are known and so that all tags issued are
checked back in, whether used or not. It should be apparent that, if
no control over inventory tags is maintained, counts may be lost or
perhaps the same material counted more than once. Whether tags
issued are used or not, or even if spoiled, they should be retained and
turned back in to the person in charge so that it is certain that none has
been lost or misplaced. An auditor should review in advance the pro-
cedure established by the company to insure that no count records are
lost, and then during the inventory procedure should observe whether
the procedure is being followed satisfactorily.

Of course, there is always possibility of lost tags after the count has
been completed and before the count tags or cards have been turned in
to the office staff for listing and pricing. It is therefore a requirement
that some attention be given to determining whether all tags have been
included in the listing. To some extent this is covered by tracing a
sample of the tags into the inventory list, as described in the preceding
section. It is also well to make at least a test of the cards on file to
determine whether all numbers used are present. If the company files
its count tags in numerical order, a test of this nature is easy to make.
If some other method of filing is used, it may be necessary to request
that a portion or all of the tags be re-sorted numerically to permit the
test.

Purchase and Sales Cut-Off. One of the difticult points in regard to
the verification of inventory quantities has to do with determining whether
all merchandise on hand and the property of the company has been in-
cluded in the inventory and in purchases, and that merchandise not the
property of the company has not been included in the inventory or in
purchases. If all goods on hand are counted in the physical inventory,
some stock may be counted for which the company has not yet received
an invoice or charged the Purchases account. Other merchandise for
which the invoice has been received and entered may not have been
delivered yet, and so cannot be counted with the merchandise on hand.
The same type of problem is met with in regard to sales, for goods
already sold and recorded as such may still be on hand and therefore be
included in the inventory count; goods already shipped to customers but
on which title does not pass until it reaches its destination may be
omitted from the inventory although not recorded as a sale.

The relating of the inventory and the purchases and sales records is
known as obtaining a cut-off of purchase and sales transactions. To
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find out whether an accurate cut-off has been obtained and to determine
the extent of any error that may have been made is part of the inventory
verification task of the auditor.

Particularly close attention must be given to purchase and sales trans-
actions close to the end of the period. The time at which title to the
goods passes from one party to the other, the time of entry in the com-
pany records, and the inclusion or exclusion of the material from the
physical inventory count must all be considered. Two separate steps are
generally necessary on the part of the auditor in proving the accuracy of
the cut-off. First, special attention must be given to counting the mer-
chandise in the shipping room and in the receiving room at the time the
inventory is taken. This is important in order that recent shipments or
receipts of goods may be discovered so that there will be no question
whether they were or were not included in the total inventory as counted.

The second step requires that the sales and purchase transactions close
to the inventory date be segregated for study as to their entry in the
records and as to whether that entry or omission of entry agrees with
the inventory counts and the situation as to title.

For purchases, the purchase transactions for perhaps the last five days
before the inventory date and the first five days after the inventory date
should be listed. Reference should then be made to the purchase in-
voices involved to determine the terms of shipment, date of shipment,
etc. Receiving reports should be examined to determine when the goods
arrived, as that may be an important feature in determining when title
passed and is also important in indicating whether the goods were
counted in the physical inventory. For any doubtful shipments, further
tracing into the physical inventory counts or the inventory listing is
required.

This procedure should result in a work sheet with the following type
of information:

Com- In-
Date pany’s cluded Amt.
Date Terms Date of In- Prop- in In- of
Entered Received  voice erty ventory Invoice

12/29/51 F.O.B. dest. 12/28/51 12/26 Yes Yes $4,000
12/30/51 F.O.B. dest. 1/ 2/52 12/27 No No 3,500
1/ 2/52 F.O.B.sh.pt. 12/31/51 12/27 Yes Yes 4,300
1/ 4/52 F.O.B. sh. pt. 1/ 2/52 12/28 Yes No 2,800

For the items illustrated it should be noted that the first one requires
no adjustment. The goods were the property of the company on the
inventory date because the terms of shipment were F.O.B. destination
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and the goods had been received. The invoice had been entered in the
purchases book, and the physical inventory count included the merchan-
dise represented by the invoice.

The second case is somewhat different. Here the terms of sale were
F.O.B. destination, but the goods were not received until after the in-
ventory date; hence they were not the property of the company. They
were not included in the physical inventory, which is correct, but had
been entered in the purchases book before the inventory date. This
entry is in error and requires adjustment by the auditor.

In the third instance, title to the goods had passed and the merchan-
dise was the property of the company on the inventory date. No entry
had been made for the merchandise until after December 31, so an
adjusting entry is required to record the purchase within the year 1951.
The goods had been included in the inventory count, so no adjustment
of the inventory total is required.

The last case requires adjustment of both the inventory total and the
record of purchases. Title to the goods had passed before the inventory
date, although the merchandise had not been received nor entered. As
it had not been received, it was omitted from inventory.

In adjusting the inventory figure in such situations, two possibilities
are found. The inventory amount may have been entered already by
the company, in which case journal entry adjustment is required by the
auditor either to increase or decrease the inventory and the other ac-
count or accounts concerned. In other instances the inventory total
will have been computed but no entry made until after the auditor has
completed his verification. Here journal entry adjustment is not re-
quired; all that is necessary is to change the inventory total before it is
recorded by closing entry.

The problem of testing the sales cut-off is similar to that of proving
the purchases cut-off. Sales on both sides of the inventory date must
be investigated as to date of entry, time of passage of title, and inclusion
in the inventory total. To determine actual date of shipment, it may be
necessary to refer to shipping documents rather than to rely on the sales
invoice date.

The preceding comments on cut-off and other precautions seem to
apply largely to merchandising rather than manufacturing. It should
be observed, however, that in a manufacturing plant, similarly, raw ma-
terial might be included both in the storeroom inventory and in work in
process if a cut-off is not made with care. In like manner, care should
be exercised in effecting a cut-off between work in process and finished
goods in order to avoid duplication of items.
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Test of Specific Prices. Generally accepted accounting permits the
use of either cost or the lower of cost or market for inventory pricing
purposes. In either case an auditor must determine that the basis which
the company purports to use is actually being used and is being applied
correctly. The test of specific prices for inventory items is aimed at
discovering whether or not the company is applying its pricing method
correctly.

A selection of inventory items to be tested must first be made. Gen-
erally, the more important inventory items are chosen as they give the
test greater coverage, but some attention should also be given to smaller
items as a cumulative error in a series of small items may become serious.
Items to be tested are taken from the company’s completed inventory
sheets together with the quantity, price, and extension. The auditor
then refers to recent purchase invoices, to quoted market prices, to
catalogs, or, if necessary, writes directly to the supplier to ascertain what
the current market price was at the inventory date. This price is in-
serted on the work sheet, and if it differs from the one used by the com-
pany a new extension is completed and the difference between the com-
pany’s extension and that of the auditor indicates the amount of adjust-
ment required.

If the company prices its inventory at cost, reference should be made
only to purchase invoices, as they will indicate what cost actually is in
each case. If the lower of cost or market is to be applied, then any price
quotation current at the audit date and applicable to the quantities in-
cluded in the company’s inventory may be used.

The American Institute of Accountants has recently stated that the
generally accepted method of applying the lower of cost or market valua-
tion procedure to inventorics does not necessarily require its application
to individual items but only to the inventory in total or to major sections
of the inventory. This does not eliminate the necessity for a test of
specific prices as only by such a test can the importance of the difference
between cost and replacement cost be determined. If anything, it im-
plies that the test should be broadened to include a sample from all
major portions of the inventory so that any difference between cost and
the lower of cost or market disclosed by the test may be used as a guide
in adjusting the total inventory valuation.

Method of Pricing. Inherent in the test of specific prices described
in the preceding section is some review of the pricing method in use and
a decision as to its adequacy in the circumstances. If the company is a
manufacturing concern, however, further tests are necessary to determine
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Illustration 16. Inventory

that generally accepted methods are followed in the pricing of finished
goods and work in process. The auditor must investigate by such means
as are available the costs which the company includes in its inventory
of finished goods. If administrative or distribution costs are included
incorrectly, they must be eliminated from inventory by adjusting entry.
On the other hand, inventory cost should include all costs of manu-
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price test.

facture and should not omit items of burden merely for purposes of
conservatism.

Discussions with company employees and officials may yield the de-
sired information, but in general it is more satisfactory to work directly
with cost records. Job cost sheets, specification lists, analyses showing
composition of burden rates as established by the company, and similar
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records should be called for and scrutinized carefully with the view of
determining if the company’s cost accumulation is in accord with sound
accounting.

Burden is a particularly difficult problem in cost accounting and one
with which the auditor must be concerned. Any error in the burden
rate affects both the inventory amount and the profit for the period, and
if the error is material should be discovered and corrected. In most
cases the auditor can do little more than apply a rough test to determine
whether the rate applied is reasonable, but he should at least do that.
He has the advantage of working with the cost data after all indirect
costs for the year have been determined; the total labor hours or other
basis used for apportioning burden to product will also be known.
Hence in a brief computation he can work out what the rate should have
been, and thus discover whether or not any material error has been made.

Any variation accounts resulting from the use of standard costs like-
wise should be analyzed, if the company has not already done so, and
their disposition scrutinized. Excessively large balances at least suggest
that the standards may be in error and require adjustment.

Gross Profits Test. The gross profits test is no more than a rough
approximation of what the inventory should be, yet it is an invaluable
aid to an auditor. The test of specific prices used in the inventory is
aimed at individual prices and is not of much assistance in discovering
over- or understatement of the inventory total. Calculation of the in-
ventory amount by the gross profits test does give some clue as to whether
the inventory total is or is not out of line, and gives that information
with the minimum of time and effort. It is, of course, much more useful
and accurate if it can be applied on a departmental or some other basis
that takes into account different rates of gross profit within the concern.

Another test which may be used to supplement the gross profits test
and which, like the gross profits test, gives an indication of the validity of
the inventory total, relates the inventory to the sales of the following
month or two months. If this is done on a comparative basis over a
period of years it becomes very helpful in pointing out either overstate-
ment of inventory or the accumulation of unsalable stock. It may be set
up as follows:

1954 1953 1952
Inventory, December 31 $190,000 $165,000 $140,000
January sales 50,000 48,000 45,000
February sales 48,000 50,000 47,000

Total January and February sales $ 98,000 $ 98,000 $ 92,000




QUALITY AND GRADE OF INVENTORY ITEMS 2217

The concern in this illustration has a greatly increased inventory over
the preceding years but is doing little more than maintaining the same
sales volume. Any one of several factors might account for this, but
it is a matter which the auditor should investigate because of the im-
plication that the inventory may be overstated. His investigation might
consist of little more than inquiry of company officials and employees
but surely should include a careful application of the test described in a
later section as a review of the detailed inventory records.

Quality and Grade of Inventory Items. As discussed in the opening
paragraphs of this chapter, it is seldom possible for an auditor to be an
expert on the subject of quality and grade of the inventory items he is
called on to verify. In counting lumber in a lumber yard, he may have
a difficult time distinguishing one type of wood from another without
getting into the complexities of grades within the various types. In such
instances he is forced to use the descriptions given by the company
employees.

That does not mean that he must accept them without question. An
auditor has very definite responsibilities in regard to grade and quality
which he can discharge without either being an expert himself or calling
on an independent expert for assistance. An auditor should at least
determine that the inventory is in merchantable condition and that no
items are included in the inventory in any material quantities which are
not dealt in regularly by the concern.

During his observation of the physical inventory taking he has an
opportunity to view a considerable portion of the company’s storeroom
and shop space. He should be constantly alert to the possibility of
obsolete, shopworn, or damaged merchandise, and should not hesitate
to inquire as to the condition of goods which do not appear to be care-
fully stored or protected. Searching inquiry should be made of company
officials as to their procedure in disposing of obsolete parts or products.

In addition, a review should be made of the detail inventory records
for obsolete and slow-moving items. ‘A considerable amount of informa-
tion is contained within the detail or perpetual inventory records, and
an auditor should not omit using such records. Almost every company
has such records to aid in its control of inventory. For each item in the
inventory there should be a page or card showing increases, decreases,
and the balance on hand together with the date of every transaction.
Merely by scanning each inventory card it is possible to determine
whether or not the particular item is currently used or not. If there
have been no issues of a given part for six months or more, some ex-
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planation should be requested. A careful perusal of the inventory cards
often brings to light more information about slow-moving stock than can
be discovered in any other way.

Many controllers “age” their inventory periodically on the basis of
the detail inventory records in order to discover which items are not in
current use. If this has been done recently, the auditor can test the
company’s work sheet and use it in determining the necessity for any
adjustment. If no such procedure is applied by the company, it be-
comes the duty of the auditor either to perform that task himself or to
see that the company does it under his direction. At least a test of the
major inventory items is a necessity if he is to assure himself that obso-
lete items are not included in the inventory at full value.

To assure himself that the inventory descriptions as to grade of the
various items are correct, an auditor should refer to purchase or sales
invoices of the major inventory items. This may already have been
done in connection with the test of specific prices, but if it has not been
done it should be at this time. If a canning company describes and
prices several thousand cases of tomatoes as Grade A in its inventory
but its sales records show no or very few sales of Grade A tomatoes, the
auditor should be suspicious and inquire further of the management.
If a company claims the highest-grade raw materials in its inventory but
has no purchase invoices of that quantity and quality in its files, there
is some question whether the inventory is properly described. Thus, by
reference to the transactions into which the company has really entered,
a very useful test of grade and quality can be made.

By alert observation of the condition of the goods during the physical
inventory-taking process, by scanning the detailed inventory records,
and by referring to purchase and sales documents for major inventory
items, an auditor can make a very effective test of inventory quality and
grade without in any way being an expert in materials.

Clerical Accuracy. In tracing inventory tags into the inventory list-
ing, the accuracy with which that phase of the inventory work was per-
formed has been tested. The accuracy of extensions, page totals, for-
wardings into summaries, and the footing of the summaries must also
be tested.

In testing inventory extensions and footings it is seldom necessary to
check the exactness of the amount. Frequently extensions can be sight
tested. That is, the auditor scans the quantity, the price, and the total,
and by means of a rough mental calculation determines whether it is or
is not reasonably accurate. This is satisfactory because he is not search-
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o

Rogers, Clarke & Company, C.P.A.'s
Bankers Building
Chicago, Illinois

Gentlemen:

In connection with your examination of the
financial statements and accounts of the Jones
Mercantile Company as of the close of business
December 31, 1954, the undersigned makes the
following statements:

I am fully familiar with the quality of the
merchandise inventory and its salability at that
date and with the methods employed in the inven-
tory taking. Quantities were determined by ac-
tual count, weight, or measure. There was not
included in the inventory any merchandise con-
signed to the company which had not been paid
for or acknowledged as a liability on the books
of the company. None of the stock included in
the inventory had been hypothecated, and no mer-
chandise sold and billed at that date was in-
cluded.

The inventory has been priced on the basis
of the lower of cost or market, appropriate al-
lowance being made for slow-moving or obsolete
merchandise. These valuations are in all cases
sufficient to allow a reasonable margin of gross
profit considering current selling prices and
current costs of doing business.

In my opinion the inventory amount of
$285,948 is a true and correct valuation of the
merchandise inventory of this company on Decem-
ber 31, 1954, and you are fully justified in in-
cluding this amount in your report.

Very truly yours

Illustration 17. Inventory representation letter.
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ing for errors in the cents or dollars columns, but is interested in major
errors such as result from misplacing a decimal point, including or
omitting a zero, or raising an extension by a large amount. In the same
way, a test of footings of page totals may omit the cents and dollars
columns and begin only with the tens, or sometimes even the hundreds,
column. Sight testing and footing as described will serve to locate any
significant inventory errors and greatly expedite the lengthy task of test-
ing involved.

Inventory Representation Letters. During the course of his exami-
nation of the inventory, an auditor will find it necessary to ask a great
many questions as to the pricing methods in use, the uniform application
of inventory-taking procedures, the existence of any consigned merchan-
dise, any pledging of inventory as security for loans, and the like. To
have evidence in his work papers that such questions have been an-
swered by the company officials, it is common practice to obtain from
them what is frequently known as a letter of representation. A statement
by the company employees or officials, whoever is best informed on the
subject, as to the facts regarding inventory taking, pricing, and condition
is made in the form of a letter to the auditors and signed by the company
people concerned. To insure that the letter includes the information
desired by the auditor it is customary for him to draft the letter and then
to submit it to the company officials for signature.

It should be made clear that an inventory representation is in no way
a substitute for any other verification procedures. It is definitely not a
guarantee by company officials or a shifting of responsibility for verifi-
cation from the auditor to them. It is merely a formalization of the
answers that an auditor would normally request during the application
of other verification procedures.



PROBLEMS 231

PROBLEMS—CHAPTER 10

Problem 10-1. You are to verify the finished goods inventory of a manu-
facturer in connection with an annual audit.

Present, in outline form, a complete audit program such as would ordi-
narily be followed in the verification. (AIA)

Problem 10-2. A manufacturing concern keeps a perpetual book inven-
tory of raw materials and supplies. All accounts of the stock ledger are
continuously checked with the quantities actually on hand. This takes place
at least once in six months and also when stocks are low and have to be
replenished. The date of each count is noted on the stock ledger accounts,
and adjustments are made after proper investigation of differences discovered.
No physical inventory is taken at the close of the fiscal year. How will you
verify this inventory? (AIA)

Problem 10-3. (a) State in a general way to what extent physical tests
of quantities should be made in the verification of inventories. (b) Describe
the extent of reasonable physical tests in the verification of the following
specific types of inventories:

Scrap and ore at smelting furnaces.

Merchandise held for sale by a wholesale jobber of dry goods.
Operating, maintenance, and repair supplies in a factory.

Merchandise held for sale by a retailer of men’s or women’s clothing.
Merchandise held for sale by a dealer in musical instruments, pianos,
radios, phonographs, etc. (AIA)

Nh W=

Problem 10-4. How should an inventory be checked under circumstances
as follows:

The client operates several retail stores selling numerous household
utensils at retail and also has a warehouse all in one city.

A perpetual inventory is kept at the general office showing quantity, unit
price, and location of the goods and is supposed to be under good accounting
control.

Employees of the client, working in teams of two men each, take the
warehouse inventory on numbered sheets.

The inventory in the stores is taken on serially numbered tags. One em-
ployee enters the description on a tag in two places and fastens it to the
article. A second employee verifies the description, tears off one half of
the tag, leaving the other half attached.

Inventory sheets and torn-off portions of the tags are turned in to the
head office and unit prices are entered, previously revised to the lower of
cost or market, or reduced for slow-moving, less-salable, and damaged goods.
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An outside service company is hired to make extensions and additions and
to make a fair copy and summary of the inventory.

The auditor received instructions several weeks before the date of stock-
taking. (AIA)

Problem 10-5. A client operated a chain of twelve retail drug stores. A
central office and warehouse was also maintained where all accounting was
performed. The perpetual inventory records, maintained at the central office,
are kept in terms of unit quantity, total quantity, unit cost price, total cost
price, unit sales price, total sales price, and warehouse or retail store loca-
tion. The inventories, both warehouse and store, were taken by company
employees under the supervision of the independent auditors, who had
prepared the inventory-taking instructions.

The inventories were taken on serially numbered, duplicate perforated
tags. The inventory crews worked in teams of two; one member entered
the description and count of the items on the top portion of the perforated
inventory tag; the second member verified the description and count of the
items on the lower portion of the inventory tag, and then compared his
recording with that of the first member.

The auditor and his assistants tested the inventory at the central warehouse
and at the retail stores, and, after being satisfied with the accuracy of the
inventory descriptions and physical count, ordered the lower portion of thc
tags removed and returned to the central office. At the central office, the
description and count were transferred to classified inventory sheets. The
items then were priced at the lower of cost or market, were reduced for
damaged or obsolete merchandise, and extended and footed. The classified
inventory sheets were then transferred to inventory summary sheets and were
totaled by company employees.

Under the circumstances outlined, as an auditor, what procedure would
you follow to verify the inventory? (AIA)

Problem 10-6. The AB Manufacturing Company manufactures a variety
of products, which range in size and price from small and inexpensive
articles to large and costly machines. Its operations are highly depart-
mentalized and its manufacturing expenses are allocated to departments for
each of which an overhead rate has been established.

Explain how you would satisfy yourself as to the correctness of the ap-
plication of the manufacturing overhead in determining the cost of the
various products manufactured and sold. (AIA)

Problem 10-7. A company manufactures a product called MZ which is
in process for 30 days. Its ingredients are a variety of materials which are
introduced into the production vats at established intervals. The resultant
finished product is a liquid which at the completion of the process is drawn
off into 100-gallon drums. Of the book value of the company’s entire
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inventory, approximately 20% is material, 75% work in process, and 5%
finished product, all carried at “cost.”

The company’s records show that work in process is charged with ma-
terials put into process at cost, computed on the FIFO basis and that a flat
charge per vat is made monthly to cover all other manufacturing costs which
are incurred uniformly during the production period. Finished product is
charged and work in process credited with the value of the liquid withdrawn
at a standard cost per gallon. The company operates 90 vats, production
in which is so staggered that approximately the same number of vats can be
emptied each day. The company has not made any computations to support
the amounts shown in the Work-in-Process account,

(a) State what detail record you would expect the company to maintain
for controlling and costing this production process. (b) Outline a proce-
dure for verifying the book value of the work-in-process inventory at the
close of the company’s fiscal year, excluding any consideration of physical
inventory taking. (c) Either prepare an illustration of a work sheet or list
the work sheet headings that you would use for assembling the principal data
to be obtained for your verification. (AIA)

Problem 10-8. A company sells a patented device for use on railway
locomotives. The device consists of several main assemblies which, in turn,
comprise numerous subassemblies composed of many different parts. All
materials entering into the device are purchased as finished parts, and the
company’s manufacturing operation is limited to their assembly. At the
close of any day the inventory is in various stages of production, from
purchased parts to finished devices. The different parts, subassemblies, and
main assemblies have fixed production numbers, and are carefully segregated
in bins plainly identified by those numbers. A perpetual inventory record,
correspondingly numbered, is maintained in units and value. Production
and sales are costed on the “last-in, first-out” method.

Several weeks before the balance sheet date you are requested by the
company to suggest a plan for taking the inventory and arrange to make
whatever verification you deem necessary in connection with your exami-
nation. Briefly outline the following: (a) the plan you would suggest to
the client; and (b) auditing procedure you would follow for purpose of the
examination. (AIA)

‘

Problem 10-9. A client asks your advice with respect to the preparation
of instructions to his staff for inventory taking and related work which you
are to observe as independent auditor. What matters would you cover in
your advice to him? (AIA)

Problem 10-10. What special procedures should an independent audi-
tor adopt in the observance of inventory taking where large quantities of
packaged materials are stacked in solid formation? (AIA)
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Problem 10-11. Enumerate the features to be especially noted by an
independent public accountant in the observation of a physical inventory,
and state the purpose of such auditing procedure. (AIA)

Problem 10-12. Your client, a manufacturer with a large and active in-
ventory, takes his raw-material inventory as of the close of business Decem-
ber 31 and “cuts-off” as of that date, but the inventory taking is not com-
pleted for several days thereafter. Describe your procedures with respect
to the related incoming and outgoing material records. (ATIA)

Problem 10-13. (a) Design an inventory tag and stub for use by a client
conducting a moderate-sized wholesale plumbing material and supply busi-
ness. (b) Write a memorandum of instructions such as might be necessary
to instruct the client’s employees in the use of the tag and stub. (AIA)

Problem 10-14. You are engaged in an audit of the records of the
Amberly Company for the fiscal year ended October 31, 1954, and have
observed the taking of the physical inventory of the company on that date.
All merchandise received up to and including October 30, 1954, has been
included in the physical count. The following lists of invoices are for pur-
chases of merchandise and are entered in the voucher register for the months
of October and November 1954, respectively:

Date
Date of Merchandisc
Amount F.O.B. Invoice Received
October 1954
$ 3,600 Destination Oct. 20 Oct. 22
2,200 Destination Oct. 21 Oct. 23
925 Shipping point Oct. 20 Oct. 30
3,975 Shipping point Oct. 26 Nov. 5
2,500 Destination Nov. 3 Oct. 29
1,025 Shipping point Oct. 26 Oct. 30
8,600 Shipping point Oct. 26 Oct. 30
10,251 Destination Oct. 21 Oct. 30
3,457 Destination Oct. 28 Oct. 30
November 1954

$ 1,000 Destination Oct. 29 Nov. 5
3,120 Destination Oct. 30 Oct. 31
5,350 Shipping point Oct. 28 Oct. 30
4,500 Shipping point Nov. 1 Oct. 30
6,040 Shipping point Oct. 26 Nov. 5
7,530 Shipping point Oct. 28 Nov. 4

5,000 Destination Oct. 28 Nov. 4
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No perpetual inventory records are kept, and the physical inventory is to
be used as a basis for the financial statements. (a) What adjusting journal
entries would you suggest in view of the facts adduced? (b) What adjust-
ments, if any, would you suggest to the physical inventory as originally
taken? Prepare your solution in the form of a work sheet in good order
showing all necessary verification of the amounts included. (AIA)

Problem 10-15. Your client, The Pram Corporation, manufactures baby
carriages as its only product. The corporation maintains perpetual inventory
records in quantities and values and also takes a complete physical inventory
each October 31. You observed the physical inventory at October 31, 1954,
and were satisfied with the procedures followed. From your test counts you
are satisfied that the client’s counts were substantially accurate. There
were differences between the client’s counts and the perpetual inventory
records for about 75% of the items. Before adjusting the inventory records
for the larger differences, of which there were about 25, the records were
checked and the items were recounted. Typical examples of adjustments
for the larger differences are:

Perpetual Record Perpetual Record

Description of Item before Adjustment after Adjustment
Black paint (in gallons) 662 647
Cotter pins (in dozens) 2,260 2,160
Hub caps 8,592 8,708
Assembled wheels 6,901 6,883

The Pram Corporation made no further physical tests of inventories
during 1954. For its year-end closing at December 31, 1954, the corpora-
tion used inventory quantities shown by the perpetual inventory records.
Prepare in outline form an audit program setting out the essential proce-
dures to be followed in your audit of inventories as of December 31, 1954.
Do not include procedures unless you believe them to be essential under the
conditions as stated. (AIA)

Problem 10-16. The Stevenson Supply Company normally adds 40% to
the cost of all merchandise it handles. Most of the business is done through
the main store, but a branch was opened a few years ago and appears to be
developing satisfactorily. As there are no adequate warehouse facilities at
the branch, only a small inventory is carried there.

In reviewing the income statements of the Stevenson Supply Company for
the last few years you discover the following data. Is there anything in them
to suggest additional investigation? If so, what would be the nature of that
investigation?
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Sales (net)
Inventory, Jan. 1
Purchases (net)
Inventory, Dec. 31
Cost of sales

Margin on sales

VERIFICATION OF INVENTORIES

1954 1953 1952
Main Branch Main Branch Main Branch
Store Location Store Location Store Location
$880,000  $225,000 $920,000  $190,000 $840,000  $140,000
320,000 65,000 240,000 60,000 250,000 50,000
665,000 162,000 733,000 147,000 586,000 111,000
985,000 227,000 973,000 207,000 836,000 161,000
360,000 62,000 320,000 65,000 240,000 60,000
625,000 165,000 653,000 142,000 596,000 101,000
225,000 60,000 267,000 39,000

48,000

244,000

—]



Chapter 11
VERIFICATION OF INVESTMENTS

To avoid carrying excess amounts of cash over slack buying seasons
of the year, or to accumulate a secondary reserve in case of need, many
concerns invest excess cash temporarily in bonds or shares of stock of
other companies. These investments in other companies and trans-
actions affecting them entered into throughout the period under exami-
nation should be verified by the auditor in order to determine the re-
liability of the accounting statements and records. Few verification
problems offer as good an opportunity for an auditor to satisfy himself
as completely as does that of investments. If reasonable precautions
are taken in the performance of his tests, an auditor can be almost
completely sure that the statements and accounts are correct in this
regard, far more sure than he can be for such items as inventory or
accounts receivable.

Verification Techniques Applicable in the Examination of Invest-
ments. Although at first thought the problems of examining investments
may appear considerably different from those to be met with in the
examination of receivables or inventories, more careful consideration
will indicate that here as elsewhere the same basic techniques are useful.
To ascertain that a company owns certain securities, that they are ap-
propriately valued and described in its accounts and reports, and that
transactions in securities during the period have been properly recorded
requires some of the same techniques we have found useful in other
situations. It seems obvious that the security certificates should be
called for, examined carefully, and counted (physical examination and
count), that valuations used by the company should be checked against
market quotations (correlation with related information), and that
documents evidencing transactions entered into should be scrutinized.
If income from investments is to be checked, as it should be, recompu-
tation and the retracing of bookkeeping procedures must be applied.
Thus the clue to program development for investments as for other
verification problems is found in matching the basic techniques to the
information to be verified. FEvidence must be obtained to support or

237
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disprove the information as given. Application of the basic techniques
is the means by which such evidence is obtained. The first step then is
a determination of the type of evidence required. From that it should
be possible to select the verification technique or techniques that will
supply such evidence. Finally, the specific procedure to apply the tech-
niques in the given circumstances must be set out.

This last step requires both experience and imagination. One must
have an acquaintance with the practices and possibilities of business to
visualize the specific application of the techniques required and sufficient
imagination to meet new and different situations. Fundamental, how-
ever, is a knowledge of the types of evidence available through appli-
cation of the basic techniques. The student who is content to memorize
audit programs presented in textbooks or other sources has not equipped
himself to meet new audit situations. The person who has a sound
understanding of audit evidence and the means by which it may be
obtained is much better prepared to deal with unfamiliar problems.

Essentials of Verification Procedure. As with notes receivable, the
verification of investments can be worked into a controlling work sheet
(or, if there is more than one class of investments, into a series of
similar work sheets) that permits the auditor to examine at the same
time the securities composing the balance of the account, the trans-
actions during the period that result in the account balance, and related
income and accrued interest accounts. In this chapter the essential
steps in the verification program will be discussed, and then the method
of working these into a work sheet illustrated. An auditor must satisfy
himself that the securities or investments a concern claims to own are
actually possessed by the company, that transactions during the period
have been properly accounted for, that the securities are valued fairly
in the financial statements, and that income from them has been properly
accounted for. To do this the following steps are necessary:

1. Examine and count all securities on hand (simultaneously with cash
and any other negotiable instruments).

A. If securities are not available for count because in the hands of
others for safekeeping or for any other reason, their existence and
ownership by the company should be verified by confirmation.

B. In examining or confirming the existence of the company’s invest-
ments, the possibility of any being pledged as security for loans
should be kept in mind. Such pledging requires disclosure in the
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financial statements and may lead to discovery of unrecorded or
unauthorized transactions.

2. The total of securities counted or confirmed should be agreed with
the balance of the amount shown in the balance sheet or in the gen-
eral ledger account.

3. Transactions in securities entered into during the period should be
verified by reference to documentary evidence, the propriety of the
accounting should be reviewed, and the entries tied in with the be-
ginning and ending balances of the general ledger account.

4. The appropriateness of the company’s valuation of investments should
be tested by comparison with current market quotations where avail-
able or by such other evidence as can be obtained.

5. The classification and description of the securities for balance sheet
purposes should be reviewed critically.

6. Income for the period from the investments held during the period
should be determined independently of the company’s records and
traced into cash receipts and bank deposits.

7. Any related accrued interest should be verified by computation and
tied in with the interest income accounts,

Examination and Count of Securities. Becausc securities can be
sold and purchased readily and thus used to provide funds for substitu-
tion to cover a shortage of cash or other securities, the count of securities
must be made simultaneously with the count of cash and other nego-
tiable paper. The necessity for counting in the presence of the cus-
todian and of obtaining a receipt for the return of the securities to the
custodian should be apparent.

If preliminary arrangements can be made, it is well to have a list of
the securities which should be on hand prepared in advance of the count,
In order to facilitate the count and to assure that no important matters
are overlooked, the list should include all pertinent details to be verified
by the person examining the securities.

Securities are frequently kept in a safety deposit box with access to
the box requiring signature by at least two officials. This may make it
somewhat awkward to count securities on the same day as the cash be-
cause of the difficulty of having both officials on hand when the auditor
is ready for his count. This difficulty can be eased if the auditor will
request the company to refrain from opening the box until he can be
present. If they will cooperate in this respect he has the advantage of
simultaneous count and at the same time can wait on their convenience
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before requesting access to the safety deposit box. To prove that his
count has been simultaneous under such conditions he should obtain a
letter or other statement from the company operating the safety deposit
vaults stating that the box had not been opened from the date of the
cash count when the company agreed to leave the box unopened until
the date he was on hand to count the securities. Without such a state-
ment, control and the advantages of simultaneous count have been lost.

In counting and examining the securities one should make sure that
they are made out in the name of the company or have been indorsed
to the company. All other pertinent details as indicated in the work
paper, Illustration 18, should also be verified by inspection.

Some concerns turn their permanent investments, and sometimes tem-
porary ones as well, over to a bank or other financial institution for
safekeeping. If this is the case the auditor must rely on the confirmation
procedure to assure himself that the company under examination does
actually own the securities it claims. In examining or confirming securi-
ties, special attention should be given to the serial numbers of the certifi-
cates. Any change in serial numbers indicates that transactions were
effected. If the records do not support this, the auditor may have dis-
covered either unrecorded or unauthorized transactions.

The necessity for relating the total of securities counted and confirmed
to the balance of the appropriate general ledger account or accounts is
apparent. Most concerns carry investments at cost plus or minus any
amortizations of discount and premiums, unless they have been adjusted
for declining market prices. Some few concerns, however, do establish
separate accounts for the premium or discount on securities purchased,
a fact that must be taken into consideration in attempting to reconcile
securities on hand with the balance of the investments account or
accounts.

Transactions in Securities. Most transactions in securities are made
through brokers or dealers who supply the company with a statement of
the transaction known as a “broker’s advice.” This is nothing more
than a specialized form of purchase or sales invoice, as the case may be,
and will give a description of the security involved, the number of shares,
the serial numbers of the certificates, their par or face value, and the
price at which the transaction took place, including accrued interest if
any. As security transactions are generally of material significance in-
dividually as well as in total, each transaction should be verified by
reference to the broker’s advice or other document which supports it.
At the same time the auditor should note all the information given on
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the broker’s advice to make sure that the transaction was recorded as
it should be and, if the entry was in error, should determine what ad-
justment is required.

Valuation of Investments. It is common practice to value market-
able securities carried as current assets at the lower of cost or market.
Permanent investments, whether marketable or not, are generally carried
at cost unless an apparently permanent decline in their value seems to
warrant adjustment to a more realistic basis. To determine the neces-
sity for any adjustments of this nature it is necessary to refer to pub-
lished market quotations of investments held and to compare the com-
pany’s book value with the current value as indicated by published
reports.

In adjusting to the lower of cost or market, accepted practice requires
no adjustment unless the total market value is less than the cost of all
investments within the given class. That is, the lower of cost or market
rule is not applied to each individual security held. Nevertheless, if
any individual investments have a market value considerably below their
cost it is ordinarily considered wise to write them down whether the loss
is compensated by increase in the market value of other securities held
or not.

If securities of small or closely owned companies are held there may
be no published quotations available to indicate whether adjustment is
or is not advisable. If so, an auditor must rely on whatever information
is available to him. Audited statements of the company whose securities
are owned provide a reasonable basis for calculating book value as a
guide to be supplemented by a review of the concern’s earnings record.
If audited statements are not available, unaudited reports must be used
but they do not give as reliable a basis for evaluation.

Classification of Securities in the Balance Sheet. It is not the pur-
pose of a textbook on auditing to discuss the appropriate classification
of items within a balance sheet, and students are referred to any good
intermediate accounting text. The point should be made, however, that
the distinction between current assets and other assets is of fundamental
importance in balance sheet preparation. The current ratio and the total
current assets figure are used in various ways in credit granting and
control, in determining when the concern can pay dividends, in the
provisions of bond indentures to protect bondholders, and in general
financial management. For this reason the auditor must insure that his
work papers contain sufficient information for him to judge whether or
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not the company’s classification and description of investments satisfy
the requirements of good accounting practice and of full disclosure.

Income from Investments. Receipts of income from investments are
somewhat different than those from cash sales or collections on account
and frequently are not as adequately protected by internal control meas-
ures. It is therefore required that an auditor first establish what income
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should have been received, and then trace the receipts into the cash re-
ceipts book and if necessary into duplicate deposit tickets to discover
whether they have been entered and accounted for properly.

If the investments are bonds, mortgages, or any security having a fixed
rate of interest the auditor should compute the interest earned during the
period under examination and then, by reference to the dates interest is
paid under the terms of each bond, examine the cash receipts book to
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find whether the interest was actually received and entered. The in-
terest income calculated in this way should be reconciled with the be-
ginning and ending accrued interest so that the auditor has a complete
record of the income from each bond investment based on his own
computations and the interest rates and dates stated in the bonds them-
selves.

If the investments are stocks having no fixed or required return, com-
putation by the auditor is impossible. There are available, however,
published stock records which list all major issues in the United States
and foreign countries together with the dividends paid for any given year.
By reference to such a stock record an auditor can readily determine
how much and when dividends were paid and can then search the cash
receipts book for the entries that should be there.

In some cases a company will hold stock in another company that is
not included in any published dividend record. If so, correspondence
with the company whose securities are held may be necessary to establish
the amount of dividends that should have been received and deposited.

Work Sheet for Verification of Securities. None of the verification
procedures discussed in this chapter offer any very difficult problem
either in intent or in application. If the verification assignment is a
repeat engagement of one performed at a previous date, the work papers
for successive years can make up a continuous record of investment
transactions and balances together with the verification thereof. The
work sheet illustrated is prepared on that assumption.

This particular form of work sheet is extremely useful in facilitating
verification; it does have some limitations with respect to providing for
adjustments. Therefore, if a preliminary survey of the investments ac-
count indicates a great many errors it may be desirable to use a work
sheet with money columns headed as follows:

Column
1  Balance beginning of year

g} Transactions per company records

4  Balance at end of year per company records
g } Audit adjustments
7  Balance per audit end of year

Additional columns for interest and dividends as desired.
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PROBLEMS—CHAPTER 11

Problem 11-1. (@) The balance sheet of a company operating a large
number of retail stores shows among the assets an item “leases” of relatively
considerable amount. 1. What would this item normally represent, and how
should it be shown on the balance sheet? 2. How may the amount be
verified?

(b) How should a portfolio of marketable securities be inspected in a
first audit of a manufacturing company? (AIA)

Problem 11-2. A considerable number of first mortgages on local real
estate are held by an institution. How should they be checked and examined
from year to year and the income confirmed? (AIA)

Problem 11-3. Give a procedure for the verification of the transactions in
a sinking fund for the redemption of bonds, where the fund is in the custody
of an independent trustee. (AIA)

Problem 11-4. During the year under review a charitable institution re-
ceived a specific bequest in the form of an endowment' fund composed of
mortgages and coupon bonds with all unpaid interest coupons attached. The
securities were immediately turned over to the custody of a trust company,
which has since credited the institution’s account with interest collected and
with the proceeds of bonds sold or redeemed. Such proceeds were promptly
reinvested in bonds, some of them purchased at a premium and others at a
discount. The executors furnished a list of the market value of the separate
securities as of the effective date of the ‘bequest, and the values so stated
were verified by the trust company. All mortgages were valued at their
principal amount. Outline an audit procedure for the examination of this
fund. (AIA)

Problem 11-5. Outline a procedure for the verification of bank certificates
of deposit owned at the balance sheet date, and state how they should be
shown in the balance sheet. (AIA)

Problem 11-6. A corporation temporarily invested some of its excess
funds in stocks of other companies listed on established exchanges. In the
course of your preliminary audit work you ascertain that all such stocks
were acquired at various dates during the year under examination through
a brokerage firm, and the stock certificates are in the name of the corporation
under examination but are being held in safekeeping by the brokerage firm
referred to. The corporation does not maintain an investment ledger. You
are requested to outline the audit procedures for the examination of stocks
and income therefrom as reflected on the books of the corporation.  (ATA)
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Problem 11-7. To what points should the auditor direct his attention
in the examination and verification of bonds and mortgages held as an
investment?

Problem 11-8. Prepare a detailed audit program showing step by step
what audit procedures you would follow in making an examination in which
one of the most important phases involves marketable securities of sub-
stantial value, including stocks, bonds, and mortgages. For the purpose of
this question, give in detail the section of your program covering your audit
of these investments. (AIA)

Problem 11-9. Based on the data below, (a) prepare a columnar work
sheet analyzing the account for the year showing transactions, adjustments,
and final balances at September 30, 1954. (b) Journalize such adjustments
as are needed to correct the investment account of the F Company at Sep-
tember 30, 1954. In an interim examination of the accounts of the F Com-
pany for the calendar year 1954 you find the Investment Account as follows:

Date Ref. Debit Credit
Jan. 1 Balance brought down $108,936
Jan. 31  Sold 4 stock CB $10,682
Mar. 31 Bought B common VR 12,125
June 30 Dividend on C common J 10,000
July 31 Sold C common CB 8,750
Aug. 31 Sold D bonds CB 22,500
Sept. 30 Interest on E mortgage CB 350

Reference to the audit working papers of the preceding year shows that
the balance at January 1, 1954, consisted of the following:

A Company common

1,000 shares bought in June 1940 at $10 a share $ 10,000

2,000 shares bought in August 1942 at $8 a share 16,000

1,500 shares bought in May 1945 at $11 a share 16,500
B Company common

2,000 shares bought in January 1946 at $16.50 a share 33,000

C Company common
100 shares bought in August 1941 at $73 a share (par $100) 7,300

D Company 5% general mortgage bonds

Twenty $1,000 bonds bought July 1944 at 98.4 (interest

dates F & A) 19,680
E Company chattel mortgage on machinery

5%, $7,000 mortgage taken in September 1947 in settle-
ment of account receivable 6,456

$108,936
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Your examination discloses the following:

In January 1954, 1,000 shares of the 4 Company common stock bought
in May 1945 were sold for $10,682, net of brokerage.

In March 1954, 500 shares of B Company common stock were bought at
$24 a share plus brokerage for $12,125.

In June 1954, the C Company paid a 100% stock dividend—common on
common.

In July 1954, the F Company sold to its president, for $125 a share, 100
shares of C Company common stock for which the president gave his check
for $8,750 and a letter in which he agreed to pay the balance on demand of
the treasurer of the company.

On August 1, 1954, the D Company redeemed its 5% general mortgage
bonds at 110 plus accrued interest.

In September 1954, the F Company received one year’s interest on the
$7,000 chattel mortgage of the E Company which it holds. (AIA)

Problem 11-10. The “Marketable Securities” account of the Lane Com-
pany appears as follows for the year 1954:

Marketable Securities

1/1/54 Forwarded $2,350.00 | 9/11/54 $ 650.00
6/3/54 4,762.50 | 11/30/54 4,762.50

From your examination of pertinent documents, you discover the fol-
lowing:

1. The opening balance was composed of:

25 shares of Y Company preferred purchased at $42 a share.
20 shares of T Company common purchased at $65 a share.

2. On March 185, the company received five shares of T Company com-
mon as a stock dividend. Market value of T Company common shortly
after declaration of this dividend was $73 a share.

3. On June 3, the company purchased five LC Company 5% bonds, par
value $1,000 each, interest dates March | and September 1, due March 1,
1965, for $4,762.50 including accrued interest.

4. On September 11, ten shares of T Company common were sold at $75.

5. On November 30, the LC bonds were sold for $4,750 plus accrued
interest.

Required: An analysis of the “Marketable Securities” account in good
form including an indication of the verification work you would have per-
formed on the job, and any adjusting entries you feel are necessary to correct
the accounts as stated.






Chapter 12
OTHER ASSETS AND RELATED TRANSACTIONS

In the verification of current assets, and of long-term investments as
well, an auditor is chiefly concerned with the possibility of overstatement
of the final balance or of failure to detect and record transactions during
the year. Once the verification work on the current asset section has
been completed and that on other assets and their related transactions
taken up, he must change his point of view somewhat. The danger be-
comes not so much one of overstatement or of failure to detect and
record transactions, although those are always possibilities, as it be-
comes one of failure to account for transactions in accordance with sound
accounting practice.

There is relatively little opportunity for defalcation or fraud in con-
nection with the fixed assets or deferred charges of the ordinary manu-
facturing or merchandising company. There is a good chance, on the
other hand, that through failure to recognize the real nature of a given
item or transaction an entry will be made that does not reflect the facts
of the situation. Thus a concern may fail to distinguish properly be-
tween additions to its fixed assets and expenses, or may fail to consider
prepaid insurance as an asset. It is with errors of this type that an
auditor must concern himself most when dealing with the large variety
of assets that may be called “non-current.”

FIXED ASSETS

Fixed assets often make up a considerable portion of a concern’s total
properties and may consist of a considerable variety of kinds of asset.
From the point of view of verification, however, all present about the
same problem. In most cases the transactions during the year which
affect or which might affect fixed asset account balances must be care-
fully reviewed to ascertain that appropriate entries have been made in
view of the nature of the transaction. To achieve this, it is necessary
to understand the related nature of the accounts which must be included
within the group of accounts making up the fixed asset verification
problem.

249
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As a general practice, the fixed asset accounts, related repair and
maintenance expense accounts, related accounts for depreciation ex-
pense and accrued depreciation, and any accounts for gains and losses
on the sale or retirement of the fixed assets must be considered as a
group in working out the verification program. The interrelationship
of these various accounts is apparent if one gives some consideration to
the content of each. Repair and maintenance accounts might be charged
for items more properly considered to be additions to the fixed asset
accounts; hence they must be verified in connection with the verification
of additions to the fixed asset accounts. The ownership of fixed assets
implies the necessity for consideration of depreciation expense, and this
in turn points out the importance of considering the reserve for deprecia-
tion or other account used to accumulate the depreciation charges over a
period of years. When assets are retired, the accrued depreciation ac-
count is affected and must be given consideration in calculating any gain
or loss on the transaction. Thus all these accounts are related and
should be considered together.

Objectives of Verification of Fixed Assets. Included within the veri-
fication program for fixed assets and related transactions should be the
following responsibilities of the auditor:

1. To satisfy himself as to the substantial existence of the fixed assets
included in the account balances.

2. To satisfy himself that title to the assets included in the account
balances is vested in the company under examination or that if
not so vested because of hire-purchase agreements and the like
that the opposing liability is satisfactorily disclosed.

3. To verify the propriety of fixed asset transactions during the year
by reference to documentary evidence or such other evidence as is
available.

4. To determine whether required approval has been obtained for all
significant fixed asset transactions.

5. To review depreciation entries, calculations, and rates for the
period.

Audit Procedures for Fixed Assets. Because fixed assets vary so
much in structure and use from company to company and also within a
given company it is not practicable to attempt to set out a list of de-
tailed procedures applicable to their verification. The following list of
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procedures, therefore, can indicate in only a general way the steps that
may be taken to achieve the audit objectives stated above.

1. Determine existence of assets by physical examination to the extent
practicable and reasonable in the circumstances.

2. Examine invoices or contracts for acquisitions during the period.

3. Obtain a confirmation from the company’s attorneys as to present
existence of title to major fixed assets.

4. Review minutes or by-laws for appropriate authorization of trans-
actions entered into during the period.

S. Trace property retirements to subsidiary property records and
verify charges to depreciation accruals by recomputation.

6. Review depreciation rates for reasonableness and consistency with
prior years. Verify current provisions by calculation and reconcile
amounts charged to expense with increases in accrued depreciation
accounts.

Existence of Fixed Assets. It has already been pointed out that an
auditor is seldom an expert in the materials making up inventories he is
called on to verify. In the same manner he is seldom an expert on
machine tools, land and buildings, or office equipment. Yet he still has
a responsibility and one that he can discharge reasonably well within the
limit of his capabilities.

It is unlikely that any minor errors as to the existence of fixed assets
will have any significant effect on the general reliability of accounting
data. In most cases it would require a relatively important discrepancy
to be of material significance. Hence, there is little or no need for an
auditor to require a physical inventory of fixed asset items except in
unusual circumstances. In most cases all that is required is that he see
for himself that the concern under examination does have the types of
fixed assets it claims, in roughly the quantities claimed.

On almost every audit engagement it is possible for the audit staff, or
at least those concerned with the verification of fixed properties, to
arrange for a tour through the offices and plant. During the course of
such a tour, it is generally possible to see enough to satisfy oneself as
to the substantial existence of the assets claimed by the company in its
accounts. If questions later arise as to the existence of specific items
of property or of recent additions to the fixed assets, it is entirely reason-
able for the auditor to request that those particular items be pointed out
to him. Other tests are used to support the amount of each addition to
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the fixed asset accounts. At this stage all that is intended is that the
auditor satisfy himself that some addition was made or that fixed assets
adequate to the needs of the company are present.

Title. Verification of the title to fixed assets could be an extremely
burdensome task if a serious effort were made to prove title to all fixed
property. This is seldom necessary. Usually the presence of fixed
assets on the company premises is sufficient evidence that the company
does own the equipment. For new additions this is further supported
by reference to purchase invoices. A more serious problem may arise
in regard to land and buildings for which there is always some danger of
unrecorded sale and lease-back agreements. Few auditors are qualified
to make a search of public records for such transactions, and unless there
is real suspicion of such a transaction there is little need to employ some-
one more qualified to make such a search for the auditor. In most cases
it is a safe assumption that no such transactions will be entered into
without consultation with the company’s attorneys. Hence, it is de-
sirable to obtain a confirmation from the company’s lawyers to the effect
that in so far as they are aware the title to the land and buildings remains
in the name of the company and that no transactions in which these
properties have been used as security for loans or other obligations
have been entered into during the year.

A confirmation of this type can frequently be combined with a re-
quest for information as to the existence of unrecorded real or contingent
liabilities discussed in Chapter 13.

Verification of Transactions During the Period. In as much as most
audit engagements are repeat engagements of examinations made in
previous years, it is commonly possible to accept the balance of the
fixed asset accounts at the beginning of the year as correct. Attention
is then directed to the transactions recorded during the period under
examination.

It should be accepted without question that transactions immaterial
in amount are seldom verified in detail. It may be desirable to test a
portion of such transactions, but for most purposes the verification of
fixed asset transactions can be restricted to those of material amount.

When several transactions have been recorded in a given asset account
during a period, an analysis of that account should be prepared com-
mencing with the opening balance and including the detail of additions



VERIFICATION OF TRANSACTIONS DURING PERIOD 253

and retirements during the period together with sufficient reference ma-
terial on each addition that the invoice record of purchase may be located
as evidence of the propriety of the transaction and of its entry. Once
the analysis has been prepared, the task of locating the required invoices
can be left to one of the company’s clerical workers, if such arrangements
can be made, and time of the audit staff thus conserved.

In examining the documents supporting the entries in fixed asset ac-
counts, an auditor must satisfy himself that the transaction which the
document purports to represent is a legitimate one, that the company
under examination was billed for it, that the invoice has received the
approvals required for its acceptance for payment, and that the entry
made to record the invoice is correct. The question to be answered
is: Should this particular item be charged to this account for this com-
pany? Unless that question can be answered in the affirmative an ad-
justment of some kind is in order.

If the company follows a practice of constructing its own fixed assets,
the simple procedure of referring to a purchase invoice for verification
of an addition will not be available. However, the company will have
some record of the costs incurred in construction of the asset. From
this record the auditor can work back to time cards of employees as-
signed to the construction project in support of labor charged, to material
requisitions or material purchase invoices for material used, and can
review the burden rate used to assure himself that it is in line with the
concern’s regular burden rate and is reasonable in the circumstances.
The verification here compares very closely with that required for verifi-
cation of work-in-process inventories.

Credits to fixed asset accounts are somewhat more difficult of verifi-
cation than are debits. Unless a concern has a sound procedure of
internal control over fixed asset retirements, it is possible that a machine
or other item of equipment might be retired and discarded with no entry
whatsoever. Such obsolete equipment is sometimes sold for scrap and
the scrap sale may give a clue as to the disposition of the asset, but often
it is merely discarded or sold together with scrap from the manufacturing
process. In preparing his work program, an auditor must take special
note of the extent of the internal control over fixed asset retirements,
and if it is at all inadequate must attempt to cover that deficiency in
some manner. Complete lack of internal control on this score might
suggest the necessity for an inventory of the fixed asset items. Careful
inquiry of department heads concerned should be made, and it might be
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in order to request statements from them as to any major retirements
during the period under examination.

If fixed asset detail ledgers are kept, and this is usually required for
income tax purposes if for no other reason, the amount of depreciation
accumulated on the asset at date of retirement must be determined and
kept in mind in judging the propriety of the entry made to record the
retirement. This is largely a matter of correct accounting entry and
requires a sound knowledge of accepted accounting principles on the
part of the auditor.

In addition to a review of the propriety of all entries in the fixed asset
accounts, a similar review should be made of all entries in any related
repair and maintenance accounts. The same type of analysis is required
for these accounts to assure the auditor that no fixed asset items have
been incorrectly charged to an expense account. This has become of
particular importance since high income taxes have encouraged the
overstatement of expenses rather than of assets. Again, the invoices
must be obtained and examined with a view toward determining the
appropriateness of the entries made.

Approval of Fixed Asset Transactions. The by-laws of many com-
panies require that all fixed asset transactions of consequence are to be
considered and approved by the board of directors before their consum-
mation. An auditor must determine the requirements of the by-laws and
of the accounting manual of any company under his examination and
by appropriate testing and reference to minutes of directors’ meetings or
other records determine whether requirements are satisfied.

Depreciation Provisions. It is the duty of the auditor to determine
whether depreciation is being charged on depreciable fixed assets and to
satisfy himself that the charge is reasonable, that is, neither excessive
nor insufficient. He must review the depreciation calculations of the
company to discover any arithmetical errors or other errors in the ap-
plication of the rate to the correct base, and must scan the depreciation
entries to assure himself that the accounts used are appropriate to the
purpose.

Determining or reviewing the adequacy of depreciation provisions is
a technical and difficult matter. To a considerable extent, an auditor
has responsibility only to determine that the rate used is reasonable, not
accurate to the last degree. If a concern has rates established by engi-
neers, which are not out of line with its own past experience or with what
the auditor knows to be the experience of others in the same line of
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business, there is little reason to question the rates so long as they are
applied uniformly year after year. If, on the other hand, the concern
has a considerable amount of fully depreciated property still in use and
if its rates seem higher than those of other companies with similar assets,
there may be reason to revise depreciation estimates downward. If
retirements of assets always find an undepreciated balance well in excess
of scrap or salvage values there may be a need for revisions of deprecia-
tion rates upward. Once rates have been carefully established, an
auditor has a responsibility to see that they are applied properly and
changed if they appear seriously out of line. Beyond that there is little
he can do.

The depreciation reserve or accrued depreciation account presents no
great problem but should always be analyzed in connection with depre-
ciation expense. The depreciation expense for the year should make up
the credit to the depreciation reserve account or accounts, and this should
be carefully determined. The accumulated depreciation on assets re-
tired should be charged against the reserve account, and unless there is a
major adjustment of depreciation these should be the only entries in the
account. Any other entries should be carefully reviewed and the author-
ity for them verified.

Work Sheets for Fixed Asset Verification. A variety of work sheet
forms for use during the verification of fixed assets and related trans-
actions may be helpful depending on the task to be accomplished. The
common form of account analysis for a fixed asset account is shown in
IHustration 4 and for a related reserve for depreciation in Illustration 5.
These should be studied in relation to the verification steps described.
A summary sheet for all fixed assets is sometimes prepared to bring to-
gether in one place all fixed asset accounts with their related depreciation
accounts and audit adjustments in order to facilitate review of the audit
work. Such a summary or “lead sheet” as it is sometimes called is
illustrated in Illustration 19.

Illustration 20 shows a simple form of work sheet used by auditors to
compute depreciation year after year for a situation in which inadequate
records are kept by the company or in which for some other reason, the
auditor feels that he should have a complete record of depreciation in his
own work paper records.

Verification of Fixed Assets in a First Audit. The discussion in this
chapter has assumed that previous audit examinations of the company’s
records had been made by the same auditor. If, however, an auditor
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Il]ustrdtlon 19. Summary work sheet for

makes his first examination after the company has been in operation for
a long period of time it becomes necessary that he satisfy himself as to
the opening balance of the fixed asset and reserve accounts in addition
to the transactions for the year under examination.
Various methods of accomplishing this are available.
actions in the fixed asset accounts are relatively large in amount and

If the trans-
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fixed assets and accrued depreciation.

few in number, it may be desirable to verify each one by reference to
documentary evidence and by inspection of the asset as well. This, of
course, assumes that the needed documentary evidence has been retained
by the company. In other cases where transactions are extremely
numerous, it may be sufficient to review the bulk of the transactions and
to verify by reference to documentary evidence only the more important
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Hlustration 20. Work sheet for

transactions. Depreciation computations and entries likewise must be
reviewed and their general reasonableness ascertained. Whatever the
degree of verification chosen it should be clear that some work, sufficient
to satisfy the auditor as an independent professional expert, is required
before he can accept the opening balance in the account.
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depreciation on delivery equipment.

INTANGIBLE ASSETS

If the accounting for intangible assets is fully understood, their verifi-
cation is not a difficult task. The auditor must satisfy himself that the
asset does exist and is owned by the company, and that it is properly
described and accounted for in the accounts and financial statements.
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This includes review of any amortization which should be recorded
whether entered or not.

The existence of patents, trademarks, and the like can be verified by
the examination of suitable documentary evidence such as letters patent
or a registration certificate of a trademark. These are not entirely satis-
factory, however, as transactions may have been entered into since the
patent was granted or the trademark registered. Again it is desirable to
confirm the existence of such properties with the company’s attorneys
as they are better qualified to describe the legal status of intangible assets
than perhaps anyone else. Care should be taken in requesting a con-
firmation to obtain all pertinent details in respect to the asset in question
including date of granting, legal life, and expected useful life.

The cost of any intangible having a limited life should be amortized
over that life. An auditor should be alert to the type of intangible that
is likely to have a limited life, including goodwill, and should review
the amortization program in effect. If there is any question as to the
adequacy of amortization charges, further investigation should be made
and, if necessary, past and future amortization adjusted. In most cases
the company’s amortization plan is as reasonable as any the auditor could
devise and there generally is little need for revision. This does not mean
that all such provisions should be accepted as a matter of course. If
there is real reason to suspect the propriety of any entries made by the
company under examination an auditor must make further investigation
and suggest adjustments as may be necessary.

It should be apparent without special comment that, if intangibles are
acquired during the period under examination, reference should be made
to any documentary evidence of the transaction including correspondence
preceding and following the actual acquisition of the asset. Likewise, in
a first audit there is required some examination of documentary evidence
of all intangible asset acquisitions of material amount.

PREPAID EXPENSES

Although prepaid expenses are current assets they have been post-
poned for consideration until this point because they are seldom material
in amount and because, from an audit point of view, they are more
similar to deferred charges than to other current assets. For both pre-
paid expenses and deferred charges, an auditor has three points that
must be covered:

1. He must satisfy himself that the item represents an actual expendi-
ture in the amount claimed. This can best be done by reference to
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documentary evidence of the transaction, invoices, receiving reports,
insurance policy forms, and the like.

2. He must satisfy himself that the amount deferred may properly be
carried as an asset. To do this he must vary his test with the nature of
the item. If it is an inventoriable asset such as a supply item, he can
examine the thing itself and perhaps make test counts and other tests
of the company’s inventory records as suggested for merchandise in-
ventories. If it is not an inventoriable asset, it may be necessary to
recompute any prorating such as for insurance policies, or to discuss
with company employees their basis for carrying forward the amount
shown. Such amounts are seldom material and therefore it is necessary
only that the auditor be reasonably satisfied as to the approximate ac-
curacy of the amount deferred.

3. The amount deferred and the amount written off during the period
under examination should be tied in with, or related to, the associated
expense account to ascertain if additional amounts should be deferred
and to explain the composition of the expense account.

Prepaid Insurance. Among the most important prepaid expenses is
prepaid or unexpired insurance. The importance of this asset lies not
so much in its dollar amount as in its relation to the other properties of
the company. Failure to insure other assets against risks inherent in
their ownership or in the particular business may be an important factor
in financial condition and one to which an auditor should give careful
consideration. )

The extent of the verification to be applied to unexpired insurance
varies with the extent and accuracy of the company’s records of in-
surance policies and their expiration. If the concern has an insurance
record kept by a well-trained and careful employee it is possible that
only some slight testing of this record will be required on the part of the
auditor. If, on the other hand, the company keeps no insurance records
at all and merely charges all premiums to either an expense or an asset
account indiscriminately it may be necessary for the auditor to prepare
a work sheet which in effect is a complete insurance register. In such
a case he must work out the amortization for the period and the ending
balances in detail, a long and time-consuming task. Needless to say,
whenever possible he should rely on the company’s work sheets or
records if they are at all satisfactory.

Hlustration 21 illustrates the type of work sheet that might be re-
quired if inadequate records are found. Note the tie-in with insurance
expense.
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Illustration 21. Work sheet

In addition to satisfying himself as to the reasonable accuracy of the
balance of Prepaid Insurance and Insurance Expense, an auditor must
make a careful review of insurance coverage in general. It is not ex-
pected that an auditor will be an expert in the field of insurance, but it
is expected that he will have a reasonably comprehensive knowledge of
the common business risks that can be insured against and the types of
insurance available to protect the company under examination against
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for unexpired insurance.

such risks. For example, if a concern has an extensive sprinkler system
as protection against fire, an auditor should almost automatically con-
sider the possibility of insuring against damage to inventory and equip-
ment because of sprinkler leakage. If a company entrusts cash and
securities to employees, as it must, in most cases, the importance of
bonding such employees should be evident.

In reviewing insurance coverage an auditor must not only consider the
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nature and number of risks to be provided for; he must also give some
thought to the amount of insurance needed in each case. Fire is a defi-
nite threat to a building and, of course, some insurance is required.
The auditor must satisfy himself not only that some fire insurance is
carried but that the amount is adequate in view of the circumstances.
This requires that he give attention not only to book values but also to
current real values. Insurance companies permit recovery, if appropriate
amounts of insurance are carried, to the extent of the actual value of the
property lost. In a period of increasing production costs or of price
level change, book values based on cost may bear very little relation to
the sound value of the property. It is generally a good policy to begin
with the book value of the assets as a starting point, but an auditor must
certainly give consideration to other factors as well in determining the
adequacy of insurance coverage.

Again it should be noted that the auditor is not responsible for stating
exactly how much insurance should be carried. That is a problem for
the management of the enterprise in consultation with its insurance agent
or broker. The auditor’s responsibility is only to make a reasonable
review of the coverage, and, if it appears to him in any way inadequate,
he should then recommend to the company management that immediate
consideration be given to the problem. It is generally wise to put such
recommendations in writing so that the auditor has a copy for his files
in case of later question or difficulty.

DEPOSITS AND ADVANCES

Included among the assets of many companies are advance deposits
with airlines, good faith deposits on contract bids, amounts paid in ad-
vance to special contractors or suppliers, advances to affiliated or asso-
ciated companies, and the like. Often the verification procedure most
applicable for such assets is that of confirmation. However, it is usually
a sound procedure to refer to any documentary evidence available for
any transactions taking place during the period under examination in
order that the real nature of the transaction and of the resulting balance
sheet item may be determined. A shortage could perhaps be covered
by showing an account receivable from or a deposit with some company
at an incorrect address. A confirmation sent to that address could be
received by the party guilty of the shortage and returned by him ap-
parently in good order. Examination of the canceled check or of vouch-
ers for the original disbursement might indicate that this was an advance
to an individual rather than to an associated company.
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In requesting confirmation of balances, care should be exercised to
confirm not only the original amount advanced but the amount standing
to the credit of the company on the audit date.

Throughout the verification of asset account balances, consideration
should be given to their classification for balance sheet purposes. Suffi-
cient information should be collected during the verification procedure to
permit accurate description and classification in any financial statements
to be prepared.
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PROBLEMS—CHAPTER 12

Problem 12-1. Outline the audit procedure in connection with capital
expenditures and retirements of a fair-sized industrial concern that are con-
trolled by a system of “authorizations.” (AIA)

Problem 12-2. From the following transcript of “Insurance Account” and
“note” covering unrecorded liability prepare (a) a columnar analysis show-
ing proper distribution of debits and credits. Prepare therefrom (b) the
entries that will adjust surplus, profit and loss, and other December 31, 1953,
balance sheet items involved.

Insurance Account
1952

Debits  Credits

July 2 Premium on fire insurance policy (building)

covering period from August 1, 1952, to

July 31, 1954 $2,400
Aug. 15 Premium on fire insurance policy on stock

of goods, period from August 1, 1952, to

July 31, 1953 1,800
Sept. 1 Premiums on employees’ fidelity bonds,

period from August 1, 1952, to July 31,

1953 3,000
Oct. 25 Shortage of R. Jones to be reimbursed by
Fidelity Insurance Company 900

Dec. 1 Refund due to reduction in rate on fire in-
surance on building, period December 1,

1952, to July 31, 1953 $ 200
Dec. 31 Transfer to profit and loss to close out ac-
count 7,900

$8,100  $8,100
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1953

Feb. 8 Premium on liability insurance on trucks

and salesmen’s autos, August 1, 1952, to

July 31, 1953 $ 4,500
Mar. 31 Fire insurance on new building during con-

struction, March 31, 1953, to July 31,

1953 7,500
Apr. 5 Additional premium on fire insurance (new

building), due to increased valuation,

April 15, 1953, to July 31, 1953 250
Apr. 15 Payment by Fidelity Insurance Company,

reimbursement for loss, R. Jones, October

25, 1952 .
July 1 Premium on fire insurance policy (building)

August 1, 1953, to July 31, 1954, cover-

ing new building and increased valuation

of old building 1,500
Aug. 1 Premium on fire insurance policy on stock

of goods, period August 1, 1953, to July

31, 1954 1,400
Aug. 1 Premiums on employees’ fidelity bonds,

August 1, 1953, to July 31, 1954 3,000
Dec. 15 Defalcation of P. Smith to be reimbursed

by Fidelity Insurance Company in 1954 2,000
Dec. 31 Transfer to profit and loss to close out ac-

count 19,250

$ 900

$20,150 $20,150

Note. Premium on liability insurance on trucks and autos, period August
1, 1953, to July 31, 1954, amount $5,400, had not been paid or recorded.
(AIA)

Problem 12-3. Outline an audit procedure for the examination of in-
surance as reflected in the insurance accounts generally carried by a mer-
cantile company. (AIA)
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Problem 12-4. The following property control account is shown on the
books of the X Company:

Balance at December 31, 1953 (land) $586,000.00

Additions:

Feb. 28 Transfer from construction

work in progress, building

completed $100,000.00
Feb. 28 Removal of old building to

make room for a new struc-

ture 15,000.00
June 30 1952 taxes on real estate (val-

uations: land, $50,000;

buildings, $100,000. Rate,

$3.00 per $100) 4,500.00
July 31 legal and out-of-pocket ex-

penses re title search of

property not acquired 200.00
Oct. 31  Purchase of two machines, in-

cluding freight, $78.20, and

installation, $100 1,078.20
Oct. 31  Cost of removing used ma-

chines replaced by above

purchase 45.00

Nov. 30 Cost of removing the two
machines to third floor to
effect more economical

operations 71.80 120,895.00
$706,895.00

Credits:
Mar. 31  Sale of old building materials 200.00
Balance at December 31, 1954 $706,695.00

Prepare an analysis of the account in good form including such adjusting
entries as you consider necessary. (AIA)

Problem 12-5. What audit procedures are required with respect to:
(1) additions to property accounts of a manufacturing company during the
year under review. The additions to be considered comprise property ad-
ditions (a) constructed by a company using construction work order records,
(b) acquired by direct purchase from outside vendors, and (c¢) acquired
through consolidations, etc. (2) Retirements of property by a manufactur-
ing company during the year under review. State in your answer sources
from which you would expect to obtain needed information. (AIA)
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Problem 12-6. For what purposes and in what manner does an auditor
study depreciation accounts? (AIA)

Problem 12-7. Write a general outline of procedures to be followed in
examining a patents account. (AIA)

Problem 12-8. Below will be found a copy of a section of the Equipment
Account of the Perfection Printing Company. It has been written up by a
clerk known to you to be not only inaccurate but also deficient as to account-
ing theory and practice.

You are asked to scrutinize the entries for the six-month period prior to
June 30. You should: (a) prepare adjusting journal entries and make sug-
gestions for whatever other corrections may be required; () state the cor-
rected balance of the equipment account at June 30, 1954, assuming the
balance at January 1 to have been correct; (¢) organize your solution in an
acceptable work sheet.

Notes:

(a) Your clients have been engaged in war work and have already taken
certain steps toward reconversion, to meet the cost of which they have
accumulated a substantial reserve.

(b) Entry of February 10: Monotype machine cost $4,000; depreciation
accrued to date of sale, $3,000.

(¢) Entry of March 3: Cost of this motor, $90; depreciation accrued to
date of sale, $45; an amount of $15 for which this piece of equipment was
sold on March 3 was credited (direct from cash book) to Other Income.

(d) Entry of April 2: Purchase will enable the company to print in a new
style of type.

(e) Entry of May 17: Cost of the shelving was $160 against which de-
preciation of $40 had been accrued to date of sale. Sold for $15 cash.

(f) Entry of June 8: Cost of the old shop lights was $400; depreciation
accumulated to date of sale, $220; sold for $65 cash out of which $13 com-
mission was paid.

(g) Entry of June 15: According to the engineer’s bill, the $1,000 charge
covered a survey and preparation of a report on proposed new shop layout
occasioned by the discontinuance of war work and return to production of
civilian merchandise.

(h) Entry of June 30: The amount of $3,600 is an estimate of the loss
of profit occasioned by closing during the period covered by the engineering
survey above referred to. Corresponding credit was made direct to Profit
and Loss account.



270

Feb.

Mar.

April

June

OTHER ASSETS AND RELATED TRANSACTIONS

PERFECTION PRINTING COMPANY, INC.

EQUIPMENT ACCOUNT

Balance forward

Kelly press #K-10

Kelly press #K-10—freight

Kelly press #K-10—installation

Sale of monotype machine

Second-hand, high-speed cutter

Depreciation on monotype sold
Feb. 10

Reversal of Feb. 19 entry

Betterments—hand feed press #3

Betterments—hand feed press #3

Loss on sale of 2-hp motor

Reversal of March 3 entry

Westinghouse 2%-hp motor

Sorter—repairs

Graphite lubricating service

New sets of O E type (brass)

Cases of black and green ink

Sundry equipment purchased at
auction

Agent’s commission on above
purchases

Agent’s expenses on above pur-
chases

Painting 3 old presses

Metal shelves for paper stock

Sale of lumber from old shelves

Profit and loss on sale of
equipment, loss on sale of old
shelves

Wiring for new shop lights

Fluorescent fixtures complete
with tubes

Sale of old shop lights

Commission on sale of old lights

Engineer’s fee (reconversion sur-
vey)

Estimated loss in production dur-
ing period of reconversion
survey

Reference

VR
CB
VR
CB
VR

J
J

CB

PC
PR
VR
CB

VR
VR
CB
CB

CB

12
96
25
98
30

75
76
39
67
78
78
74
105
46
46
47

113
114
49
90

52
130

81
56
57
134
135

141

84

Debit

$738,900
2,500
130

200

1,350

100
30
115
60
85
370
150
900
90
10

12
340

160
500
13

1,000

3,600

Credit

$1,300

30

15

105

65

$753,650

$1,500
(AIA)
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Problem 12-9. Your client ships goods in valuable containers. Con-
tainers are billed to customers and charged to their accounts at approxi-
mately 200% of cost price at the time the product is billed. They are,
however, shown separately on the invoice, and allowance of the amount
billed is made if they are returned within three months. Describe the pur-
poses of the various steps an auditor should take in connection with the
containers and the accounts affected thereby. (AIA)

Problem 12-10. During your audit of the Burney Corporation, which was
organized in June 1954, you came across the following account in the gen-
eral ledger at the date of the audit, December 31, 1954

Fixed Properties

Date Item Debits

June 8 Organization fees paid to the state $ 1,500

16  Bond discount 2,400

16  Land site and old existing building 240,000

30 Corporate organization costs 3,000

July 2 Title clearance fees 2,800

Aug. 28 Cost of razing old existing building 4,200

Sept. 1  Salaries of Burney Corporation executives 9,700
Dec. 12 Stock bonus to corporate promoters; par value per

share, $10; 2,000 shares 20,000

15 Bond interest, six months 1,500

15 County real estate tax 2,200

15 Cost of the new building completed 555,000

In addition, during the course of this audit, the analysis of the foregoing
account and of other accounts disclosed the following information:

(a) The building acquired June 16 was valued at $40,000.

(b) The company paid $4,200 for the demolition of the old existing build-
ing, then sold the scrap for $200, and credited the proceeds to miscellaneous
income.

(c) The company executives did not participate in the construction of
the new building.

(d) Bonds of a par value of $100,000, life 10 years, were sold to an
underwriting syndicate at 97.6.

(e) The county real estate tax was for the six months ended December 31,
1954, and was assessed by the county on land.

Prepare adjusting entries to correct the fixed property account. Each
journal entry should include an explanation. Also prepare a work sheet in
good form including an analysis of the account per books, your adjustments,
and the adjusted balance. (ATA)

Problem 12-11. List and give briefly the purpose of all audit procedures
which might reasonably be taken by an auditor to determine that all fixed
asset retirements have been recorded on the books. (AIA)
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Problem 12-12. A manufacturing company whose records you are audit-
ing has $1,000,000 of buildings and $3,000,000 of machinery on its books.
During the, year you are covering in your audit, additions amounted to
$100,000 for buildings and $500,000 for machinery. All additions were
made through construction work orders controlled by a Construction Work
in Progress account, which had a balance of $20,000 at the close of last
year and $55,000 at the close of this year. Some of the additions were
purchased, and a number were constructed by the company. You are to
state in detail the audit procedure you would follow in verification of the
fixed asset additions during the year. You may assume that your firm has
made the audit for the prior year. (ATA)



Chapter 13
EXAMINATION OF LIABILITIES

Applicable Audit Techniques. It should be apparent that liabilities
and ownership interests in a business are not of the type that lend them-
selves to verification by physical examination and count. Reliance on
other techniques is therefore necessary. Confirmation is frequently use-
ful, particularly if a single or a few large amounts are in question.
Reference to original documents is often helpful, and in this connection
it may be mentioned that a considerable variety of documents is in-
cluded. Contracts, royalty agreements, minutes of board of directors’
and stockholders’ meetings, tax returns, invoices, and others may all be
of interest.

Recomputation and retracing bookkeeping procedures of course are
useful to some extent in almost every phase of an examination. In the
verification of liabilities and net worth balances, however, they are used
much less extensively than in the verification of asset accounts. Scan-
ning, on the other hand, is a technique of great usefulness in the exami-
nation of liability and net worth data. The propriety of the accounting
treatment and of the classification and description of given items is best
determined by careful scrutiny of the entries. Dates, periods of time,
and peculiar terms of an agreement or contract must be observed care-
fully. Scanning and examination of appropriate documentary evidence
are probably the two techniques of widest application in this phase of
the examination. Inquiry, the examination of subsidiary records, and
correlation with related information are also useful but tend to assume
a minor role.

PURCHASE TRANSACTIONS AND ACCOUNTS PAYABLE

The relationship of purchase transactions to accounts payable is direct
and apparent. Most accounts payable arise out of purchase transactions
and to some extent the propriety of the purchase indicates the propriety
of the liability. For this reason they should be viewed as a single prob-
lem both from the standpoint of reviewing the internal control and of
preparing and completing a verification program.

273
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The methods of accounting or bookkeeping for accounts payable vary
greatly from one concern to another, and this has its effect on the veri-
fication procedures applicable to this problem. For example, under
some systems a ledger account is maintained for each supplier and the
total transactions with that creditor together with the balance owing at
any one time can readily be determined. Under other systems, such as
the voucher system, there may be no ledger accounts and no summary
of all transactions with each customer. The balance owing at one time
may consist of several different vouchers filed at different points in the
unpaid voucher file because of different dates for payment. Variations
of this kind must be taken into consideration in planning the work to be
done in as much as some tests are well-nigh impossible under certain
systems of accounts payable bookkeeping. These will be indicated as
the discussion of specific steps is undertaken.

Purpose of Accounts Payable Verification. In his examination of
the accounts payable, an auditor is concerned chiefly with ascertaining
whether all liabilities are recorded and whether they are properly de-
scribed. A company eager to “improve” its apparent financial position
could do so either by overstating current assets or by understating cur-
rent liabilities. Thus an auditor must be alert to any tendency either to
omit accounts payable from the statements and accounts or to describe
them improperly as noncurrent items if they actually belong in the cur-
rent liability category.

There is always the possibility of overstatement of accounts payable
also, but this is relatively unlikely compared with the possibilitics for
understatement.

The interrelation of inventory and accounts payable should be fully
understood in regard to the general problem of understating liabilities
and overstating assets. If goods have been received and included in
the inventory as of the year end, but the invoice has not been entered in
the purchases book or voucher register by the same date, the current
assets have been increased by the cost of the merchandise without a
corresponding increase in accounts payable. The profits for the period
will likewise be overstated by the same amount. On the other hand, if
the invoice has been recorded before the year end but the merchandise
was not yet received and therefore was omitted from inventory, the
current assets are understated with respect to the current liabilities, and
the net income for the year likewise will be less than it should be.

Careful attention must therefore be given to purchase transactions
close to the end of the accounting period to determine whether the
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inventory and accounts payable entries have been correlated as they
should be. A similar problem exists with respect to invoices received
for such expenses as utility bills, repair items, and other expenses of that
nature. It is not uncommon for invoices for such items to be received
some time after the company has received the benefit of the service.
Care must therefore be taken to insure that such liabilities for services
already received are included within the accounts payable at the balance
sheet date.

Essentials of Verification Procedure. To assure himself that all
liabilities have been entered and are described appropriately in the ac-
counts and statements, the following steps should be followed by an
auditor:

1. Obtain a detailed list of the accounts payable, compare with the
subsidiary record, foot, and agree with control account.

2. Foot and balance control account.

A. Investigate any unusual entries.

Confirm balances of the most active accounts.

4. Compare statements received from creditors with detail account
balances.

. Make search for unrecorded liabilities and out-of-period items.

Investigate purchase cut-off.

7. Verify purchase transactions for a test period.

A. Examine documentary evidence (approved invoice, receiving
report, purchase order if available) for all entries in purchases
book or voucher register.

B. Foot and cross foot purchases book or voucher register.

C. Trace postings from purchases record to general ledger.

8. Foot and balance purchases account.

A. Investigate any unusual entries.

9. Obtain a representation letter with respect to liabilities.

W

S L

Obtain a Detailed List of Accounts Payable. The balance of the
accounts payable account at the verification date may consist of a trial
balance of the subsidiary accounts payable ledger, if one is kept, or
may be a list of unpaid vouchers or invoices. In either case, it is neces-
sary that the auditor convince himself of the accuracy of the list and of
its agreement with the controlling account balance. This is a reasonably
simple procedure if a subsidiary ledger is maintained. If the subsidiary
record consists of open vouchers or invoices, some difficulty may be
experienced.
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In examining the file of unpaid vouchers or invoices it is frequently
found that they are filed in a chronological order by date of payment.
The list of items making up the balance of the Accounts Payable account,
however, may be in some other order. This requires that care be taken
to insure that not only are all items in the list represented by legitimate
invoices but also that all invoices have been listed. This latter require-
ment may be met by placing a small tick mark on each invoice as it is
examined and then, after all items on the list have been accounted for,
running through the file for any unmarked invoices not included on the
list.

It is also important that original documents be examined. It is not
enough that an auditor examine the voucher prepared by the company
under examination; he must see the creditor’s invoice on which the
voucher is based. This is necessary if he is to make certain that the
proper amount has been recorded, that the invoice itself is a legitimate
purchase for this company, and that the account charged for the expense
or purchase is appropriate. It should be accepted by this time that
whenever an original document prepared by outsiders is available as
evidence in support of a transaction it should be used in preference to
any prepared by employecs of the company under examination.

It should also be accepted that in reviewing the invoices supporting
the list of accounts payable the opportunity thus presented for reviewing
the general propriety of the purchases procedure as well as of the pro-
priety of the transactions themselves should be taken. That means that
required approvals on the invoices indicating the completion of tests of
footings, prices, and extensions, comparison with the purchase order
and receiving report, and the like should be reviewed as well.

Foot and Balance Control Account. To avoid understatement of
accounts payable by the simple expedient of underfooting the general
ledger account, the account must be footed and balanced, and, of course,
any unusual entries should be investigated. Credits should come from
the purchases record and debits from the cash disbursements book. Any
other entries should be traced back to their source, appropriate docu-
ments examined, and approval for the transaction noted.

Confirm Balances of Most Active Accounts. There is some difference
of opinion among accountants as to the desirability of confirming the
balances of accounts payable. This follows not from any doubt as to
the validity of the evidence provided by the confirmation technique but
rather from the difficulty of applying the procedure on the one hand
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and the reliability of other procedures, such as the search for unrecorded
liabilities, on the other.

Unless a concern has a subsidiary ledger system for accounts payable,
it is extremely difficult to agree the amount confirmed by the creditor
with the company’s record of the total amount owed to that creditor.
Assume, for example, a voucher or unpaid invoice system with the items
in the unpaid file in order by date of payment. This means that invoices
payable to a certain creditor might bc scattered anywhere throughout
that file depending on when they are to be paid. To compile the total
of the amount owed to the supplier in question, it would be necessary
to review every invoice in the file, and then to agree that total with the
amount shown on the confirmation. If there is a difference, recourse
must be had to the paid voucher file for any paid invoices which might
account for the difference. This is a long and tedious task and therefore
limits scriously the amount of such confirming that can be undertaken.

Even with this practical objection to the confirmation procedure it is
a sound method of verifying accounts payable and should be applied in
some small measure if at all practicable.

In selecting accounts to be confirmed it is not always wise to take
the largest balances as these are the ones least likely to be understated.
A better procedure is to scan the purchases record for the suppliers with
whom the greatest amount of business is done, and to request from them
the balance which their records show to be receivable from the concern
under examination as of the verification date.

Examination of Statements Received from Creditors. If the com-
pany receives statements from its creditors, these may be used in lieu of
confirmations to prove the balances of accounts payable accounts. There
is an advantage in using such statements in that frequently the component
parts of the amount owed, invoice by invoice, are indicated on the state-
ment, a fact that makes checking out of the balance much simpler. On
the other hand, there is a decided weakness from the verification stand-
point in that such creditors’ statements must be obtained from the com-
pany, and any statements the company did not want the auditor to sec
could easily be suppressed. Therefore creditors’ statements should never
be relied on completely, but rather should be used to supplement the
confirmation procedure.

It should be apparent that the objections to the confirmation procedure
for accounts payable apply to a considerable extent to the use of credi-
tors’ statements as well.
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Search for Unrecorded Liabilities. If care is taken in its timing and
performance, a search for unrecorded liabilities and for out-of-period
items can be extremely effective in discovering any attempts to under-
state accounts payable to trade creditors. It is based on two points
which must be fully understood if the usefulness of the test is to be
comprehended.

First is the fact that much of the audit work is done a considerable
time after the end of the period under examination. For example, an
examination of the accounting data for the year ended December 31
could not be completed until the company’s accounting department had
footed and posted all books of original entry, prepared a trial balance,
worked out the adjusting entries, balanced subsidiary ledgers with the
control accounts, and in general completed its accounting work for the
year. This may take some weeks after the end of the year. In addition,
the audit work itself will take an additional period, so it is not unusual
for an audit for a year ended December 31 to be completed no earlier
than the middle of the following February. This gives an auditor the
benefit of a considerable amount of hindsight. He can evaluate condi-
tions as they appeared on December 31 in the light of events subsequent
to that date.

The second point is that, to maintain a satisfactory credit rating, a
matter vital to most companies, invoices from creditors must be paid, if
not within the discount period, at least within thirty days in most cases.
Some industries allow as much as sixty days before assessing a penalty,
but in most cases thirty days is the limit. This means that, for purchases
made before the close of the period under examination, payment is
generally required before the auditor completes his work of verification.
If invoices are omitted from the accounts payable at December 31 either
inadvertently or in order to understate the liabilities on that date, they
will very likely be paid before the auditor completes his work. There-
fore, if he knows where to search for such items he is very likely to dis-
cover them.

In looking for unrecorded items, what to look for is at least as im-
portant as where to look. The auditor is interested in any invoice or
bill of any kind which should have been regarded as an account payable
at the verification date. As he finds such items they should be listed and
further investigated as to materiality, effect on other accounts such as
inventory or expenses, and as to date of actual entry. The controlling
information may be the invoice date and terms, the date of an attached
or related receiving report, or the period covered by the bill if it is not
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a merchandise purchase. To all of these, an auditor must give attention
before passing any specific invoice. Thus a purchase invoice with terms
of F.O.B. shipping point dated before the year end, an invoice dated
F.O.B. destination with a receiving report indicating that the goods were
received before the balance sheet date, and a utility bill for a portion of
the year under examination, all require investigation. When question-
able invoices are found, they should be carefully traced into the list of
accounts payable items to make sure that they have not already been
included before adjustment is recommended. If not included in the list
of payables at the year end, an adjustment is required.

In searching for such unrecorded liabilities, it is important that atten-
tion be given to the timing of the work as well as to all points at which
evidence might be uncovered. The search should be made as late in
the audit work as possible in order that an adequate period between the
balance sheet date and the search may have expired. The longer this
period, the more chance there is that any unrecorded items will have
been paid or entered or both. The following should be reviewed care-
fully:

1. Unpaid invoice file at date of search.
It is possible that invoices out for approval or for investigation
were inadvertently omitted from the list and will have been re-
turned for payment. These may well appear at this later date in
the unpaid file awaiting payment.

2. Paid invoice or voucher file.
If the invoice has since been paid, it most likely will be filed along
with other invoices either in a numerical file or under the name of
the creditor. In either case the paid voucher file must be searched
carefully for items paid since the balance sheet date which were
liabilities on that date but which were omitted from the list of
accounts payable.

3. Purchases book for the following month.
Any major purchases recorded in the month following the verifica-
tion date should be investigated to ascertain whether they were
actually made before the audit date. Not all items should be
investigated, of course, but those of material amount should be
examined.

4. Cash disbursements record for the following month.
In the same manner any large cash disbursements may represent
the liquidation of liabilities existent but not of record on the
balance sheet date. These should be investigated sufficiently to
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assure the auditor either that they were included in the balance
or should not have been so included.

5. Open purchase orders.
Inquiry should be made as to any purchase orders dated prior to
the verification date and still open. These may have been filled
but, through error, never recorded properly. Correspondence with
the supplier should be requested for examination, and, if necessary,

A /
(e riernt Comopocan
Abanecer of Pounchave. cced)

R L2 /sy W7Z 1/7/45

. , -l‘*mza:/
Py 2 ; P Bate
- - |
e Sterleced) e Z% '
i v s G G
ovars eil ";L&/ Furle FI200 12/r3/5y
and & Kewr iateniats Y9760 s2/25/5v
néZé ProaeccZss ioazﬁ? deppalieas 22700, /z//z.r/sr
Zeorer Enf 2 Fac pgplise Y0650, 12)21 /5y
zd&" /8202 12/23/sy
Rolla’ 11560 12/26/58
ﬂ(/%} Ko nalitcals 89650 12/29/s¢
e ot Hodive  Fante 20095 12/3,/6%
2%:21/ fm&u e nalrcad 17370 1/3/s5
v PP0rre. Hawr maltrealte Y2927 s2/3,/5y
Wu 2red d, P malircale TIR65 12/28/5¥
Fuarta " R/ecr ify/fss
Kawr malercal 2I750 12/39/5Y
/%/Z % FParlas /240 s2/25/s5y
efrncto bl # (;Zf/, Lorle v eew 17680 1)3)s5
Kaer palbreale 16288 12/27/5¥
//1 ,,{}71 /’Z%a/m Koo malencale |, 33140, 12/30/5y
Slovina 2 4/9/{?94 Farta 350 1/3/ss
oftber /Vz/! - Wy«/ Y1222 rafar)sy
/’gqp/nu// Pl 109/2° 1/9/55
Aok f/jz«»z{«zf FParts 21750 1)3/55
ﬁ//z lv & Fernles Y6590, 12/31/5y
Hhe: (ol 2 [m; (2 FPate: EZEVIVE Y
e radiord: Pyoe Z«J Lot vdiew 3/687 1/9fss
Tnllon Delal Foodectss Fanito . Aogss, 12/30 /5w
y{«mé/ M Pl L 77680, 1)d)ss
K malescale 21295 1/é/55
/}m/d WW,&/ ' Fdes 7698 1f5/5T
,;(mz/ bitter) HLL 9237, 1)yfss

R crvvoeced entored s2/29/5¢ Mm% //7/15 on. Lpiceat Yoo 00
MaW wrrecorded Lahlldiews Gnd M 2beve.’

n%mm 12/ fy - zzA/ Hoand gounted. and
UaWWNW¢%@mMMW Mém; ‘

1

Illustration 22. Work sheet for review of
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inquiry should be made of the receiving department and exami-
nation of receiving reports undertaken.

Purchase Cut-Off. As discussed in connection with the verification
of inventory, purchase transactions for a few days on each side of the
inventory date must be carefully reviewed with respect to time of title
passing, inclusion in inventory, and date of entry in purchases book.
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This is important from the standpoint of accounts payable as well as
from that of inventory. If the inventory is taken at the close of the fiscal
period under examination, one test for both purposes may be sufficient.
If the inventory is taken at some previous date, it may be necessary to
repeat the test at the end of the examination period to discover any
errors in recording purchase transactions at that time.

A work sheet indicating how the information for such a test may be
organized is presented in Illustration 22.

Test of Purchase Transactions. The examination of documents sup-~
porting entries in the purchases record or voucher register, footing and
cross footing of that record, and tracing posting to the general ledger
require little explanation. Before commencing such work the internal
control should be carefully reviewed both to discover any apparent weak-
ness and in order that during the examination of the documents attention
can be given to required approvals.

Most companies provide for the “matching” of related invoices, re-
ceiving reports, and purchase orders. In addition, the prices, extensions,
and footings of every invoice are generally proved before the invoice is
approved for payment. The practice of the specific company under
examination should be carefully ascertained and then kept in mind
throughout this part of the verification work. Any failure on the part
of company employees to follow instructions in this respect should be
noted and reported.

Once transactions for a test period have been verified and traced into
the ledger, the purchases account has been given at least a test verifica-
tion. It should then be footed and the balance proved. Any unusual
entries, that is, not coming from the columnar purchases record, should
be investigated and any credits to the account likewise should be traced
back to original transactions for propriety.

As mentioned previously, the balances of the Sales and Purchases
accounts are generally the two largest in the ledger. Anyone desiring
to “bury” a transaction or an amount for any reason at all might charge
or credit it to one of these two accounts. It is usually unnecessary and
impracticable to review every purchase or sales transaction. If, how-
ever, the entries in the purchase record are carefully examined for a
test month or more, and if it is then found that all transactions recorded
in the Purchases account come from that record, one is reasonably
secure in assuming that only legitimate purchase transactions have been
recorded in the account. If, on the other hand, there are debits and

.credits from other sources such as general journal entries, they must
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Williams & Roberts, C.P.A.'s
Bankers Trust Building
Chicago, Illinois

Gentlemen:

In connection with your cxamination of the
financial statements and accounts of Grand Manu-
facturing Company as of the close of business
December 31, 1954, and to the best of my knowl-
edge and belief, provision has been made on the
books as at that date for all direct liabilities
of the company.

The company was not liable at that date as
an endorser or guarantor on any accommodation
paper, contract, or agreemeut of any kind, and
had not pledged any of its assets except as fol-
lows:

The company then had no outstanding con-
tracts of a speculative naturc for materials or
other items, had no damage or law sults pending
against it, and was not otherwise contingently
liable on account of discounted notes, accepl-
ances, or other forms of obligation except as
follows:

The company has no unfilled contracts for
the purchase of materials or sales of products
to be liquidated at specific prices differing
from current market priceg except as follows:

Very truly yours

Illustration 23. Liability representation letter.
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be investigated for propriety as well as to determine if the nature of the
transactions justify entry in the purchases account.

Accounts Payable Representation Letter. Serious consideration of
the verification problem involved in accounts payable should reveal that
an auditor can never be as certain of the accuracy of the balance of
Accounts Payable as he can be of Cash, Investments, and certain other
accounts. One of the chief reasons for his doubt on this important ac-
count is the possibility that the management, inadvertently or intention-
ally, may omit liabilities from the financial statements and accounts.
For this reason it is customary for an auditor to request management
to supply him with a statement to the effect that all known liabilities
have been recorded and that no transactions have been omitted from
the books of account.

This representation in no way relieves the auditor of responsibility for
applying adequate verification procedures. It is, however, evidence that
he has taken the precaution of asking management important questions
which should be asked and that management gave a considered answer
to the questions. A representation of this kind also has the advantage
of serving as a reminder to management and is more effective in this
respect than would be an oral inquiry.

NOTES PAYABLE

An auditor must ascertain whether the liability for notes payable as
stated in the financial statements and accounts is correct, and further,
whether there are any unrccorded notes payable. To do this it is gen-
erally necessary to:

1. Prepare a list of all notes payable, foot, and agree the total with
the balance of the controlling account.

2. Confirm the details of notes payable with the holders thereof.

3. Compute accrued interest and tie in with the interest expense for
the period.

4. Trace the proceeds of notes issued to determine that the company
received the benefit thereof.

5. Examine canceled checks or other evidence for payments made
during the period.

There is nothing particularly new about any of the procedures sug-
gested here for notes payable; most of them have been applied to other
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data and therefore have been explained. It should be observed by ref-
erence to Illustration 24 that all this information can be included in one
work sheet arrangement, and that if organized properly it provides a veri-
fication of all note transactions during the period under examination.

The importance of agreeing the interest expense with accrued interest
and with the note transactions is particularly important in that a failure
to account for all interest expense recorded by the company may indicate
the existence of unrecorded notes on which interest has been paid.

The possible existence of unrecorded notes payable is a matter on
which the auditor can never be completely satisfied and yet one on which
the procedures outlined in this section, supplemented by the confirma-
tion of bank balances and a search for unrecorded liabilities, should give
him reasonable assurance. In confirming bank balances it is common
practice to send confirmations to all banks with which the company is
known to have done any business at all during the period, and to request
the bank to give, in addition to the balances of all accounts, full infor-
mation on notes, endorsements, and contingent liabilities. (See bank
confirmation, Illustration 10.) Unless an account is established at the
time of the loan, it is generally somewhat difficult to borrow from a bank
with which a company has never had any previous business. Thus this
bank confirmation procedure goes a long way toward discovering any
unrecorded notes payable to banks.

Notes payable to trade creditors generally follow from a purchase and
accounts payable transaction, so there is little opportunity or likelihood
that such transactions will go unrecorded. Therefore, unless special cir-
cumstances indicate a need, there is little reason for special attention to
this possibility.

The search for unrecorded liabilities should be extended by the one
applying it to a consideration of payments of any liabilities and in this
way may serve to discover liabilities paid since the balance sheet date
but not of record on that date.

OTHER LIABILITIES

A variety of other liabilities may be found in existence for any com-
pany. Some of them are the type that an auditor expects to find in al-
most any case, and others appear only in certain instances. An auditor
familiar with business soon comes to know which liabilities can be ex-
pected in most cases and what indications are that more unusual ones
exist. For example, he should realize that any company is likely to have
accrued wages and accrued social security taxes, and that a company
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Ilustration 24. Work sheet
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No rules can be given to enable an
auditor to know as a matter of course all liabilities for any given com-

pany; it is more a matter of knowledge of business operations coupled

with an alertness to the facts of the situation.
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for notes payable.

Accrued Liabilities.

If no accrual has been recorded for such com-

mon items as accrued wages and salaries, taxes, and commissions, the
auditor should inquire as to the reason for their omission and should
satisfy himself that no significant error has been made in not recording
them. If they have been recorded, he should make such tests as seem
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appropriate and in every case where it is at all possible should relate
the amount of the accrual to the expense for the year.

For accrued wages it is generally possible to work out at least a rough
test by taking a proportionate amount of the first payroll after the end
of the year. If, for example, the regular pay period was for two weeks
consisting of five work days each and the last day of the year fell four
days after the end of the last previous pay period, the accrued wages
should be approximately four-tenths of the next payroll. If the company
has computed the actual accrual from the payroll records, such calcula-
tions can be reviewed briefly and then tested roughly as described. If
no accrual has been made at all, an estimate based on such a computa-
tion is generally accurate enough for all practical purposes.

A review of the minutes of the board of directors’ meetings will indi-
cate the declaration of dividends and the dates on which they become
a liability of the company. Recomputation based on the amount of
outstanding stock is generally sufficient to test the liability as recorded
by the company.

Accrued commissions can sometimes be verified by confirmation, but
this is seldom practical as salesmen and employees rarely have accurate
records of the amounts owed to them as of a given date unless they can
first check on the status of various partially completed transactions.
However, the company must have some sort of salesmen’s commission
record from which it normally computes commission payments. After
study of the commission agreement an auditor can generally work out
from this record what the commissions earned but unpaid at the verifi-
cation date should be.

Some accrued taxes may be related to a variable such as income or
wages and therefore must be computed in view of what the base figure
is and the provisions of the applicable law. For example, the federal
old age benefits tax is based upon wages paid to individuals up to a
fixed amount in any one year. The amount accrued at the verification
date must be computed based on wages paid and the tax rate in effect.
Federal income taxes are a far more difficult problem, yet are of the
same basic nature. The applicable tax rate must be applied to the tax-
able income. An auditor must consider it part of his duties to be
acquainted with the provisions of applicable tax laws so that he can
recompute tax accruals and judge the company’s provision accordingly.

Other taxes are not computed by the taxpayer but are assessed by
the taxing authority. Real and personal property taxes are examples of
this type. If a tax bill has been received by the company, the appro-
priate accrual can readily be determined by reference to the tax bill.
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Frequently, however, the tax bill for the current year has not yet arrived
at the time of the audit and the auditor must either calculate the accrual
or evaluate the company’s provision on some other basis. If the current
year’s tax bill is not available, the bill for the preceding year probably
provides as sound a basis as can be found for estimating what the cur-
rent year’s tax will be. Hence, it is customary to call for the tax bill
for the preceding year, and, after taking into consideration any important
additions to or reductions from the tax base, to judge the accrual re-
quired. For example, if the real property tax bill for 1953 was $4,500
and no important changes in the fixed asset accounts had taken place
during the year, it is a fair assumption that the tax bill for 1954 will run
about the same or perhaps slightly higher.

Incidentally, the tax bill for the preceding year should also be exam-
ined to discover whether it has been stamped as paid by the authorized
collector and the company thereby relieved of liability for it as well as
to discover whether the company is listed on the tax rolls as owner of
the property it claims.

In some localities it is accepted practice to render tax bills consider-
ably in excess of the amount finally settled between the taxpayer and the
taxing authority. In such cases the tax bill itself is very little indication
of what the liability actually is. Correspondence with the company’s
attorneys or tax counsel may give a more accurate indication of what
the accrual should be.

Long-Term Debt. Long-term debt is seldom a difficult verification
problem. The possibilities of concealment are remote, and, once the
auditor has knowledge of the existence of the debt, it is a comparatively
easy matter to refer to copies of the debt agreement for such details as
are necessary to prove the company’s accounting.

In every case, terms of the mortgage agreement or bond indenture
should be carefully studied to ascertain its accounting provisions and
requirements. If these are of interest to those who read the financial
statements, it is important that they be disclosed fully by footnote or
otherwise. Where a sinking fund or a sinking fund reserve is required,
the auditor should assure himself that the provision is being made as
required or, if it is not, he should so state in his report.

The confirmation procedure should be used to verify the amounts of
every material obligation possible; it is particularly adapted to proving
the amount of a mortgage payable and of a bond issue handled by a
trustee, transfer agent, or registrar.
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A bond issue presents a somewhat different problem from a mort-
gage because of the possibility of unissued bonds which if issued be-
come a liability. If the unissued bonds are in the hands of the company,
a count is required to ascertain that all unissued bonds are on hand and
accounted for. If a bank or trust company serves as transfer agent and
issuing agent for the bonds, a confirmation may suffice not only for the
existence of unissued bonds but also for all pertinent details of the
obligation. Any treasury bonds, like unissued bonds, should be verified
by examination and count.

In every case accrued interest should be computed and tied in with
the interest expense for the period under examination. Interest pay-
ments not related to any liabilities recorded in the accounts are occasion-
ally discovered in this way and always require careful investigation.

Any increase in a long-term liability of course implies that cash was
received. Such transactions should be verified further by tracing the
increase in cash into appropriate accounts.

Contingent Liabilities. Ordinary alertness to the possibilities of con-
tingent liabilities in each business situation under examination is the first
step toward discovering any contingent liabilities requiring disclosure in
the financial statements. Requesting information with respect to guar-
antees and endorsements when bank balances are confirmed and when
a liability certificate is obtained from the company’s officers are addi-
tional steps. It is also a regular practice to correspond with the com-
pany’s attorneys and inquire as to the existence of any law suits or
matters of that type known to them. If an auditor has taken all these
steps he should discover all significant contingent liabilities unless there
is a deliberate effort by management to conceal them. At any rate he
has discharged his responsibility for their discovery.
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PROBLEMS—CHAPTER 13

Problem 13-1. Briefly outline at least twelve steps that should be taken
in the examination of the current liabilities of a mercantile or manufacturing
concern. (AIA)

Problem 13-2. Indicate the steps necessary to establish that the amount
of accounts payable-trade, reflected in the balance sheet, is correct in so far
as it relates to merchandise included in the balance sheet on the basis of a
physical inventory taken as at the date of the balance sheet. (AIA)

Problem 13-3. Write an audit program covering current liabilities_of a
medium-sized manufacturing concern.

Problem 13-4. When profit-sharing coupons, trading stamps, etc., are
issued by a company to its customers along with the sale of merchandise, a
liability to meet the cost of redeeming the obligations may be created. What
should the auditor do to satisfy himself that the provision carried on the
books of the concern under audit is adequate? (AIA)

Problem 13-5. Your client keeps accounts on an accrual basis and main-
tains an invoice register in which invoices are entered when they become
liabilities. What procedure would you follow in examining this register and
supporting records for a selected month in the year under review? (AIA)

Problem 13-6. OQutline for use in a balance sheet audit of a mercantile
organization a program for the verification of the balance of Trade Accounts
Payable when a subsidiary ledger is maintained for such accounts with a
control in the general ledger. (AIA)

Problem 13-7. The Bickers Company, for twenty years manufacturers
of “Washwell” washing machines, sells its product under a five-year guar-
antee against defective production. At December 31, 1954, its balance sheet
included among its current liabilities the item, “Reserve for Product Guar-
antees: $84,325.” This account has been credited with $5 for every machine
sold and debited with amounts paid dealers who have serviced machines
pursuant to the terms of the guarantee, and with other expenditures in-
curred in accordance with terms of the guarantee. The retail price of the
machine during the last five years has ranged from $150 to $250, but the
amount credited to the guarantee reserve has been on the same basis during
this period. The price to dealers allows them a margin of 40% of the retail
price, out of which they are to pay all installation costs and provide all
labor required to comply with the terms of the guarantee. Parts and
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materials used in carrying out guarantee terms are charged to Bickers at cost
to the dealer. If it is necessary to return the machine to the factory, the
Bickers Company pays transportation and all servicing costs. Such costs
are accumulated on a blanket work order for each month. The company
obtains, from each dealer claiming reimbursement for parts used, a detail
list of parts, the customers’ names, the serial number of the machines, and
a certification as to the work having been done. This is approved by the

company’s service manager.
Assuming that this is your first audit of the Bickers Company, prepare an
audit program for the verification of the “Reserve for Product Guarantees.”
(AIA)

Problem 13-8. (a) In auditing practice, confirmation of accounts pay-
able is less common than confirmation of accounts receivable. Give reasons
why this is so. (b) Prepare a confirmation request for notes payable.

(AIA)

Problem 13-9. Describe ten steps an auditor should take to satisfy him-
self that all his client’s liabilities, either actual or contingent, as of the date
of the balance sheet under examination are reflected in his accounts or other-
wise disclosed. (AIA)

Problem 13-10. The company whose records you are examining makes
no entry for vendors’ invoices received. They are reviewed by a member of
the accounting department and if correct are approved for payment. Upon
payment they arc recorded in the cash disbursements book, charging the
appropriate expense or asset account. At the end of each month a list of
unpaid invoices is prepared and recorded by adjusting cntry. What steps
would you take to assure yourself that the amount of accounts payable as
shown by the general ledger at the balance sheet date was correct?

Problem 13-11. Why is it important that an auditor analyze the interest
expense account in connection with his examination of liabilities?

Problem 13-12. Liability accounts may be directly related to expense
accounts much as asset accounts are related to specific expense accounts.
List several liability-expense account combinations, and describe briefly the
examination procedure you would follow in your verification of them.

Problem 13-13. The balance sheet of a company as at December 31,
1954, contains one item of long-term liabilities described as follows: “Bonds
Payable, due October 1, 1973: $92,000.” The relative account in the gen-
eral ledger shows the following:
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BoNDS PAYABLE—DUE OCTOBER 1, 1973

4/1/54 Cash $ 9,400
10/1/54 Cash 10,600
10/1/53 Cash 112,000

What should the auditor’s procedure be as to: (a) confirmations; (b)
books; (c) statements. (AIA)

Problem 13-14. In making an audit of a corporation that has a bond issue
outstanding, the trust indenture is reviewed, and a confirmation as to the
issue is obtained from the trustee. List eight matters of importance to the
auditor that might be found either in the indenture or in the confirmation
obtained from the trustee. Explain briefly the auditor’s interest in ecach
item. (AIA)

Problem 13-15. In connection with various steps, other than those con-
cerned directly with notes and mortgages payable in the usual annual audit,
the auditor’s verification work assists him in determining that all notes and
mortgages payable are properly recorded on the books of his client. List
eight of these procedures, stating the manner in which each procedure aids
in determining that notes and mortgages payable are correctly recorded.

(AIA)

Problem 13-16. For each of the following types of business enterprise,
list one or more liabilities peculiar to that kind of business. Indicate also
the records you would call for or the procedures you would use in verification
of such liabilities.

1. A used car dealer.

2. A book publishing company.

3 A manufacturer of the patented syrup for a line of nationally known
beverages.

4. A chain of moving-picture theaters.

5. A manufacturer of patented products made under licensing agreements.

Problem 13-17. List several contingent liabilities, and state how you would
determine the existence or nonexistence of each in an audit examination.






Chapter 14

NET WORTH ACCOUNTS AND TRANSACTIONS
AND VERIFICATION OF INCOME AND
EXPENSE ACCOUNTS

Net worth transactions present an entirely different problem of veri-
fication from that found in connection with sales or receivables, for
example. In one case there is a small number of relatively important
transactions; in the other there is a great number of relatively small
transactions. Also, there is generally more opportunity for question-
able or improper accounting in the analysis and recording of net worth
transactions.

These facts govern the verification procedures to be applied. Instead
of tests applied to samples of the total transactions for the year, it is
customary to give each transaction a certain amount of individual atten-
tion to ascertain its propriety and appropriate entry. This review of
individual transactions attempts to obtain satisfactory evidence that:

1. The transaction is authorized and in accordance with the applicable
regulations of the enterprise or controlling agencies.

2. The transaction is entered in accordance with generally accepted
accounting practice.

3. Any cash or other proceeds have been received by the company
and recorded properly.

Applicable Verification Techniques. In the examination of net
worth accounts and nominal accounts alike, the technique of first im-
portance is likely to be that of scanning. This follows from the fact that
errors in transaction analysis and entry are so easily made in this area
of accounting. Utilizing his knowledge of accounting, business prac-
tices, and the specific company under examination, the auditor carefully
scrutinizes these accounts for any apparent improprieties. When he dis-
covers an item or an entry that he has cause to question, he must employ
such other techniques as inquiry, examination of documentary evidence,

295
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or even confirmation. His approach, however, is most often through
scanning.

To a considerable extent income and expense accounts are verified
in connection with related asset or liability accounts. In such cases the
techniques applicable to the related asset and liability accounts are also
effective in verification of the nominal accounts. For nominal accounts
not directly related to real accounts, the techniques of most usefulness
are likely to be scanning, examination of documentary evidence, and
recomputation.

Authorization of Net Worth Transactions. In preparation for his
review and verification of net worth transactions, the auditor must obtain
and study carefully all documents and papers that may contain informa-
tion pertinent to this subject. Thus in a corporation he must obtain a
copy of the corporate charter, the by-laws, and minutes of the meetings
of the board of directors and of the shareholders. These should be read
carefully with the intention of discovering any provisions of importance
from the standpoint of accounting. Pertinent provisions should be ex-
cerpted and included in the audit work papers for later reference. These
provisions must then be kept in mind in studying the entries recorded
in the various capital and surplus accounts.

Assume, for example, that in reading the by-laws it was discovered
that earned surplus could be reserved or restricted only on action by the
board of directors. Any surplus reservations indicated in the accounts
then should be approved by the board of directors in one of their meet-
ings and the existence of such approval should be investigated by an
auditor. If approval is not found, the failure to follow the corporate
by-laws should be pointed out. Again it might be found in reading the
minutes of the board of directors’ meetings that a number of shares of
unissued or treasury stock had been earmarked for employees in a pro-
gram to give the employees a more direct interest in the company. In-
vestigation must then be made to determine whether the stock is actually
being held and issued only in accordance with the purposes as estab-
lished by the board of directors.

If the concern under examination is a partnership rather than a cor-
poration, attention must be given to the partnership agreement instead
of the corporate charter, but the same care must be taken to insure that
all provisions of the contract are met.

To provide a basis for reviewing the net worth transactions, it is well
to prepare a detailed account analysis of each account in the net worth
section, Then each entry in the account can be subjected to the search-
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ing review required. In studying entries in these accounts, reference
should be made to documents supporting the original transactions and
to the excerpts of pertinent accounting provisions of the charter, by-laws,
and minutes. The authority for entering into the transaction should be
given consideration as well as its propriety from the standpoint of the
purpose and intent of the corporate organization.

The provisions of state business corporation acts permit considerable
variation not only in the transactions into which corporations can enter
but also in respect to the way such transactions should be recorded.
An auditor must make certain, first of all, that no provision of the cor-
poration act to which the company is subject has been violated. This
may require obtaining a copy of the act and studying it, or may be done
in consultation with the company’s attorney. Then the auditor must
review the manner of recording each transaction with the requirements
of good accounting in mind. Does the entry as made adequately reflect
the facts of the actual transaction? Is it in accordance with the generally
accepted practice in that particular industry?

As has been pointed out before, an auditor must be a qualified ac-
countant. He is expected to know what generally accepted practice is
and in the face of a new situation is expected to prepare himself by study
and research for whatever dccisions he may be required to make. Thus
in facing an examination of a company with which he has had no pre-
vious experience, he must analyze its peculiarities and refer to accepted
authorities on any special problems. Throughout his work he is expected
to be alert to any evidence that the accounting is not satisfactory; this
he can do only if he himself is aware of the requirements of good
accounting.

In reviewing the entries in the net worth accounts and the trans-
actions that support them, he should also watch for situations or condi-
tions that will require additional explanatory comment in the financial
statements. Failure to disclose all pertinent facts is an error as serious
as any other, and should be carefully guarded against. Thus, if he
discovers that the treasury stock held by the company can be issued only
under a given set of conditions, it may be necessary to indicate this fact
as a footnote to the balance sheet and to explain the meaning and signifi-
cance of the conditions in question.

Balances of Net Worth Accounts. If the opening balances are re-
liable and if all transactions for the current period have been carefully
verified as to propriety, authorization, and entry, the resulting ending
balances of surplus and reserve accounts have been automatically verified
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and no special attention need be given them beyond that already de-
scribed. Capital stock accounts, including treasury stock, may, however,
require some additional work.

The balance of any capital stock account should be supported by a
stockholders’ ledger showing the number of shares held by each stock-
holder and a stock cértificate stub book which indicates to whom certifi-
cates have been issued and which certificates have been reacquired by
the company. Both these records should be examined in support of the
balance of the capital stock accounts. The shareholders’ ledger should
be totaled and reconciled to the total shares shown as outstanding. A
review should also be made of the open stubs in the stock certificate stub
book to determine whether all certificates issued have been entered in the
shareholders’ ledger and in the controlling account.

Some attention must be given to unissued certificates to insure that all
are present or can be accounted for. A missing certificate is a serious
matter as it may be filled in for any number of shares and validating
signatures forged. In the hands of an innocent third party it may con-
stitute a strong claim against the company. Hence the explanations
offered for missing certificates should be thoroughly investigated before
they are accepted.

The balance of any treasury stock accounts should be supported by
the reacquired certificates. These should be counted simultaneously
with cash and other securities as they may be used improperly to secure
funds in the same way as may other securities. Dividends on treasury
stock do not, of course, constitute income, and, if they are so recorded,
adjustment is required. An auditor should also make certain that any
dividends received on treasury stock have been deposited to the credit
of the company.

In a first audit, additional attention must be given to the net worth
accounts just as it is given to the fixed asset accounts. In order that the
opening balance for the year under examination may be relied on, it is
necessary to review all transactions recorded in the accounts from the
inception of the corporation. This may be restricted to a review of the
more important entries but as there generally are relatively few trans-
actions, all of which may be material, it is well to give attention to all
entries. Again, recourse should be had to documentary evidence of the
authority and propriety of the transaction and to its entry. Any pro-
ceeds should be traced into bank deposits.

Many corporations save themselves the task of maintaining capital
stock records and of handling capital stock transactions by engaging a
fiduciary institution to serve as registrar and transfer agent. In such
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cases it is considered sufficient verification if a confirmation of all perti-
nent facts is obtained from the fiduciary.

Dividend Verification. As with any other net worth transaction, the
authority for a dividend payment or declaration must be examined.
Reference to the board of directors’ minutes should be made to dis-
cover not only the approval but also the rate or amount to be paid.
Ascertaining the propriety of the dividend is a matter of considering not
only the status of the company’s earned surplus account but also the
terms of any bond indentures or other loan agreements that may place
a limitation on dividend payments. This can usually be undertaken only
after all other accounts have been verified and decisions have been
reached as to the necessity for adjustments.

Based on the directors’ resolution and the number of shares of stock
outstanding, the total amount of the dividend should be tested by
recomputation.

Once a dividend has been declared, it becomes a liability of the com-
pany and must be either paid or shown in the balance sheet as a liability.
To satisfy himself that the liability for dividends declared during the
period has been discharged, an auditor should:

1. Foot dividend lists and compare with total dividend authorized.

2. Trace names and shares shown in the dividend lists back to the
shareholders’ ledger.

3. Examine canceled dividend checks for date, amount, signature,
perforations, and endorsements, and compare them with the
dividend lists.

4. Reconcile the dividend bank account.

VERIFICATION OF INCOME AND EXPENSE ACCOUNTS

Throughout this textbook, the close interrelationship of income and
expense accounts with balance sheet accounts has been emphasized. In
the verification of accounts receivable, for example, sales transactions
were also given attention. If done properly, this serves to test the
balance of the sales account. Similarly, in the verification of accounts
payable, attention was given to purchases. Fixed assets cannot be veri-
fied adequately without examination of related repair and maintenance
accounts, and depreciation expense should be investigated at the same
time as accrued depreciation is analyzed. These are but some of the
examples which can be cited.
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Thus it is apparent that by the time the balance sheet accounts have
been given all the attention they require, a considerable amount of work
has also been done on the income and expense accounts. Indeed, if one
were to list the income and expense accounts that have been completely
or partially verified in connection with the verification of balance sheet
accounts it would be found that a large share of the most important
nominal accounts had been subjected to audit. In addition to this work,
further examination and review of the amounts charged or credited to
profit and loss statement accounts is required. For purposes of explana-
tion of the nature of this work these accounts may be divided into three
main types which receive attention as follows:

1. Complete verification of the ending balance.
2. Complete verification of the entries for a test period.
3. Comparative review and scrutiny.

Complete Verification. The accounts which are verified completely
may be divided into two groups: (1) those such as depreciation and
bad debts which are verified in connection with some balance sheet ac-
count. This group also includes Interest Expense and Interest Income,
Insurance Expense, Dividends Received, and similar accounts. (2) Ac-
counts not related to any specific balance sheet account. In this group
are such accounts as Officers’ Salaries, which is generally verified com-
pletely and agreed with authorized salaries as shown in the board of
directors’ minutes, any miscellaneous income or expense accounts of
material amount, Salesmen’s Commissions, employee bonus accounts,
and any other accounts which the auditor feels pose a special problem.
This is no fixed list but may vary with the engagement and the auditor’s
evaluation of the situation.

It should be clear that ‘“‘complete” verification does not mean that
without exception every entry must be verified. There are many entries
in most expense accounts too small to warrant lengthy consideration.
Complete verification implies that some attention is given to the entries
in every month and that at least all major items are verified. It stands
to reason that immaterial charges and credits may be passed if the larger
ones are satisfactorily supported.

Verification for a Test Period. Sales and Purchases are examples
of accounts commonly verified for a test period. The program suggested
for the verification of sales and accounts receivable provided that the
entries in the sales record for at least one month be compared with
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copies of duplicate sales invoices and the posting of that record into the
general ledger traced. The sales account was then to be footed and any
unusual entries, i.e., those not coming from the sales record, investigated.
This provides for complete verification of the entries in the sales account
for the test month, or months if more than one are selected.

The same verification is made of entries in the purchases account by
examining invoices supporting entries in the purchases book or voucher
register and tracing the postings from that book back to the ledger.

In addition, the entries in key expense accounts may be verified by
reference to the supporting invoices or other documents for a test month
or months. This has the advantage of revealing to the auditor just
what is charged to that specific account so that he can determine whether
the account title is accurate and whether the items have been handled
correctly under the company’s cost system. In addition, the care with
which items are assigned to expense accounts is tested just as accurately
as though a great deal more work were done in tracing postings from
the books of original entry to the ledger.

Comparative Review and Scrutiny. In addition to the analysis type
of verification applied to expcnse accounts, an experienced and alert
auditor can accomplish a great deal solely by reviewing the amounts
charged to certain accounts. By review is meant a searching scrutiny -
of the accounts for items which because of their size, source of entry,
or for any other reason appear unusual.

The basis for review should be a comparative trial balance of the
expense account balances on as detailed a basis as possible. Many
companies have controlling accounts for expenses in the general ledger
supported by detailed breakdowns of the control accounts in work sheets
or subsidiary ledgers. In reviewing the operating accounts an auditor
should work with the smallest subdivisions available so that odd or un-
usual items are more likely to stand out. For example, an unexplained
debit of $500 to a Selling Expense control account would perhaps be so
immaterial in respect to the total balance as not to make that account
seem out of line this year as compared with last year. That same amount
in an account for Miscellaneous Selling Expenses may appear a great
deal more significant and call for investigation.

The comparative trial balance is helpful in indicating the extent to
which one year differs from another. The amounts for the current year
should be scrutinized in view of the amounts for the same account the
previous year or years if that information is available. Any large in-
crease or other variation from past experience calls for investigation.
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Investigation may take the form of inquiry as to the reasons for the
change directed at the company employees or officers, or it may take
the form of a partial analysis of the entries in that account. If it were
discovered, for example, that the Packing and Shipping account balance
had increased considerably over what it was the preceding year, an
auditor might well begin his investigation by inquiring of the company
controller or chief accountant as to the reason for the increase. Assume
further that he was told that an increase in overseas sales following an
expansion of their foreign sales force necessitated more expensive pack-
ing and shipping arrangements. If he remembered from his work on
accounts receivable that therc were a good many foreign accounts, some
of which had confirmed the balances shown in the customers’ ledger, he
might accept the explanation at face value. If he had no such cor-
roborating evidence he might select one month and refer to the invoices
supporting the charges to Packing and Shipping for that period. If he
found that the increased expense for that month did actually result from
the cost of overseas shipments, he could well accept the explanation
received previously.

If the subsidiary expense ledger is set up in such a way as to make
detailed review of balances by months possible, the auditor should
supplement his comparative review by scrutinizing the amounts charged
to specific accounts month by month. This gives him an opportunity
to discover whether individual months are out of line. An item for $50
may not appear important in relation to the total of an expense for a
year, but in proportion to the charges for one month it may attract more
attention. Also, by direct reference to the ledger accounts, an auditor
can give attention to the source of the postings to the ledger accounts
and select for investigation those which come from sources other than
the voucher register or purchases book.

It should be clear that in making his review of the expense and income
accounts, an auditor must have a sound background of knowledge of
business conditions in general and of the operations of the particular firm
under examination. If he has such a knowledge, his review constitutes
a useful and important part of the verification program.

A combination of complete and partial account analysis with a careful
review of the income and expense accounts, after giving attention to all
income and expense accounts directly related to balance sheet accounts,
provides an auditor with a sound basis for coming to a conclusion as to
the reliability of the accounting data contained within them.
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PROBLEMS—CHAPTER 14

Problem 14-1. Explain how you would proceed to discover irregularities
in cash payrolls when it is suspected that the following conditions exist:

1. Employees released have been continued on payrolls for one or more
weeks beyond date of release.

2. Wages paid to casual labor through paymaster’s cash fund have been
reimbursed to paymaster twice, once by reimbursement of payments made
out of the paymaster’s fund and again through the usual payroll channels.

3. Wages not claimed by employees have been misappropriated by the
paymaster. (ATA)

Problem 14-2. In making an annual audit of a company you notice in
going through the general ledger that there are several accounts which are
not included in the trial balance of the company either at the first or at the
close of the year because there were no balances in the accounts at either
date. The accounts are in the section of the ledger where prepaid and de-
ferred charges are kept and include accounts such as Contributions, Dues
and Subscriptions, and Development Expense. State what interest, if any,
you would have in these accounts; what you would do with the accounts,
if anything; and the reasons for your answers. (AIA)

Problem 14-3. In making an audit of a business, you find that there is
included in the income accounts a credit balance of $6,325 which is identi-
fied as “Net Gain or Loss on Disposal of Fixed Assets.” Give in detail
the procedure you would follow in the verification of this account. (AIA)

Problem 14-4. State what auditing procedures should be followed, includ-
ing what documents you would wish to inspect, in determining the correct-
ness of: (a) wages; (h) sales allowances. (AIA)

Problem 14-5. In connection with an annual audit of a corporation en-
gaged in manufacturing operations, it is customary to read the minutes of
the meetings of the stockholders and of the board of directors. Name ten
important items that might be found in the minutes of meetings held during
the period under review which would be of interest and significance to the
auditor. (AIA)

Problem 14-6. You are engaged in making the audit of a corporation
whose records have not previously been audited by you. The corporation
has both an independent transfer agent and a registrar for its capital stock.
The transfer agent maintains the record of stockholders, and the registrar
checks that there is no overissue of stock. Signatures of both are required
to validate certificates. It has been proposed that confirmations be obtained
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from both the transfer agent and the registrar as to the stock outstanding
at the balance sheet date. If such confirmations agree with the books, no
additional work is to be performed as to capital stock. If you agree that
obtaining confirmation as suggested would be sufficient in this case, give
the justification for your position. If you do not agree, state specifically all
additional steps you would take and explain your reason for taking them.

(AIA)

Problem 14-7. Auditing a corporation in the State of X for the calendar
year 1954, you find on its profit and loss statement: “Taxes paid, $4,200.”
The ledger account shows the following items:

Feb. 1 State real estate taxes, % of 1953 $1,200

May 1 State real estate taxes, % of 1954 1,200
Nov. 1 State real estate taxes, % of 1954 1,800
Dec. 31 Contra to profit and loss $4,200

Supporting tax bills show that the assessments cover a period for one year
from July 1, agreeing with the state’s fiscal year, the taxes being due and
payable in two installments, November 1 and May 1. You also discover
an unrecorded, unpaid bill for a state franchise tax of $3,000, due and pay-
able November 1, 1954, for one year in advance. Give your analysis of the
items, and state how they should be treated. (AIA)

Problem 14-8. In 1945, your client, a corporation, issued 100,000 shares
of cumulative preferred stock. In 1947 it repurchased 20,000 of these
shares and held them as treasury stock until 1952 when it sold them at cost.
Dividends for 1950 and 1951 on the preferred stock were suspended, but
were declared in 1952 together with the dividend for that year. You find
that the dividends on the 20,000 shares of treasury stock for 1948 and 1949
were entered on the books as income to the corporation, as were also the
suspended dividends when declared in 1952, the purchasers of record of these
shares receiving only the dividend for 1952. How will you deal with this
matter? Give your reasons. (ATA)

Problem 14~9. Explain briefly the procedure to be followed in verifying
the capital stock for the purposes of the usual annual audit. (ATA)

Problem 14-10. How should an auditor verify the book record of:
(a) directors’ fees; (b) officers’ salaries; (¢) commission paid to officers;
(d) officers’ traveling expenses. (ATA)

Problem 14-11. Outline an auditing procedure for the verification of the
issued capital stock of a corporation which does not employ an outside
registrar or transfer agent, and which you are examining for the first time.
Also outline a procedure for subsequent examinations. (AIA)
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Problem 14-12. Name five typical expense accounts an examination of
which may be of significance in the verification of specific balance sheet
accounts, and explain, in each case, the nature of errors in the expense
accounts, adjustment of which would affect the balance sheet as of the close
of the year in which the entries were made. (AIA)

Problem 14-13. Briefly describe the audit procedure that suggests itself
in the examination of: (a) tuition income of private schools; (b) rental
income of office buildings; (¢) annual dues of golf clubs; (d) donations to
charity organizations; (e) plate collections at church services. (AIA)

Problem 14-14. You are examining annual financial statements which
are to be published for the information of the company’s stockholders. You
find that depreciation charged against income differs from the depreciation
deduction in the federal income tax returns. What would you do about it?

(AIA)

Problem 14-15. How would you verify treasury stock as shown by the
client’s records? (AIA)

Problem 14-16. State the audit steps in checking income of: (a) an in-
vestment trust; (b) a public hospital; (c¢) a private school for boys. (AIA)

Problem 14-17. The Eaton Company was incorporated July 10, 1954,
with an authorized capital stock as follows:

Common stock, Class A, 20,000 shares, par value $25 a share.
Common stock, Class B, 100,000 shares; par value $5 a share.

The capital stock account in the general ledger is credited with only one
item in the year 1945. This represents capital stock sold for cash, at par, as
follows:

Class A, 12,000 shares.
Class B, 60,000 shares.

The sum of open certificate stubs in the stock certificate books at De-
cember 31, 1954, indicates that 82,000 shares of stock were outstanding.
(a) State possible explanations for this apparent discrepancy. (b) State the
steps you would take to determine the cause of the discrepancy. (AIA)

Problem 14-18. The Standard Manufacturing Corporation sold 10,000
shares of preferred stock at 90 in 1953. The preferred stock is without par
value, has a preference as to assets of $100 a share, and is convertible into
common stock in the ratio of one share of preferred to two shares of com-
mon. The common stock has a par value of $20 a share. The corporation
has ample earned surplus, and, by action of the board of directors in De-
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cember 1953, subsequently approved by the stockholders, $100,000 of earned
surplus was appropriated to bring the preferred capital stock account up to
the liquidating value of $100 a share. During the year 1954, 1,000 shares
of preferred stock, recorded on the books at an aggregate value of $100,000,
were converted into 2,000 shares of common stock, having an aggregate par
value of $40,000.

A states that the difference of $60,000 should be credited to earned sur-
plus as a partial restoration of the previous charge of $100,000. B says the
credit should go to the capital surplus until such time as there is available the
full amount of $100,000 for transfer to earned surplus. C says that the
credit to earned surplus should be at the rate of $10 a share on the 1,000
shares of preferred that were converted into 2,000 shares of common, or
$10,000, thereby reducing the $100,000 previously charged. In as much as
this is the first year conversions of preferred stock into common stock have
taken place, it is desired to establish a definite policy for the future, and for
this purpose 4, B, and C come to you for advice. What treatment would
you recommend? Give reasons. (AIA)



Chapter 15

INTERNAL CONTROL AND THE
AUDIT PROGRAM

In Chapter 5 and at various points throughout this book the statement
is made that, in determining the extent of his tests and the appropriate
application of his basic techniques through audit procedures, an auditor
is directly influenced by the extent of the internal control in existence.
That is, he must increase or reduce the extent of his work in accordance
with the absence or presence of effective internal control procedures in
the company under examination. This means that an auditor must have
a comprehensive understanding of the nature of internal control and its
analysis as well as of his available techniques and procedures. Now
that we have completed a study of the various procedures that an auditor
may apply in the course of an audit examination it may be well to give
some additional attention to the nature and procedures of internal con-
trol, its review by the auditor, and the effect that his conclusions as to its
effectiveness may have on his audit program.

Auditor’s Analysis of Internal Control. It is not enough that an
auditor know what constitutes a good system of internal control. His
peculiar task is to study the internal control system he finds in existence
in the company he is examining and to discover any weaknesses or fail-
ures in that system that make errors or irregularities a possibility. Just
as he does not make entries, post to the ledgers, or do other internal ac-
counting work, so he does not install systems of internal control. He
analyzes the financial statements to determine whether or not they are
fair representations of the facts they purport to portray. In the same
way he analyzes systems of internal control to discover in what respects
they may be deficient.

It is true that an independent auditor, after he has completed his
examination, may be requested to improve a system of internal control
or even to design and install a new one. When he does this, however,
he is acting in the capacity of an accountant, not that of an auditor. As
an auditor his interest in internal control is an analytical one aimed at
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determining to what extent his audit program should be reduced or in-
creased because of the effectiveness or ineffectiveness of the controls in
operation.

Extent of the Auditor’s Review of Internal Control. The American
Institute of Accountants has described internal control in the following
terms:

Internal control comprises the plan of organization and all of the
coordinate methods and measures adopted within a business to safe-
guard its assets, check the accuracy and reliability of its accounting
data, promote managerial efficiency, and encourage adherence to pre-
scribed managerial policies.!

This is an extremely broad definition of internal control and one that
is useful in indicating its general nature and its tendency to pervade
almost all aspects of a company’s organization and operations. Under
this definition such matters as budgetary control, personnel training
programs, and time and motion studies would be included. Obviously
the auditor’s interest in internal control cannot carry him into such areas
as these. Along with this broad interpretation of internal control there
exists another and more restricted interpretation that might be called
accounting control. This has to do with those measures directed at
obtaining accuracy in the financial statements and accounts. This is a
much narrower definition, yet one sufficiently broad to call for careful
investigation by the auditor and to give him a sound basis for develop-
ing his audit program. It is safe to say that in most cases when an
auditor speaks of reviewing the internal control of a company under
examination he is speaking of that part of the internal control that re-
lates directly to the financial statements and their general accuracy and
reliability. He is not unaware of the broad interpretation of internal
control; he realizes, on the other hand, that it is impracticable and in-
deed unnecessary for him to make an investigation as extensive in scope
as would be required if the broad interpretation were adopted for this

purpose.

Deficiencies in Internal Control. Weaknesses or deficiencies in in-
ternal control may consist either of the omission of essential control
steps or in the improper performance of such steps. That is, inclusion
of a control measure in the company’s manual of operations is no as-

1 Internal Control, a special report by the Committee on Auditing Proce-
dure, American Institute of Accountants, p. 4.
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surance that the step is carried out as it should be to constitute an .
effective control procedure. Thus we must be alert both to the omission
of control procedures and to their inadequate performance.

The omission of a specific internal control procedure is not always a
weakness. In some cases other internal control steps may be effective
in reducing the possibility of errors, although a specific step that could
have been used is omitted. For example, daily deposit of cash receipts
intact is commonly considered to be an important feature of the internal
control over cash receipts. However, it is entirely possible that the
presence of other control procedures might permit a company to deposit
no oftener than once a week and perhaps even to make disbursements
from receipts before deposit. Of course, these additional procedures
would have to be carefully established and carried out efficiently, yet
they could under some conditions substitute for the daily deposit of
receipts intact. So it is with other audit procedures as well. There are
relatively few internal control procedures that are absolutely essential in
and of themselves.

On the other hand, the absence of a common and useful control step
is presumptive evidence that the internal control is not as good as it
would be if that step were included. Therefore, we should know what
the applicable procedures are, and when we discover that one is missing
we should immediately extend our investigation. If we find that other
control procedures do effectively substitute for the missing step, well
and good. We may conclude that the internal control is satisfactory.
If we find no other procedures which can be considered to replace
the missing step, then we must conclude that the internal control is
unsatisfactory.

Thus our review of internal control is, first of all, directed at discov-
ering whether any of the essential features of internal control are missing
in the situation under examination. This means we must have a sound
understanding of what the common features of internal control arc and
what their purpose is. A beginning textbook in auditing cannot deal
exhaustively with internal control any more than it can enter into a com-
plete discussion of accounting principles and practices. However, some
familiarity with the most useful steps in internal control in those areas
an auditor deals with is necessary as a background to any discussion of
the influence of internal control on audit programs. For that reason
the following paragraphs enter into a brief and elementary discussion of
the important internal control features in the various areas we have
studied.
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Important Features of Internal Control over Cash Receipts. The
problem of accounting for cash receipts varies greatly from one type of
business to another, and the methods of attempting to obtain control
over cash receipts will vary to the same extent. In general, however,
there are certain features of every good system of internal control over
cash receipts. These include the following:

1. Preparation of a controlled listing of all cash received immediately
on rcceipt or as soon thereafter as possible and comparison of the list
with cash book entries and bank deposits. Such a list may be prepared
as a cash register tape, as duplicate copies of receipts issued for remit-
tances received, or as a list of remittances prepared by the person who
opens the mail. It should be prepared as soon as the cash is received
in the company’s control and should be prepared by someone who has
no other functions with respect to cash handling or recording. Later
this list should be compared with the cash receipts book entries and
with bank deposits by someone entirely independent so that any failure
to record or to deposit all cash received will be discovered.

2. Daily deposit of all cash received to discourage temporary bor-
rowing and to facilitate comparison of cash book entries with bank
deposits. The practice of depositing receipts without diminution for
expense payments is desirable to control disbursements as well as
receipts.

3. Preparation of an independent bank reconciliation. Failure to
deposit all cash received and recorded will be brought to light only if
a bank reconciliation is prepared to discover any differences between
book and bank balances of cash on deposit. Of course, a bank recon-
ciliation is useful in discovering unintentional errors also.

4. Adequate separation of duties with respect to (a) receiving and
handling cash, including preparation of bank deposits, (b) recording
cash transactions, including accounts receivable bookkeeping, and (c)
preparation and approval of bank reconciliations. If the person who
handles cash also records it in the cash receipts book or has access to
the accounts receivable ledgers he has an opportunity to cover any cash
he has abstracted by means of intentional errors in footings, postings,
forwardings, and the like. He can also practice lapping, if he has access
to the accounts receivable, or may introduce fictitious account balances,
force a reconciliation of the subsidiary with the controlling account when
it actually does not balance, and the like. Thus separation of recording
and handling cash is essential. In the same way, if the person who
handles cash prepares the bank reconciliation he can cover shortages in
the cash on deposit by manipulation of the bank reconciliation to make
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it appear as though the bank balance supports the book balance when
actually it does not.

Internal Control Measures for Cash Disbursements. The principal
categories of cash disbursements are those made through petty cash,
those made through general cash disbursements, and those for payroll
purposes. Each of these requires separate attention. -

The internal control features over petty cash disbursements would
include:

1. Use of an imprest system to limit the amount available to the petty
cash custodian at any time and to permit the development of procedures
for approving disbursements and reimbursements.

2. Use of petty cash vouchers to provide a record of disburscments,
approvals of the disbursements, and responsibilities for them.

3. Requirement of approval of every disbursement before reimburse-
ment so that petty cash cannot be expended or otherwise disposed of
improperly without fear of discovery.

4. Canccllation of petty cash vouchers at reimbursement so that they
cannot be submitted for reimbursement more than once by changing
dates or otherwise manipulating them.

For general cash disbursements the following measures are useful:

1. Use of checks for all disbursements to limit the number of persons
who may make disbursements, to provide a record of every disbursement,
and to fix responsibility for every disbursement made.

2. Preparation of an independent bank reconciliation monthly to pro-
vide a review of every check issued and to assure that all checks have
been entered and recorded properly.

3. Adequate separation of duties with respect to (a) approval of in-
voices for payment, (b) check preparation, (¢) check signing, (d) check
distribution, (e) recording cash disbursements, and (f) preparation and
approval of monthly bank reconciliations. The employee who approves
invoices for payment, for example, should have no access to checks so
that any temptation to approve fictitious invoices will be removed. The
employee or officer who signs checks should not initiate their preparation
but should sign only those that have been submitted to him and then
only if they are supported by an approved invoice or other documents.
Check distribution is best handled separately from invoice approval and
check preparation so that those who have had to do with initiating
preparation of a check are not able to obtain it after signature and con-
vert it to their own use. Otherwise they may initiate fictitious invoices
or make checks payable to fictitious payees. If those who sign checks
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have access to the cash disbursements record they may cover cash short-
ages brought about by unrecorded checks with intentional errors in foot-
ings or postings and the like. Finally, if the bank reconciliation is to
be a real proof of the book figures of cash it must be prepared by some-
one who could not easily benefit by its manipulation.

In making payroll disbursements the following control features should
be observed:

1. Use of checks for all disbursements for the same reasons as given
under general cash disbursements.

2. Review and approval of payrolls, including hours worked, rates of
pay, overtime hours, deductions, and the like before payment so that any
flagrant attempts at padding or misstating essential facts may be discov-
ered. If the payroll consists of a great number of employees it may
be necessary to have different individuals review the payroll for different
departments or sections.

3. Preparation of an independent payroll bank account reconciliation
monthly. This is required for payroll cash as well as for general cash.
If the payroll transactions are handled through a general bank account
instead of through a special account no additional reconciliation is re-
quired, of course. This is an awkward procedure, but its use cannot be
said to affect seriously the internal control over payroll disbursements.

4. Adequate separation of duties with respect to (a) hiring employees
and establishing rates of pay, (b) approval of hours worked, (¢) payroll
preparation including listing employees, cntering hours and rates, ex-
tending, and footing, (d) check signing, (e) check distribution, and
(f) bank reconciliation. Hiring employees must be separated from all
other steps so that no benefit can come to the responsible person if he
adds fictitious names or names of friends or relatives to the payroll.
Approval of hours worked must be sufficiently independent of other
steps so that the responsible person cannot benefit from approving hours
for fictitious or separated employees. The mechanics of payroll prepara-
tion, which normally includes the preparation of checks as well, must be
separated from any access to signed checks so that fictitious checks or
checks made out for excessive amounts cannot benefit the employee re-
sponsible. Check signing and check distribution must be controlled
carefully so that those who are responsible for the preceding steps have
no hope of getting possession of signed checks which they have initiated
improperly. Finally, bank reconciliation as always must be completely
independent if it is to be an effective check on disbursements and the
balance as shown on the books.
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Internal Control Procedures for Sales and Receivable Transactions.
Special attention must be given to the internal control over sales and
receivables because of the relationship of these transactions to inven-
tories and cash, each of which may be converted to personal use with
little difficulty. In addition, carelessness in the processing of salcs in-
voices may result in a failure to bill customers for shipments, thereby
causing direct loss to the company. Thus the purpose of internal control
over sales and receivables should be to obtain some assurance that ship-
ments are made only to sound credit risks and on the basis of approved
sales invoices, that a receivable is recorded for every shipment, and that
accounts receivable, once recorded, are credited only for remittances or
for duly authorized returns, allowances, or write-offs.

1. Serially numbered sales orders should be prepared and approved
for every sale and should be subsequently accounted for so that none
are lost or misplaced. Preparation and approval should be separated,
and approval should take place before the sales order or copies of it are
sent to the shipping and billing departments. This is designed to pre-
clude the preparation of fraudulent sales invoices intended to obtain the
shipment of merchandise after which they will be destroyed. Later
accounting for all sales invoice numbers after entry in the sales record
assures that none has been lost and that an account receivable has been
recorded for every shipment. Review of the sales orders should include
a review of the credit rating of the customer, so that shipments are not
made to unapproved credit risks, and a review of the prices, terms, and
arithmetical accuracy of the sales order. If copies of the sales order
are used as advices to the shipping department and to the accounts
receivable department, approval of the sales order may be indicated on
these copies and gives effective assurance that these departments have
received accurate information about the transaction.

2. Shipment of merchandise should be made only on the basis of
written approval from the sales department and a record of all shipments
made should be kept for later comparison with sales orders and entries
in the sales record. Some means of checking the work of the shipping
department to discover any unauthorized shipments is desirable; this
may take the form of inventory controls, review of shipping documents,
or other similar measure.

3. In billing customers, that is, preparing invoices and making charges
to the customers ledger, all sales orders and shipping documents should
be accounted for by number or otherwise so that none is omitted;
numbered sales invoices should be used so that they too can be ac-
counted for; any credits posted to the customers ledger should have
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proper authorization based on an examination of receiving reports for
returns, and review of the original sales order and sales invoices for
allowances.

4. In recording sales invoices in the sales record, only approved
charges and credits should be entered and all sales invoices should be
accounted for.

S. In accounting for receivables after they have been charged for
sales, monthly statements should be sent to all customers under condi-
tions that make it impossible for anyone who has manipulated the cus-
tomers’ accounts to suppress the preparation or delivery of statements
or to intercept and destroy replies; the subsidiary customers ledger
should be reconciled with the controlling account monthly by someone
independent of the actual bookkeeping work so that errors, whether
intentional or not, will be disclosed; provision should be made for aging
the accounts periodically and for investigating all overdue balances; the
write-off of uncollectible accounts should be authorized by someone in
authority who has had no opportunity to convert receipts to his own
purposes.

6. Receivables, whether notes or accounts, should be given adequate
physical protection against damage and against unauthorized entry by
those who might have a desire to make such entries.

7. Appropriate separation of duties should be provided so that un-
authorized shipments cannot be covered through the destruction of sales
or shipping documents or through the improper crediting of the accounts
resulting therefrom. Those who keep the accounts receivable ledger
should certainly not have access to any of the receipts from customers
because of the opportunity thus afforded them to manipulate the accounts
and so conceal any remittances they may have converted to their per-
sonal use.

In some situations, such as in gasoline stations and chain stores, where
a small number of uniform products or a large number having the same
rate of mark-up are handled, effective internal control over sales is
obtained by making the sales outlet accountable for the retail price
of all merchandise it receives, thus joining inventory and sales control
measures.

Internal Control Procedures for Purchases and Accounts Payable.
In most business concerns the approval of an invoice for payment almost
automatically calls for the preparation and issuance of a check. Thus,
one of the most important steps in cash disbursement is the processing
and approval of vendors’ invoices. There is the additional problem that
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unless careful control is exercised over vendors’ invoices the accounts
payable may be understated in terms of the items included in the physical
inventory and various expense items may be charged against the wrong
accounting period.

In obtaining satisfactory control over transactions involving purchases
and accounts payable some attention must be given to each of the
following:

1. All purchases should be based on purchase requisitions initiated by
those having appropriate authority, such as department heads or their
subordinates. Purchase requisitions should be in writing, serially num-
bered, and should carry the signature of the authorizing officer. They
should be reviewed carefully by the purchasing agent before issuance of
a purchase order.

2. Purchase orders are best issued through one central office. They
too should be prenumbered, each number should be accounted for, and
all should be supported by authorized purchase requisitions.

3. Incoming merchandise should pass through a receiving department
in which a receiving report is prepared for each shipment. Some pro-
vision should be made for immediate follow-up of damaged or unsatis-
factory merchandise received.

4. Vendors’ invoices should be forwarded immediately on receipt to
an employee, commonly a member of the accounting department, for
approval. He should match the invoice with a copy of the receiving
report and a copy of the purchase order to make sure that goods have
been received as ordered and in satisfactory condition. The invoice
should also be reviewed at that time for terms, prices, and extensions.
If all are in order it may be approved for payment. Through indications
on the invoice itself or on an accompanying sheet, provision should be
made for distribution of the charge involved to the various appropriate
expense or purchase accounts. The invoice should then be filed chrono-
logically under date of payment.

5. No invoices should be entered as payable until after approval as
described in the preceding paragraph. At least monthly some pro-
vision should be made for reviewing all outstanding invoices and recon-
ciling them with the general ledger accounts payable account. Out-
standing purchase orders should be reviewed periodically also and action
taken to clear any which have been outstanding for a long time.

6. As in every phase of accounting, adequate separation of duties
should be provided. This includes separation of the issuance of the
purchase orders and the duty of receiving incoming merchandise so that
items ordered will not be ordered for personal use. Those who issue
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purchase orders likewise should not be in a position to approve invoices
for payment. Someone other than the employee who approves invoices
for payment should have the task of recording them so that hc may make
a final check on the existence of all required approvals at that time.

Internal Control Measures Relating to Inventories. In a sensc,
inventories constitute a portion of the internal control problem of both
sales and purchase transactions; in another sense they present a problem
all their own. For discussion purposes it is preferable to think of in-
ventories as presenting a control problem separate from either of these
other areas, but as a practical matter it must always be kept in mind
that unless the control over sales and purchase transactions is ade-
quate there can be little assurance of satisfactory internal control over
inventories.

" Two principal steps are required in the adequate protection of goods
on hand. They are:

1. The prevention of unauthorized shipments through scparation of
the duties of stock handling and inventory accounting, thus making it
difficult to manipulate the inventory records to conceal unauthorized
shipments or withdrawals, together with some provision for periodic
independent counts to discover whether the quantities indicated by the
records are actually on hand. Of course, any material differences lo-
cated in this way must be followed up if this internal control measure is
to be effective.

2. Physical protection of goods on hand should be provided for
through the establishment of secure storage facilities accessible only to
those employees responsible for the safekeeping of the stock of mer-
chandise. Responsibility for inventory safekeeping should be centralized
in a single employee. Any withdrawals from stores for any rcason should
be made on the basis of approved requisitions only, and physical counts
should be made periodically to discover whether the responsibility for
safekeeping is discharged as it should be. Physical protection from the
weather, from careless handling, and from similar causes of deterioration
should be considered equally as important as protection from theft or
improper conversion in many cases of valuable or delicate merchandise.

Internal Control Measures for Investments. The common internal
control measures for securities owned generally consist of:

1. Some provision for safekeeping of the documents such that no one
person has sole access to them. This is ordinarily accomplished by plac-



OTHER IMPORTANT INTERNAL CONTROL MEASURES 317

ing the certificates in a safe deposit box with the stipulation that the
signatures of two officials are required to gain access to the box.

2. An independent record of the securities owned is kept, generally
by a member of the accounting department, and occasional counts are
made to check the certificates on hand against the counts.

3. Transactions in securities usually call for the action of the board
of directors or of a special committee, and in every case the responsi-
bility for completing the transaction is definitely fixed.

4. Income from the securities owned is verified by someone in the
accounting department who computes the income that should have been
received based on the independent record of investments owned together
with a published dividend and interest record.

5. All securities owned are made out in the name of the company and
are so registered with the issuing company.

Internal Control Measures for Fixed Assets. The chief problems in
obtaining internal control over fixed assets have to do with reducing the
possibilities of error in distinguishing between assets and expenses.
There is also the possibility that transactions will be entered into with-
out authorization and that the proceeds from sales of retired assets will
be misappropriated. Measures providing for systematic authorization
and reporting of all property transactions are required if any satisfactory
control is to be maintained. All additions and retirements should have
authorization of one kind or another, copies of which are forwarded to
the accounting department so that its members may investigate the sub-
sequent handling of the transaction and make appropriate cntries. Sub-
sidiary property records should be kept both to help control transactions
and to assure that depreciation provisions and retirements are recorded
correctly. There usually is little difficulty in obtaining a record prepared
independently of those who enter into the actual transactions, so that
there is somewhat less danger of illicit transactions here than in other
areas of a company’s transactions.

Other Important Internal Control Measures. In addition to the
measures mentioned as applying to specific types of transactions, there
are certain general measures of considerable importance. Among these
are:

1. Separation of general ledger accounting from other phases of the
accounting work so that any errors in subsidiary records will be revealed
when they fail to reconcile or agree with general ledger balances and so
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that general journal entries cannot be used to cover shortages or other
irregularities.

2. Separation of the financial and accounting organizations so that
there is no combining of incompatible duties at any level. For example,
if the treasurer is also placed in charge of all accounting work, the
accounting department cannot be regarded as constituting as effective a
check on financial transactions as if it were administered by an inde-
pendent officer such as a controller.

3. Provision should be provided for specific responsibility for and
authorization of all important transactions so that all significant decisions
are subjected to appropriate scrutiny and control.

4. Appropriate utilization of accounting machines should be made to
reduce the probabilities of mechanical errors.

5. Appropriate use of safekeeping facilities for accounting documents,
records, and other valuable papers is essential.

6. An internal audit department is desirable to test the conduct of
operations and to make investigations where appropriate.

Effect of Internal Control on the Audit Program. The preceding
paragraphs are not intended to be a complete exposition of internal con-
trol measures. As mentioned at the beginning of this chapter, any such
attempt should constitute a book in itself. These paragraphs are suffi-
cient, however, to give a basis for discussion of the effect which their
presence or absence in a given situation may have on the determination
of the auditor’s verification program.

The first point to be noted in studying the influence of the degree of
internal control on an audit program is that some tests and procedures
are of such nature that they should not vary with the degree of internal
control. For example, the cash account should be footed and balanced
for the year; certainly there is no point in performing this procedure
more than once for any given year and there is no other way in which
that specific procedure can be expanded or reduced. In the same way
the reconciliation of the subsidiary accounts receivable ledger with the
control account, the examination of security certificates, obtaining a bank
confirmation, and similar steps must be taken regardless of the extent of
the internal control. Thus we must remember that the internal control
in existence does not govern the extent of use of every procedure we
apply but only of certain ones.

Other tests, of course, may vary considerably. The extent to which
we foot the cash disbursements book, for example, may vary from a very
small test to the entire year. The extent of our test counts of inventory
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quantities, the number of accounts receivable balances that are con-
firmed, the number of invoices that are examined in support of additions
to fixed assets—all these may vary tremendously in any given situation.

In connection with these tests that can vary so much it should be
pointed out that unless the internal control is exceptionally good as
indicated by past examinations and a thorough review currently, most
of the procedures discussed in this book will be applied to at least a
minimum extent. Some application of most of these procedures is re-
quired if for no other reason than to discover whether the internal control
is really functioning as it should. Even if the internal control is con-
sidered to be good it is desirable to test footings of the books of original
entry, trace postings, examine some documents, confirm some account
balances, and count a few inventory items to gain additional assurance
that the internal control is functioning as we believe it to be. In most
cases the period selected for tests that relate to the performance of book-
keeping functions such as footing and posting or the entering of trans-
actions will be a month, not because a month is important quantitatively,
but because it represents a bookkeeping cycle and can be proved as a
unit. For such matters as payrolls, a pay period may serve equally well.
For such items as customers’ accounts and inventory quantities there is
no ready guide for a minimum test and the selection of a quantity for
test may be more difficult. Here the effort should be to make a reason-
able test. This is indefinite, of course, but when it is remembered that
in each of these and in such other cases as additions to fixed assets it is
normally possible to get a large dollar proportion of the total with a
reasonably small number of items, no great problem is found.

What all this means, of course, is that most audit tests cannot be
reduced to zero regardless of the extent of internal control. We can
never be certain that the internal control is functioning adequately until
we test the records that are the result of the internal control. Thus some
testing must be applied in almost every case so that the range within
which the internal control situation is effective in increasing or decreasing
the amount of audit work is generally from a minimum test of one month
or similar period or quantity to a maximum of the entire year or to
all data of a particular type.

Little help can be given at this point with respect to the maximum
extent of any given test. Variations in internal control are such that
any rules would be useless and might be harmful. As one gains ex-
perience under the guidance of someone who is already experienced in
such matters, he will gradually acquire the ability to judge reasonably
well the amount of additional work that is justified. Rarely is it neces-
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sary to apply any procedure for an entire year unless fraud or sub-
stantial error has definitely been proved and only the extent of the error
is in question. Frequently the minimum work will be increased by from
two to six times because of weakness in the internal control but seldom
more than that. The goal, of course, is for the auditor to satisfy himself
that under the conditions as they exist no material error or irregularity
is present. To the extent that he does find errors and irregularities he
should continue to expand the extent of his procedures.

Adaptation of Audit Program to Internal Control Situation. In
adapting an audit program to a given internal control situation, an audi-
tor must develop a line of reasoning illustrated by the four following
questions:

1. What features of internal control are missing?

2. What errors and irregularities are thereby possible?

3. Which audit procedures will be of most help in discovering whether
such errors and irregularities have been committed?

4. To what cxtent should these procedures be applicd?

It is not practicable here to work out an answer to the last three of
these questions under the assumption that cach of the control features
mentioned in the preceding sections of this chapter is absent. It is also
doubtful if much benefit would be derived from reading such a discus-
sion. More important to the potential auditor is development of an
ability to do such reasoning on his own. For that purpose examples are
presented in the remaining paragraphs of this chapter to illustrate the
selection of specific procedures in view of specific weaknesses in internal
control.

Assume, for example, that in the company under examination the
bank reconciliation is prepared by the same individual who signs checks.
In such a case he could write company checks to his own order, cash
them for his personal benefit, destroy the check when it was returned
by the bank, and manipulate the bank reconciliation so that the shortage
was not apparent. This means that, when an employee has such an
opportunity, the auditor must exercise additional care in his review of
bank reconciliations and review more of them than he otherwise would.
He should also account for all check numbers used in each of several
months, and should reconcile disbursements recorded in the cash book
with disbursements shown in the bank statement for several months.

If no attempt is made to cancel petty cash vouchers after the petty
cashier has been reimbursed for the amount of the disbursement, it is
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possible that the reimbursed vouchers will be removed from the files and
with the date changed will be submitted for reimbursement the second or
third time. In the presence of such a possibility the auditor should call
for the files of reimbursed petty cash vouchers and examine them with
particular attention to discover whether any have been removed to be
submitted a second time. This requires that he reconcile the total petty
cash vouchers supporting each reimbursement check with the total of the
reimbursement check to make sure that all petty cash vouchers can be
accounted for.

Perhaps a situation might exist in which inadequate attention was
given to the approval of vendors’ invoices before payment although other
internal control measures make it virtually impossible for an employee
to put through fictitious invoices and then obtain signed checks for them.
In such a case there may be very little danger of fraud on the part of
employees; on the other hand, there may exist a very good chance that
the company will pay invoices for which unordered or damaged mer-
chandise was received or which perhaps were sent to the company in
error. In such a situation the auditor should make a special review of
paid invoices for a period of two or three months to discover whether
or not the invoices paid during the period represent legitimate purchases
of the company under examination. He should also match the paid
invoices with receiving reports or such other information as may be
available to discover whether payment has been made for merchandise
or services that were never received.
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PROBLEMS—CHAPTER 15

Problem 15-1. In the examination of a large cafeteria in which all cus-
tomers pay their checks to a single cashier you find that the cashier also
prepares and makes the daily bank deposits. She submits a copy of each
deposit ticket to the accountant so he can record the daily cash receipts.
What audit procedures would you apply in such a case as this? To what
extent?

Problem 15-2. It is the practice in the Jonas Printing Company to send
invoices received from suppliers directly to the department heads concerned
for their approval. After approval the invoices are sent to the accounting
department for payment. What problems do you find here from an audit
point of view? What verification measures do you recommend?

Problem 15-3. The Kitchen Equipment Manufacturing Company manu-
factures kitchen installations for restaurants, churches, and institutions. It
has a relatively small number of customers at any one time and employs only
about fifty employees. Miss Abigail Edwards, treasurer of the company,
takes care of all accounting work, opens all mail, prepares bank deposits,
payrolls, bank reconciliations, and the like. The company has no cost ac-
counting system and no detail stores or raw-materials accounts. Work in
process cards are kept by the production superintendent. What audit pro-
cedures would you stress, and to what extent would you apply them in such
a situation?

Problem 15-4. A manufacturing company has several thousand dollars
in miscellaneous stocks and bonds. These are kept by the treasurer of the
company in a safe in his office. Transactions in securities are authorized
by the board of directors, of which the treasurer is a member, and are car-
ried out by the treasurer. All income from the securities is forwarded to
the treasurer who then turns the cash in to the cashier, a member of his own
department, for deposit, and forwards an advice of the receipt to the ac-
counting department for entry. The only detailed record of the securities
owned is a memorandum record kept by the treasurer. What verification
procedures would you employ in your examination of the securities and
security transactions in connection with an annual audit examination?

Problem 15-5. A men’s clothing store in a small city has approximately
five hundred accounts receivable, many of which are relatively inactive. The
office staff consists of an accountant, a cashier, and two or more clerks.
The accountant is in charge. The clerks do all the posting to the accounts
receivable from lists of remittances supplied to them by either the cashier
or the accountant. The cashier lists all cash received over the counter by
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means of a cash register; the accountant opens all mail and lists remittances
thus received. The clerks prepare trial balances of the accounts receivable
ledger and submit them to the accountant each month. If they have trouble
in balancing with the general ledger control the accountant works with them
until the error is located. Statements are prepared by the clerks and are
submitted to the accountant for review and mailing. Point out any weak-
nesses you see in this arrangement of duties and state the procedures you
would recommend in an examination of the receivables.

Problem 15-6. The Easy Credit Department Store employs a full-time
agent to collect past-duc accounts receivable. The standard practice is for
the credit manager to make all efforts to collect customers’ accounts receiv-
able, including collection letters, telephone calls, and the like, until the
account is six months old. At that time accounts are turned over to the
special collector and he continues to make personal calls on the customer
until either the amount has been collected or he is certain that no additional
amounts can be collected. Once a month he prepares a report recommend-
ing the write-off of those balances which he has determined are uncollectible.
Any cash collected is turned in to the cashier daily. If you were assigned
to audit the accounts of the Easy Credit Department Store, what attention
would you give to this situation?

Problem 15-7. The Electrical Appliance and Fixture Company handles
a wide variety of electric equipment on a wholesale basis and also operates
a retail outlet in conjunction with its warehouse and office. The inventory
amounts to a considerable sum at all times. Detailed inventory records are
kept by the storekecper. All purchases are charged to a Purchases account
in the general ledger, and no attempt is made to record the inventory or to
determine cost of goods sold until the year end, when a careful physical
inventory is taken. The stockroom is large, well-equipped, locked, and
under the close supervision of the storekeeper and his assistant. Appliances
are issued to the retail outlet only on the basis of signed requisitions which
are then kept by the storekeeper in his files. Shipments to wholesale cus-
tomers are handled by a shipping department under the direct supervision
of the storekeeper. Discuss the adequacy of the internal control in this sit-
uation, and describe the audit procedures you would apply in an examination
of the inventory.

Problem 15-8. You are assigned to audit a branch store of a large chain
of retail shoe stores. The store you are to examine is in the business district
of a large city. It is a one-room store with shelves lining the walls, and has
a cash register and desk at the rear of the store. The manager is the chief
salesman and has one regular assistant. At certain times additional sales-
men are employed on a temporary basis. The manager deposits the cash
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receipts for each day in a bank account the following day. Withdrawals
from this account can be made only by the main office. A fixed amount
for change is kept on the premises and locked up each night in a wall safe.
To what matters would you give special attention and what audit procedures
would you apply in completing your examination?

Problem 15-9. The City of Mayville is small and has only a small office
staff. All cash disbursements are made and recorded by the city treasurer.
As bills are received he checks them with actions of the tity council to make
sure that they are properly authorized. If he finds that they are, he issues
a check and stamps the bill “Paid,” filing it away for reference. His other
tasks include preparation of the bank reconciliation. All checks are num-
bered, and a carbon copy of each check is made and filed in a ring binder
which serves as the cash disbursements book. State in some detail the pro-
cedure you would follow and the extent of your examination.

Problem 15-10. Mr. Enilosag owns several service stations in a large city.
Each of these is operated by a manager who has complete charge of the
station including hiring such additional help as he needs, approving bills
for payment, etc. All cash disbursements, including payrolls, are paid
through a central office on the basis of approved invoices or payrolls sent
in by the station managers. Daily cash receipts are picked up at the indi-
vidual stations by a cashier from the central office each day and deposited.
Careful records are kept of the gasoline purchases for each station and are
reconciled on a gallonage basis with the cash receipts. Payrolls submitted
by the station managers are carefully scrutinized on a comparative basis as
are all other invoices or requests for checks. You are assigned to make an
examination of the accounts for the entire enterprise. What procedures
would you recommend be carried out at the various stations?



Chapter 16
COMPLETING THE EXAMINATION

As the detailed verification is brought to a close, it is necessary to
consider the steps'to be taken in completing the examination and the
work papers. As the only information the auditor has available to him
after he leaves the offices of the company under examination is that
included in his work papers, it is important that he make sure before he
leaves not only that his verification has been complete but also that he
has in his papers all the information he needs to prepare his report.

The work of completing an audit examination after the basic verifi-
cation has been completed can be divided into two separate although
related parts. One has to do with the mechanical aspects of completing
the work papers; the other has to do with audit review, which is an ex-
tremely important part of any examination.

Mechanical Steps in Completing an Audit Examination. Whether
an examination is a complete verification of the data in the financial
statements or is a specialized investigation directed at only one account
or a small group of related accounts, certain efforts must be taken at the
close of the examination to insure that no important steps in the verifi-
cation or investigation procedures have been omitted and to make sure
that there is sufficient information appropriately organized in the work
papers to support the conclusions reached by the auditor. These more
or less mechanical steps may be listed as follows:

1. Insure that each step in the verification program has been com-
pleted and signed for by the person doing the work.

2. Make sure that all adjusting journal entries recommended are com-
plete, adequately explained, and have been posted to the general
ledger trial balance if one is prepared.

3. Look over each supporting schedule to discover any weaknesses or
deficiencies so that they may be remedied and each schedule may
be complete and self-explanatory.

4. Check all cross referencing and indexing to make sure that it is
complete and adequate to enable others to read and understand
the work papers without undue difficulty.

325
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5. If a general ledger trial balance is prepared, make sure that every
item in it requiring the support of a separate analysis has been
adequately supported.

To a considerable extent these are in the nature of mechanical require-
ments, yet each is important if a complete and satisfactory set of work
papers is to result from the examination. The importance of audit work
papers to the auditor can scarcely be overestimated. They are at once
the basis on which his report is based, that is, the accumulation of in-
formation and evidence on which he draws in writing his report, and
the best evidence he has as to the adequacy and performance of the
examination. The only way that the supervising accountant can judge
the work of his assistants is to study the work papers they have prepared
in completing the work assigned to them and to ask such questions with
respect thereto as appear necessary.

Because of the importance of work papers in the preparation of the
audit report and in support of the facts and opinions stated in the report,
considerable care is usually taken to eliminate any errors, inconsistencies,
inadequacies, or other deficiencies in the work papers. The term given
to the various measures that are designed to eliminate errors or de-
ficiencies in the audit work papers and report is “audit review” or more
simply “review.” It should be noted that review embraces not only the
mechanical steps above but also the more intangible problem of ade-
quacy of the examination in view of the internal control and the situation
as found.

Importance of Review in Auditing. The importance of audit review
grows out of the related facts, first, that the audit work papers are both
the basis for the audit report and the proof that an adequate examination
has been made by each person assigned to the engagement; second, that
accounting and auditing are of such a nature that errors in the handling
of figures or in judgment as to the best treatment of a given item are not
only possible but may also be significant in their effect. Audit review
is directed at both of these points. First, there is the need for insuring
that the work papers are as complete and as useful as possible. Second,
there is the requirement that errors be eliminated or at least reduced in
so far as possible.

Review consists almost as much of a frame of mind on the part of the
reviewer as it does of the steps that he takes in performing his review;
therefore a definition of this term is of little use. Rather it is necessary
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to discuss the general features of audit review with an idea of under-
standing its intent and usefulness.

For purposes of discussion, audit review may be divided into two
parts: work paper review and report review. Work paper review is
carried out principally in the field, that is, in the office of the company
under examination, and is directed at insuring that the work papers are
complete, in good order, and adequately indexed, that the program meets
the needs of the situation and has been completed, and that any ques-
tions raised by members of the audit staff during the examination have
been answered satisfactorily.

The importance of completing the work paper review before leaving
the client’s office is apparent. If the verification is not complete, if
additional steps are required, if more information is needed in the work
papers, it will be well to discover this and remedy the situation before
leaving the location where such verification can be performed and addi-
tional information obtained. It is not only embarrassing, it is also costly
and often less effcctive, to return to the office of the company under
examination for additional work after the audit examination is sup-
posedly completed.

Work paper review is generally completed in two stages. The first
stage consists of a review by the accountant in charge of the work of
his subordinates. One of the responsibilities of the in-charge accountant
is to see that his assistants perform their assignments efficiently and
effectively. This he does by reviewing their work papers. He may do
this on a piecemeal basis by reviewing every specific work sheet turned
in by his assistants as they complete the various tasks assigned to them,
or he may accumulate their work over a period of time and then review
it all at once. The particular method to be followed is largely a matter
of personal choice with the accountant doing the reviewing. The one
firm requirement is that he complete the review while the man is still
available to answer any questions and to make any corrections or im-
provements that the reviewer feels are necessary. Thus if there is any
likelihood that an assistant may be called away before completion of the
engagement, it is well to review his work before that time. Likewise, it
is desirable to review the work of all assistants before the engagement is
so close to completion that there is little reason to hold the men around
until their work has been approved.

Just as the men completing a phase of the verification work indicate
their responsibility by initialing the work paper that summarizes their
work, so the reviewer initials the work paper to indicate that he has
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accepted that work as being complete and satisfactory. Once the re-
viewer has done so, the responsibility for the adequacy of the verification
becomes his. He cannot, of course, guarantee from his review of the
papers that the assistant has, for example, carefully examined every
document for the period indicated. He does imply by his initials that
he feels the assistant has had proper instruction and that so far as he,
the reviewer, is able to tell, the work has been completed satisfactorily.

The second phase of the work paper review is generally carried out
at the completion of the verification work and consists of the review of
the completed set of work papers by someone usually on a top super-
visory level. The ideal time for such review is at the point when all
verification work has been completed and before the audit report has
been written. This gives the reviewer an opportunity to evaluate at one
time all the work that has been done, with no loose ends to be investi-
gated later. At the same time, any modifications or adjustments which
he feels are necessary can be adopted without serious loss of time or
without requiring changes in the audit report. Once the report has been
drafted it becomes far more difficult to delete or add an adjustment
because the adjusted figure must be incorporated in the report at perhaps
several different points.

Report review may be carried out at the audit location, at least in
part, but is gencrally performed in the auditor’s own oftice. It has as
its purposes to insure that:

1. The audit report is in agreement with the audit work papers with
respect to all facts and figures included.

2. No assertions of fact are made in the report that are not adequately
supported by the work papers.

3. The report is acceptable in so far as grammar, content, and form
are concerned.

4. No mechanical errors exist in the finished report.

In order to accomplish these objectives, it is customary for the report
to be reviewed once by a member of the top supervisory level in con-
junction with the completed work papers. This accomplishes the first
two purposes listed. Then a detailed clerical check of all footings, ex-
tensions, and amounts used at more than one point in the report is made
to insure that the report draft is ready for typing. Then again after the
report has been typed the same type of clerical check of all amounts,
totals, and use of figures is made to determine whether any errors were
made in typing and that no errors were previously overlooked. The
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typed report is then forwarded to the supervisor, who gives it a last and
thorough reading before releasing it for mailing to the parties concerned.

Out of this brief summary of the steps in review of typical audit
examinations it is possible to point out two general requirements of the
review process. First, review should always be conducted by someone
superior in rank and experience to the person or persons whose work
is under review; second, the work of every member of the audit team
should be reviewed at least once. A few words may help to explain each
of these more completely.

In obtaining an effective review, the attitude of the reviewer is almost
as important as the steps he follows in performing his review function.
If he feels that the man whose work he is reviewing is better qualified
than he is himself, it is very unlikely that he will expect to find errors or
deficiencies in the work and also unlikely that he will make any strong
suggestions for improvement. If, on the other hand, he is reviewing the
work of an assistant who is conceded to be inexperienced and less sound
in judgment, the reviewer is far more likely to do a thorough and careful
job of review and to make such suggestions as he feels are required.

In requiring that the work of every man on the staff be reviewed at
least once, auditors are merely recognizing the nature of the materials
with which they work. Possibilities for error in handling accounting
data are many and varied, and the man who has done his best to produce
accurate results may still have errors, either clerical or of a judgment
nature, in his results. Further, once a man has done a piece of work
it is almost impossible for him to adopt the attitude appropriate to a
reviewer. As a man cannot audit his own work, so he cannot review it
adequately. Someone with a more impersonal attitude and a fresh point
of view on the work to be reviewed is required to give it the searching
scrutiny it needs.

Attitude of Reviewer. Audit review is generally performed only by
members of the audit staff who have acquired adequate experience and
have developed judgment sufficient to enable them to evaluate the work
of others. Yet every auditor is a potential reviewer because all look
forward to advancement and additional responsibility. Only by devel-
oping the ability to review efficiently and well can one expect to ad-
vance on an audit staff; so it becomes important to the beginner to
understand the nature and function of the task he someday hopes to
assume. Also, the beginning auditor is more likely to perform his own
assignments satisfactorily if he knows what is expected of him by those
who will review his work. Thus on both counts it becomes important
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for every member of the audit staff to have a familiarity with the pur-
pose and nature of audit review.

As mentioned earlier, the attitude with which the reviewer approaches
his work is of prime importance. His work is peculiar in that there is
little or no check on what he accomplishes. It is completely intangible.
When he is finished he has no work papers to be cross footed and tied
in with other figures to indicate their accuracy. His work is completely
mental. He must at all times be fully alert to all the possibilities for
deficiencies in the work papers he is reviewing, and must not for a
moment let himself adopt the attitude that the questions raised in his
mind by his scrutiny of the work papers need not be answered. He
must follow up every lead and must not release the papers as acceptable
until he is absolutely sure that the verification is complete and satisfac-
tory and that all information required for the report has been included.

As a reviewer reads the individual work papers submitted for his
scrutiny he must have in mind the following questions:

1. Is the verification adequate?

A. Is the program adequate in view of the internal control?

B. Have the steps in the program been signed for by men who be-
cause of the work they have done are in a position to know
whether the accounting data verified are reliable or not?

This includes the study of work assignments to the audit staff
members to determine whether related accounts have been as-
signed in such a way as to avoid omission of important work
because each man thought someone else was to do it.

C. Is each important trial balance item adequately supported by the
work paper analyses?

D. Are the individual work papers complete and self-explanatory in
themselves?

E. Are adjusting entries necessary, correct, and fully explained?

2. Is the information collected in the work papers adequate for prepara-
tion of the report?

A. Are we in a position sufficiently informed as to the reliability of
the accounting data to permit us to come to conclusions and to
offer an opinion?

B. Is there sufficient information in the papers to permit the writing
of a well-balanced and interesting report?

3. Are any possibilities for additional service to the company under
examination suggested by the findings of the audit staff?

A. Can the internal control be improved, and in what respects?
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B. Would changes in accounting procedures or methods provide the
company with more useful or more timely reports, or reduce the
cost of preparing the present reports?

C. Are suggestions for improvement of the company’s business prac-
tices in order?

Review Procedure. With these questions in mind the reviewer reads
his way through the file of audit work papers, making notes and com-
ments as he goes. When the questions in his mind are not answered
satisfactorily he makes notes of additional work to be done and of
additional information to be gathered for the report. As he completes
his review of work papers which he feels are satisfactory, he initials
them, and the verification of those items is then considered complete.

The detailed, step-by-step procedure followed will vary with the
preference of the individual reviewer. The following description is
therefore presented as an indication of one method of review. Others
are certainly possible and in some cases may be more desirable.

First, read the review of the internal control to become acquainted
with the operations of the company under examination and also to de-
termine whether all information that should have been collected during
the review of internal control is present in the work papers. After gain-
ing an understanding of the degree and extent of internal control, next
read the audit program to ascertain its adequacy in view of the informa-
tion available about the company’s operations and activities.

Once this has been completed it is customary to commence the review
of detailed work papers. This is generally done with the general ledger
trial balance as a basis. With the trial balance before him, the reviewer
turns to the work papers supporting the first item in the trial balance.
He reads the work sheet carefully, keeping in mind all the questions sug-
gested in this chapter. As a last step, he then compares the final “per
audit” amount in the work sheet with the “per audit” figure in the ad-
justed trial balance column. If all is as he feels it should be, he ticks
the amount in the trial balance, initials the work sheet, and turns to the
next item. :

In this page-by-page review he must be careful to follow out any cross
references that he finds. This is necessary not only to make sure that
the indexing is adequate but also in order to follow through and make
sure that the related papers do actually tie in with and agree with the
work sheet he is reviewing. If he permits such cross references to pass
with the thought that he will come to them later and pick them up at
that time, he is denying himself the opportunity to discover any omis-
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sions or inconsistencies. This is particularly important in his review of
adjusting entries prepared by the staff auditors. He must scrutinize the
entry carefully, satisfy himself that it is required by the facts of the
situation and that it is in accordance with sound accounting practice,
and then follow it through the related work papers and into the general
ledger trial balance to make sure that it has been handled properly by
the auditor.

Responsibility of the Field Staff in Review. As indicated, the ac-
countant in charge of the field work on an audit engagement should
review the work of his assistants prior to submitting the work papers to
his superiors for their review. This is helpful in saving their time and
makes for a more complete set of work papers and a better examination.
In addition, every man on the audit staff should feel the responsibility of
giving his own work as rigorous a review as possible.

Self-review is no substitute for careful, independent review by a
superior. Even so it may do a great deal toward making the superior’s
independent review easier and therefore more effective. If the ac-
countant in charge finds it necessary to concern himself with mechanical
details when he reviews the work of his assistants he will find it more
difficult to concern himself with the more important matters of adequacy
of verification and extent of information gathered. Hence a careful
self-review contributes to the overall effectiveness of the examination.

Self-review is important also from the standpoint of making the best
impression possible on one’s supervisors. In auditing, the relationship
between assistants and in-charge accountants is a very close one. The
accountant in charge is in a position to know at all times just how well
his assistants are doing. For this reason most auditing firms or auditing
departments follow a practice of requiring a personnel review of each
assistant by the accountant in charge for every engagement. It goes
without saying that the more defects the senior accountant finds in the
work of his assistants, the less favorable will be his opinions of their
work. Self-review thus can make a direct contribution toward one’s
progress by improving the work which one is doing and by impressing
one’s immediate superiors with the quality of work being turned out.

Review of the Audit Conclusions. Sometime before leaving the
premises of the company under examination it is generally desirable to
go over the results of the audit with appropriate members of the com-
pany’s staff. This may consist of a careful review of the adjusting en-
tries recommended by the auditors or may be merely a general discussion
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of the condition of the accounts and records. There are two good reasons
for making sure that this has been done. The first is in the nature of
another precaution by the auditor against errors on his own part. It is
always possible that what appeared to him to be an error, in view of the
extent of the information available, is in reality not an error when addi-
tional information throwing further light on the accounting is obtained.
Hence it is desirable to discuss with those who are responsible for the
accounting the nature of any weaknesses or deficiencies to discover
whether they support the auditor’s contention that certain facts and fig-
ures are in error.

The second reason is more in the nature of a public relations cffort.
Every adjusting entry is in effect a criticism of the company’s accounting,.
This being so, it is a good practice to present them in as mild and
friendly a way as possible. An informal discussion with those concerned
is a much better way to convince them that errors requiring adjustment
have been made than any formal letter can be. There is also the pos-
sibility that an entry may not be as clear to the company accountants
as it might be. When this is true, informal discussion can ecasily bring
out the reasoning behind the entry. Questions can be answered, and any
difficulty of understanding can be readily satisfied.

Sometimes the presence of errors in the accounting data indicate a
need for additional investigation or for improvements in the records and
procedures. Such possibilities can best be explored through discussions
with those most affected.
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PROBLEMS—CHAPTER 16

Problem 16-1. You have completed your field work in connection with
an annual examination of the financial statements of the Roedgers Company,
a small manufacturing concern. This is the first year you have been assigned
to this examination. As you are taking leave of the company officials and
thanking them for their cooperation, Mr. F. E. Roedgers, the president of
the company, asks to see the adjusting entries you propose. What should be
your attitude?

Problem 16-2. Throughout the performance of the ficld work in your
examination of the accounts of the Kell Corporation the controller has
stopped at your desk almost every day to inquire how the audit is progress-
ing. He is particularly interested in your findings with respect to adjust-
ments affecting the company’s net income, and invariably asks what the
profit for the year is as you have adjusted it to date. Should you give him
this information? If not, how would you answer his questions?

Problem 16-3. You are assigned as a supervisor over the examination of
the accounts of the Fillville Water Company which is located in a city about
250 miles from the location of your offices. You review the audit program
with the senior accountant in charge of the engagement before he leaves for
the job. Although you had hoped to review the work papers in the office of
the Fillville Water Company before the audit staff left the engagement, you
were unable to do so because of other engagements demanding more time.
During your review of the work papers in your own office after the audit
staff on the water company engagement had returned and been assigned to
other audits, you discover that there is no indication in the work papers
that the company’s marketable securities in the amount of $86,500 (ap-
proximately 20% of the company’s current assets) were ever examined by
the auditors. The work papers indicate that these securities are kept in a
safe deposit box in the local bank. Access to the box requires the presence
of two company officials. What would you do with respect to this situation?

Problem 16-4. As supervisor reviewing the work papers for the regular
annual examination of the accounts of the Campfield Company you find
that the senior in charge of the engagement has not indicated in any way
that he has reviewed the work of his subordinates. What should be your
assumption? What would you do in view of this?

Problem 16-5. As a junior accountant on your first audit, a large public
utility, you have been assigned to verify the property accounts. Performance
of the work outlined in the audit program has taken two weeks, and you
have accumulated a considerable file of work papers. The accountant in
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charge has left you completely to yourself although he has willingly answered
such questions as you have asked. State specifically what you should do
before turning in your work papers.

Problem 16-6. As chief internal auditor for a large merchandising con-
cern with many branch locations, you have always followed the policy of
reviewing the work of your subordinates in their presence. As the company
is growing, additional staff auditors are needed but competent personnel is
hard to find. To meet this difficulty it has been suggested that staff auditors
mail in their reports and work papers and proceed directly to their next
assignment rather than report in for review before reassignment. What
position would you take on such a suggestion?






Chapter 17
INTERNAL AUDITING

The preceding chapters deal with the general problem of verification
of accounting data. The nature of audit evidence, the basic techniques
by which such evidence may be accumulated, and the application of
those techniques to specific verification problems arc discussed.
Throughout this discussion, except for the material on internal control
in Chapters 5 and 15, the emphasis is apparently on the verification of
data rather than on the review of procedures or practices. Two reasons
may be given for this apparent emphasis.

First, the basic techniques and their usefulness in accumulating evi-
dence are most readily understood in a study of their application to the
verification of data. Second, the same techniques, although perhaps in
somewhat different proportions, apply to the examination of procedures
and practices as to the examination of data; thus a sound understand-
ing of basic audit techniques is a first prerequisite to any study of audit-
ing. Not until a student has a familiarity with the nature of audit evi-
dence and the means by which it may be obtained in general is he ready
to study its application in specific situations. As this textbook is in-
tended to be used in a first course in auditing, it was considered desirable
to emphasize those aspects of verification that contribute most to one’s
understanding of the general field. From this point on, emphasis can be
directed at either the verification of data or the review of procedures, as
seems most appropriate.

INTERNAL AND INDEPENDENT AUDITING CONTRASTED

Fields of Auditing. Audit examinations are conducted by two dif-
ferent groups: internal auditors and independent auditors. To a student
of the subject, the similarities between these two fields far outweigh the
differences. That is why it is felt that the general type of discussion in
the preceding chapters is most useful; it provides a satisfactory introduc-
tion into either field. Practitioners in either field deal with audit evi-
dence, review internal control measures, apply the basic verification tech-
niques in the form of audit procedures, and give their expert opinions
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as to the reliability of accounting information and the suitability of ac-
counting practices and procedures.

Although the two fields do have a great deal in common, there are also
significant differences that set one apart from the other. For our pur-
poses, these differences may be grouped under four main heads:

1. Extent of independence.

2. Interests served.

3. Relative emphasis in application of the basic techniques.
4. Extent of detail work undertaken.

Each of these will be discussed briefly.

Independence. Internal auditors are employees of the company
whose records and procedures they examine. They owe their primary
allegiance to the company. Their jobs, their compensation, and their
opportunities for advancement are all controlled by the same manage-
ment that controls and supervises the accounting department under
examination. This is not to say that internal auditors have no inde-
pendence. Independence is as much a state of mind as it is a matter
of organizational separation. A high degree of independence in both
organization and attitude is entirely possible within an internal auditing
department.

If the internal auditing department is organized quite separately from
the accounting and treasurer’s departments, if the head of the department
reports directly to the board of directors or to an officer holding a posi-
tion at least equivalent to the heads of these two departments, if the
employees within the internal auditing department are competent audi-
tors with no fear that a critical report will redound to their disadvantage,
examinations performed by such a department may have a substantial
degree of independence. They will lack, however, the final degree of
independence, that of independence from management. Regardless of
the competence and skill of its members and its organizational inde-
pendence within the company, an internal auditing department cannot,
by its very nature, be completely independent from the management
whose records it examines.

An independent auditing firm is an organization completely inde-
pendent of the companies which it examines. As an independent con-
tractor it reserves the right to direct and control its own employees with-
out interference by its client companies. Once the general terms of the
agreement to make an examination have been determined, the inde-
pendent auditor is free to use such methods and to expand or reduce
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the amount and kind of work he does at his own discretion. Further-
more, in the report that he presents at the conclusion of his examination,
he can express himself without fear of retaliation other than loss of the
client. This gives him substantial independence with respect to those
whose reports and practices are under examination, a position somewhat
less subordinate than that of the internal auditor.

Two additional factors work to increase the extent of the public ac-
countant’s independence. First, the codes of ethics of his professional
organizations, the requirements of the Securities and Exchange Commis-
sion and of similar state commissions which make use of the results of
certain of his examinations, and the demands of others such as banks
who likewise read and rely on his reports are such that any relaxation
in his standards of independence may cost him his professional standing
and the loss of his clients. Second, the opinion which he supplies his
clients with respect to the reliability of their financial statements is often
reproduced by them and passed on to other interested parties. These
third parties may rely on the auditor’s opinion in making financial de-
cisions with respect to the company examined. Any failure by an in-
dependent auditor to perform his examination with due professional care
and independence may thus result in losses to unknown third parties.
Courts have held that the independent auditor may be held responsible
for such financial losses. Each of these factors is an important incentive
toward independence.

It should be emphasized that the difference in the independence en-
joyed by independent and internal auditors is one of degree only. In-
ternal auditors may attain a considerable amount of independence; they
can never reach complete independence. Independent auditors, as their
name implies, have that final degree of independence, although they
conceivably could sacrifice it by undue subservience to their clients.

Interests Served. Auditors of both groups work to improve the re-
liability of financial and operating data. In so doing they are of real
aid to management and to all interests in business. Yet because of the
relative independence of their positions, each group tends to serve a
different type of interest. Internal auditors cannot be completely inde-
pendent of management and therefore their reports and opinions must be
of limited usefulness to such outside interests as shareholders and credi-
tors who must have a report not in any way subject to management bias
or persuasion. Independent auditors have that final degree of inde-
pendence; hence their reports and opinions are of more benefit to
outsiders.
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Internal auditors, as employees, have an advantage over independent
auditors. They are on the job the year around, they acquire more
familiarity with the company’s operations and problems, and therefore
may be used by management for a variety of special assignments and
examinations. Also, because of the limitations of their reports from
the standpoint of outsiders, it follows that their work will be directed
more at internal, within-the-company problems than at matters of direct
interest to outsiders. Thus in a general way it may be said that internal
auditors tend to serve management most directly, whereas independent
auditors tend to serve outside interests.

Again this is a matter of degree only. Many small and medium-sized
companies have no true internal auditing staff. In such cases they often
call on their independent accountants for the type of review, analysis,
or investigation that would otherwise be assigned to an internal auditor.

Emphasis in Application of Techniques. As the reports of inde-
pendent auditors are directed toward outside interests, their examinations
tend to emphasize the type of information in which outsiders are inter-
ested, namely, the amounts of assets, liabilities, incomes, expenses, and
ownership interests. Thus, much of the work of independent auditors
is directed at the verification of factual data rather than procedures.
Internal auditors, on the other hand, tend to give proportionally more
attention to the examination of the operating procedures and practices.
To serve management most effectively they make studies of accounting
and operating procedures with a view toward discovering any deviations
from company-prescribed rules and policies as well as to discover more
efficient methods of record keeping and performance.

Internal auditing, therefore, emphasizes the procedural aspects of
accounting, although it is also interested in the factual accuracy of the
data produced by the accounting department. Independent auditing,
on the other hand, gives somewhat less attention to operating and ac-
counting procedures and relatively more to ascertaining the reliability of
accounting data.

Extent of Detail Work. Both internal and external auditors make
use of tests and samples; neither can make anything like a complete,
detailed examination of every transaction except in relatively rare and
limited situations. Even so, in most instances it is both possible and
customary for an internal auditing staff to do more detail work than
would an independent auditor examining the same company. Two
reasons may account for this. First, the relative cost of work done by
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an independent accountant is generally considerably greater than when
done by the company’s own employees. Second, to the extent detail
work has been performed by a competent and reasonably independent
internal audit staff, an independent auditor may reduce the extent of his
own examination. From the viewpoint of an independent auditor, a
competent and effective internal audit department may be looked on as
a feature of internal control. As such it is an indication of reliability in
the accounting data produced under its review and the independent audi-
tor should reduce his examination accordingly.

Thus as internal auditing departments become more common, they
tend to do more and more detailed work, whereas independent auditors
tend to reduce the extent of their own detail work. It may be said quite
safely, however, that some detailed work will continue to be required of
the independent auditor, at least in the foreseeable future.

INTERNAL AUDITING

As pointed out earlier in this chapter, internal auditing differs from
independent auditing chiefly in four respects, the extent of independence
enjoyed, the interests served, the relative emphasis in application of the
basic audit techniques, and the extent of detail work undertaken. How-
ever, the entire story is not told so simply as this. Internal auditing is
a rapidly growing field of service and one of considerable importance.
As such it requires something more than the brief mention given.

Business activities and business enterpriscs have increased in size and
complexity to the point where it is completely impossible for a single
person or cven a group of men to keep in touch with all phases of the
operations of a large company. This has made accounting and account-
ing data all the morc important. Only through the careful collection
and interpretive reporting of selccted business facts can management
be kept informed as to developments, activitics, and the results of the
diverse transactions it initiates.

Accounting data are always subject to some error and with the speed
and extent of growth of business, accounting data in many concerns can
be accepted as reliable only after at least minimum verification proce-
dures have been applied. That is, the importance of accounting infor-
mation and the decisions based on it are such that it is of primary
importance that the information be completely reliable. Temporary
lapses in the efficiency of employees, errors resulting from incompetence
or lack of understanding, or erroneous data used to cover shortages or
defalcations could all result in improper judgments and decisions detri-
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mental to the best interests of the company. For that reason it becomes
almost essential to verify day by day the data that are supplied to man-
agement for decision-making purposes.

It should be apparent that this type of verification cannot be provided
completely and economically by independent auditors. An annual
examination is not sufficient verification of current operating informa-
tion. At the same time the cost of verification by independent auditors
and the limited number of independent auditors available have made it
imperative that some other agency for the verification of operating data
on a current basis be developed. Internal audit departments are the
answer to this problem. Most large companies now have an internal
auditing department of one kind or another. Full recognition of the
importance of internal auditing is yet to be realized, but certainly there
is a growing awareness of the usefulness of this kind of verification.
With it there is also a real growth in the field of internal auditing.

Types of Internal Auditing. Because internal auditing is still a very
young field of activity and is one that does not affect public interest as
directly as does independent auditing there has been less regulation both
from within and without. Consequently it has not developed to the
highly organized and standardized state that public or independent audit-
ing has attained. That it must eventually reach such a level seems
certain.

At the present stage of development, internal auditing activities may
be divided into three groups somewhat as follows:

1. Ordinary accounting work described for purposes of prestige as
internal auditing.

2. Actual verification work performed by an independent stafl of
internal auditors.

3. The review of managerial policies and decisions.

Each of these may require some explanation to differentiate it from
the others and to explain more clearly the nature of internal auditing in
general.

The title of auditor has come to have considerable prestige attached
to it without at the same time having anything like a uniform meaning.
It is used to describe the position of many members of internal account-
ing departments whose work may in one way or another be slightly dif-
ferent from that of other members of the department without at the same
time having anything to do with verification or review. For example,
the assistant chief accountant may be called the company auditor to
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differentiate his work from that of the rest of the accounting department
employees. Also, there is always a certain amount of work that must
be done during the ordinary processes of accounting that is similar to
the verification we think of as real auditing. For example, someone
should be assigned to review suppliers’ invoices before they are approved
for payment to determine whether they represent legitimate company
purchases, are reasonable and proper in every way, and should be paid
with company funds. The person assigned to such a task is frequently
described as an internal auditor. Again, various special assignments
within the accounting department such as the analysis of standard cost
variance accounts, the maintenance of insurance records, or the keeping
of fixed property ledgers, are sometimes considered to be sufficiently
different from the ordinary run of accounting work to justify calling the
responsible employee an auditor.

From the preceding chapters of this book it should be apparent that
the essence of auditing is the independent verification of previously per-
formed accounting work. Original accounting, no matter what the de-
gree of difficulty or importance, is not auditing. Use of the term to
describe the work of members of the accounting department is unfortu-
nate and improper. Auditing is by nature the review of the work of
others, not the original performance of that work. Perhaps it is in-
evitable that the term should have sufficient prestige to make it a coveted
one. On the other hand, improperly describing the work of an account-
ing department employee does not make it any the less an accounting
function. We can only conclude that to apply the term internal auditing
to accounting department functions is an error in the use of the term.
Such work is not true auditing at all.

Many concerns do have an internal department separate from the
accounting department that does review the operations not only of the
accounting department but of other divisions of the business as well.
Such a department, if adequately staffed and given sufficient inde-
pendence of action, may appropriately be called an internal auditing
department. Its work compares favorably with that done by inde-
pendent auditors although, as described earlier, there is some difference
in point of view and emphasis.

Finally, there is a recent tendency for qualified internal auditors to
undertake another type of review that is somewhat beyond verification
as we ordinarily think of it. Internal auditors tend to combine the inti-
mate knowledge of a company’s operations obtained through constant
study and work within the company with the independence and disinter-
ested attitude of an independent auditor. Thus they are in a favorable
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position to pass judgment on policies and practices of a general business
nature as well as an accounting nature. Matters such as office procedure
and accounting organization are of course within their cognizance. In
addition they may go well beyond that area of policy and procedure.
They may be able to make suggestions as to better methods of storing
and handling raw materials and finished product. They may be able to
criticize helpfully the company’s investment or insurance program. They
may have useful ideas as to employees’ pay schedules and profit-sharing
arrangements.

This is not to say that every member of an internal audit staff is
immediately an expert on all phases of the company’s activities. Yet as
well-qualified employees gain experience within the company and at
the same timc develop their abilities to review cffectively, they should
become competent business men as well as audit technicians. As they
do so they should not hesitate to make their ideas useful. Managerial
review at all levels is of importance in large-scale business enterprise if
costly mistakes are to be avoided and errors once made are not to be
repeated. Perhaps there is no type of work within a company that is
better designed to qualify an alert employee for this type of review than
that performed by a true internal audit department.

Requirements of an Internal Audit Department. To be effective,
an internal audit department must have competent personnel, must have
a staff adequate to deal with the verification problems it faces, and must
have sufficient independence to perform its review function effectively.
To be competent members of an internal auditing staff, employees must,
of course, have a thorough understanding of accounting and audit tech-
niques and procedures. In addition, they must have a sufficient back-
ground of education and experience to fit their specialized technical
training into the general business picture. More important perhaps than
any other characteristic of the individual internal auditor is that of the
open, inquiring mind described in Chapter 1 as the auditing attitude.
Knowledge without the desire to use it effectively is of little benefit.
Members of an internal audit staff need the same incentive to pursue
questionable information and practices to a satisfactory conclusion as
do members of the staffs of independent audit firms.

To this end provision must be made for staff training to impress on
new men their duties and responsibilities. Thorough review procedures
and as much variety of experience as possible should be included. Given
the desire, an internal auditor can learn at least as much about the com-
pany for which he works and whose records and procedures he examines
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as can any member of its accounting or other departments. This is an
advantage that an independent accountant rarely if ever enjoys.

Adequate staff for the task at hand is, of course, an essential. The
review of procedures and practices and the verification of data that
should be carried out as part of a regular, recurring program cannot be
accomplished as they should unless the internal audit department has
sufficient personnel to do the work.

The matter of independence is always a difficult one for an internal
auditing department. It will of necessity report to someone within the
company organization and therefore lacks the final degree of independ-
ence possessed by public accountants. On the other hand, if it reports
to an appropriate level of authority within the enterprise it can well have
sufficient independence to make itself effective.

It should be recognized that independence here is a twofold concept.
First, the internal audit staff must have sufficient independence of ac-
tivity to select its own verification tasks and the manner in which that
verification is to be performed. This is not to say that it must be able
to go anywhere in the company at any time for any purpose. It may
well be requested to concentrate its efforts in given areas, particularly
if it is so understaffed as to be unable to make satisfactory company-
wide verification. It must not, however, be forbidden to extend its
verification to any specified activities or departments. Also, it must
have freedom in the design and performance of its work program. Gen-
eral approval of such a program by a higher authority may be accepted,
but there must be absolutely no interference with its verification activities
by members of the departments or activities under examination. To
the extent possible, the internal auditing staff must be viewed as an inde-
pendent operating unit within the company. It is available for such
assignments as appear necessary but must have complete freedom as to
the method of performing its examinations and other assignments.

The second phase of independence has to do with the authority to
which the internal audit staff reports. Theoretically it should report to
no lesser authority than the board of directors. In that way it is freed
from interference or duress by any company employees or officials. For
reasons of desirable organizational procedure this situation is seldom
found. In most cases an internal audit department must report to some-
one on a lesser level than the board of directors.

As internal organizations vary so much, one from another, it is not
practicable to state categorically the officials within a company to which
an internal audit staff might or might not report and still enjoy satisfac-
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tory independence. A better way of describing its relationship with the
rest of the company’s organization and personnel might be to state that:

1. An internal audit staff must report directly to and be responsible
to no lower level of authority than that which is responsible for
the work under examination.

2. To the extent that an officer or employee has a direct interest in
an activity or function, he should be disqualified as an authority
qualified to accept or reject the reports of the independent audit
staff with respect to that activity or function.

As an example of the distinctions that are implied in the preceding
statements we may assume a company organization in which a controller
is responsible for all company records and occupies a position on the
organization chart on a par with the treasurer. He is a superior to both
the head of the accounting department and to the chief internal auditor.
In this case, if the internal audit staff is composed independently of the
accounting department, it is in a position to report effectively on both
the treasurer’s department and the accounting department. If the con-
troller were in a position inferior to the treasurer, any audit of the
treasurer’s department might lack independence. Likewise, if the chief
internal auditor were considered a member of the accounting depart-
ment or if the controller to whom the chief auditor reported took an
active interest in the performance of the accounting duties, the internal
audit staff would, to that extent at least, lack desirable independence.

A third phase of independence might be added, although it seems so
apparent as to be understood without specific mention. The internal
audit staff must have reasonable independence from other duties. It is
not unusual to assign to the internal audit staff the responsibility for
certain original accounting work or similar duties. If these become a
major part of their activities, they may so interfere with verification
efforts as to prevent an effective exercise of the review function. When
this occurs, the internal audit staff ceases to function as such and be-
comes but another part of the accounting department.

Methods of Operation. Stated in general terms, the work of an in-
ternal audit staff is very similar to that of an independent audit staff.
Both make extensive use of the basic audit techniques described in the
earlier chapters of this book. Both concern themselves with internal
control and make recommendations for its improvement. Both alter the
nature and extent of their work in accordance with their findings as to
the scope and effectiveness of internal controls in existence.
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Beyond this, little can be said in terms of specifics. Situations vary
severely, and internal auditors must vary their procedures accordingly.
The internal auditor for a steel company consisting of a single plant has
a far different problem than an internal auditor for a chain of small loan
companies. There is always a definite limitation to the amount of verifi-
cation that can be attempted; thus the internal auditor has a problem
similar to that of the independent auditor of attempting to work out the
most useful program of verification within the bounds of his time and
cost.

Normally this can be solved most effectively by developing a long-
range audit program. Such a program must take into account the mini-
mum verification work such as bank reconciliations, tests of payrolls, and
tests of vendors’ invoices that must be done periodically and currently.
Then it must also give consideration to any peculiarities of the business
that require special attention. Finally, it must include those verification
steps that either need not be performed on a regularly recurring basis
or which are best done only occasionally or on a surprise basis. Prepara-
tion of such a program as described here may sound a good deal easier
than it actually is. Only by constantly modifying such a program over
a long period of time can there be any assurance that the best possible
schedule of internal audit has been obtained. Changes in the company’s
methods of doing business, changes in government regulations ap-
plicable to the concern, variations in emphasis on one activity or func-
tion as compared with another, and other like matters will constantly
call for review and revision of the audit program.

Included within the audit program must be a generous allowance for
the review of company procedures as they operate. A large part of in-
ternal audit work should be directed at the prevention rather than the
correction of errors in the data reported by the accounting department.
This can be accomplished most effectively by reviewing internal control
procedures for any deviations from established practices. Practices fol-
lowed incorrectly are most likely to lead to erroneous results. Constant
examination of procedures as they are carried out will discover any
variations from required practice and thus help to prevent errors in the
results.

With careful planning, the review of operating procedures can be made
in such a way as not to interfere with the accounting processes of the
company any more than absolutely necessary. In some cases it may be
possible for members of the accounting staff and the internal audit staff
to work in close cooperation and at the same time maintain their inde-
pendence of one another. To the extent that this facilitates accomplish-
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ment of the accounting function and permits an effective verification it
should be encouraged.

Special Services of Internal Auditing. One of the characteristics of
modern business activity is the number of government and other regula-
tions under which it operates. These requirements range from govern-
ment decrees having the force of law through contractual agreements
contained in bond indentures and insurance policies to completely vol-
untary rules established by management itself. The various members of
the operating and service departments of the enterprise, other than in-
ternal auditing, are expected to meet these requirements. If they fail
to do so it is possible the company will incur serious consequences of
one kind or another. For this reason care must be taken to assure the
company that it is complying with all pertinent requirements, self-im-
posed as well as those prescribed by outside authorities.

The internal audit staff is well situated to cover this matter in its
review of the activities and records of the various departments of the
company. One of its most important services to the enterprise is this
matter of assuring that adequate compliance with all pertinent require-
ments has been obtained. This places a considerable burden on the
internal audit staff but a burden that is entirely compatible with its other
duties and with the nature of the work it is expected to do.

In the establishment of a long-range audit program, considerable
attention to the determination of compliance with pertinent requirements
is called for. As additional developments in government activities and
in business practices bring new requirements, it becomes a responsibility
of the internal audit department to ascertain their nature and to report
any failures to so comply.

Cooperation with the Independent Auditor. In as much as the work
of the internal audit staff and that of the independent auditors are di-
rected toward the same end, the production of reliable accounting data
and the maintenance of adequate internal control, every effort should be
made both to avoid duplication and to obtain better coverage of all
possibilities through a sound integration of activities.

The existence of an internal audit staff does not make an annual
examination by independent accountants any less desirable. In the same
way, an annual examination by independent auditors is no substitute for
the day-by-day work of an internal audit staff. Each has its necessary
place, and neither can be fully supplanted by the other.
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From the standpoint of the independent auditor, an efficient internal
audit department may be looked on as a valuable contribution to internal
control. As such it encourages him to reduce the extent of his detail
audit tests and to place greater reliance in general on the company’s
accounting records and procedures. Beyond this, however, much more
can be done through actual cooperative planning.

In reviewing the internal control before preparing his examination
program, the independent auditor will want to review the reports and
work programs of the internal audit staft for the year to determine to
what extent they represent verification work on which he can rely and
which he will have no need to duplicate. This might almost be called
“negative cooperation,” the mere avoidance of duplication. ‘In addi-
tion, if the independent auditor knows of his appointment early in the
year, it is possible for the chief internal auditor and the independent
auditor in charge of the assignment to work out a program of work by
the internal audit staff that will greatly reduce the year-end work of the
independent auditor.

This will range all the way from the preparation of trial balances and
various account analyses to the performance of complete audits at
branch offices. It is frequently impossible for an independent auditor
to visit and examine all the branch establishments of a client company
every year. With the aid of a dependable and independent internal audit
staff he can work out a schedule so that every office is visited at least
once each year for a thorough examination by either the internal staff or
the independent accountants. Sometimes the program to be followed is
developed by the internal auditor in consultation with the independent
accountant; often representatives from the two staffs might team up to
examine a given location or division.

Just as there is much yet to be done in the development of internal
auditing, so there is much yet to be done in working out more complete
cooperation between independent and internal auditors.
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PROBLEMS—CHAPTER 17

Problem 17-1. You are employed as internal auditor by the Green Oil
Company which operates a chain of automobile service stations., You are
its first internal auditor, and the company president states to you that the
purpose in employing you is to put a stop to the several shortages of gaso-
line, tires, and other items that have occurred at their various locations.
He asks you to submit a general outline of the procedures you intend to
follow. Prepare such a program.

Problem 17-2. Prepare an audit program to be followed by the members
of the internal audit department of a state-wide public utility having branch
offices in approximately 30 towns and collection points at approximately 40
more. The branch offices keep complete double-entry records, collect and
disburse cash, and carry an inventory of construction materials. The col-
lection points merely collect cash from customers and forward it to the home
office. All billing is done by the home office. Each month the collection
points receive a list of customers’ balances to be collected. This and their
daily report of cash collected are the only records kept.

Problem 17-3. The Henderson Manufacturing Company has an em-
ployees’ cafeteria that serves approximately 1,500 meals a day plus coffee
and soft drinks during rest periods. The cafeteria is operated by an out-
side catering firm, which is guaranteed a profit of 20% of its food and labor
costs by the company. Any deficiency in the catering company’s profits are
paid directly by the Henderson Manufacturing Company. As the chief
internal auditor for the Henderson company, prepare a program for your
assistant to follow in verifying the catering company’s semiannual request
for payment from the company.

Problem 17-4. The Nation-Wide Groceries is a chain of large super-
markets. It has a team of internal auditors constantly engaged in examining
individual supermarkets. Centralized purchasing is handled by the home
office; shipments to the markets are billed at selling prices by the home office.
All sales are for cash. Cash receipts are deposited daily in a local bank
which is instructed to permit withdrawal only by home office checks. The
manager of each market has a bank account maintained on an imprest basis
for expenditures that must be handled locally. All payrolls are paid from
the home office. As internal auditor, what would make up the most im-
portant part of your work in examining individual supermarkets? Explain
fully.

Problem 17-5. As chief internal auditor for a small manufacturing com-
pany you are asked by the controller to cooperate as completely as possible
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with the independent accountants in order to facilitate their examination and
effect any economies possible. What would you suggest?

Problem 17-6. Prepare an audit program for use by an internal audit
staff in the examination of branch offices of a small loan company.

Problem 17-7. Payrolls for the Kelly Construction Company are prepared
by timekeepers in the field and are then forwarded to the home office for
preparation of checks. As construction workers dislike waiting for their pay,
the home office prepares the checks and sends them back to the timekeepers
for distribution as rapidly as possible. As many as 1,500 men at 30 different
locations may be working at one time. The general manager of the company
feels that payroll disbursements have increased without an increase in the
amount of work done, but he has neither the time nor the training to discover
exactly what is wrong. He instructs you to “drop out of the accounting
department for six months and look into this thing.” What procedure would
you follow?

Problem 17-8. You are the internal auditor for a company that has a
considerable amount of scrap metal as a result of its manufacturing process.
Outline a system of controls over sales of this scrap material that will prevent
employees from disposing of it to their personal advantage.

Problem 17-9. You are employed as its first internal auditor by the Wright
Amusement Company which operates a chain of 27 moving-picture theaters
in approximately half of a midwestern state. The company president tells
you that so far as he knows there is not a thing wrong with the company at
present, and he wants you to make sure that no trouble ariscs. What would
be your approach to such an assignment?






Chapter 18
INDEPENDENT AUDITING

As described in the preceding chapter, public accountants are inde-
pendent experts who are available to serve their clients in a professional
capacity with respect to the examination of accounting data. In addition
to making audit examinations, they also serve in the preparation and
review of tax returns, on engagements involving systems development or
revision, and in other matters relating to accounting. As our interest
here is in the verification of accounting data, this discussion will restrict
itself to those phases of an independent accountant’s work related to
auditing.

Staff Organization. Independent accounting firms, with rare excep-
tions, are either partnerships or sole proprietorships. If the organiza-
tion is that of a partnership, it is common practice to select one member
as the “managing” or “executive” partner. With the assistance of a
committee, he assumes final responsibility for firm policy and operations.

Each client is assigned to one or another of the partners who, subject
only to his compliance with firm policies, is completely responsible for
adequately serving that client. This is not to say that each partner
carries on his practice in complete independence of the others. Mutual
respect and cooperation are essential if a partnership is to be successful.
Partners confer with one another frequently, share experiences and prob-
lems, and feel completely free to call on one another for advice. It is
necessary, however, that some one person in the organization take final
responsibility for satisfying each client’s requests, a responsibility that
can be discharged only at the partnership level. Each partner, therefore,
must be not only a competent accountant and auditor, he must also have
some of the attributes of a customer’s man. He must be able to meet
and deal with a variety of people and their accounting problems.

Immediately below the partners in the scheme of organization is a
group known variously as “supervisors,” “managers,” “principals,” or
by some similar term. It is from this group that new partners are com-
monly drawn. These men have come up “through the ranks,” have
demonstrated their technical auditing abilities, and occupy an important

353
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junior executive type of position. They take charge of a group of clients
under a partner’s supervision. As they have a smaller number of clients
assigned to them they can become more familiar with the details of their
clients’ organizations and the nature of their accounting problems. With
competent supervisors to help him, a partner can care for a great many
more clients than he could if he had to achieve close familiarity with
each. Supervisors can solve most of the problems which arise in the
course of an audit engagement and are responsible for the effective per-
formance of the engagement. They are free to call on the partner for
advice and help as they feel necessary, and are expected to inform him of
any developments or other matters that might affect the firm’s relations
with the client.

Below the supervisory group is found another group of staff ac-
countants best described by the somewhat awkward term “in-charge
accountants,” although the term “senior” is also common. These are
the accountants who take direct responsibility for performance of audit
field work. An in-charge accountant is normally assigned to one en-
gagement at a time. He is responsible to his supervisor for the develop-
ment and performance of an acceptable audit program. Any assistants
work under his immediate control; he assigns them various components
of the program and reviews their work to make sure that it is satisfac-
tory. His training and experience must be such that he can meet and
solve day-by-day problems on his own initiative because frequently he
may not see his supervisor from the time the audit program is approved
until the field examination has been completed. Most important, how-
ever, he must know when he is in difficulty; he must recognize serious
situations and problems that are beyond his abilities or authority. These
he must bring to the immediate attention of his supervisor so that the
supervisor’s greater experience and more mature judgment may be
brought to bear on the problem.

It is safe to say that the backbone of a good audit staff is found in the
in-charge group. Not only do these men direct the field work, supervise,
and give on-the-job training to their assistants, but it is upon them that
the final responsibility for recognizing any serious problems rests. In
view of the fact that a partnership or proprietorship has unlimited liabil-
ity and at the same time may be held responsible to unknown third
parties if the examination does not meet professional standards, the
position of in-charge accountant is of considerable importance.

Assistants, or “junior accountants” as they are often called, comprise
the largest single group in the organization; hence they do the bulk of
the field work. They work directly under the in-charge accountant sub-
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ject to his instructions. Their responsibility is for the adequate per-
formance of their assigned tasks and also to bring to the attention of the
in-charge accountant any errors, variations from the client’s established
procedures, or deviations from accepted accounting practices, and, of
course, any other matters that arouse their suspicions.

A wide range is found in the extent of talent and experience among
the members of this group. It includes the most recent additions to the
audit staff who may have no experience whatever as well as men who
have had sufficient experience to qualify as in-charge accountants on
small engagements. This group is sometimes divided into “junior” ac-
countants and “semi-senior” accountants, the latter term applying to
those who are bordering on the “senior” accountant or in-charge ac-
countant rating.

It will be seen from this brief discussion of divisions within the staff
of a public accounting firm that the various groups tend to merge one
with another rather than to be clearly scparated. For example, it is
sometimes difficult to state precisely when a man passes from the ad-
vanced assistant or semi-senior classification into that of the in-charge
accountant. He may act as the accountant in charge on small engage-
ments while still an assistant; on the other hand, after reaching senior
status he may act as second man on an extremely large job. Such
matters as the amount of work to be spread over the available staff, the
difficulty of the specific assignment, and the degree of supervision all
affect the selection of personnel for given examinations.

Another point worthy of mention is that close cooperation of cach
group with the others is required. On any audit engagement, some
members of each group participate. The work of each is important;
each one makes a contribution to successful completion of the exami-
nation. Each must take his own work and that of the others seriously.
Negligence or listlessness on the part of any member of the audit team
may nullify the efforts of all.

Review Procedures. The revicw procedures set up by a public ac-
counting firm in order to maintain professional standards in its exami-
nations and reports follow the organizational lines described in the pre-
ceding section. On the job, the accountant in charge reviews the work
of each of his assistants, as described in Chapter 16. The supervisor
generally reviews all the work papers, including those prepared by the
in-charge accountant, while the audit staff works on the report and be-
fore they leave the field. In the office, the partner may review the report
before it is typed and, depending on the extent of responsibility carried
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by the supervisor, may also look over the work papers. After the report
has been typed and is ready to be mailed to the client, the partner again
looks it over and signs it, generally in the name of the firm.

In addition to the review of the work papers and report for complete-
ness and propriety, an additional review of the report for arithmetical
accuracy, internal consistency, and possibly for grammar and construc-
tion is performed by a “report” or “comparing and proving” department.

A cardinal point of review procedure is that the work of each person
must be reviewed at least once by a superior. This apparently is not true
for the work of the partners, but as they do no original work on the
engagement their work does not need review in the same sense as the
work of others. Furthermore, they assume ultimate responsibility for
the work and therefore have no superiors to review them.

Report Writing. It has been said that the best time to write an audit
report is while the examination is in progress. The suggestion is that,
as matters worthy of comment in the report are found, they should be
written up in such a way that they may later be included in the report
with a minimum of rewriting. If this practice is followed, there is much
less opportunity for omitting significant material from the report, and
the time required for writing the report is reduced.

The report is drafted by the in-charge accountant subject to general
instructions from the supervisor. It is then reviewed and checked to
the work papers by the supervisor before he approves it for final review
by the partner. (The content and style of reports are considered in
Chapter 19.)

Audit Standards. Individual audit engagements differ in so many
and in such important respects that it is impracticable and unreasonable
to attempt to establish a uniform audit program to be applied in every
engagement. It is almost as difficult to set forth a list of basic or mini-
mum procedures to be followed in all cases. This makes the problem
of maintaining a high professional level of work throughout all the many
different firms in the country an arduous one. As an aid to establishing
and maintaining a high standard for the profession of independent audit-
ing, the American Institute of Accountants, through one of its commit-
tees, has developed and published a series of “auditing standards.”
These summarize in a general way the requirements that an audit exami-
nation must meet if it is to be considered a satisfactory, professional
effort. Some of these standards refer to the examination in general,
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others are directed at the field work and at the audit report. In general
they are sclf-explanatory.

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

2. In all matters relating to the assignment an independence in mental
attitude is to be maintained by the auditor or auditors.

3. Due professional care is to be exercised in the performance of the
examination and the prcparation of the report.

Standards of field work. 1. The work is to be adequately planned and
assistants, if any, are to be properly supervised.

2. There is to be a proper study and evaluation of the existing internal
control as a basis for reliance 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 is to be obtained through in-
spection, observation, inquiries and confirmations to afford a reasonable basis
for an opinion regarding the financial statements under examination.

Standards of reporting. 1. The report shall state whether the financial
statements are presented in accordance with generally accepted principles of
accounting.

2. The report shall state whether such principles have been consistently
observed in the current period in relation to the preceding period.

3. Informative disclosures in the financial statements are to be regarded
as reasonably adequate unless otherwise stated in the report.

4. The report shall either contain an expression of opinion regarding the
financial statements, taken as a whole, or an assertion to the effect that an
opinion cannot be expressed. When an over-all opinion cannot be expressed,
the reasons therefor should be stated. In all cases where an auditor’s name
is associated with financial statements the report should contain a clear-cut
indication of the character of the auditor’s examination, if any, and the
degree of responsibility he is taking.!

Although not stated in precise terms, these generally accepted audit-
ing standards provide the most specific measure currently available for
determining whether or not an audit examination and report meet pro-
fessional requirements.

Regulation of the Profession. Public accounting, which includes
the field of independent auditing, is regulated or controlled in two dif-
ferent ways. First, entrance into the profession is governed by state
laws which in some cases proceed to establish codes of ethical conduct
by which practitioners must abide or lose their license to practice. Sec-
ond, organizations of professional accountants have adopted codes of

1 “Generally Accepted Auditing Standards—Their Significance and Scope,”
American Institute of Accountants, New York, 1954,
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ethical conduct with which their members must comply or lose the recog-
nition of their fellow practitioners.

License to Practice. The laws of the various states differ in detail as
to who may and who may not enter into the practice of public account-
ing. The degree of certified public accountant is a prerequisite for prac-
tice in most states and as such is of importance in the regulation of the
profession. Requirements to be met before the coveted degree is granted
include

1. Certain requisites of age, education, citizenship, and the like.
These vary somewhat from state to state.

2. Successful completion of a comprehensive examination covering
accounting theory and practice, auditing, and business law. A
uniform examination prepared by the American Institute of Ac-
countants is now used in all states and the District of Columbia.

3. A period of experience on the staff of a licensed and practicing
public accountant. The required period varies, generally, from
one to three years, although in some states no experience is re-
quired and in others as much as six years’ experience is necessary.

These requirements insure that anyone licensed to practice public
accounting under his own name possesses certain qualifications that the
administering agencies feel are necessary for protection of the public
good. They are also helpful in holding the standards of the profession
at a high level.

Professional Organizations. Several voluntary organizations of ac-
countants exist. Of these, the American Institute of Accountants, the
national organization of practicing certified public accountants, is prob-
ably the most important to an auditor. It works closely with state
societies of certified public accountants which are active organizations
in almost every state. The activities of the Institute and the closely
allied state societies in furthering the advancement of the profession are
too extensive for discussion here. One activity, that of helping to regu-
late the profession, is of interest because of its importance in independent
auditing.

Through committees set up to deal with special areas of interest such
as auditing procedure and professional ethics, the Institute takes an active
part in establishing and improving practices and procedures followed by
independent auditors. The Institute has also developed a code of ethics
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(presented in the following section) to which its members are required
to adhere. Failure to abide by these rules will result in charges being
brought against the member before a committee of the organization. If,
after a full and fair hearing, it is found by the committee that the member
is guilty of unprofessional conduct he may be reprimanded or, if the
misconduct is serious, his membership may be forfeited. As membership
in the accepted organizations is something of a mark of quality in any
profession, loss of one’s membership in the American Institute of Ac-
countants for disciplinary reasons is a serious blow to a public ac-
countant’s prestige, pride, and professional standing.

Professional Ethics. Among the requirements of any profession is
a well-established and generally accepted code of ethical conduct.r The
American Institute of Accountants has promulgated such a code. It has
been accepted by the membership of the Institute and used as a model
by many state societies in the development of their own codes of behavior.

The purpose of a professional code of ethics is, first of all, to protect
the public by requiring practitioners to meet certain standards in their
professional activities and to refrain from improper activities. Second,
it is to protect members of the profession in their relations with one
another from the reckless or harmful activities of unscrupulous or
thoughtless competitors. The rule against advertising, for example, is
sometimes criticized as working in favor of the large established firm with
its reputation already made and against the beginning accountant who
is unknown beyond a small circle of personal acquaintances. Ac-
countants have recognized that advertising is detrimental to the profes-
sion because publicly claiming excellence in what are essentially per-
sonal abilities is not calculated to inspire trust. There is the further
point that advertising by a small practitioner might force his larger “com-
petitor” to indulge in the same practice. In competitive advertising, the
larger firm with greater resources would have a decided advantage;
hence this rule actually works in favor of the small practitioner.

Each of the rules in the following list is subject to the same test, and
each, it will be found, meets the requirements. Every one is intended
either to protect society directly by holding accountants to high standards
or indirectly by preventing practitioners from spending themselves in
activities which are essentially unfair competition.

1 For an excellent discussion of the need for integrity among accountants,
see “The Accountant and His Conscience” by Professor H. T. Scovill, The
Illinois Certified Public Accountant, March, 1952.
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RULES OF PROFESSIONAL CONDUCT
American Institute of Accountants

As Revised December 19, 1950

(These rules of conduct supplement the disciplinary clauses of the
by-laws.)

1. A firm or partnership, all the individual members of which are
members of the Institute, may describe itself as “Members of the
American Institute of Accountants,” but a firm or partnership, not all
the individual members of which are members of the Institute, or an
individual practicing under a style denoting a partnership when in fact
there be no partner or partners, or a corporation, or an individual or
individuals practicing under a style denoting a corporate organization
shall not use the designation “Members of the American Institute of
Accountants.”

2. A member shall not allow any person to practice in his name who
is not in partnership with him or in his employ.

3. Commissions, brokerage, or other participation in the fees or
profits of professional work shall not be allowed directly or indirectly
to the laity by a member.

Commissions, brokerage, or other participation in the fees, charges,
or profits of work recommended or turned over to the laity as incident
to services for clients shall not be accepted directly or indirectly by a
member.

4. A member shall not engage in any business or occupation con-
jointly with that of a public accountant, which is incompatible or in-
consistent therewith.

5. In expressing an opinion on representations in financial statements
which he has examined, a member may be held guilty of an act dis-
creditable to the profession if

(a) he fails to disclose a material fact known to him which is not
disclosed in the financial statements but disclosure of which is necessary
to make the financial statements not misleading; or

(b) he fails to report any material misstatement 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) he fails to acquire sufficient information to warrant expression
of an opinion, or his exceptions are sufficiently material to negative the
expression of an opinion; or

(e) he fails to direct attention to any material departure from gen-
erally accepted accounting principles or to disclose any material omission
of generally accepted auditing procedure applicable in the circumstances.

6. A member shall not sign a report purporting to express his opinion
as the result of examination of financial statements unless they have
been examined by him, a member or an employee of his firm, a member
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of the Institute, a member of a similar association in a foreign country,
or a certified public accountant of a state or territory of the United
States or the District of Columbia.

7. A member shall not directly or indirectly solicit clients by circulars
or advertisements, nor by personal communication or interview, not
warranted by existing personal relations, and he shall not encroach upon
the practice of another public accountant. A member may furnish
service to those who request it.

8. Direct or indirect offer of employment shall not be made by a
member to an employee of another public accountant without first in-
forming such accountant. This rule shall not be construed so as to
inhibit negotiations with anyone who of his own initiative or in response
to public advertisement shall apply to a member for employment.

9. Professional service shall not be rendered or offered for a fee which
shall be contingent upon the findings or results of such service. This
rule does not apply to cases involving federal, state, or other 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, which
are therefore of an indeterminate amount at the time when an engage-
ment is undertaken, are not regarded as contingent fees within the mean-
ing of this rule.

10. A member shall not advertise his professional attainments or
services:

(a) The publication of what is technically known as a card is re-
stricted to an announcement of the name, title (member of American
Institute of Accountants, CPA, or other professional affiliation or desig-
nation), class or service, and address of the person or firm, issued in
connection with the announcement of change of address or personnel
of firm, and shall not exceed two columns in width and three inches in
depth if appearing in a newspaper, and not exceed one-quarter of a page
if appearing in a magazine or similar publication.

(b) A paid listing in a directory is restricted to the name, title, class
of service, address and telephone number of the person or firm, and it
shall not appear in bold type, box, or other form of display, or in a style
which differentiates it from other listings in the same directory.

11. A member shall not be an officer, director, stockholder, repre-
sentative, or agent of any corporation engaged in the practice of public
accounting in any state or territory of the United States or the District
of Columbia.

12. A member shall not permit his name to be used in conjunction
with an estimate of earnings contingent upon future transactions in a
manner which may lead to the belief that the member vouches for the
accuracy of the forecast.

13. A member shall not express his opinion on financial statements
of any enterprise financed in whole or in part by public distribution of
securities, if he owns or is committed to acquire a financial interest in
the enterprise which is substantial either in relation to its capital or to
his own personal fortune, or if a member of his immediate family owns
or is committed to acquire a substantial interest in the enterprise. A
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member shall not express his opinion on financial statements which are
used as a basis of credit if he owns or is committed to acquire a financial
interest in the enterprise which is substantial either in relation to its
capital or to his own personal fortune, or if a member of his immediate
family owns or is committed to acquire a substantial interest in the
enterprise, unless in his report he discloses such interest.

14. A member shall not make a competitive bid for professional
engagements in any state, territory, or the District of Columbia, if such
a bid would constitute a violation of any rule of the recognized society
of certified public accountants or the official board of accountancy in
that state, territory, or District.

15. A member of the American Institute of Accountants engaged in
an occupation in which he renders services of a type commonly rendered
by public accountants, must obscrve the by-laws and rules of profes-
sional conduct of the Institute in the conduct of that occupation.

16. A member shall not violate the confidential relationship between
himself and his client.

Legal Rights and Responsibilities. As members of a skilled prc
fession, independent auditors have certain rights and responsibilities i
connection with the work they undertake for others. In as much a
public accounting is still a relatively new field of professional activit
the rights and responsibilities of its practitioners have not yet been com
pletely and definitely established. Hence it is difficult to make cate
gorical statements as to the legal responsibilities incurred by accountant
when reliance is placed on their opinions by clients and third partie:
However, a few general statements can be made as a guide to an undei
standing of the manner in which an independent auditor is expccted t
discharge his duties.

It should be emphasized that these rights and responsibilities grow ot
of the professional status of the independent auditor. As a member ¢
a skilled profession he is expected to be competent to perform the wor
which he represents himself as able to do. Because of the peculiar natur
of his work, which includes the expert examination and expression ¢
an informed opinion on the financial statements of others, he is expecte
to be completely independent in the planning and performance of h
work. Because his work may provide a basis for the actions of othe:
in advancing credit or investing in securities he is expected to exercis
appropriate care and diligence in arriving at and expressing his opinios
During the course of his work he inevitably has access to considerab!
information pertaining to his client’s business, some of which may k
of a highly secret nature; such information he is expected to keep con
pletely confidential.
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On the other hand, it is accepted that an auditor is not in any way a
guarantor of the statements to which he adds his opinion or certificate.
The financial statements are considered to be the representations of the
company under examination; the independent accountant merely ex-
presses his own expert and informed opinion as to the reliability of the
information presented in the financial statements. Neither is the inde-
pendent auditor responsible for the detection of all fraud which may be
present. It is an accepted fact that an independent auditor bases his
opinion on tests and samples. In many cases this will result in the dis-
covery of defalcations or embezzlements but in other instances it may not.
An independent auditor is expected to make and is held accountable for
an examination in accordance with generally accepted audit standards.
If such an examination would disclose the irregularities in question he
should discover them. Beyond this he is not responsible for the dis-
covery of the acts of dishonest employees or officers.

Responsibility to Clients. The performance of an audit examination
must be based on an agreement between the auditor and his client.
Whether stated specifically in written terms or only very generally in an
oral understanding, the accountant is bound by the terms of this con-
tract. It is an extremely unwise practice to enter into anything as im-
portant as an audit engagement without a specific statement as to the
work which the auditor undertakes to perform. Unless the auditor
specifies with reasonable accuracy the nature of the examination he
undertakes to make, the client may later claim, to the disadvantage of
the auditor, that a more comprehensive or more detailed investigation
was intended. .

In the performance of the examination the auditor is, of course,
expected to exercise the skill and competence of a professional person.
In addition he must maintain the confidential nature of the information
entrusted to him. To the extent that he fails to perform in accordance
with the terms of his contract with the client, fails to exercise due care
and ability, or fails to keep confidential the information to which he has
access, he may become legally responsible to the client for breach of
contract. The damages in such circumstances will be the loss suffered
and proved by the client to arise from the auditor’s failure to perform.
The loss may be only the amount of the fees charged by the auditor or
may be a much larger sum.

Responsibility to Third Parties. The independent auditor’s contract
is usually with the company under examination. Yet the nature of his
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work is such that he may become responsible to others not parties to tl
contract. His opinion as to the reliability of the financial statements
desired by the client both because it is good assurance that he himse
can rely on the information contained therein and because the financi
statements will be accepted by banks, various regulatory agencies, stoc
holders, and others as being dependable and properly prepared. Whe
these outside interests read and rely on the independent auditor’s opinio
a development which the auditor should recognize as a possibility wh
he submits his report to the client, they place certain responsibilities ¢
him. In general, these are for the competent and careful performan
of his examination and for the disclosure of any material informatic
obtained during the examination that might influence readers of tl
statements to act differently than they would act based only on the stat
ments as presented.

It has been established by means of legal decisions that under tl
common law an accountant is responsible to third parties for damag
suffered by them in innocent reliance on the auditor’s opinion if th
opinion is fraudulent. Fraud may be present if an auditor expresses ¢
opinion when he does not have a sincere and honest belief in that opinic
or if his examination has been so grossly negligent as to give him i
sufficient grounds for expressing a professional opinion. Thus, if :
independent auditor has failed to make a satisfactory examination, or
in accordance with generally accepted audit standards, he may be he
accountable for damages resulting to third parties from their reliance ¢
his opinion whether he knew that such reliance was to be so placed ¢
his opinion or not. Thus he has a substantial responsibility to an u
known number of third parties.

If the auditor has definite knowledge that certain third parties w
rely on his opinion, such as in an audit examination prepared speci
cally to support a request for bank credit, his responsibility may becon
somewhat greater. Here he may be responsible for negligence as we¢
as fraud.

Under the terms of the Federal Securities Act of 1933 and the Feder
Securities Exchange Act of 1934, the responsibility of the independe
auditor to third parties who rely on his opinion attached to financi
statements has been increased substantially. Under the terms of the
acts an issuer of securities must file a “registration statement” with tl
Securities and Exchange Commission prior to the sale of securities
the public through the mails or in interstate commerce. Included with
the registration statement are the financial statements of the issuir
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company together with an independent auditor’s opinion as to their
reliability. Any person acquiring securities described in the registration
statement, whether or not he is a client of the auditor, may sue the
auditor for damages resulting from an alleged false statement or mis-
leading omission in the financial statements. It is not necessary to prove
that the auditors were negligent or fraudulent in the expression of their
opinion. The plaintiff does not even have to prove that he relied on
the statement or that the loss he suffered was a direct result of the falsity
or misleading character of the financial statements. To defend himself
against such a claim the auditor must establish the absence of negligence
or fraud in his work by proving that his examination was satisfactory and
that he did believe in his opinion as expressed. He may also prove as
defense that the plaintiff’s loss resulted from causes other than any false
statements or omissions in the financial statements.

Obviously this places an extremely heavy burden on practicing audi-
tors. Their only real safeguard is in the careful and skillful performance
of their work together with the development of professional standards
which are reasonable and generally accepted both within the ranks of
their own profession and by those who rely on their opinions.

Rights of Independent Auditors. One of the obligations of an inde-
pendent auditor is to maintain suitable independence in the performance
of his work. This may also be viewed as one of his important rights.
As an independent contractor he has the privilege as well as the duty
of determining the extent of his examination and the methods to be
followed. If the client infringes on this right by limiting the extent of
the auditor’s work or by refusing him access to certain information, the
auditor need only report such facts in his opinion and thereby limit his
responsibility in that respect. In other cascs he might refuse to give an
opinion because the situation was such that an opinion might be mislead-
ing to those who read it.

Another important right of independent auditors has to do with the
ownership of audit work papers. It has been clearly established that
the work papers prepared during the course of an audit examination
become the property of the auditor. This is almost an cssential because
the work papers are the best evidence an auditor has with respect to the
extent of his examination and its performance in accordance with gen-
erally accepted audit standards. However, the auditor’s ownership of
work papers is not without limitation. The confidential nature of an
auditor’s relationship to his client requires that he protect the information
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in audit work papers from any improper use that might run counter to
the best interests of the client. He is not free to dispose of them in any
way he chooses. He may keep them for his own purposes; without the
permission of the client, however, he may not turn them over to others
who do not have the same relationship to the client which he has had.
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PROBLEMS—CHAPTER 18

Problem 18-1. The directors of the X Company frankly admit the exist-
ence of secret reserves, justifying the practice on the ground they are making
provision for equalizing dividends in bad years, and ask you to certify to
their statement and balance sheet nevertheless. You have confidence in their
good faith. What should you do? (AIA)

Problem 18-2. For several years, including 1953, a public accountant had
prepared statements and tax returns for the F Corporation. In August of
1954 he was approached by M, who, according to the newspapers, had pur-
chased the F Corporation’s business. M asked the accountant for copies of
all statements previously made for the corporation, his stated intention being
to use them for comparative purposes. M asserted that he had the financial
records from the inception of the F Corporation. Explain fully how you
would act if you were the public accountant confronted with such a situation
and tell why. (AIA)

Problem 18-3. The balance sheet of the A Corporation shows as a fixed
liability “First-mortgage bonds, $100,000.” On inquiry you learn that these
bonds mature within the next six months, and you inform the treasurer that
you propose to show the item as a current liability. He explains that steps
are being taken to refund the liability by a new issue of bonds at a lower rate
of interest. From a survey of the finances of the corporation you are con-
vinced that it will have no other means of meeting the debt. It so happens
that another client of yours owns 90% of the bonds, and has boasted to you
that he will soon obtain full possession of the 4 Corporation, which is a
business rival. (a) What use will you make of this knowledge? (b) How
will you treat this item on the 4 Corporation balance sheet? Give your
reasons. (AIA)

Problem 18-4. (a) Your client, who owes money to his bank, has given
the latter your annual report. The bank asks you for additional informa-
tion. What will you do? Give reasons. (b) You are asked to audit the
accounts of a company which had thus far been audited by another ac-
countant in good standing. Will you accept the engagement? Give reasons.
(c) At a meeting of the alumni of your college it was decided to found a
scholarship. You agreed to contribute 15% of all the fees collected for work
given you by the alumni or through their efforts, and considerable business
came your way in that manner. You are accused of unprofessional conduct.
State your defense. (ATA)

Problem 18-5. For a number of years you have audited the books and
accounts of a concern which has just been thrown into receivership. You
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are asked by the minority interests, who are instituting legal action for mis-
management, to audit the books and assist them in these proceedings. State
the conditions under which you would accept the engagement or why you
would decline it. (AIA)

Problem 18-6. Company B received from Company A4 a substantial order
for merchandise, and upon shipment Company B rendered a bill to Company
A for the goods purchased. Through the misplacement of a decimal point
the amount of the bill was exactly one-tenth of what it should have been.
Company A4 entered and settled the bill at the smaller amount and, at the
time the usual audit was being made, had not heard from Company B. The
auditor discovered the error, although he was not expected to check the
purchase invoices for clerical accuracy. Company A had to admit the error
but did not permit its correction, placing the responsibility on Company B.

The auditor was at some time later engaged by Company B for a balance
sheet examination which likewise did not include a check of detail. Remem-
bering the incident and anxious to see whether Company A4 had acknowl-
edged the additional indebtedness and paid up, he found that the bill had also
gone through Company B’s books at the lower amount, that the error had
not been discovered, that Company A4’s check had been reccived and credited
in full settlement of the bill and that nothing had been heard from Com-
pany 4.

State what the auditor should do in each examination. Give reasons.

(AIA)

Problem 18-7. An auditor, having completed his engagement and ren-
dered his bill for $7,500, is tendered 100 shares of the capital stock of the
client, par value $100 each, which he accepts in full settlement of his fee.
Give entries and explain fully how the transaction should be recorded on the
client’s books and on the auditor’s books: (a) if the shares had been newly
issued; (b) if they had been reacquired by the company and carried as
treasury stock. Are there any ethical considerations involved in such an
arrangement? (ATA)

Problem 18-8. A manufacturing company which has been your client for
several years acquires control of another manufacturing company on April
1, 1954. The 1953 accounts of this subsidiary had been examined by inde-
pendent public accountants. You are requested to make the 1954 exami-
nation with the object of consolidating the accounts of the two companies at
the end of the year. Discuss to what extent and purpose the accounts for
the periods prior to 1954 should be examined. (AIA)

Problem 18-9. A client maintains several branch offices throughout the
country, where practically all accounts receivable ledgers are kept. Accounts
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receivable represent a significant proportion of the total assets of the con-
cern. An internal auditing staff regularly examines the branch office ac-
counts and circularizes the receivables. All other accounts can be satisfac-
torily examined at the head office. The concern is well managed, its ac-
counts in the past have been conservatively stated, and from the work done
at the head office there is no reason to question the accuracy and complete-
ness of the reports of the internal auditors. The client proposes that you
limit your examination to the head office records, and rely on the internal
auditor’s reports as to the accounts receivable maintained at the branches.
State in what way you would amend the standard short-form report or
certificate in this case, and give reasons for any amendment. (AIA)

Problem 18-10. What is the meaning of “independence” as applied to
independence of accountants? Cite evidences of lack of independence, and
rules of professional conduct prohibiting actions which might result in im-
pairment of accountant’s independence. (AIA)

Problem 18-11. During the course of your examination you note certain
disbursements charged to promotion expense. There is no supporting de-
tail, but the vouchers were approved by the president. The related checks,
made payable to cash, were signed by the treasurer, countersigned by an
assistant treasurer, and indorsed by the treasurer. The officers refuse to
furnish any further information. As independent auditor, what would you
do, and why? (AIA)

Problem 18-12. Name four acts or situations which are regarded as
contrary to ethical standards as generally recognized by the accounting
profession. (AIA)

Problem 18-13. State your views as to the propriety of accepting a con-
tingent fee in a professional accounting engagement. State reasons, noting
exceptions, if any. (AIA)

Problem 18-14. A public accountant has a financial interest in an enter-
prise which he audits. Discuss the conditions under which it is proper and
not proper, respectively, for the public accountant to express his opinion on
the financial statements of the enterprise. (AIA)

Problem 18-15. Nearly one-third of the American Institute of Ac-
countant’s rules of professional conduct are concerned with the certified
public accountant’s independence. On the other hand, the legal profession
is not concerned with the independence of lawyers. Why is there a differ-
ence as regards independence between the legal and accounting professions?

(AIA)
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Problem 18-16. In a customary annual examination of the accounts of a
manufacturing company, the president of the corporation has requested that
you confine your work to the balance sheet at the year end and certify to
the balance sheet only. He contends that, if the balance sheet is verified and
you have previously verified the balance sheet at the close of the preceding
year, then the net income for the year must be the difference. Hence, he
contends, there is no necessity for spending the time to check the income
statement. What reasons would you advance for the desirability of check-
ing the income and expense account in sufficient detail to permit certifica-
tion thereof? (Disregard any income tax considerations.) (AIA)

Problem 18-17. An auditor makes an agreement with onc of his clients
that the amount of his audit fee will be contingent on the number of days
required to complete the engagement. (a) What is the essence of the rule
of professional ethics dealing with contingent fees, and what are the reasons
for the rule? (b) Did the auditor violate the rule? (AIA)

Problem 18-18. For each of the following cases, state whether you be-
lieve the proposed action would be considered proper or improper accord-
ing to the Rules of Professional Conduct of the American Institute of Ac-
countants. Justify your decisions.

(a) A firm of certified public accountants is considering the use of an
outside mailing service to handle confirmations of the accounts receivable
of clients upon whose financial statements the firm is to render an opinion.
The mailing service would mail the requests, receive the replies, remove the
replies from the envelopes, and return them to the accountants.

(b) A certified public accountant, now on the staff of a firm of certified
public accountants but contemplating public practice in his own name, plans
to send announcements of his establishment in practice to clicnts of the firm
in which he is now employed, as well as to friends and acquaintances. Some
such clients have indicated that they would like him to continue to supervise
their work; they are not aware of his decision to enter upon practice for
himself.

(c) A certified public accountant, in the sale of his entire practice to
another certified practitioner, proposes to turn over to the latter all of his
working papers and business correspondence.

(d) A certified public accountant plans to initiate discussions with an
accountant who is at present employed on the staff of another public account-
ing firm with a view to persuading the accountant to come to work for him.

(AIA)



Chapter 19
REPORT WRITING

Report writing is essentially a matter of communication, of conveying
information and ideas to someone else. This is true whether the report
is prepared by an independent public accountant on the basis of a stand-
ard examination of the financial statements of a client company, an
examination of a branch office by an internal audit department, or a
limited investigation of some special problem by either. The reporting
auditor has a message which he wishes to convey to those who will read
his report; the report should be written in such a way as best to convey
that message, giving due consideration to the difficulties of the informa-
tion to be conveyed and to the knowledge and abilities of the anticipated
readers.

In a general sort of way, an audit report will be concerned with one
or more of three kinds of information: it may discuss the nature of the
examination on which it is based; it may offer suggestions for improve-
ment in internal controls or operating procedures; or it may explain the
significance of the facts and figures discovered or verified during the
course of the examination. All these are of a technical nature. It
would be impossible to explain them so simply that someone with no
knowledge of business whatsoever could comprehend them fully. In
writing a report, therefore, an auditor must assume that his readers will
have some basic knowledge of business operations, of accounting state-
ments, and of the particular company to which the report pertains. This
is not to say that the report writer may assume a technical knowledge
on the part of his readers equal to his own. On the other hand, he need
not write his report as if they knew nothing about business. Somewhere
in between these two extremes lies a reasonable approach, In writing
his report an auditor should take into consideration, in so far as he is
able, any known limitations in the understanding of his readers; he must
also deal realistically with his materials. He should never oversimplify
his message to the point at which it becomes of little real worth.

Usually an auditor has had some previous experience with the prospec-
tive readers of his planned report. Where he has had no such experience
it is well for him to discuss in a general way with the company manage-

n
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ment what the report may include and to ask its opinion on this matter.
After the report has been drafted, it is well to review it with the officials
concerned in order to obtain any suggestions they may have for its im-
provement. Obviously an auditor cannot rewrite a report to include the
ideas and views of those under examination. On the other hand, he
should take advantage of any suggestions they are able to make with
regard to understandability of the report, expansion of certain types of
material, and the like.

An audit report should represent professional writing at its best. Once
it leaves the auditor’s hands he has no control over the use to which it
may be put. A company may have every intention of using a report for
internal purposes only, but, if it then becomes necessary to request credit
from its bank, the audit report will almost certainly be called for by the
bank. In writing his report, the auditor must keep in mind that he can-
not know all its possible uses and must therefore exercise considerable
discretion in its preparation.

As professional writing, the report must be clear, concise, moderate
in statement, and above all must distinguish clearly between facts and
opinions. Much of what an auditor reports is factual material verified
or discovered during the course of his examination. This should be set
out simply for what it is. To some extent, he is also expected to ex-
press his opinion on certain matters. For example, an independent
auditor is expected to state his opinion whether or not the financial state-
ments he has examined present fairly the results of operations and
financial condition of the company under examination on the basis of
generally accepted accounting principles consistently maintained. An
internal auditor may be asked to express his opinion as to the effective-
ness of certain internal control measures. Both arc expected to make
recommendations for improvements in internal control measures; such
recommendations, of course, represent their own opinions of what might
be suitable in the particular circumstances.

Whenever an auditor includes in his report material that is of an
opinion rather than a factual nature, the wording of the text material
must be such as to indicate this fact clearly. The expressions “in our
opinion” and “we therefore recommend” as well as others of that type
are useful as indications to the reader that the reporting auditor is going
beyond verified facts in his presentation. It is not always easy to keep
facts and opinions clearly separate, but this is one of the most important
features of report writing. If an auditor fails to do so, his report is, to
that extent at least, unsatisfactory.
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In presenting factual material it is desirable to avoid excessive or
extreme statements. The reader should be enabled to form an opinion
from the facts themselves, not from the accountant’s interpretation of
the facts. For example, an auditor might feel that returns and allow-
ances are excessive in view of sales. He should not say so in so many
words in his report. He may compare returns and allowances for the
current year with other years, pointing out any fluctuations in amount
or rate; he might compare the company’s ratio of returns and allowances
to sales with that of others in the same line if that information is avail-
able; he may emphasize the importance of this item in a variety of ways.
He should not state that it is excessive. This is a conclusion the reader
should reach for himself.

Various other writing habits also should be avoided. “Your company
had a great year,” or “You are to be congratulated on your accomplish-
ments,” and similar expressions lower the professional character of an
audit report. Separate and more personal communications should be
used for congratulatory messages. The audit report itself should be
objective and factual, not emotional or opinionated.

Types of Reports. There is a common misunderstanding on the part
of beginning students of auditing to the eflect that on any given engage-
ment an auditor makes but one report, and that anything he wishes to
bring to the attention of the company’s management or stockholders
must be included in that report. This is not a realistic understanding
of the situation. During the examination and at other times throughout
the year an auditor has many opportunitics to convey his ideas to the
company management. If the term “report” is considered broadly, all
these communications may be included within the general field of re-
porting. For purposes of discussion they may be classified as:

1. Formal reports.
2. Informal reports.
A. Written.
B. Oral.

Formal reports, of course, are made in writing and summarize the
results of an audit examination or special investigation. The examina-
tion need not be a complete audit of the concern’s financial statements;
even a limited examination directed at a single, special problem such as
the cash transactions for a given period may culminate in a formal
report. A formal report generally includes a statement as to the extent
or purpose of the examination, followed by the auditor’s findings, which
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may be a statement of his opinion, certain recommendations for changes,
or an explanation of the significance of the data examined, or a com-
bination of these. The purpose of the report is to inform readers on the
extent and results of the auditor’s examination, and is at once a means
of disclosing the extent of his responsibility and of discharging it by
indicating what was discovered in the examination.

Informal reports provide an auditor with an opportunity of bringing
to the attention of the company’s management matters which he prefers
to exclude from his formal report. The reasons for omitting such ma-
terial from the formal report may vary a great deal. The auditor may
find something, such as inadequate insurance coverage for valuable fixed
assets, which he wishes to bring to the attention of management im-
mediately rather than to wait until the time comes for presenting his
formal report. Again, it may be a matter which would be inappropriate
in a report that may ultimately be forwarded to the company’s bank.
A series of minor errors in bookkeeping may have no material effect on
the financial statements but because they cause difficulties in the ac-
counting department’s operations may call for comment and even dis-
ciplining of the guilty party. A matter of this kind would be entirely
inappropriate in a formal audit report, but might well warrant a special
letter to the chief accounting officer. Recommendations for minor
changes in internal control are seldom of sufficient interest to readers
of audit reports to justify their inclusion therein; they should be made,
however, and a brief letter to the appropriate officer may be the best
means of so doing.

In addition to the letters that an auditor may use to convey informa-
tion on a basis somewhat less formal than his audit report, he has the
opportunity in conversations with the client company’s officers and em-
ployees to pass on information or opinions that he feels they should have.
During the course of the examination, company employees and officers
often ask the various members of an audit staff questions as to the pre-
ferred method of accounting for given transactions or operations, ques-
tions as to what has been found with respect to a special problem,
questions as to whether additional investigations of certain situations
are in order. Often the answers to such questions are expected to be
and can be extremely informal, and a brief conversation on the matter
reaching a conclusion in answer to the request is sufficient. In other
cases it may be desirable for the auditor to follow his oral discussion with
a letter expressing his position more clearly or at greater length.

Thus an auditor, independent or internal, has many opportunities
other than in his formal audit report to pass on information to the of-
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ficers and employees of the company under examination. This permits
him to exercise considerable restraint in selecting materials for inclusion
in the formal audit report. He need not include everything in which he
feels the company may have an interest. Immaterial or inappropriate
matter may be excluded and communicated by some other means.

INDEPENDENT AUDITORS’ REPORTS

Most examinations made by independent accountants are undertaken
for the purpose of permitting them to express an opinion as to the com-
pany’s financial statements. By far the bulk of the audit work done by
independent public accountants consists of standard audits or examina-
tions closely approximating the requirements of a standard audit engage-
ment. When such an examination has been performed, the auditor is
almost duty bound to form an opinion as to the reliability of the financial
statements examined. As an expert accountant, he holds himself out
as one who can determine the reliability of accounting data; on com-
pleting an examination he should therefore be in a position to express his
professional opinion, his conclusion as to the fairness of the financial
statements.

Such opinions may vary. It may be that the auditor finds that the
facts as presented are reliable, and therefore a simple statement to the
effect that the financial statements present fairly the financial condition
and results of operations in accordance with generally accepted prin-
ciples of accounting may be sufficient. On the other hand, it may be
found that in some way the facts as presented are not all they should be.
Inappropriate classification, inadequate disclosure of significant infor-
mation, the use of procedures that are not generally accepted, or other
faults may keep the auditor from feeling that the financial statements are
satisfactory. In such a situation he should state in what way they are
deficient. This is generally done by stating that, with certain exceptions,
these being carefully described, the financial statements present fairly
the financial condition and results of operations in accordance with
generally accepted principles of accounting. In some cases, however,
the deficiencies in the financial statements are so important as to cause
the auditor to feel that he cannot express a favorable opinion even on
a qualified basis. If this is because of certain unsatisfactory practices
he has no alternative but to so state in his report and then refrain from
expressing an opinion. If he feels that he has been unable to obtain
sufficient reliable evidential matter to inform him fully on the reliability
of the financial statements, he is expected to state that fact and then to
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state further that he is unable to express an opinion on the financial
statements as a whole. He may proceed to comment further on specific
items in the financial statements, but his fundamental responsibility
to come to a conclusion and to express it as his informed opinion has
been discharged by his statement to the effect that he was unable to
inform himself satisfactorily.

Thus an auditor has three alternatives; he can (1) state that the
financial statements are reliable, that is, that they do “present fairly,”
(2) state that there is some qualification or limitation in his opinion
of their reliability, which limitation must be clearly stated and explained,
or (3) explain that the evidence in support of the facts is such that he
can give no opinion as to the overall reliability of the financial state-
ments. An independent auditor is expected to follow one or another of
these three alternatives or quit the engagement in every case in which he
has made an examination.

Contents of an Audit Report. Audit reports are commonly divided
into two groups: short-form reports or opinions and long-form reports.
A short-form report contains two essentials: a statement as to the scope
of the audit, and a statement of the auditor’s opinion based on his
examination. The American Institute of Accountants has suggested a
standard short-form audit report as follows:

Date

Addressee:

We have examined the balance sheet of X Company as of December
31, 19—, and the related statement(s) of income and surplus for the
year then ended. Our examination was made in accordance with gen-
erally accepted auditing standards, and accordingly included such tests
of the accounting records and such other auditing procedures as we con-
sidered 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 its operations for the year then
ended, in conformity with generally accepted accounting principles ap-
plied on a basis consistent with that of the preceding year.

(Signature)

The first paragraph of this suggested form describes the scope of the
examination; the second paragraph is an expression of the auditor’s
opinion. Breaking the report into two paragraphs emphasizes the dis-
tinction between fact, the scope of the examination, and opinion, the
auditor’s conclusion as to the fairness of presentation in the financial
statements. Actually, however, it may be a matter of opinion whether
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a given examination was performed in accordance with generally ac-
cepted auditing standards. Perhaps for this reason, some auditors tend
to combine both scope and opinion in a single paragraph substantially
as follows:

In our opinion, the accompanying statement of financial position and
statements of earnings, and earnings retained and invested in the busi-
ness, present fairly the financial position of the XYZ Company at
December 31, 1954, and the results of its operations for the year then
ended, in conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding year. Our
examination of these financial statements was made in accordance with
generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures as
we considered necessary in the circumstances.

To compose an adequate report, both scope and opinion should be
included, although whether in one or two paragraphs does not seem a
matter of great importance. In stating these essentials it is common
practice to make use of certain expressions such as “generally accepted
auditing standards” and “on a basis consistent with that of the preceding
year” which although far from precise have considerable usefulness in
describing auditing and accounting.

A few mechanical aspects of a short-form report are of importance.
The report should be dated, the date used being the last date on which
field work was performed. There is considerable question as to the
extent of responsibility an auditor can accept for developments between
the balance sheet date or audit date and the time of completion of his
examination. There is much less question as to his responsibility once
he completes his field work and leaves the client’s office. Thus the last
day in the field is important as indicating the termination of the period
during which he might be held responsible for discovering cvents or
other information pertinent to the audit report. For this reason it is
commonly used as the date of the report.

The report should be addressed to the person or group from whom
authority came to make the examination. Preferably this will be the
stockholders, but may be the board of directors, the president of the
company, or some other official.

Signing the report is commonly done in the name of the firm. Indi-
vidual partners sign reports for examinations of the clients they control,
but the signature is the name of the firm, not of the individual.

A long-form report differs from a short-form report in only one essen-
tial: the long-form report includes comments on various matters consid-
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ered to be of interest to the readers of the report. Each type includes a
date, an address, a statement as to the scope of the examination, a state-
ment of opinion, and a signature. The long-form report also includes
comments. These are discussed at some length later in this chapter.

A major problem of report writing common to both the long form and
the short form of report has to do with phrasing the scope and opinion
paragraphs when for some reason the standard wording is not applicable.
This is discussed in the following section.

Problems of Opinion Writing. The problems of writing an appro-
priate opinion are largely those of considering and expressing the effect
of qualifications and exceptions, these terms being used to indicate the
existence of matters preventing an auditor from stating a straightforward
approval of the financial statements as presented.

The standards of reporting set forth by the American Institute of
Accountants require:

1. The report shall state whether the financial statements are
presented in accordance with generally accepted principles of
accounting.

2. The report shall state whether such principles have been con-
sistently observed in the current period in relation to the preced-
ing period.

3. Informative disclosures in the financial statements are to be re-
garded as reasonably adequate unless otherwise stated in the
report.

The first two of these are straightforward requirements of wording
the report. The third requires the accountant to include in his report
explanatory comment on any significant information that he feels has
been omitted.

When it is remembered that the reason for an auditor’s examination
of the financial statements and supporting records of a company is for
the express purpose of permitting him to form and state an informed
opinion as to the reliability of the financial statements presented by that
company, it becomes apparent that any qualification or exception in his
opinion is of considerable importance. Under what conditions would
he find it necessary to say something other than the approval indicated
in the wording of the standard short-form report?

An auditor’s qualifications with respect to stating his opinion in an
audit report may be of three kinds:
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1. With respect to the scope of the examination.

2. With respect to the accounting procedures followed by the com-
pany under examination.

3. With respect to the consistency with which accounting procedures
are followed.

Exceptions with Respect to Scope. No authoritative statement is
found anywhere in the professional literature with regard to the proce-
dures and steps that must be taken in order that a given examination
be adequate in scope. It is generally required that an examination be
sufficient to satisfy a competent professional auditor with respect to the
reliability of the data presented. Generally accepted auditing standards
establish certain requirements, of course, but these are of a very general
nature and not aimed at defining the scope of the average examination.

Two specific features of an audit examination have been accepted by
the profession as required in those situations in which the items to which
they relate are material. If inventories are a material factor in financial
position or in determining the results of operations, the auditor is re-
quired to be present when the physical inventory is taken or to so indi-
cate in his report. If receivables are a material factor in the financial
position of the concern, he is required to apply the confirmation tech-
nique in his verification or examination of this account balance. Failure
to follow either of these prescribed procedures calls for a statement of
that fact in the scope portion of the report.

In addition to these two requirements, it might be stated in a general
way that an auditor is expected to have made available to him every
company record that might have a bearing on its financial position or
results of operations. If, for example, a company under examination
did not wish to open the minutes of its directors’ or stockholders’ meet-
ings to its auditors, a complete examination would not be possible.
Actions taken by either of these groups with respect to compensation
of officers and employees, with respect to contracts and commitments,
with respect to dividend declarations or policies, and many other matters
are of vital interest to an auditor in judging the fairness of the company’s
financial statements. Such information must be made available to him
if he is to make a satisfactory examination; if it is not made available,
he should state that fact.

In the same way, if the contents of the company’s safe deposit box
allegedly consisted of company securities which were not made available
to the auditor for his inspection and count, he would find it necessary
to qualify the scope portion of his report.
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As an independent contractor, an auditor should have complete free-
dom to use the company’s records as he finds necessary in the per-
formance of his examination. Any interference with that freedom,
intentional or unintentional, calls for comment in the scope portion of
his report. This is not to say that he must point out every invoice that
was not located whether of importance or not. Materiality is always of
importance and in matters of this kind is of first importance. No excep-
tion need be taken if the matter is of no real significance.

Limitations in the scope of an examination may in some cases be
unavoidable; nevertheless they must be pointed out in the report. A
company may find that it is unable to stop production long enough or
to take sufficient employees from other activities to make a complete
physical inventory. This, of course, makes it impossible for the inde-
pendent auditor to be present when the inventory is taken. An ex-
planation of this is therefore called for. On the other hand, it may be
that the company specifically requests the auditor not to apply a given
procedure. Because its customers do not wish to be bothered with
monthly statements of account, or anything resembling them, a company
may request that no circularization of accounts receivable be included
in the audit engagement. Again, mention of this would be required.
Secrecy with respect to a formula or process may make it impossible for
an auditor to verify the costs of an inventory; this too calls for comment.

When it is not possible to make what we may call a complete or gen-
erally accepted examination, the scope portion of the report must be
revised to indicate this. This is ordinarily accomplished by inserting
into the last sentence of the first paragraph a description of the pro-
cedure omitted. If, for example, the auditors were not present when
the physical inventory was taken, their report might read:

With the exception that we were not present when the physical inven-
tory was taken, our examination was made in accordance with generally
accepted auditing standards - --.

If the auditor had not verified accounts receivable by confirmation, his
exception might run:

With the exception that we did not confirm the balances of customers’
accounts by direct correspondence with the debtors, our examination
was made in accordance with generally accepted auditing standards - -+

Any other omission of a generally required procedure would be men-
tioned in the same way.

The scope paragraph must thus be modified to indicate any deviation
from generally accepted auditing standards. A second effect of such a
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deviation has to do with the auditor’s opinion. It seems apparent that
if the auditor was unable to make a complete examination his opinion
cannot be as well founded as if he had made such a complete examina-
tion. This is generally reflected by modifying the first sentence of the
opinion paragraph somewhat as follows:

In our opinion, subject to the exception stated in the preceding
paragraph, the accompanying balance sheet together with the related
statements of income and retained earnings present fairly ---.

or

In our opinion, subject to the fact that we were not present when
the physical inventory was taken, the accompanying ---.

In some cases a deficiency in the scope of an examination may be
repaired through the application of additional procedures or through
the expansion of others. For example, it may have been impossible to
confirm accounts receivable, but through the examination of shipping
documents and production records as well as tracing subsequent cash
collections into bank deposits and the like an auditor may satisfy himself
as to the reliability of the stated balances of the customers’ accounts.
When this is so it is not considered nccessary to qualify the auditor’s
opinion. An exception would still be required in the scope paragraph
of the auditor’s report, but the wording of that exception would be such
as to indicate that other audit evidence had been obtained. No excep-
tion or qualification would then be expresscd in the opinion paragraph.

In the illustration just given, the scope paragraph might read as
follows:

With the exception that we did not confirm the balances of customers’
accounts by direct correspondence with the debtors as to which we satis-
fied ourselves through the application of other auditing procedures, our
examination was made in accordance with generally accepted audit-
lng L) .

In some cases there is no completely satisfactory substitute for the
omitted procedure. Here the auditor may feel it desirable to describe
the steps that were taken in his examination although they were not
completely satisfactory as an alternative. When this occurs, the re-
quired explanation may be too extensive to include within the scope
paragraph. A third paragraph to be inserted between the scope and
opinion paragraphs is sometimes used in such cases. This may call for
some modification of both the scope and opinion paragraphs as well.
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With the exception stated in the following paragraph, our examination

was made in accordance with generally accepted ---.

Because of the demand for its product the company did not shut down
production during the year under examination for physical inventory
purposes and therefore took no physical inventory during the year. We
made extensive tests of book inventory quantities by reference to pro-
duction records, purchase invoices, and shipping records, tested prices
by reference to current market quotations, and made extensive tests of
the mathematical accuracy of inventory calculations. We found nothing
during the course of our examination to cause us to question the com-
pany’s inventory valuation as stated.

In our opinion, subject to the qualification described in the preceding
paragraph, the accompanying ---.

In summary, it may be said that any material limitation on the scope
of the examination imposed for any reason must be revealed in the scope
paragraph. Unless compensated for by the application of other satis-
factory procedures, the limitation affects the auditor’s opinion and must
be recognized in the opinion paragraph. If other auditing procedures
can be employed by the auditor to satisfy himself as to reliability of the
data in question he should so state in the scope paragraph and may then
express his opinion without qualification. Sometimes it is considered
desirable to insert a middle paragraph to explain the reason why a given
procedure was omitted and to describe the steps taken by the auditor
to supplement his examination of the item in question. This will gen-

erally call for reference to it in both the scope and opinion paragraphs.

Exceptions with Respect to Accounting Procedures. The opinion
section of the recommended short-form report states that the financial
statements present fairly “in accordance with generally accepted prin-
ciples of accounting ---.” This is considered to mean generally ac-
cepted within the specific trade or industry. Thus if a practice is fol-
lowed which is somewhat at variance with what we might describe as
generally applicable accounting procedure but is one generally followed
within the trade or industry, no exception need be taken. For example,
valuation of inventories at selling price in the meat-packing industry is
a generally accepted practice within that industry although it is not con-
sidered acceptable in other lines of business.

Exceptions because of a failure to follow generally accepted prin-
ciples of accounting are not frequent. When they occur it is generally
necessary to explain them rather completely so that the reader has a
clear conception of the problem. This usually requires a separate para-
graph. Once the peculiar practice has been described, it must be re-
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ferred to in the opinion paragraph because obviously the auditor cannot
state in his opinion that generally accepted accounting principles were
followed when he has described an exception to them.

In describing the peculiar practice or procedure, sufficient information
should be made available to the reader to enable him to convert the
financial statements to a generally accepted basis if he desires. That is,
he should be told clearly and unequivocally the effect of the practice with
respect to the results of operations and the financial condition so that he
can take them into consideration in reading the financial statements.

To illustrate this type of exception, let us assume a situation in which
a company has consistently followed the practice of charging all fixed
assets to expense when purchased. This means that no fixed asset would
appear in its balance sheet, and in the income statement, instead of
showing depreciation as an expense, the additions during the current year
would appear as an expense. The first paragraph of the auditor’s opinion
in such a situation might read in much the same way as the standard
wording. A second paragraph to explain the deviation from generally
accepted principles would be required, and reference to this would be
called for in the opinion paragraph. The last two paragraphs might read
somewhat as follows:

The Rogers Company consistently follows the policy of charging all
additions to its fixed assets to expense as purchased. During the year
under review, additions to fixed assets costing $8,650 were charged
to expense. Since the inception of the company, a total amount of
$278,320 charged to expense could properly have been capitalized as
fixed assets. Of this amount, $124,580 would have been charged as
depreciation expense to December 31, 1953. Depreciation for the year
under review would have been approximately $23,500 if the company
had followed the orthodox procedure of capitalizing and depreciating
fixed asset additions.

In our opinion, the accompanying balance sheet and statement of
income and retained earnings present fairly the financial position of the
Rogers Company at December 31, 1953, and the results of its operations
for the year then ended, in conformity with generally accepted prin-
ciples of accounting, except as described in the preceding paragraph,
applied on a basis consistent with that of the preceding year.

Exceptions with Respect to Consistency. In some cases a change in
practice calls for comment in an auditor’s report, not because the new
practice is a deviation from generally accepted practice but because the
effect of the change is sufficiently material to cause the financial state-
ments for the current year not to be comparable with those of the pre-
ceding year. The auditor states that the accounting principles are
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applied on a basis consistent with that of the preceding year. When
this is not so, he must so state.

A common illustration of this is found in the last few years when a
company changes, for example, from the first-in, first-out method of
inventory pricing to the last-in, first-out method. A change of this kind
may have a substantial effect on the amount of profits reported in the
income statement and also on the financial position as indicated by the
balance sheet.

The disclosure of this change is often made in a second paragraph
in the auditor’s report in much the same way as a variation from gen-
erally accepted accounting principles would be disclosed. The opinion
paragraph then refers to the explanatory paragraph. In some cases a
change may be so immaterial in effect as to call for nothing more than
mention in the opinion paragraph, but such instances are not common.
It has also become customary for the auditor to indicate his approval
or disapproval, generally the former, in his opinion. The following illus-
trates one possible wording for such a short-form report. The first para-
graph is omitted as it would not be affected by the change in accounting
principles.

During the year under examination the Lavell Company adopted the
last-in, first-out method of pricing its inventories instead of the first-in,
first-out method previously followed. This had the effect of reducing
the profit for the period, after taxes, by the amount of $198,789 below
what it would have been if this change had not been instituted. The
price of the closing inventories on the first-in, first-out basis would have
been $984,256.

In our opinion, the accompanying balance sheet and statements of
income and retained earnings present fairly the financial position of the
Lavell Company at December 31, 1953, and the results of its operations
for the year then ended in conformity with generally accepted account-
ing principles applied on a basis consistent with that of the preceding
year except as to the change in the basis of pricing inventories referred
to in the preceding paragraph, which change we approve.

Reports When No Opinion Can Be Given. In the preceding sec-
tions of this chapter we have been concerned with situations in which
an auditor might feel it necessary to include exceptions or qualifications
in his opinion on a set of financial statements. Care must be taken in
the drafting of such a report so that the reader is put on proper notice
as to the extent and effect of the exceptions but at the same time is given
such assurance as possible as to the reliability of data in the statements.
Under other conditions it may not be possible for an independent auditor
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to offer an opinion on the financial statements as a whole. In such cases
care is also required so that a reader may not be misled into thinking
that the auditor has offered an opinion or in any other way approved the
statements.

Failure to give an opinion may result from either of two causes:
(1) an examination that is not considered adequate, or (2) exceptions
or qualifications so material as to negate an opinion.

In addition to complete audit examinations, public accountants are
often called on for a variety of other services. Among these is the
preparation of financial statements from the books and records kept by
a client without audit or examination by the auditor. Many companies
have bookkeeping departments able to record the daily transactions as
they take place but unable to make such adjustments as are needed at the
close of the period or to prepare financial statements. They therefore
employ a firm of public accountants to do this for them. Sometimes
they also request the accountants to give the records a cursory exami-
nation for obvious errors, to prepare bank reconciliations, to calculate
depreciation, and the like. The work of the accountant under such an
engagement is still a long way from an audit examination and omits many
of the tests and procedures he would feel were essential if he intended
to give an opinion.

In such cases it is obvious that the auditor cannot write a report con-
taining an opinion. He has not collected sufficient evidential matter to
place him in a position to offer his opinion as to the reliability of the
financial statements. ’

The problem therefore is not one of writing an opinion, rather it is a
problem of refraining from appearing to give an opinion. If, for example,
the statements are typed on the stationery of the public accountant or if
it is known that the statements have been prepared by an independent
auditor, many readers are likely to assume that they therefore have his
approval. Many readers are not sufficiently aware of the importance of
the auditor’s opinion to realize the significance of its omission in such
cases. :

For this reason it is considered desirable and even necessary to take
steps to prevent misunderstanding in situations where the accountant
prepares statements for a client without first making an examination.
The approved practice is to write across each page of the financial state-
ments: “Prepared from the books without audit.” This should signify
to anyone that no responsibility for the reliability of the data included
is taken by the accountant whether the statements appear on his station-
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ery or it is merely common knowledge that he has prepared them. This
is a desirable practice so that readers of financial statements may develop
a consciousness and respect for auditors’ opinions and so that they will
not have a feeling of being misled. Nothing would work more to destroy
the standing of independent auditors than a feeling on the part of those
who read financial statements that they didn't know when they could
depend on an auditor and when they could not. Any reasonable steps
to prevent such misunderstanding seem highly desirable.

If an auditor, after completing an examination, finds that he must
include an exception in his report, and if that exception relates to ma-
terial items, his opinion may become meaningless. For example, if we
assume a rather extreme situation in which a company's current assets
make up the majority of its total assets and in which receivables and
inventory together constitute more than 80 per cent, let us say, of the
current assets, these two items become of primary importance. If the
auditors are not present when the physical inventory is taken and if
they do not confirm the receivables, they must take exception in the
scope paragraph of their report and refer to this in the opinion para-
graph. But the question should be raised whether an opinion that does
not cover a major portion of the company’s assets can mean anything
atall. Is an opinion of any value if such material items as the inventory
and receivables in the example under consideration are specifically
excluded?

It is a general feeling that to give an opinion in such a case is not a
reasonable thing to do. The exceptions negate the opinion because of
their importance. When the exceptions are such as to negate the
opinion, it is best that no opinion be given.

Thus whenever an auditor has an exception to be expressed in his
report he must give serious consideration to the materiality of the ex-
ception and its effect on the financial statements as a whole. Any
exception or qualification, whether it relates to scope, generally accepted
principles of accounting, or consistency between years, if sufficiently
material may negate the entire opinion. In such a situation no opinion
should be given.

Although it may not be appropriate to give an opinion as to the fair-
ness of the statements as a whole, it may be possible and entirely proper
to express an opinion as to specific items in the statements. In the
example previously mentioned it might be possible to state that in the
auditor’s opinion certain items such as cash, investments, and current
liabilities are stated fairly and in accordance with generally accepted
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principles of accounting. If the auditor first disclaims any opinion on
the statements as a whole, it is considered acceptable reporting practice
for him to then proceed to comment on those items which he feels are
presented fairly.

The following report indicates a possibility in this respect:

We have examined the balance sheet of the Carl Corporation as of
December 31, 1953, and the related statements of income and retained
earnings for the year then ended. Our examination was made in ac-
cordance with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances as explained
in the following paragraph.

Because of the demand for the company’s product, the company did
not close down production during the year under examination for
physical inventory purposes and took no physical inventory during the
year. We made extensive tests of book inventory figures for accuracy
of calculation and reasonableness of pricing. We did not make physical
tests of inventory quantities. Because of the materiality of the inven-
tory amount with respect to the net income for the year and the financial
condition of the company, we are unable to express an opinion on the
financial statements taken as a whole.

Except for the accuracy of the inventory as stated, in our opinion
the accompanying balance sheet presents fairly the assets and liabilities
of the Carl Corporation at December 31, 1953, in accordance with gen-
erally accepted principles of accounting applied on a basis consistent
with that of the preceding year. Subject to the effect of the inventory
on the profits for the period and on the amount shown as cost of goods
sold, the accompanying statements of income and of retained earnings
present the incomes and expenses for the year and the result of trans-
actions affecting retained earnings in accordance with generally accepted
accounting principles applied on a basis consistent with that of the
preceding year.

It seems quite apparent that any qualification weakens the strength of
the auditor’s opinion and should be avoided if at all possible. Full
discussion with the client in advance of commencing the audit is one of
the best ways to avoid the necessity for such deleterious statements in
audit reports. Every effort should be made to point out to the client
the disadvantages of a limited examination as well as the improprieties
in his accounting methods so that qualified reports and so-called “piece-
meal” opinions may be reduced to the minimum.

Comments in Long-Form Audit Reports. A long-form audit report
includes all the essentials of a short-form report or opinion plus com-
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ments by the auditor on the results of operations and financial condition.
Often a short-form report very similar to the standard form is presented
first; this is separated by a line of asterisks or some other marking from
the comments which follow. Sometimes the accountant’s signature
follows the short-form opinion and therefore precedes the comments;
sometimes it is added at the end of the comments. Frequently two
reports are given, one a short-form report with financial statements for
publication purposes, the other a long-form report with an opinion, com-
ments by the auditor, and detailed financial statements for the board of
directors and management personnel.

The auditor’s comments may be of two types. Procedural comments
describe in an abbreviated way the steps taken by the auditor in his
examination of the various items discussed. Explanatory comments, on
the other hand, discuss the information in the income statement and
balance sheet from a business point of view and attempt to make the
information contained in them more intelligible to the reader of the
report. In the past, procedural-type comments were very common and
provided the bulk of most long-form reports. They stated what the
auditor had done with respect to almost every balance sheet item and
to some extent did the same for major items or groups of items in the
income statement. With the development of standard forms of opinion
and more general acceptance of the professional status of the inde-
pendent auditor, it has become less necessary to explain in detail the
nature of his examination. Further, independent accountants have
proved themselves to be business men with sound ideas and an ability
to explain business activities and conditions. This provides the oppor-
tunity for explanatory-type comments.

Explanatory-type comments may be of a considerable variety. They
may explain the increase or decrease in the rate of gross profit from one
year to the next. They may include an analysis of the change in work-
ing capital position from one balance sheet date to the next. They may
point out which expenses have increased or decreased in one year as
compared with the other, and to the extent possible they may explain
why. Their aim is to give the reader of the report information of a
factual and interpretive nature that will permit him to understand better
the financial statements and to come to conclusions as to what steps may
be necessary in view of the situation as described. They do not in them-
selves recommend action. They merely present factual data in such a
way that a business man can use it in the formulation of his own decisions
as to the desirability of taking action.
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To contrast the typical procedural type of comment with the explana-
tory type, accounts receivable may be taken as an example. The two
types of comment might well run something like this:

PROCEDURAL-TYPE COMMENT

Accounts Receivable: $286,573. The accounts receivable were circu-
larized and satisfactory replies received from approximately sixty per
cent of those to whom confirmation requests were mailed. The accounts
were aged and all balances in excess of ninety days were investigated.
Mr. S. C. Gartch, Treasurer, assured us that all balances not provided
for in the Reserve for Doubtful Accounts appear collectible.

EXPLANATORY-TYPE COMMENT

Accounts Receivable: $286,573. All accounts represent receivables
resulting from ordinary sales transactions. Accounts receivable at
December 31, 1953, represent 25.7% of total current assets as compared
with 19.8% a year ago.

The age of the accounts receivables is summarized as follows:

12/31/54 12/31/53

Under 30 days $179,416 $148,315
30 to 60 days 46,425 28,641
60 to 90 days 13,712 18,934
90 to 180 days 12,851 17,110
Over 6 months 34,169 22,688

Total $286,573 $235,688

The increase in the proportion of total current assets made up of
accounts receivable and the increase in the amount of accounts receiv-
able over six months old indicates an increasingly serious situation.

Provision has been made for estimated losses on uncollectible accounts
equal to eight per cent of total accounts receivable, or $23,925. This
amount appears adequate on the basis of a careful review of all overdue
accounts.

INlustrative Long-Form Audit Report. Because of the wide variety
of possibilities in the preparation of long-form audit reports, it is not
feasible to attempt to present a standard or model report. Each report
should be drafted as a special problem with the facts of the given situa-
tion in mind. This means that in some cases one type of information
will be developed, whereas in another situation a different approach may
be called for. The following illustrative report is presented not as a
model or standard but only as an indication of the way in which such a
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report might be prepared. The value of any long-form report depends
far more on the imagination and ingenuity of the auditor than on any
model or form he might attempt to follow.

Many long-form audit reports are bound in a cover carrying the name
of the company examined and the name of the auditors. An index is
often included, listing each financial statement and the major divisions
of the comments section. It is also customary to identify each financial
statement and exhibit with a number or letter for reference purposes.
As the accompanying illustrative report is relatively brief and includes
only the minimum in formal financial statements, an index seems
unnecessary.

Test, Prove, and Company
Certified Public Accountants
Chicago, Illinois

March 3, 1955
Board of Directors

The Clement Company

We have examined the balance sheet of The Clement Company as of
December 31, 1954, and the statements of income and retained earnings for
the year then ended. Our examination was made in accordance with gen-
erally accepted auditing standards and accordingly included such tests of the
accounting records and such other auditing procedures as we considered
necessary in the circumstances.

In our opinion, the accompanying balance sheet and statements of income
and retained earnings present fairly the financial position of The Clement
Company at December 31, 1954, and the results of its operations for the
year then ended, in conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding year.

Test, Prove, and Company

In connection with the accompanying financial statements we submit the
following comments:

Results of Operations

Operations for the year ended December 31, 1954, resulted in a net income
of $176,734, which represents an increase of $43,311, or 32%, over the net
income of $133,423 for the preceding year.

The following summary of the results of operations for 1954 and 1953 is
helpful in pointing out the reasons for the increase in net income:
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Year ended December 31 Difference
1954 1953 Inc., Dec.*
Sales $3,468,525 $2,972,413 $496,112 16.7%
Cost of sales 2,119,583 1,982,541 137,042 6.9

Excess of sales price over eost of sales $1,348,942 $ 989,872 $359,070 36.3

Selling expenses $ 603,513 $ 453,028 $150,485 33.2
Administrative expenses 358,380 310,771 47,609 15.3
Total operating expenses $ 961,893 $ 763,799 $198,094 25.9
Net profit on operations $ 387,049 $ 226,073 $160,976 712
Other income 5,580 11,410 5830* 51.1
$ 392,629 $ 237,483 $155,146 65.3

Other expense 23,895 26,060 2,165 * 8.2
Net profit before taxes $ 368,734 $ 211,423 $157,311 74.4
Provision for federal income taxes 192,000 78,000 114,000 146.2
Net income for the year $ 176,734 $ 133,423 $ 43,311 324

As indicated by this summary, the factors tending to increase net profit
are:

An increase in sales of 16.7% with a corresponding
increase in cost of goods sold of only 6.9%, re-

sulting in an increase in gross profit of $359,070
A minor decrease in other or nonoperating expenses
of 2,165
Total factors increasing net income $361,235

Factors tending to decrease net profit include:

An increase in selling expenses of 33.2% and an

increase in administrative expenses of 15.3%,

resulting in an increase in operating expenses of $198,094
A decrease of 51.1% in other income of 5,830
An increase of 146.2% in federal taxes on income of 114,000

Total factors decreasing net income 317,924
Increase in net income $ 43,311

The increase in sales follows chiefly from an increase in unit selling prices,
although there has also been a slight increase in the volume of merchandise
sold. Costs of merchandise purchased by the company increased substan-
tially in 1953 and have remained generally uniform during 1954.

Other or nonoperating expenses in 1953 were larger than in 1954, chiefly
because of sales of equipment below depreciated book values. Mr. William
Capener, general manager, has expressed himself as expecting no substantial
sales for several years of equipment now in use.
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An increase of $83,842 in salesmen’s salaries and commissions accounts
for more than one-half of the total increase of $150,485 in selling expenses.
Other substantial increases in this classification are as follows:

Amount of
Account Increase
Travel and entertainment $17,865
Advertising 15,845
Shipping supplies and expense 23,713

Officers’ salaries increased $38,000, or 21.5%, from 1953 to 1954. This
and an increase of $5,000 in insurance costs account almost completely for
the increase in administrative expenses.

The greatest increase in any single expense is found in the increase in
federal income taxes which in the current year took approximately 52% of
the total income of the company before taxes.

Financial Position

The current position of the company, although still satisfactory, is not as
strong at December 31, 1954, as it was at the end of 1953. This is indicated
by the following summary of the current assets and current liabilities:

Balance at
December 31
Increase
Current Assets 1954 1953 Decrease *
Cash $ 45381 $ 42,485 $ 2,896
Marketable securities 15,250 28,250 13,000 *
Receivables—net 250,730 186,974 63,756
Inventories 615,117 489,713 125,404
Prepaid expenses 28,286 26,032 2,254
Total current assets $954,764 $773,454 $181,310
Current Liabilities
Accounts payable $235,781 $187,532 $ 48,249
Notes payable and accrued interest 10,300 50,500 40,200 *
Accrued federal income taxes 192,000 78,000 114,000
Other 12,300 9,920 2,380
Total current liabilities $450,381 $325,952 $124,429
Net working capital $504,383 $447,502 $ 56,881
Ratio of current assets to cur-
rent liabilities 2.12 2.37

Ratio of cash, marketable se-
curities, and receivables to
current liabilities .69 79
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The ratio of current assets to current liabilities has declined from 2.37 to 1
at December 31, 1953, to a less satisfactory 2.12 to 1 at December 31, 1954.
In addition, at the latter date, the investment in inventories, one of the least
liquid of the current assets, is greater than it was at the previous balance
sheet date. The amounts of cash, marketable securities, and receivables are
proportionally smaller. This results in a lower ratio of liquid assets, cash,
securities, and receivables, to current liabilities. In view of the burden of
federal income taxes and the resulting strain on the company’s liquid assets,
it is desirable that some attention be given to improving the company’s work-
ing capital position before any undesirable trends become serious.

During the year under review, the company disposed of long-term invest-
ments for $61,000, their approximate cost and book value. Hence neither
gain nor loss was realized on this transaction. During the course of the last
several years, dividends received on the investments sold during 1954
amounted to approximately $5,000 a year.

An addition to the main building was completed during 1954 at a cost of
$150,000, and was occupied late in the year. At rates of depreciation con-
sidered reasonable under the circumstances, this will add annual depreciation
of $4,500 to the fixed expenses of the company.

No additional debt was incurred in connection with the completion of this
construction. Funds provided by operations and by sale of investments were
sufficient to pay for it completely.

The financial transactions for the year are summarized in the following
statement of resources provided and applied:

Resources provided
By operations—after adjustment of net income for
costs and expenses not requiring the expendi-

tures of resources during the current year $208,781
By sale of long-term investments 61,100
Total resources provided $269,881

Resources applied

To acquisition of buildings $150,000
To payment of dividends 63,000
To increase in working capital 56,881

Total resources applied ' $269,881

This summary indicates that operating activities and the sale of long-term
investments together brought new resources into the company in the amount
of $269,881. This was used to pay for the addition to the main building,
$150,000, to pay dividends to shareholders of $63,000, and to add $56,881
to the company’s working capital.

The accompanying financial statements present the results of operations
and the financial position of the company in greater detail.
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THE CLEMENT COMPANY

STATEMENT OF INCOME

For THE YEAR ENDED DEcEMBER 31, 1954

Sales

Gross sales (after deducting returns and allowances of
$28,642 and cash discounts of $51,418)

Cost of Sales
Merchandise inventory January 1, 1954
Cost of merchandise purchased
Invoice cost (after deducting discounts of $20,540)
Freight and other transportation

Total merchandise available
Deduct cost of merchandise not sold—inventory at
December 31, 1954

Excess of sales price over cost of goods sold

Operating Expenses
Selling expenses

Salesmen’s salaries and commissions
Sales office salaries
Travel and entertainment
Advertising
Telephone and telegraph
Freight and transportation out
Shipping supplies and expense
Postage and stationery
Depreciation of sales equipment

Administrative expenses
flicers’ salaries

Office salaries

Lefal and professional services

Telephone and telegraph
Insurance
Depreciation of buildings
Depreciation of office equipment
Stationery, supplies, and postage
Miscellaneous office expenses

Net profit on operations
Other Income

Dividends received
Rentals
Sales of waste and perishables

Other Expense

$ 489,713
2,203,471
41,516

»

$286,486

11,061
16,788

$214,000

$2,734,700
615,117

Exhibit I

$3,468,525

2,119,583

$603,513

358,380

$1,348,942

961,893

Interest on bonds and notes $21,800
Amortization of bond discount and expense 1,200
Loss on sale of equipment 895
Net income before provision for federal
taxes on income
Provision for Federal Taxes on Income
Net income for the year
THE CLEMENT COMPANY
STATEMENT OF RETAINED EARNINGS
For THE YEAR ENprp DEcEMmBER 31, 1954
Retained earnings, January 1, 1954 $196,582
Add net income for the year 176,734
$373,316
Deduct dividends declared and paid:
Preferred: $5.00 a share $15,000
Common: $12.00 a share 48,000 63,000

Retained earnings, December 31, 1954 $310,316

$ 387,049

5,580
$ 392,629
23,895

$ 368,734
192,000

$ 176,734

Exhibit 1T
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THE CLEMENT COMPANY
BALANCE SHEET
DecemMBer 31, 1954

Assets
Current Assets
Cash
Marl;egablc securities—at cost (market value,
Accounts receivable
Customers $226,450
Employees 8,450 $234,900
Less estimated uncollectible accounts 2,170

Notes reccivable

Inventories—at lower of cost of market

Unexpired insurance, supplies, and other pre-
paid expenses

Long-Term Investments

Miscellaneous stocks and bonds—at cost (market
value approximately $25,900)

Tangible Fixed Assets

Land—at cost
Buildings and equipment—at cost $1,125,800
Less accrued depreciation 372,047

Intangible Fixed Assets
Goodwill

Deferred Charges

Unamortized bond discount and expense
Market research and development costs deferred

Total assets

Liabilities and Shareholders’ Lty

Current Liabilities

Accounts payable

Notes payahl}; to banks

Accrued 1nterest on notes payable

Accrued federal income taxes

Accrucd salaries, wages, and other expenses

Long-Term Debt
Twenty-five-year 4% debentures payable, due January 1,
1966

Shareholders’ Equity
Paid 1n on capital stock )
5%, cumulative, preferred
Authorized and outstanding, 3,000 shares of $100

par value $300,000
Common .
Authorized, 5,000 shares of $100 par value; issued
and outstanding, 4,000 shares 400,000

Excess of issue price over par value of common

stock 37,500

Earnings retained in the business

Total liabilities and shareholders’ equity

$ 45,381
15,250

232,730

18,000
615,117

28,286

$125,000

753,753

$16,800
21,480

$235,781
10,000
300
192,000

12,300

$737,500

310,316

395
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$ 954,764
26,400

878,753
100,000

38,280
$1,998,197

$ 450,381

500,000
$ 950,381

1,047,816

$1,998,197
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PROBLEMS—CHAPTER 19

Problem 19-1. May a certificate of a balance sheet be qualified without
necessarily reflecting on the validity of the balance sheet? If in your opinion
such may be the case, state the conditions and write two certificates as
illustrations. (AIA)

Problem 19-2. (a) Does the certificate of an auditor constitute a guar-
antee by him? (b) What is the value and significance of his certificate?
Discuss fully. (AIA)

Problem 19-3. What criticisms have you to make of each of the following
certificates?

(a) We have audited the accounts of the A B Company for the year ended
December 31, 1954, and we certify that the foregoing statement of receipts
and disbursements is in accordance with the books of account.

(b) We have audited the books and accounts of the 4 B Corporation and
of its subsidiaries, the D E Company, and the firm of F & G, for the year
ended December 31, 1954, and we hereby certify that, in our opinion, the
accompanying consolidated balance sheet and consolidated statement of in-
come and profit and loss correctly exhibit respectively the financial position
of the A B Corporation and its subsidiaries at December 31, 1954, and the
results of operation for the year ended at that date.

(¢) We have audited the books and accounts of the 4 B Corporation for
the year ended December 31, 1954, have cxamined the related records of
original entry and supporting documents, including monthly reports received
from branches and subsidiaries, and we hereby certify that the accompanying
consolidated balance sheet and consolidated profit and loss account correctly
exhibit the consolidated financial condition of the companies and their con-
solidated income results for the year.

(d) (At the foot of the statement) “Audited and found correct.” (AIA)

Problem 19-4. Briefly state the extent of the auditing procedure implied
by a public accountant who renders an unqualified standard short-form re-
port, sometimes designated as the short-form certificate or opinion.  (AIA)

Problem 19-5. A mercantile corporation has consistently valued its in-
ventory on the basis of cost or market, whichever is lower. At the close
of the year under examination it changed from the “first-in, first-out” to the
“last-in, last-out” method of determining cost. As a result of the change,
the net income and federal income taxes have been substantially reduced.
How should the change be disclosed in the auditor’s report? (AIA)

Problem 19-6. Name the essential elements of an auditor’s certificate or
report, and write a typical short-form certificate. (AIA)
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Problem 19-7. What would be the effect of each of the following condi-
tions on the auditor’s reports or certificates:

(a) Accounts receivable are significant in amount. The client refused to
permit their confirmation by direct correspondence, and no other satisfactory
means of establishing the substantial correctness of the total were available.

(b) The client refused to permit you to examine the minutes of board of
directors meetings.

(c) The client has an account receivable, substantial in amount, from a
wholly owned subsidiary. The company has expressed its willingness to
request the subsidiary to confirm the amount of its indebtedness directly to
you. However, it refused to give you access to the books and records of the
subsidiary. (AIA)

Problemn 19-8. A client corporation requests you, as auditor, to sign pub-
lished statements of its expected earnings. What position would you take
with respect to the request? Give reasons. (AIA)

Problem 19-9. After examining the following report, (a) criticize it fully
and (b) write a corrected report.

To the Board of Directors of
The ABC Corporation:

We have examined the accounts of the ABC Corporation for the year
ended March 31, 1954. We have examined and tested the accounts and
records of the company and reviewed the accounting methods in opera-
tion. We have examined the report submitted by X and Y, chartered
accountants, who have audited the subsidiary corporation of Toronto,
Canada.

The president certified the inventories as being valued at the lower
of cost or market. We verified inventory summary computations for
clerical accuracy. Accounts receivable were not confirmed. All liabili-
ties have been included in accordance with the accounting records. The
accounting principles and practices followed by the company are in
accordance with commonly accepted principles and procedures for the
industry and have been consistently maintained during the year.

In our opinion, the accompanying consolidated balance sheet and
related consolidated statement of profit and loss correctly present the
financial condition of the corporation at March 31, 1954, and the results
of operation for the fiscal year then ended.

(AIA)






INDEX

Account analyses, as audit work papers,
77
illustrated, 78, 79
Accounts payable, audit program for,
274
confirmation of, 276
examination, of creditors’ statements,
277
of original documents, 276
internal control for, 314
representation letter, 283
use of detailed list, 275
Accounts payable verification, purpose
of, 274
Accounts receivable, arithmetical accu-
racy of controlling account, 192
audit program for, 182
authority for write-offs, 193
collectibility of, 192
confirmation of, 185
use of detailed list of, 184
Accounts receivable ledger, test of, 194
Accrued commissions, 288
Accrued interest, 285, 290
Accrued taxes, 288
Accrued wages, 288
Adequate and competent personnel as
feature of internal control, 95
Adjusting entries, as audit work paper,
74
for non-cash items in cash funds, 144
illustration of work paper, 77
importance of, 76
review in completing examination,
325
see also Correcting entries
Agreement of cash balances with gen-
eral ledger, 143
American Institute of Accountants, 358
rules of professional conduct, 360
Approval for disbursements, 311
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Attitude in collecting evidence, 29
Audit, general nature of, 3
mechanical steps in completing, 325
Audit date, information disclosed after,
42
Auditing, analytical nature of, 2, 32
contrasted with accounting, 2
fields of, 337
Auditing attitude, elements of, 1
Auditor, characteristics of, 1
contributions of, 22
Auditor’s opinion, standard form of,
376
Audit program, accounts payable, 274
accounts receivable, 182
adaptation to internal control situa-
tion, 320
as audit work paper, 69
as record of work done, 114
cash, 129
construction of, 115
detail work in, 122
extent of tests to be included, 118
grouping related items in, 121
obtaining best evidence possible,
116
procedures to cover all possibilities
of error, 118
use of applicable procedures, 117
definition of, 113
dividends, 299
effect, of scope of engagement, 116
of internal control on, 318
fixed assets, 250
importance of obtaining best evi-
dence possible, 116
investments, 238
notes payable, 284
notes receivable, 197
purpose of, 113
types of, 122
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Audit report, illustration of, 390
kinds of information in, 371
Audit standards, 357
Audit techniques, applicable, to cash,
168
to inventories, 212
to investments, 237
to liabilities, 273
to receivables and sales transac-
tions, 201
as basic methods of collecting evi-
dence, 49
list of, 49
Authoritative documents as audit evi-
dence, 35

Bank confirmation, illustration of, 138
purpose of, 140
Bank deposits, work sheet for testing
promptness of, 160
Bank reconciliation, at cut-off date, 143
illustration of, 137
purpose of, 136
review of, 153
Basic verification techniques, see Audit
techniques
Broker’s advice, 240

Calculations by auditor as audit ecvi-
dence, 36
Capital stock, in first audit, 298
verification of account balances, 298
Cash, count of, 131
Cash account, detail work on entries in,
149
Cash balances, agreement with general
ledger, 143
Cash book held open, 195
Cash counts, importance, of counting
in presence of custodian, 132
of simultaneous counts, 131
timing of, 166
Cash disbursements, internal control of,
311
Cash discounts, dangers of errors in,
151
scanning of, 151
Cash receipts, documentary evidence
of, 151

INDEX

Cash receipts, included in petty cash
funds, 136
internal control for, 310
Cash verification, basic requirements
of, 128
extent of work to be done, 167
influence of internal control on, 128
program for, 129
purpose of, 127
Check numbers, accounting for, 162
Checks in petty cash funds, 135
Clients, responsibility to, 363
Codes of ethical conduct, 357
Collectibility of accounts receivable,
192
Collusion, 44
in cash discounts, 152
Comments in audit reports, 387
types of, 388
Comparative review, 301
Confidential nature, of extent of tests,
41
of information disclosed during ex-
amination, 362
Confidential relationship with client, 362
Confirmation, as method of collecting
evidence, 51
of accounts payable, 276
of receivables
second requests for, 191
time of, 191
types of, 185
work paper record of, 188
requirements of, 51
Confirmations, control of, 52
exceptions in, 190
requested and not returned, 190
Contingent liabilities, 290
Control, importance in confirmation
procedure, 52
see also Internal control
Controlled listing of cash receipts, 310
Cooperation of iInternal and indepen-
dent auditors, 348
Correcting entries, 17
types of, 20
when books have been closed, 21
Correlation with related information as
method of obtaining evidence, 58



INDEX

Cost, influence in determining evidence
required, 40
Count of petty cash, illustration of
R work sheet, 133
CPA degree, 358
Creditors’ statements, 277
Cross referencing, 81
in completing examination, 325
Cut-off, purchase, 220
sales, 196
Cut-off bank statement, 140
purpose of, 141

Daily deposit of cash receipts, 310

Deposits and advances, 264

Deposits in transit, 141

Deposit tickets, comparison of dectail
with cash receipts record, 160

Depreciation provisions, review of, 254

Detail inventory records, review of, 227

Detail work, months selected for, 166

on cash account entries, 149

Digit system of indexing work papers,
84

Disbursement by check, 311

Dividends, verification of, 299

Duplicate deposit tickets, reliability of,
162

Errors, causes of, 5
concealed and unconcealed, 9
correction of, 16
in analyzing and recording transac-
tions, 12
in bookkeeping proccdures, 14
in financial statement preparation, 15
intentional and unintentional, 8
methods of concealment, 11
not affecting general ledger balances,
11
possibilities of, 12
self-revealing and not-self-revealing,
6
types, 6
Establishment of responsibility as fea-
ture of internal control, 97
Ethics, 359
Evidence, attitude in collecting, 29
audit as collection of, 29
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Evidence, “common law” of, in audit-
ing, 41
difficulties in obtaining, 43
evaluation of various types, 39
nature in auditing, 33
reliance on tests and samples, 41
types of, 34
Examination, of original documents, as
method of obtaining evidence,
53
methods of applying, 54
of subsidiary records as method of
obtaining evidence, 57
Examination and count, as audit tech-
nique, 50
of cash on hand, 131
of securities, 239
Exceptions, in accounts receivable con-
firmations, 190
in auditor’s opinion, 378
with respect to accounting proce-
dures, 382
with respect to consistency, 383
with respect to inventory, 379
with respect to receivables, 379
with respect to scope, 379
Excerpts of minutes, contracts, etc., as
work papers, 79
Explanatory-type comments, 388
Extent of tests, 319
influence of internal control, 42

Federal Securities Act of 1933, 364
Federal Securities Exchange Act of
1934, 364
Fixed assets, audit program for, 251
internal control for, 317
verification, in first audit, 255
objectives of, 250
of existence of, 251
of title to, 252
of transactions affecting, 253
work sheets for, 78, 79, 256, 258
Formal statements by company offi-
cers and employees as audit evi-
dence, 38

General ledger trial balance, as audit
work paper, 70
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General ledger trial balance, illustra-
tions of, 72-75
requirements of, 70
Gross profits test, 226
Grouping related items for verification
purposes, 121

Hollow square, 217

Imprest system as feature of internal
control, 311
In-charge accountant, as writer of re-
port, 357
work of, 354
Income and expense accounts, 299
comparative review and scrutiny, 301
extent of verification, 300
Independence, in collecting audit evi-
dence, 29
in internal and independent auditing,
338
of internal auditing department, 345
Independent accountants’ responsibility
to third parties, 363
Independent accounting firms, form of
organization, 353
review procedures, 355
staff organization, 353
Independent auditing, legal rights and
responsibilities, 362
regulation of, 357
Independent auditor, reports of, 375
responsibility to clients, 363
Independent bank reconciliation, 310,
311
Indexing work papers, 82
Informal reports, 374
Informal statements as audit evidence,
39
Inquiry as method of obtaining evi-
dence, 57
Insurance coverage, 262
Intangible assets, verification of, 259
Intentional errors, 8
Interest expense, 285
Interests served in internal and inde-
pendent auditing, 339
Internal audit department, 343

INDEX

Internal audit department, cooperation
with independent auditor, 348
independence of, 345
method of operation, 346
modification of program, 347
requirements of, 344
special services of, 348
Internal auditing, emphasis in applica-
tion of techniques, 340
extent of detail work, 340
independence in, 345, 338
interests served, 339
need for, 341
types of, 342
Internal control, adequate and compe-
tent personnel as feature of, 95
auditor’s analysis of, 307
auditor’s interest in, 93
auditor’s review of, 100
definition by A.LA., 308
determining existence of, 106
effect, of size of company on, 100
on audit program, 319
essential features of, 95
establishment of responsibility as fea-
ture of, 97
extent of review, 308
for cash disbursements, 311
for cash receipts, 310
for fixed assets, 317
for inventories, 316
for investments, 316
for purchases and accounts payable,
314
for sales and receivables, 313
influence, on extent of cash verifica-
tion, 168
on extent of tests, 42
mechanical accuracy as feature of,
99
methods of review, 102
nature of, 91
nature of deficiencies in, 308
organization of review, 105
other measures, 317
physical protection as feature of, 99
questionnaire for review of, 104
record proof of work done as feature
of, 98



INDEX

Internal control, review of work done
as feature of, 98
separation of basic functions as fea-
ture of, 96
steps in determining effectiveness of,
94
two interpretations of, 308
Internal control questionnaire, 104
Inventories, cut-off, 220
internal control over, 316
purpose of verification of, 211
test, for obsolescence, 227
of prices, 223
of quality, 227
test counts, 218
Inventory instructions, 215
Inventory price tests, work sheet for,
224
Inventory pricing methods, 223
Inventory representation letter, 229
Inventory tags, accounting for, 219
Inventory test counts, procedure in
making, 217
tracing into inventory listing, 219
Investments, audit program, 238
audit techniques applicable to, 237
classification in balance sheet, 241
discussion of work sheet for, 244
illustration of work sheet for, 242
internal control for, 316
valuation of, 241
verification of income from, 242
1.0.U.s in petty cash fund, 135

Junior accountants, 354
Kiting, 142

Lapping, description of, 160
illustration of, 161
test for, 162
Lead sheet, 255
Legal rights and responsibilities, 362
Liabilities, audit techniques applicable
to, 273
Liability representation letter, 283
License to practice, 358
Limitations in scope of examination,
380
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Long-form audit report, 377
comments in, 387
illustration of, 389

Long-term debt, 289

Managers, work of, 353

Materiality, influence on evidence re-
quired, 40

Mechanical accuracy as feature of in-
ternal control, 99

Minutes, review of, 296

Negative confirmations, illustration of,
185
weakness of, 187
Net worth accounts, applicable verifi-
cation techniques, 295
emphasis on transactions in verifica-
tion, 295
Net worth transactions, authorization
of, 296
purpose of review of, 295
Non-opinion reports, 384
Notes payable, audit program, 284
illustration of work sheet, 286
Notes receivable, 196
audit program for, 197
work sheet for, 198

Observation of physical inventory, 214
Opinion, effect of exceptions, with re-
spect to accounting procedures,
383
with respect to consistency, 384
when scope is limited, 380
Opinion paragraph, 376
Original documents, examination of, 53
Other liabilities, 285
Outstanding checks, at previous audit
date, 163
verification in cut-off bank statement,
141
Ownership of work papers, 365

Partner, managing or executive, 353
work of, 353

Payrolls, errors in, 163

Payroll verification, program for, 165

Permanent work paper file, 80
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Petty cash transactions, examination of,
150
Petty cash vouchers, cancellation of,
311
Physical examination, as method of col-
lecting evidence, 50
components of, 50
of fixed assets, 251
of inventories, 214
of investments, 239
Physical existence as audit evidence, 34
Physical inventory, observation of, 214
of fixed assets, 251
Physical protection as feature of in-
ternal control, 99
Positive confirmations, 185
illustration of, 186
Prepaid expenses, 260
Prepaid insurance, 261
illustration of work sheet for, 262
Price test of inventory, 223
Principals, work of, 353
Procedural-type comments, 388
Professional ethics, 359
Professional organizations, 358
Program construction, see Audit pro-
gram
Proof of cash, 155
illustration of work sheet, 159
Public accounting firms, see Indepen-
dent accounting firms
Purchase cut-off, 220, 280
illustration of work sheet, 280
Purchases, internal control for, 314
Purchase transactions, 273

Quality of inventory, tests of, 227

Receivables, program for verification
of, 182
purpose of verification of, 181
types of, 181
Reclassifying entries, 20
Recomputation as a method of obtain-
ing evidence, 55
Reconciliation of transactions per bank
and per books, 153
Regulation, 357
Registration statement, 364

INDEX

Reliance on auditor’s opinion by third
parties, 339
Repair and maintenance accounts, 254
Report review, 328
Reports, types of, 373
Report writing, nature of, 371
time of, 356
Representation letters, accounts pay-
able, 283
inventories, 230
Responsibility, to clients, 363
to third parties, 363
Retracing bookkeeping procedures as
method of obtaining evidence,
55
Review, attitude in performing, 329
by field audit staff, 332
importance in auditing, 326
methods of, 331
procedure in independent accounting
firms, 355
requirements of, 329
types of, 327
Review of audit conclusions with client,
333
Review of internal control, auditor’s
point of view, 102
methods of, 102
organization of, 105
point sheet for, 102
Review of work done as feature of in-
ternal control, 98
Rough draft of audit report as audit
work paper, 80
Rules of professional conduct, 360

Sales and receivables, internal control
for, 313
Sales book, footing of, 194
held open, 195
Sales cut-off, 220
Sales invoices, examination of, 194
Sales transactions, audit program for,
182
verification of, 194
Satisfactory internal control as audit
evidence, 37
Scanning as means of obtaining audit
evidence, 55
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Scanning of cash discounts, 151
Scope of examination, 380
Scope paragraph, 376
Search for unrecorded liabilities, 278
Securities, classification in the balance
sheet, 241
examination and count of, 239
kept in safe deposit box, 239
serial numbers, 239
valuation of, 241
verification, of income from, 243
of transactions in, 240
Securities and Exchange Commission,
339, 364
Self-review, 332
Senior accountant, work of, 354
Separation of duties, 96
cash disbursements, 311
cash receipts, 310
payroll disbursements, 312
Separation of financial and accounting
organizations, 318
Separation of record keeping from
custodianship and operations,
96
Shortages in cash funds, methods of
covering, 134
Short-form report, mechanical aspects
of, 377
standard form of, 376
Social security reports in payroll verifi-
cation, 165
Staff organization, 353
Standard short-form report, 376
Statements, by third parties as audit
evidence, 36
prepared without examination, 385
Subsequent actions of company as au-
dit evidence, 38
Subsidiary or detail records as audit
evidence, 37
Supervisors, work of, 353

Tests and samples, 41

Third parties, responsibility to, 363
Tick marks, 66

Title to fixed assets, 252

Transfers of funds, 142
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Undeposited receipts, 134
Unrecorded checks, 142
Unrecorded liabilities, 278

Use of prior year’s work papers, 67

Valuation of investments, 241
Verification, description of in work pa-
pers, 65

general procedure of, 30

of accounting data, need for, 4

of accounts payable, 274

of fixed asscts, 250

of inventories, 213

of notes receivable, 197

of receivables, 181

of sales transactions, 194

Work paper file, contents of, 68
Work papers, account analyses as, 77
adjusting entries as, 74, 77
analysis, of accrued depreciation,
79
of delivery equipment, 78
audit program as, 69
carry-forward file, 81
count of petty cash, 133
cross-referencing, 81
excerpts of minutes, contracts, ctc.,
as, 79
general ledger trial balance, 70
importance of completeness, 63
indexing, 82
initialing, 82
inventory test counts, 218
investments, 242
methods of indexing, combination of
letters and numbers, 84
digit system, 84
sequential numbering, 83
miscellapeous  reconciliations and
summaries, 80
need for, 63
notes payable, 286
notes receivable, 198
ownership of, 365
permanent file, 80
purchase cut-off, 280
record of confirmations, 188
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Work papers, requirements of, 81 Work papers, types of information in,
review of, 327 65
review of internal control, 69 use, of prior year’s, 67
rough draft of audit report, 80 of tick marks, 66
test of inventory prices, 224 verification of fixed assets, 78, 79,

types of, 68 256, 258
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ASSIGNMENTS

. Read introductory material and review of internal control,

look over general ledger accounts, and prepare audit pro-
gram.

. Prepare general ledger trial balance, taking 1954 balances

directly from general ledger.

. Complete verification and prepare work papers for cash.
. Complete verification and prepare work papers for the

payroll account and for accounts receivable

. Complete verification and prepare work papers for in-

ventories. Review prepaid insurance analysis supplied to
you by Mr. Moffitt and perform any additional work you
consider necessary.

. Bring work papers on fixed assets up to date. Review

depreciation provisions and perform any additional work
you consider necessary.

. Complete verification and prepare work papers for ac-

counts payable.

. Complete verification of remaining balance sheet ac-

counts.

. Complete trial balance and prepare financial statements.
10.
11.

Draft long-form report.
Draft long-form report.



INTRODUCTION

The Better Bottling Company is engaged in the manufacture
and sale of a nationally advertised soft drink. It is a closely
held corporation located in a community of about 60,000 peo-
ple. The stock of the company is held equally by three broth-
ers who have a variety of business interests. They have en-
gaged Mr. John Landgren to serve as general manager on an
arrangement providing for a basic salary and a bonus based
on the profits for each year.

The product is made from a patented mixture based on a
secret formula and supplied by a nationally known distributor.
To the basic mixture the Better Bottling Company adds only
water and carbonic gas. Automatic machinery washes the
bottles, fills them, first with a measured amount of the basic
syrup, and then measured amounts of carbonated water, caps
them, and passes them on to an assembly table from which
they are loaded into cases for distribution.

Plant workers handle the returned empty bottles, control
the machinery, inspect the washed and filled bottles, and
place the filled bottles in cases for distribution to customers.

The product is distributed in company-owned trucks; each
of the drivers is assigned to an established area. In addition
to a basic salary, drivers receive a commission on each case
sold and a smaller commission on each case of empties re-
turned. This encourages them to serve their assigned areas
effectively, to conserve bottles, and to develop new customers.

Sales to most customers are for cash. Certain large cus-
tomers who have established credit with the company are
billed monthly.

Each truck driver is charged for the total number of cases
he takes out each day. When he checks in at the end of the
day he is credited for product returned unsold, for cash col-
lections turned in, and for empty bottles and cases returned
from customers. The difference must be charged to accounts
receivable and must be supported by detailed charge tickets



signed by customers. These tickets become the basis for
posting to the customers ledger.

This company has been a client of your employers, Check
and Prove, CPA’s, for some time, but this is the first time
you have been assigned to the examination. You are to be in
charge of the engagement, including development of the audit
program, subject to the review of Mr. A. B. Prove who su-
pervises the work done for this client. You will have an as-
sistant assigned to you for such duties as you find necessary.

Preliminary arrangements provide that you are to be pres-
ent during the taking of the physical inventory on December
31. Accounts receivable confirmations will be mailed out by
your assistant as of December 31 while you are supervising
the inventory taking. Positive confirmation requests will be
used, and replies should be available for your review by Jan-
uary 15 when you are to return for final work.

Petty cash will be counted at December 31. The December
bank statements will be held unopened until January 15 when
you return to finish the examination.

The review of the company’s internal control procedures
in the permanent file was brought up to date by Mr. Prove in
an interview with the office manager in December and is
available for your use during the examination. He also took
excerpts from minutes of the stockholders’ annual meeting
and from the minutes of the board of directors’ meetings.

You are to make a standard examination and to submit
a long-form report after its completion.

The tax rate may be assumed to be 25% for purposes of
accruing federal income taxes for the year.



COMPANY RECORDS AND OTHER INFORMATION

OBTAINED FROM CLIENT

GENERAL LEDGER

#11 Petty Cash

1/2/54 Fwd. 100.00
#12 Cash—General

1/2/54 Fwd. 27,765.42 |1/31/54 CD 12,618.64
1/31 CR 11,828.00 | 2/28 CD 11,619.23
2/28 CR 11,019.00 | 3/31 CD 21,500.71
3/31 CR 12,679.00 | 4/30 CD 20,781.64
4/30 CR 13,480.00 | 5/31 CD 13,155.44
5/31 CR 15,356.00 | 6/30 CD 21,787.38
6/30 CR 26,379.00 | 7/31 CD 20,540.29
7/31 CR 34,930.00 | 8/31 CD 25,883.91
8/31 CR 32,225.00 | 9/30 CD 22,389.60
9/30 CR 28,866.00 | 10/31 CD 18,476.55
10/31 CR 17,639.00 | 11/30 CD 21,642.45
11/30 CR 12,024.00 | 12/31 CD 12,259.19
12/31 CR 11,519.00 il A

255,909 w2

#13 Payroll Account

1/2/54 Fwd. 300.00

#16 Accounts Receivable
1/2/54 Fwd. 10,171.50 |1/31/54 CR 3,258.00
1/31 CR 5,897.00 |2/28 CR 5,3417.00
2/28 CR 4,299.00 [3/31 CR 4,412.00
3/31 CR 4,903.00 {4/30 CR 4,817.00
4/30 CR 5,722.00 |5/31 CR 5,850.00
5/31 CR 6,470.00 |6/30 CR 6,332.00
6/30 CR 7,823.00 |7/31 CR 8,157.00
7/31 CR 8,158.00 |8/31 CR 7,820.00
8/30 CR 10,983.00 {9/30 CR 8,060.00
9/30 CR 5,912.00 |10/31 CR 5,205.00
10/31 CR 6,017.00 |11/30 CR 4,812.00
11/30 CR 3,843.00 |12/31 CR 4,110.00
12/31 CR 4,702.00 é8,r8c co

£¥,9200 50




#18 Inventories

1/2/54 Fwd. 13,869.90
#19 Unexpired Insurance
1/2/54 Fwd. 1,689.68 | 12/31/54 J 1,767.06
2/20 CD 480.00
6/18 CD 786.42
2,956 /o
#20 Machinery and Equipment
1/2/54 Fwd.- 43,100.00
#21 Accrued Depreciation—Machinery and Equipment
1/2/54 Fwd. 14,707.00
12/31  J 4,310.00
N /9,007 00
#22 Delivery Equipment
1/2/54 Fwd. " 25,520,00 |8/5/54 J 2,240,00
8/5 CD 2,450.00
27,970 00
#23 Accrued Depreciation—Delivery Equipment
8/5/54 J 2,240.00 [1/2/54 Fwd. 6,512.00
12/31 J 2,412.00
£, 924 o0
#24 Office Furniture and Equipment
1/2/54 Fwd. 1,986.00

#25 Accrued Depreciation—-Office Furniture and Equipment

1/2/54 Fwd. 557.00
12/31 J 198.00
755.00



#26 Coolers

1/2/54 Fwd. 19,500.00
4/10 CD 6,000.00
as, 500 0o

#27 Accrued Depreciation-—Coolers

1/2/54 Fwd. 4,875.00
12/31 J 1,950.00
6, 5a5.00
#31 Accounts Payable
1/2/54 J 2,301.35 [ 1/2/54 Fwd. 2,301.35
12/31 J 3,269.70
5,57/ 05
#33 Employees’ Taxes Withheld
1/31/54 CD 489.98 | 1/2/54 Fwd. 489.98
2/28 CD 557.30 | 1/31 CcD 557.30
3/31 CD 560.91 | 2/28 CD 560.91
4/30 CD 551.49 | 3/31 CD 551.49
5/31 CD 551.34 | 4/30 CD 551.34
6/30 CD 556.94 | 5/31 CD 556.94
7/31 CD 568.42 | 6/30 CD 568.42
8/31 CD 664.11 | 7/31 CD 664.11
9/30 CD 685.01 | 8/31 CcD 685.01
10/31 CD 696.94 | 9/30 CD 696.94
11/30 CD 647.82 | 10/31 CD 647.82
12/31 CD 556.67 | 11/30 CD 556.67
7,086.93 1 12/31  CD 520.91
7,607 8¢
#34 Accrued Social Security Taxes
1/2/54 J 444.14 | 1/2/54 Fwd. 444.14
12/31 J 457.33
9o/ . ¥7
#35 Accrued State and Local Taxes
1/2/54 J 900.00 | 1/2/54 Fwd. 900.00
12/31 J 925.00
/,825 00



#36 Federal Income Tax Accrued

3/10/54 CD 7,500.00 | 1/2/54 Fwd. 7,500.00

#41 Capital Stock

l 1/2/54 Fwd. 75,000.00

#42 Earned Surplus

11/15/54 CD 7,500.00 | 1/2/54 Fwd. 30,710.03

#51 Soft Drink Sales

1/31/54 CR 13,696.00
2/28  CR 11,136.00
3/31 CR 12,480.00
4/30 CR 13,312.00
5/31 CR 14,976.00
6/30 CR 28,080.00
7/31  CR 32,864.00
8/31 CR 34,992.00
9/30  CR 28,200.00
10/31 CR 17,496.00
11/30 CR 12,480.00
12/31 CR 12,896.00

232,608 .00

#52 Case and Bottle Sales

1/31/54 CR 8,560.00
2/28  CR 6,960.00
3/31  CR 7,800.00
4/30 CR 8,320.00
5/31 CR 9,360.00
6/30 CR 17,550.00
7/31 CR 20,540.00
8/31 CR 21,870.00
9/30  CR 17,625.00
10/31 CR 10,935.00
11/30 CR 7,800.00
12/31 CR 8,060.00

/¥5,380 00



#53 Cooler Rentals

1/31/54 CR 195.00

2/28 CR 195.00

3/31 CR 195.00

4/30 CR 195.00

5/31 CR 255.00

6/30 CR 255.00

7/31 CR 255.00

8/31 CR 255.00

9/30 CR 255.00

10/31 CR 255.00

11/30 CR 255.00

12/31 CR 255.00

2,820.00

#54 Discounts Earned

1/31/54 CD 9.90

2/28 CD 2.10

3/31 CcD 11.60

4/30 CD 4.20

5/31 CD 13.70

6/30 CDh 17.40

7/31 CDh 23.90

8/30 CD 23.90

11/30 CD 11.80

12/31 CD 10.20

/ag.yo

#61 Soft Drink Syrup

1/31/54 CD 4,290.00 | 1/1/54 J 1,385.00
2/28 CDh 3,575.00
3/31 CcD 3,575.00
4/30 CD 4,290.00
5/31 CD 4,647.50
6/30 CD 8,580.00
7/31 CD 10,010.00
8/31 CD 10,725.00
9/30 CD 10,010.00
10/31 CD 7,150.00
11/31 CD 4,290.00
12/31 CD 4,290.00
12/31  J 1,430.00

76,862.50




#62 Carbonic Gas

1/31/54 CD 114.12 | 1/1/54¢ J 42.60
2/28 CD 92.76
3/31 CcD 103.98
4/30 CD 111.00
5/31 CD 124.80
6/30 CD 234.00
7/31 CD 273.84
8/31 CD 291.60
9/30 CD 235.02
10/31 CD 145.80
11/30 CD 103.98
12/31 CD 107.46
12/31  J 55.10
7,993 ye
#63 CROWNS
1/31/54 CD 446.40
3/31 CD 446.40
5/31 CD 446.40
6/30 CD 667.60
7/31 CD 888.10
8/31 CD 888.10
9/30 CD 446.40
10/31 CD 446.40
11/30 CD 446.40
12/31 CD 446.40
12/31  J 440.00
6,008 60
#64 Cartons
1/31/54 CD 121.80
2/28 CD 121.80
3/31 CD 158.10
4/30 CD 234.50
5/31 CD 271.10
6/30 CD 234.50
/31 CD 3417.80
8/31 CD 347.80
9/30 CD 385.60
10/31 CD 234.50
11/30 CD 121.80
12/31 CD .
2,660.50

10



#0565 Plant Labor

1/31/54 CD 1,940.00
2/28 CD 1,940.00
3/31 CD 1,940.00
4/30 CD 1,940.00
5/31 CcD 1,940.00
6/30 CDh 1,940.00
7/31 CcD 1,940.00
8/31 CD 1,940.00
9/30 CD 1,940.00
10/31 CD 1,940.00
11/30  CD 1,940.00
12/31 CD 1,940.00
23,280 00
#66 Rent
1/31/54 CD 2175.00
2/28 CD 275.00
3/31 CD 275.00
4/30 CD 275.00
5/31 CD 275.00
6/30 CD 300.00
7/31 CD 300.00
8/31 CDh 300.00
9/30 CD 300.00
10/31 CD 300.00
11/30 CD 300.00
12/31 CD 300.00
3,475 00
#67 Heat, Light, and Power

1/31/54 CD 96.00 | 1/1/54 J 96.00
2/28 cD 112.00
3/31 CD 84.00
4/30 CD 76.00
5/31 CD 82.00
6/30 CD 93.00
7/31 CD 104.00
8/31 CD 117.00
9/30 CD 98.00
10/31 CD 86.00
11/30 CD 78.00
12/31 CD 85.00
12/31 J 94.00
/,R05.00

11



#68 Water

1/31/54 CD 28.00
2/28 CD 28.00
3/31 CD 28.00
4/30 CD 30.00
5/31 CD 32.00
6/30 CD 36.00
7/31 CD 40.00
8/31 CDh 40.00
9/30 CD 40.00
10/31 CD 34.00
11/30 CD 32.00
12/31 CD 32.00

#00.00

#69 Depreciation of Machinery
12/31/54 J 4,310.00
#70 Machinery Repairs

3/31/54 CD 18.00
6/30 CD 46.00
9/30 CD 72.00
12/31 CD 38.00
12/31 J 178.00

Jdsa.oo

#71 Factory Insurance
12/31/54 J 500.00
#72 Factory Supplies

2/28/54 CD 30.00
5/31 CcD 57.00
7/31 CD 18.00
9/30 CD 46.00
10/31 CD 52.00

203 00

12



#81 Sales Salaries and Commissions

1/31/54 CD 2,220.40
2/28 CD 2,254.48
3/31 CD 2,173.20
4/30 CD 2,176.10
5/31 CD 2,223.60
6/30 CD 2,328.80
7/31 CD 3,167.00
8/31 CD 3,421.20
9/30 CD 3,586.00
10/31 CD 3,205.00
11/30 CD 2,488.40
12/31 CD 2,223.60

1,467 .78

#82 Gas, Qil, and Grease

1/31/54 CD 786.00| 1/1/54 J
2/28  CD 812.00
3/31 CD 806.00
4/30 CD 984.00
5/31 CD 1,015.00
6/30 CD 1,020.00
7/31  CD 1,243.00
8/31 CD 1,431.00
9/30 CD 1,428.00
10/31 CD 1,198.00
11/30 CD 897.00
12/31 CD 809.00
12/31  J 684.00
13,773 00

#83 Drivers’ Expenses

448.00

4/30/54 CR 42.00
5/31 CR 115.00
6/30 CR 365.00
7/31 CR 328.00
8/31 CR 409.00
9/30 CR 112.00
10/31 CR 55.00

/,%26.00

13



#84 Truck Repairs and Maintenance

2/28/54 CD 46.00
4/30 CD 186.00
6/30 CD 18.00
8/31 CD 32.00
10/31 CD 78.00
11/30 CD 104.00
12/31 CD 82.00

546.00

#85 Depreciation of Delivery Equipment

12/31/54 J 2,412.00 |

#86 Truck Licenses

11/30/54 CD

1,380.00 I

#87 Truck Insurance

12/31/54 J 480.00 l
#88 Advertising

1/31/54 CD 450.00
2/28 CD 620.00
3/31 CD 540.00
4/30 CD 750.00
5/31 CD 810.00
6/30 CD 760.00
7/31 CD 540.00
8/31 CD 670.00
9/30 CD 760.00
10/31 CD 850.00
11/30 CD 620.00
12/31 CD 580.00

7,950.00

#89 Depreciation of Coolers

12/31/54 J 1,950.00

14



#90 Office Salaries

1/31/54 CD 1,080.00
2/28 CD 1,080.00
3/31 CD 1,080.00
4/30 CD 1,080.00
5/31 CD 1,080.00
6/30 CD 1,080.00
7/31 CD 1,080.00
8/31 CD 1,080.00
9/30 CD 1,080.00
10/31 CD 1,080.00
11/30 CD 1,080.00
12/31 CD 1,080.00
/2,960.00
#91 Stationery, Supplies, and Postage

1/31/54 CD 18.50| 1/1/54 J 11.75
2/28 CD 36.60
3/31 CD 152.00
4/30 CD 12.80
5/31 CD 43.70
6/30 CD 18.20
7/31 CD 76.80
8/31 CD 12.50
9/30 CD 36.40
10/31 CD 17.90
11/30 CD 23.50
12/31 CD 14.70
“63.60

#92 Depreciation of Office Equipment
12/31/54 J 198.00
#93 Telephone and Telegraph

1/31/54 CD 18.00| 1/1/54 J 18.00
2/28 CD 24.60
3/31 CD 16.30
4/30 CD 35.90
5/31 CDh 14.10
6/30 CD 18.70
7/31 CD 26.50
8/31 CD 32.80
9/30 CD 18.50
10/31 CD 24.90
11/30 CD 26.30
12/31 CD 32.10
12/31 J 28.60
3/7.30

15



#94 Legal and Accounting

3/31/54 CD 1,200.00
6/30 CD 650.00
9/30 CcD 1,800.00
3,650.00

#95 Dues and Subscriptions
1/31/54 CD 50.00
6/30 CD 75.00
9/30 CD 18.00
11/30 CD 12.00
/55.00

#96 General Insurance

12/31/54 J 787.06

#97 State and Local Taxes

6/30/54 CD 895.00| 1/2/54 J 900.00

8/31 CD 15.00
12/31 CD 925.00
/,835.00

#98 Social Security Taxes

1/31/54 CD 444.14 | 1/2/54 J 444.14

2/28 CD 78.60
3/31 CD 79.11
4/30 CD 585.39
5/31 CD 77.94
6/30 CD 718.64
7/31 CD 592.14
8/31 CD 92.91
9/30 CD 89.11
10/31 CD 367.53
11/30 CD 73.12
12/31 CD 52.17
12/31  J 457.33
3,067.13

16



#99 Miscellaneous

1/31/54 CD 17.50
2/28 CcD 18.10
3/31 CcD 27.80
4/30 CD 19.00
5/31 CcD 34.60
6/30 CD 81.40
7/31 CcD 12.70
8/31 CD 41.80
9/30 CD 12.50
10/31 CD 17.40
11/30 CD 46.60
12/31 CD 40.00
369 .40
#102 Case and Bottle Expense

1/31/54 CR 7,984.00| 1/1/54 J 300.00
1/31 CD 300.00
2/28 CR 8,320.00
3/31 CR 7,105.00
3/31 CDh 1,300.00
4/30 CD 2,000.00
4/30 CR 7,400.00
5/31 CR 8,500.00
6/30 CR 17,650.00
6/30 CD 1,875.00
7/31 CR 18,400.00
8/31 CR 21,320.00
8/31 CD 2,000.00
9/30 CR 19,250.00
10/31 CR 10,180.00
10/31 CD 1,200.00
11/31 CR 9,480.00
12/31 CR 8,100.00
12/31 J 360.00
/53,74 4.00

17
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COMPOSITION OF PETTY CASH FUND
December 31, 1954

Pennies 27 loose and one roll of 25
Nickels 7 loose and two rolls of 20
Dimes 23 loose and two rolls of 50
Quarters 3 loose and one roll of 20
Dollar bills 14

Five-dollar bills 3

Expense vouchers

Jones Stationery Shop: office supplies $ 3.68

Janitor and Restaurant Supply: sweeping compound 6.40

Postmaster: stamps 15.00
Check

One check payable to Cash, drawn 12/28/54 on First National Bank and
signed by J. Landgren; amount $25.00

20



BANK STATEMENT, GENERAL CASH ACCOUNT

December 1954

FIRST NATIONAL BANK
Someville, Illinois

Statement of account with Better Bottling Company

December 31, 1954

Checks Deposits Date Balance
Forward 11/30/54 34,975.98
1,072.50 48.40 511.00 12/1 34,366.08
345.00 26.50 488.90 12/2 34,483.48
512.10 12/3 34,995.58
368.80 48.70 977.10 12/6 35,555.18
426,20 12/1 35,981.38
4817.00 12/8 36,468.38
68.60 1,072.50 38.00 463.50 12/9 35,752.78
420.00 12/10 36,172.78
265.00 32.00 912.70 12/13 36,788.48
445.60 12/14 317,234.08
300.00 1,072.50 2,695.91 396.170 12/15 33,562.37
474,90 12/16 34,037.27
32.10 454,20 12/11 34,459.37
1,023.50 12/20 35,482.87
85.00 411.90 12/21 35,809,717
252.20 53.40 501.00 12/22 36,005.17
525.00 12/23 36,530.17
82.00 479.90 12/27 36,928.07
473.60 12/28 317,401.67
608.84 652.90 12/29 317,445.73
2,026.78 691.30 12/30 36,110.25
188.00 867.00 12/31 36,789.25
Paid checks returned with the bank statement included the following:
No., Payee Amount No. Payee Amount
2475 National Soft Drink Co.  $1,072.50 2489 8. D. Handy, Realtor $ 300.00
2478 Liquid Gas & Supply Co. 48.40 2486 National Soft Drink Co. 1,072.50
2479 Simmons Advertising 2492 Payroll 2,695.91
Agency 345.00 2491 Illinois Bell Telephone
2480 Henderson’s Repair and Company 32,10
Wrecker Service 26.50 2495 Central Power and Light
2482 Grant’s Garage 368.80 Co. 85.00
2483 Petty Cash 48.70 2496 Grant’s Garage 252.20
2485 Wright Box & Carton Co. 68.60 2490 Liquid Gas and Supply Co. 53.40
2481 National Soft Drink Co. 1,072.50 2497 Henderson’s Repair and
2484 Sundby Repair Service 38.00 Wrecker Service 82.00
2488 Simmons Advertising 2500 First National Bank 608.84
Agency 265.00 2501 Payroll 2,026.78
2487 Local Water Corp. 32.00 2502 Grant’s Garage 188.00
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BANK STATEMENT, GENERAL CASH ACCOUNT

January 1-14, 1955

FIRST NATIONAL BANK
Someville, Illinois

Statement of account with Better Bottling Company

January 15, 1955

Checks Deposits Date Balance
Forward 12/31/54 36,789.25
94.00 431.20 434.00 1/4/55 36,698.05
315.00 1,072,50 630.85 1/5 35,941.40
385.70 1/6 36,327.10
360.00 684.00 612.40 1/7 35,895.50
491.02 1/8 36,386.52
23.60 1,072.50 505.00 1/10 35,795.42
440.00 435.75 1/12 35,791.17
366,77 1/13 36,157.94
28.60 178.00 54.06 388.70 1/14 36,285.98

Paid checks returned with the bank statement included the following:

No. Payee Amount
2505 Local Light and Power

Co. 94,00
2493 King Crown & Bottlers

Supply 431.20
2499 Simmons Advertising

Agency 315.00
2494 National Soft Drink Co. 1,072.50
2507 Durable Bottle Co. 360,00

No.

2509
2503
2498
2508
2511
2512
2504

Payee Amount
Grant’s Garage 684.00
Kleane Towel Service 23.60
National Soft Drink Co. 1,072.50
Hoskinson Co., 440,00
Bell Telephone Co. 28,60

Monarch Machinery Co. 178.00
Liquid Gas & Supply
Co. 54,06

BANK RECONCILIATION, GENERAL CASH ACCOUNT

November 30, 1954

BETTER BOTTLING COMPANY
BANK RECONCILIATION

11/30

Balance per bank statement

Less outstanding checks:
No. 2475
24178
24179
2480

Deposit in transit
Balance per books

22

/54

$34,9175.98

$1,072.50

48.40

345,00
26.50 1,492.40
33,483.58
511,00
$33,994.58



ACCOUNTS RECEIVABLE TRIAL BALANCE

December 31, 1954

Corner Grocery

General Food Stores
Andy‘s Hamburger Stand
Jemison Service Stations
Wright’s Vending Service
Stevenson’s Restaurant
Downtown Pharmacy
Kelly’s Drive-In

Morrell & Morrell

E. and F. Cafe
Broadbent Employees’ Association
Elks Club

Y.M.C.A.

Student Union

Morgan Recreation Hall
All other

SELECTED ACCOUNTS FROM CUSTOMERS’ LEDGER
ANDY’S HAMBURGER STAND

Date Explanation Debit Credit
11/30/54 Balance
12/6 Inv. No. 715 16.00
12/14 Inv. No. 764 35.00
12/20 Inv. No. 813 18.50
12/27 Inv. No. 881 36.00
1/3/55 Check 100.00

KELLY’S DRIVE-IN

Date Explanation Debit Credit
11/30/53 Balance
12/2 Inv. No. 647 165.00
12/9 Inv. No. 731 132,50
12/16 Inv. No. 782 104.50
12/11 Check 225.00
12/23 Inv. No. 840 214.00
12/30 Inv. No. 910 122.00

DOWNTOWN PHARMACY

Date Explanation Debit Credit
11/30/54 Balance
12/1 Inv. No. 638 87.00
12/4 By check 212.50
12/15 Inv. No. 771 194.00
12/29 Inv. No. 901 105.50

23

$ 488.50
878.50
124,00
846.00
294,00
421.00
386.50
976.50
478.00
358.00
864.00

1,280.00
476.00
924.00
684,00

7,241.50

$16,720.50

Balance

18.50
34.50
69.50
88.00
124.00
24.00

Balance

463.50
628.50
761.00
865.50
640.50
854.50
976.50

Balance

212.50
299.50

817.00
281.00
386.50



INVENTORIES
December 31, 1953

Soft-Drink syrup

96 drums (55 gallons each) 5,280
Crowns 8,500 gross
Bottles and cases—filled

Product 1,538 cases

Cases and bottles
Bottles and cases—empty

Complete cases

Bottles—used

1,538 cases

4,316 cases
1,500 bottles

Bottles—new 50 gross
Cartons 14,500
Caustic soda

3—100 1b. drums 300 pounds
Carbonic gas 2,100 pounds

INVENTORIES

December 31, 1954

Soft-Drink syrup
143 drums (55 gallons each) 7,865
1 drum partially filled 40 17,905

Crowns 9,250 gross
Bottles and cases—filled
Product 1,786 cases

Cases and bottles
Bottles and cases—empty

Complete cases

Bottles —used

1,786 cases

4,687 cases
2,300 bottles

Cartons 9,000
Caustic soda

73 100-1b. drums 750 1b.
Carbonic gas 2,006 1b.

24

1.30
.22

.50

6.00
35.00 M

5.00 drum
.06

1.30
.22

.80
.50

50
35.00 M

.05
.06

$ 6,864.00
1,870.00

1,230.40
769.00

2,158.00
30.00
300.00
507.50

15.00
126.00
$13,869.90

$10,276.50
2,035.00

1,428.80
898.00

2,343.50
460,00
315.00

37.50
120.36

$17,914.66



ACCOUNTS PAYABLE
December 31, 1954

Durable Bottle Co.: 60 gross $ 360.00
Local Light and Power Co. 94.00
Grant’s Garage and Service Station 684.00
National Soft-Drink Company: 1,100 gal. 1,430.00
Liquid Gas & Supply Co. 55.10
Bell Telephone Co. 28.60
Monarch Machinery Co.: repairs 178.00
Hoskinson Co.: 2,000 gross crowns 440.00

$3,269.70

25

received 1/3/55,
F.O.B. sh. pt.

for December, 1954

to 12/28/54

received 12/31/54

for shipment of
12/18/54

to 12/20/54

as of 12/10/54

received 12/29/54
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PAYROLLS

Employee Salary Commission Total F.I.T. O.A.B. Other Net
December 15, 1954

John Landgren 250,00 250.00 28.80 221.20
Jack Nelson 225.00 225.00 33.90 191.10
J. W. Moffitt 200.00 200.00 18.80 181.20
Caroline Anderson 90.00 90,00 12.60 1.35 76.05
L. T. Hare 165.00 165.00 11.00 154.00
Fred Wolf 150.00 150.00 13.30 2.25 134.45
T. L. Baer 110.00 110.00 1.65 108.35
E. R. Beaver 110.00 110.00 5.50 1.65 102.85
Roger Clarke 100.00 100.00 3.50 1.50 95.00
Marion Lawrence 80.00 80.00 5.10 1,20 73,70
Gwendolyn Williams  80.00 80.00 10.60 1.20 68.20
Steven Purdy 100.00 100.00 14.60 1,50 83.90
Joe Broome 75.00 75.00 1.12 73.88
Frank Bigger . 60.00 121.70 181.70 25.30 2.73 153.67
Victor Small 60.00 98.60 158.60 26.00 2.37 130.23
C. V. Sooner 60.00 118.40 178.40 18.90 2.67 156.83
S. O. Grosse 60.00 75.10 135.10 10.10 2.02 122.98
M. T. Kegg 60.00 116.00 176.00 13.40 2.64 159.96
J. F. Jackson 60.00 118.80 178.80 24.50 2.67 151.63
R. T. Lewis 60.00 124,70 184,70 20.50 2,77 161.43
George Abbott 60.00 40.30 100,30 3.50 1,50 95.30

2,215.00 813.60 3,028.60 299.90 32.79 2,695.91

December 31, 1954

John Landgren 250.00 250.00 28.80 221.20
Jack Nelson 225.00 225.00 33.90 191,10
J. W. Moffitt 200.00 200.00 18.80 181.20
Caroline Anderson 90.00 90.00 12.60 1.35 16.05
L. T. Hare 165.00 165.00 11.00 154.00
Fred Wolf 150.00 150.00 13.30 2.25 134.45
T. L. Baer 110.00 110.00 1.65 108.35
E. R. Beaver 110.00 110.00 5.50 1,65 102.85
Roger Clarke 100.00 100.00 3.50 1.50 95.00
Marion Lawrence 80.00 80.00 5,10 1.20 73.70
Gwendolyn Williams  80.00 80,00 10.60 1.20 68.20
Steven Purdy 100.00 100.00 14.60 1.50 83.90
Joe Broome 75.00 75.00 1.12 73.88
Frank Bigger 60.00 60.00 1.10 .90 58.00
Victor Small 60.00 60.00 6.60 .90 52.50
C. V. Sooner 60.00 60.00 .90 59.10
S. O. Grosse 60.00 60.00 .90 59.10
M. T. Kegg 60,00 60.00 .90 59.10
J. F. Jackson 60.00 60.00 1,10 .90 58.00
R. T. Lewis 60.00 60.00 . .90 59.10
George Abbott 60.00 60.00 1.10 .90 58.00

2,215.00 2,215.00 167.60 20.62 2,026.78
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No.

1417
1418
1419
1420
1421
1422
1423
1424
1425
1426
1427
1428
1429
1430
1431
1432
1433
1434
1435
1436
1437

1438
1439
1440
1441
1442
1443
1444
1445
1446
1447
1448
1449
1450
1451
1452
1453
1454
1455
1456
1457
1458



INFORMATION SUPPLIED BY OFFICE MANAGER

During the course of your examination you find it necessary to ask various
questions of Mr. J. W. Moffitt, the office manager. Some of these questions
are of a routine nature; others result in bringing out information essential to
completion of the examination, The following paragraphs represent replies
to certain of these more important questions. You should take them into
consideration in preparing your work papers and adjustments.

‘‘Yes, the general ledger is in balance. So is the accounts receivable
ledger. I have made all the regular adjustments except the one for federal
income taxes which you auditors always make yourselves.”’

‘“Yes, there are a few bad accounts. Included in the ‘all other’ accounts
receivable are accounts amounting to $285.00 that are uncollectible, Mr.
Landgren and I just went over those accounts the other day.’”” (He supplies
you with a list of these accounts; the list has been initialed by Mr. Landgren.)

‘‘We have not made any provision for accrued commissions to truck
drivers. It takes me about two weeks to figure up the commissions earned
each month so we pay the commissions for each month on the fifteenth of the
following month. We never have accrued these commissions at the end of the
year and do not figure it is worth while.”’

‘‘Sure, we value our bottled inventory at selling price. We always have.
This question comes up every year when you fellows come around. You see,
we carry only a small finished-goods inventory. It is readily salable and as
good as cash. Furthermore, it is almost impossible to tell exactly what it
cost, so we value it at selling price which we know we will get for it.”’

‘I worked out that insurance schedule myself. There may be a few minor
errors in it but it is substantially correct. Unless you find some big errors
I suggest you let them pass as they will all work themselves out next year.”’

‘“Yes, we bought a new truck this year. It listed at $3,850 and we got
$1,400 for our old number one which we traded in on the new one. I used the
income tax method of recording the trade so our books will agree with the tax
return. We think that is the best procedure for a small company like ours.
You can check the invoice for the allowance they gave us on the old truck and
for the cost of the new one.”’
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WORK SHEETS AND OTHER MATERIAL FROM
AUDIT WORK PAPER FILES

TRIAL BALANCE PER AUDIT
December 31, 1953

BETTER BOTTLING COMPANY
TRIAL BALANCE

12/31/53

Petty Cash

Cash-—General

Payroll Account

Accounts Receivable

Inventories

Unexpired Insurance

Machinery and Equipment

Accrued Depreciation—Machinery and Equipment
Delivery Equipment

Accrued Depreciation—Delivery Equipment
Office Furniture and Equipment

Accrued Depreciation—Office Furniture and Equipment
Coolers

Accrued Depreciation—Coolers

Accounts Payable

Employees Taxes Withheld

Accrued Social Security Taxes

Accrued State and Local Taxes

Federal Income Tax Accrued

Capital Stock

Earned Surplus

Soft Drink Sales

Case and Bottle Sales

Cooler Rentals

Discounts Earned

Soft Drink Syrup

Carbonic Gas

Crowns

Cartons

Heat, Light, and Power
Water

Depreciation of Machinery
Machinery Repairs

Factory Insurance

Factory Supplies

Sales Salaries and Commissions
Gas, Oil, and Grease

Drivers Expenses

Truck Repairs and Maintenance
Depreciation of Delivery Equipment
Truck Licenses

Truck Insurance

Advertising

Depreciation of Coolers

Office Salaries

Stationery, Supplies, and Postage
Depreciation of Office Equipment
Telephone and Telegraph

Legal and Accounting

Dues and Subscriptions

General Insurance

State and Logal Taxes

Social Security Taxes
Miscellaneous

Uncollectible Accounts

Bottles and Cases Purchased
Federal Income Taxes

25,520.00
1,980.00
19,500.00

70,9172.00
1,920.52
5.674.40
2)584.00

22)360.00
37300.00
1,122.00

2 o

.-

a

14,707.00
6.512.00
557.00

4,875.00
2,301.35
489.98
444.14
900.00

13227.23
228,842.00
143,030.00

21100.00
118.60

$500,604.30

$500,604.30




REVIEW OF INTERNAL CONTROL
BETTER BOTTLING COMPANY
Revised to December 31, 1954

The office staff consists of the following:

John Landgren General manager
J. W. Moffitt Office manager and accountant
Caroline Anderson Secretary and accountant

Petty Cash. A petty cash fund of $100 under the control of Miss Anderson
is maintained on an imprest basis. All petty cash disbursement vouchers
must be approved by Mr. Moffitt. Reimbursement checks are signed by Mr.
Landgren who reviews the disbursement vouchers at that time.

General Cash. The general cash is kept on deposit at the First National
Bank. Disbursement checks are prepared by Mr. Moffitt but require Mr.
Landgren’s signature. He reviews the invoices to be paid with each check as
he signs it.

Cash collected by the truck drivers each day is checked in to Miss Ander-
son. She also opens the mail, preparing a list of all mail receipts. She com-
bines all cash received each day and deposits it to the company’s account the
following morning. Occasionally she leaves the day’s receipts in the bank’s
night depository on her way home from work. The drivers’ reports and the
list of mail receipts are given to Mr. Moffitt for entry in the cash receipts
book.

The monthly bank statement is given to Mr. Moffitt unopened as received
by mail. He prepares the monthly bank reconciliations.

Payrolls. All employees are on a monthly salary rather than an hourly
rate basis of pay. Absences are reported to Mr. Landgren by the plant fore-
man. All hiring and firing is done by Mr. Landgren who also approves
raises, etc. The semimonthly payroll is prepared by Moffitt a day or so in
advance and submitted to Landgren for approval together with a check drawn
on the general cash account for the net amount of the payroll. This check is
then deposited in the payroll bank account. Checks drawn against the payroll
account are prepared and signed by Moffitt. He also reconciles the payroll
bank account.

Commissions earned by the truck drivers are calculated by Mr. Moffitt on
a monthly basis and added to their first pay check of the following month.

Sales. With a few exceptions, sales are made by truck drivers as they
serve their routes. For each sale, cash or charge, a sales ticket is made out
by the driver, the original of which is given to the customer, and the dupli-
cate retained by the driver. For charge sales the customer’s signature is
obtained on the sales ticket. Sales tickets and cash collections are turned in
to Miss Anderson each day when the drivers account for the product taken out
that day. She summarizes the day’s sales and receipts on a sales summary
which is then given to Mr. Moffitt for entry.

Accounts Payable. No accounts payable ledger is used. As invoices are
paid they are charged to appropriate accounts through the cash disbursements
book. At the end of each month Mr, Moffitt lists the unpaid invoices and
records them by journal entry. This entry is then reversed the first day of
the following month.

Product Control. Mr, Moffitt keeps a running inventory of the product on a
control sheet. The plant foreman prepares a record of each day’s production
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which is forwarded to Moffitt the following morning. From the drivers’
reports Miss Anderson prepares her summary of sales which shows sales by
bottle size and flavor. These two reports provide the data for entries to the
product control sheet. Mr. Landgren reviews this control sheet frequently in
order to schedule production so as not to overstock or run short of product.

Inventory. A physical inventory is taken at least once a week to tie in with
the product control sheet. Mr. Handy, the plant foreman, supervises the
inventory taking and is assisted by the plant workers. As the product and
raw materials are few in number and easy to count, no inventory tags are
used. Counts are entered directly on inventory lists prepared in advance.
All items are counted and recorded by two crews operating independently.
Handy then compares the counts, checks out any differences, initials the final
copy, and sends it to Mr. Moffitt for pricing. Footings and extensions are
calculated by Miss Anderson for the month-end inventories as these are
recorded by adjusting entry on a work sheet from which monthly financial
statements are prepared.

Bottles and Cases. In addition to the price of the product, customers are
charged for bottles and cases at two cents a bottle and two cents a case.
These prices are well below the cost of new bottles and cases to the com-
pany. When a customer returns empties he is given credit at the original
price against additional purchases, or a cash refund if no purchases are
made.

The Bureau of Internal Revenue accepts for tax purposes a method of
accounting for bottles and cases that includes charges to customers for
bottles and cases as if they were sales and treatment of both returns and the
cost of new bottles and cases as a part of purchases. All bottles and cases
on hand at December 31 are inventoried and considered in determining cost
of goods sold. This tends to overstate both sales and cost of goods sold to
some extent but as returns of empties almost equal sales of full cases the
overstatement is not material.

Under this system, no charge for depreciation or breakage of bottles and
cases is recorded; the difference hetween the cost of bottles and cases at the
beginning of the year plus those purchased during the year and the cost of
bottles and cases on hand at the end of the year becomes the expense of
using bottles and cases for the year.

Miscellaneous, With the exceptions of any records previously described
as prepared by Miss Anderson, all accounting work is done by Mr. Moffitt,
He enters sales, cash receipts, cash disbursements, and journal entries,
keeps the general and accounts receivable ledgers, and prepares monthly
statements for Mr. Landgren and the board of directors.
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BETTER BOTTLING COMPANY
EXCERPTS FROM MINUTES OF MEETINGS
1954

Annual Meeting of Stockholders 1/10/54

The following were elected to the Board of Directors to serve without pay
for a term of one year:

George B. Clark
John F. Clark
Ronald B. Clark

Meeting of Board of Directors 1/10/54

The following were elected to the positions indicated:

George B. Clark President
Ronald B. Clark Vice President
John F. Clark Secretary-Treasurer

Resolved that Mr. John Landgren be appointed general manager for a
period of three years at an annual salary of $6,000 plus a bonus of 5% of the
net income for each year after income taxes and this bonus have been pro-
vided for as calculated by the company’s auditors in their annual examination,

Resolved that the firm of Check and Prove, CPA’s, be retained to make the
annual audit for 1954.

Meeting of the Board of Directors 5/1/54

Resolved that Mr. John Landgren be authorized to enter into a new lease
agreement in the name of the company for use of the present building at an
annual rental of $3,600 to run for ten years from June 1, 1954.

Meeting of Board of Directors 10/31/54

Resolved that a dividend be declared and paid in the amount of ten per cent
on the outstanding stock November 15, 1954,
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CAPITAL STOCK AND EARNED SURPLUS ANALYSIS

FROM PERMANENT FILE
BETTER BOTTLING COMPANY

CAPITAL STOCK AND EARNED SURPLUS

Permanent File

Capital Stock

5/15/50 750 shares of $100 par value common stock issued

at par for cash
Certificates issued as follows:

#1 George B. Clark 250 shares
2 John F. Clark 250 shares
3 Ronald B. Clark 250 shares

Earned Surplus
12/31/50 Net loss for the year
12/31/51 Net income for the year
12/31/52 Net income for the year

11/15/53 Dividends paid

12/31/53 Net income for the year

33

$75,000.00

$25,000
25,000

25,000

$75,000

$ (312.80)
6,412.50

6,099.70
14,627.53

20,7217.23

17,500.00

13,227.23

17,482.80

30,710.03



Description

BETTER BOTTLING COMPANY
DEPRECIATION SCHEDULES

Date

Machinery and Equipment (10%)

Bottle washer
Premixer, filler, and
crowner
Bottle line and assembly
table
Water softener (tank and
filters)
De-aerator equipment
Synchrometer
Air compressor
Mechanical lifts
3 at $400
Pallets
30 at $20
20 at $25

Totals
Accrued at end of
preceding year

Accrued at end of year

Delivery Equipment (10%)

International truck (#1)
International truck (#2)
International truck (#3)
Chevrolet truck (#4)
Chevrolet truck (#5)
Chevrolet truck (#86)
International truck (#7)
Chevrolet truck (#8)

Totals
Accrued at end of
preceding year

Accrued at end of year

1950
1950
1950

1951
1950
1950
1951

1950

1950
1951

1950
1950
1950
1950
1951
1952
1952
1953

Purchased Cost

1950 1951 1952 1953
22,000 1,100 2,200 2,200 2,200
9,500 475 950 950 950
1,820 91 182 182 182
2,400 120 240 240
1,680 84 168 168 168
2,520 126 252 252 252

880 44 88 88
1,200 60 120 120 120
600 30 60 60 60
500 25 50 50
43,100 1,966 4,121 4,310 4,310
1,966 6,087 10,397

1,966 6,087 10,397 14,707
3,640 182 364 364 364
3,640 182 364 364 364
3,640 182 364 364 364
2,600 130 260 260 260
2,600 130 260 260
2,800 140 280
3,800 190 380
2,800 140
25,520 676 1,482 1,942 2,412

676 2,158 4,100
676 2,158 4,100 6,512
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Date

Description Purchased Cost 1950 1951 1952 1953 1954 1955 1956
Office Furniture and Equipment (10%)
Desks: 4 at $80 1950 320 16 32 32 32
Files: 4 at $75 1950 300 15 30 30 30
6 at $80 1952 480 24 48
Chairs: 6 at $40 1950 240 12 24 24 24
Typewriters: 2 at $130 1950 260 13 26 26 26
Adding machine 1950 180 9 18 18 18
Coin counter 1952 200 10 20
Totals 1,980 65 130 164 198
Accrued at end of
preceding year 65 195 359
Accrued at end of year 65 195 359 557

Coolers (10%)

60 at $200
25 at $300} 1951 19,500 975 1,950 1,950
Totals 19,500 975 1,950 1,950
Accrued at end of .
preceding year 975 2,925
Accrued at end of year 975 2,925 4,875
BETTER BOTTLING COMPANY
PAYROLL BANK ACCOUNT RECONCILIATION
December 31, 1954
Balance per bank statement $630.20
Less outstanding checks
No. 1442 154.00
1451 58.00
1454 59.10
1455 59.10 330.20
Balance per books 300.00

35



ACCOUNTS RECEIVABLE CONFIRMATIONS
RECEIVED WITH EXCEPTIONS

Messrs Check and Prove
One North LaSalle Street No._J
Chicago, Illinois

We confirm the correctness of a debit balance of
#/24.00_1n our account on the books of the _8etfter

Boftling _Company as of_12/3//54 _with the

exceptions, if any, stated below.

signed Andys Hamburgers
By

Exceptions (please explain in detail)

We don't owe that much because we sent you
a_check for $100 December 31.

L\/\/-\fv-——""-//\/\/\/-—"‘\—---/‘\——h/\—/\/\/\«—»«

Messrs. Check and Prove
One North LaSalle Street No .8
Chicago, Illinois

We confirm the correctness of a debit balance of
#976.50 in our account on the books of the, Berter

Bottiing _Company as of 54 _with the

exceptions, if any, stated below.

Signed _EMJ,!;‘”—.

By

Exoeptions (please explain in detail) .

We returned /150 cases of empties to you in our
fruck Decernber 128 We should getf $ 75.00 credit for
this_which_you have not qiven us. We have a receipt
signed by _your plant foreman.

-%J\/\,—h_—-\WQ_
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Messrs. Check and Prove
One North LaSalle Street No. 7 _
Chicago, Illinois
We confirm the correctness of a debit balance of
‘58_6_,__50_. in our account on the books of the .Better
Bottling _Coempany as of 54 ___with the

exceptions, if any, stated below.

acy

Signed owin 12 4
By

Exceptions (please explain in detail)

cur statement showse a charge of $194:00 on
Dec, 16 Our records show we cases
and returned 2o emphes for & net charge of
$94 oo

L_/~—»————-—\/\./-\——-—-——/‘'/\—/‘_'/\’-\.’———/\___.\
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