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FOREWORD

T h e short-form accountant's report or certificate recommended by the committee on auditing procedure of the
American Institute of Certified Public Accountants in 1948, and
now in general use, summarizes the accountant's representations as to
the scope of the examination in these two significant statements:
( 1 ) "Our examination was made in accordance with generally
accepted auditing standards," and (2) the examination, "accordingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances."
Auditing Standards
During recent years the committee has given a great deal of consideration to the definition of generally accepted auditing standards.
I n 1947, it issued a special report, Tentative Statement of Auditing
Standards, in which it presented the results of its deliberations up to
that time. I n September 1948, a summary of generally accepted
standards, as presented in that report, was adopted by the membership
of the American Institute of Certified Public Accountants. I n November 1949, the membership of the American Institute of Certified Public
Accountants also approved Statements on Auditing Procedure No. 23
(Revised), Clarification of Accountant's Report When Opinion Is
Omitted. I n 1954, the committee issued a revised report on auditing
standards under the title, Generally Accepted Auditing Standards, in
which the substance of Statement No. 23 (Revised) was added to the
7
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previous summary of auditing standards. The revised summary is as
follows:
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 preparation 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 inspection, 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.
Auditing Procedures
A consideration of the foregoing summary of standards will indicate that auditing procedures are the means by which the independent
auditor attains or complies with the generally accepted auditing
standards applicable to field work. Auditing procedures are so numerous and should be varied so greatly to meet particular circumstances
that it is not possible to make an enumeration of procedures which
would be applicable generally, or even widely. I t is natural that this
is the case because if the examination of accounts and financial state-
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ments could be reduced to a stereotyped check list of instructions,
there would be no need for a public accounting profession. Experienced professional judgment determines the scope and nature of audit
procedures to be followed in each individual engagement.
It is the view of the committee on auditing procedure that the
most satisfactory method of presenting auditing procedures is through
case studies illustrating the auditing procedures adopted and applied
in actual examinations. Accordingly, an invitation has been extended
to a number of practicing accountants requesting each to submit a
comprehensive description of audit work performed on a complete
engagement. The following excerpts from a memorandum submitted
for the guidance of those preparing case study manuscripts indicates
the general nature of the studies:
"The principal objective of the committee on auditing procedure, in
publishing the series of case studies, is to illustrate typical procedures by
which the independent public accountant complies with generally accepted
auditing standards in specific situations. Because of the great variety of
situations found in performing audit work for different organizations, the
public accountant must select and apply those procedures which he feels
are necessary and most appropriate in the circumstances. The exercise of
sound judgment in the light of the facts of the particular case is of paramount importance in meeting the profession's standards. For that reason, it
is believed that case studies, giving rather complete information as to the
auditing procedures employed and indicating the considerations involved
in selecting and applying those procedures, will do much not only to assure
the continuance of high standards within the profession but also to assist
those preparing to enter it."
"The pattern that has been established for the case studies is to cover
an entire examination selected by the author from a case within his own
practice. Using such a case as a basis, the author has prepared an audit
program to describe the work which actually took place. In this connection,
it is important that actual procedures should be described even though the
author may feel upon reconsideration and with the benefit of hindsight that
certain modifications of the program should have been made. The principal
purpose of the case study material is to illustrate current practices and not
to set forth perfect or ideal models which might be misleading and perhaps
even dangerous to hold out as representative of current practice."
"The case studies so far issued have described the audits in considerable
detail. There has been some feeling among committee members, however,
that a large proportion of that detail could well be reduced in future case
studies by omitting detailed descriptions of procedures which are pretty
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much the same in all audits and by concentrating instead upon the phases
of the audit which, in the author's opinion, are somewhat distinctive to
the particular engagement."
Each of the accompanying case studies describes the auditing procedures which were actually followed by a practitioner in a particular
instance. The procedures used may be applicable only due to particular circumstances surrounding the examination; furthermore, alternative procedures might conceivably have been used to accomplish
the general audit objectives. These case studies have not been
reviewed by the various members of the committee and are not
intended as representations of the views of the committee on auditing
procedure.
The committee hopes that the case study material will serve a
useful purpose not only within the profession, but also in the various
colleges and universities throughout the country which offer advanced
instruction in accounting and auditing subjects.
Committee on Auditing
September, 1962
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AN INITIAL AUDIT
SPECIAL FOREWORD

T h e Committee on Auditing Procedure of the
American Institute of Certified Public Accountants has published
a number of case studies on individual companies which together
represent a wide segment of American industry and commerce.
While accounting and auditing problems peculiar to each company
and industry have been stressed, nevertheless all the case studies
have included comprehensive detailed audit programs describing
routine as well as specialized procedures. A common implied characteristic of the case studies has been the restriction of described
application of auditing procedures to the year under review and
year-end balances.
The purpose of this case study on the Industrial Machine Company
is to describe particularly the problems encountered by a firm of
independent auditors in making an initial audit of a medium sized
company whose accounting and auditing problems were typical of
numerous other companies in one of the widest fields of American
industry—light industrial manufacture. Thus, the problems encountered arose from the auditing firm's unfamiliarity with The Industrial
Machine Company's operating and accounting policies, internal control and accounting procedures, and personnel. It should be recognized that the problems encountered in initial audits are many
and varied depending on the circumstances, and some may be more
difficult than those outlined in this study.
Insofar as they relate to a recurring audit, only passing mention
will be made of preparatory planning of work, survey of internal
control, programming, application of auditing procedures and supervision and time control. These functions will be described in some
11
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detail only to the extent that they arise in connection with the initial
audit of The Industrial Machine Company.

INTRODUCTION

I n the late Summer of 1962 the Board of Directors of The Industrial Machine Company appointed independent auditors to make
an examination of sufficient scope to express an unqualified opinion
on the statement of financial position at October 31, 1962 and the
statements of income and stockholders' ownership for the year then
ended. These financial statements, together with the President's
comments, constituted the annual report to stockholders. No additional financial statements were required for any regulatory bodies.
The independent auditors were also instructed to prepare Federal
and State income tax returns for the year 1962 and to write a
"management letter" setting forth recommendations for improvements
in accounting procedures and the system of internal control.
During several recent years of rapid growth the company had
obtained outside help in connection with tax return preparation. As
a by-product of such tax return preparation, certain detailed financial statements, principally schedules of investments in securities
and plant and equipment, and detailed schedules of expenses had
been assembled. The outside auditor's accompanying transmittal letter clearly indicated that analytical rather than auditing procedures
had been employed to extract financial data not otherwise available
from the accounting records.
The Industrial Machine Company's top management were contemplating a long-range financial program in connection with planned
expansion of plant facilities and believed that a debenture or preferred stock issue might best meet their needs. Common requirements of agreements in connection with such issues are maintenance
of working capital and retained earnings computed on the basis
of financial statements accompanied by unqualified reports of independent certified public accountants. The management of The Industrial Machine Company and its accounting personnel regarded this
examination as an initial audit.
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DESCRIPTION OF BUSINESS
The size of The Industrial Machine Company is indicated in the
following condensed financial statements:

STATEMENT OF FINANCIAL CONDITION
October 31. 1962

Current Assets:
Cash
Marketable Securities, at cost
Receivables—net
Inventories
Prepaid Expenses

Current Liabilities:
Accounts Payable
Dividends Payable
Accrued Expenses

Working Capital
Plant and Equipment, less depreciation
Other Assets
Stockholders' Equity
Represented by:
Common Stock
Retained Earnings

1962

1961

$ 502,000
312,000
516,000
1,435,000
38,000

$ 286,000
360,000
549,000
1,750,000
38,000

$2,803,000

$2,983,000

$ 349,000
30,000
678,000

$ 396,000
30,000
964,000

$1,057,000

$1,390,000

$1,746,000

$1,593,000

791,000
34,000

734,000
31,000

$2,571,000

$2,358,000

$ 900,000
1,671,000

$ 900,000
1,458,000

$2,571,000

$2,358,000
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STATEMENT OF EARNINGS
Year ended October 31, 1962

Net Sales
Cost of Sales
Gross Profit
Selling Expenses
Administrative Expenses
Operating Profit
Other charges (net)
Earnings before Profit Sharing and
Income Taxes
Profit Sharing
Earnings before Income Taxes
Provision for Income Taxes
Net Earnings

1962

1961

$7,539,000
4,050,000

$7,756,000
4,216,000

$3,489,000

$3,540,000

$1,654,000
614,000

$1,553,000
592,000

$2,268,000

$2,145,000

$1,221,000

$1,395,000

2,500

20,000

$1,218,500

$1,375,000

251,000

360,000

$ 967,500
512,500

$1,015,000
538,000

$ 455,000

$ 477,000

The Industrial Machine Company is an established concern whose
present gross volume is derived almost equally from sales of fabricated light industrial mobile equipment and sales of accessories and
supplies. The company's business expanded rapidly during and following World War I I . The manufacturing operations, conducted at
a single location, consist largely of assembly of specially constructed
sheet metal bodies, castings, motors, chassis, etc. which are furnished
by suppliers to the company's specifications, but sizable machine
and electrical shops are maintained for machining castings, electrical
wiring, etc. A new controller who heads up the accounting department
has conducted studies which indicate economies and other benefits

An Initial Audit

15

to be gained by fabricating parts presently purchased and the company is presently considering financial problems relative to plant
expansion. The company also maintains an engineering and chemical
research department to work on product research and design. Supplies
and accessories are generally purchased. The company has achieved
nation-wide distribution of its products through its own sales force.
Shipments are made principally from the factory, except that some
supplies are shipped from rented regional warehouses. A l l customers'
orders are approved at the general office.
Control of the company since its organization has been closely
held and representatives of controlling stockholders comprise both
the Board of Directors and the executive officers. Such representatives
were well known in the financial and business community not only
as individuals of high integrity but also as civic leaders. The company employs approximately 200.
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DETERMINATION OF SCOPE OF ENGAGEMENT
A partner representing our firm was asked to meet with several
Directors of the company prior to their meeting at which our firm
was appointed as independent auditors. I n response to an inquiry
by one director as to whether we could make a "stream-lined" audit
without observation of inventory quantities and confirmation of
accounts receivable by direct communication with debtors, the partner explained that these so-called extended procedures were optional
many years ago but now are part of the regular auditing procedures
our firm considered necessary in the circumstances since receivables
and inventories were major current assets and the inventory quantities and condition as well as prices are important factors in determining the amount of net income for the year. From an efficiency
standpoint, they were much less time-consuming to apply than other
laborious methods requiring detailed examination of invoices, shipping documents, incoming cash receipts and postings to detailed
records in the case of receivables and detailed examination of purchase invoices, receiving records, postings to perpetual inventory
records and subsequent shipments in the case of inventories.
He also pointed out that if we were restricted in our examination
so that these so-called extended procedures could not be applied,
we would be unable to express an opinion on the financial statements taken as a whole because of the materiality of the amounts
involved. This in turn would defeat the purpose of the examination
as initially explained. I t was apparent that "stream-lining" would
not be achieved by elimination of these procedures and they were
accepted as part of the audit.
This appeared to be an appropriate time to emphasize to the
Directors the so-called "disclaimer" statement in the last part of
the second paragraph of the engagement letter. The representative
of our firm pointed out that in examinations of sizable businesses
such as The Industrial Machine Company, it was necessary for us
to rely on application of test-checks, the extent of which was governed by the system of internal control. We had agreed to prepare
a "management letter" setting forth any suggested improvements
in the system but we could not economically undertake a detailed
examination of transactions since this would require us in effect to
reconstruct all accounting records from original documentary
sources. The test basis of examination was accepted.
We also thought it wise, in the case of an initial audit, to point
out in the next to last paragraph of the engagement letter that
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our fee estimate was based on our preliminary appraisal of the
accounting system and statements of accounting representatives of
the company that the accounting records were well maintained. As
it turned out, the only place we had to extend our examination beyond what was contemplated in our initial budget was in confirming
accounts receivable, as will be explained later, and an additional
amount was added to the fee by mutual agreement for this work.
The aggregate amount of the fee mentioned in the foregoing engagement letter was obtained by multiplying the estimated hours
by the average rate per hour considered appropriate in view of the
size and complexity of the engagement, caliber of personnel needed,
supervision required, etc. I n order to estimate the number of hours,
monthly financial statements for the current year to date were carefully scrutinized by a partner of our firm. Such financial statements
proved to be unusually informative since, in addition to the usual
financial statement of financial position and statement of earnings,
they included detailed listings of inventory positions by product
classifications, analyses of sales and costs of sales by product
classifications, standard gross profit, variance analyses and details
of expenses. The president of the company conducted our partner
on a tour of the plant where first hand information regarding manufacturing operations, inventory arrangements and plant and equipment was obtained. A manager of our firm conferred at length
with the controller of the company and investigated the status of
the accounting records, the general system of internal control, the
volume of cash, purchases, sales and payroll transactions, number
of accounts receivable, book controls over inventories and fixed
assets, caliber of accounting department personnel and extent of
assistance which might be furnished by the company in preparing
standard working papers, bank confirmations, aged accounts receivable listings, inventory summaries and analyses, plant and equipment additions, accounts payable listings as well as historical analyses
of plant and equipment and stockholders' ownership accounts. It
was noted that apparently complete detailed records were available
for the last-named accounts, as well as for opening inventories,
prepaid and accrued expense accounts, also that detailed expense
ledgers were maintained.
The manager prepared a preliminary time budget by individual
balance sheet and income account classifications as a forecast of
estimated field time. Tests of transactions related to particular accounts were considered part of the examination of these accounts,
for example, sales transactions and accounts receivable, purchases
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and accounts payable, etc. Nonrecurring audit operations on a first
examination were grouped together in order to determine estimated
hours on a recurring basis as well as extra initial costs. Approximately 40 per cent of estimated field hours was allocated to interim
work and the balance to final work. To the aggregate estimated field
hours was added estimated supervision and report department (typing,
comparing, proving and referencing) time.
I t is particularly important on a new engagement to avoid misunderstandings with the client by obtaining written confirmation of
the audit engagement terms. The president of The Industrial Machine
Company signed on behalf of the Board of Directors a duplicate
of the following letter:

Mr. John Doe, President
The Industrial Machine Company
10500 Main Street
Pittsburgh, Pennsylvania
Dear Sir:
In accordance with your verbal instructions to Mr
of this
firm, we are to make an examination of the statement of financial position
of The Industrial Machine Company as of October 31, 1962, and of the
related statements of income and stockholders' ownership for the year
ending on that date and to report thereon to you and the Board of Directors. We are also to prepare the Federal and state income tax returns for
the fiscal year ending October 31, 1962.
Our examination will be made in accordance with generally accepted
auditing standards and, accordingly, will include such tests of the accounting records and such other auditing procedures as we deem necessary
and appropriate for the purpose of expressing an opinion on the financial
statements, but it will be appreciated that such an examination is not
primarily or specifically designed, and cannot be relied upon, to disclose
defalcations and other similar irregularities, although their discovery may
result.
You will appreciate that it is difficult to give you an exact fee for the work
until we can gain some familiarity with the engagement. However, based
on our discussions and information regarding your operations, we believe
that our fee for the examination and preparation of the tax returns will
be approximately $
As indicated to you, our rates graduate
according to the experience of the men assigned and on an engagement of
this type will approximate $
an hour, including supervision.
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It is understood that any unusual situations arising in connection with the
examination, which would require special investigation, are not contemplated in the above estimate and would not be undertaken until we had
discussed them with you.
We thank you for your instructions and are enclosing a copy of this letter
which you might sign and return to us in confirmation of this arrangement
if it meets with your approval.
Very truly yours,
ACCEPTED:
Company
By
Date

SUPERVISION AND TIME CONTROL
Close supervision of a new engagement is extremely important both
from the viewpoint of appraising the adequacy and efficiency of the
client's accounting system and insuring that auditing techniques are
properly applied. I n a larger and more complex engagement a supervisor might be assigned to take direct charge of field work and work
on it full time from inception to completion, in this case an experienced senior auditor (CPA) was assigned to these responsibilities
and worked under close direction of an audit manager. Interim work
commenced with the interrogation of the controller by the audit
manager in the presence of the senior auditor regarding the general
accounting system, the cost accounting system and the system of
internal control. Pencilled additions and deletions were noted on
a standard preprinted audit check list from which a "tailored"
audit program was prepared at the conclusion of the engagement.
The audit manager conferred frequently with the senior auditor and
controller during the course of interim work.
Time control was effected by daily accumulation of field audit
hours according to program captions and comparison with hours
budgeted according to such program captions. The hours incurred
to date could thus be reviewed by the supervising manager at a
glance. I n addition, the senior auditor mailed to the office of the
accounting firm on Thursday evening of each week a summary of
aggregate hours expended during the week (actual through Thursday,
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estimate for Friday) which was deducted from budgeted hours available at the beginning of the week to show budgeted hours available
to complete the enagement. I n addition the senior stated his own
current appraisal of hours required to complete the engagement
so that the manager who handled scheduling in the office, among
other duties, could plan immediately to review other engagements to
provide for over or under run on this particular engagement.

PREPARATORY PLANNING OF WORK
When the examination proposal was accepted by the client, the
manager in charge of the engagement arranged for a senior accountant and an assistant to begin the interim examination early in September. Prior to commencing field work the manager reviewed in
detail with the senior auditor the terms of the engagement and
the information which had been obtained to date. After reviewing
correspondence with the client, the preliminary survey of internal
control, the general program and the time estimate, the senior
auditor and his assistant commenced the field work in the client's
office.
After becoming familiar with the records maintained and the
office personnel, the first procedure was to conduct a detailed
investigation of the system of internal control. For ease of evaluating the system of internal control, our firm uses a standard questionnnaire which provides for a positive or negative answer and a
space for informative comments. A negative answer to a question
would indicate a weakness in internal control, and that weakness
is then evaluated as to whether it is a primary or secondary weakness. The questionnaire was reviewed in detail with the controller
of the company, obtaining explanations and examples where required in order to obtain a complete picture of the control, or
possible deficiency in control, over assets of the company. Based
upon this review of the system of internal control, the general audit
program previously prepared by the manager was extended to include detailed instructions as to the periods and extent of detailed
tests. The months of November and March were selected for detailed
tests of cash, purchases, sales, payroll and general journal entry
transactions during our interim work. Considering the internal control, one month might have sufficed on a recurring audit, but two
months, including the opening month of the year, were considered

A n Initial Audit

21

necessary on an initial audit. During the audit work, the independent auditor performing each phase of the examination was
given the applicable section of the internal control questionnaire
relating to such phase in order to see whether indicated procedures
as outlined by the controller were being carried out. The audit
program was considered flexible and would be extended if weaknesses in internal control were discovered during the detailed work
which were not indicated in the questionnaire.
Monthly financial statements for the year were reviewed to discover any unusual transactions and also to be used as a basis for
drafting pro-forma working papers to be prepared by the client's
employees. Following is a list of working papers submitted to the
client for preparation prior to the time we would return to complete
final audit work.
Classified trial balance of the general ledger and subsidiary expense
ledgers for the current year with comparative figures for the previous year.
Accounts receivable aging schedule.
Detailed listing of employee and sundry receivables.
Schedule of insurance coverage and unexpired insurance at the end
of the year.
Analysis of other prepaid expenses.
List of marketable securities on hand for use in securities inspection
at the end of the year.
Analysis of patents and related amortization.
Summary of fixed assets and related reserves for depreciation for
the current year.
Accounts payable detailed listings.
Analysis of professional services.
Analysis of donations.
Copy of Bylaws.
Copy of Articles of Incorporation.
Copy of Employees' Profit-Sharing Trust Agreement.
The company previously prepared many of the foregoing analyses
for their files so, where possible, a duplicating machine was used
to provide copies of those working papers or other documents required for use in our examination.
The system in effect regarding the pricing policy of inventories
and the physical inventory methods used at year end were reviewed.
Included in such review were tests of the accuracy of the standard
cost system used by analysis of variance accounts which was coordinated with detailed vouching and payroll programs. We reviewed

22

Case Studies in Auditing Procedure

the company's detailed physical inventory instructions and found
them adequate to provide for an accurate physical inventory. Arrangements were made for our representatives to be present to observe
the taking of physical inventory.
Latest accounts receivable detailed listings were reviewed and the
basis for our confirmation test with debtors was prepared. Considering the internal control over accounts receivable, it was decided to
confirm receivables as of September 30 and arrangements were made
with the client to carry out this procedure at that time.
I n order to determine the status of prior years' income tax
liability, Federal and state income tax returns were reviewed for all
years subject to examination by the respective revenue departments.
I n addition, revenue agents' reports were reviewed covering the years
of the latest examination. These returns or reports were scanned for
unusual items and were reconciled to book figures during those years.
Minutes of the Board of Directors and stockholders were reviewed
since the date of organization. Excerpts were prepared from prior
years' minutes of any pertinent information regarding capitalization
of the company, amendments to Articles of Incorporation or Bylaws, approvals of any agreements in effect during the current year,
and major property additions. Excerpts regarding any actions by the
Board of Directors or stockholders affecting the financial statements
or transactions were prepared from the minutes for the current year.
We obtained copies of the Articles of Incorporation and Bylaws
of the corporation and reviewed them noting pertinent data, such as
date of incorporation, description and number of shares of capital
stock authorized, nature of the business, duration, limitation on indebtedness, number of directors, number of officers and their duties,
etc. These copies were placed in our permanent file for reference
in future examinations, as well as analyses of capital stock, retained
earnings and plant and equipment accounts prepared during the
interim work. Comments relating specifically to the extent of auditing procedures applied to specific accounts follow in the next section
of the case study.
DESCRIPTION OF AUDITING PROCEDURES
On an initial audit, due to the lack of experience with a new client's
method of operations, all accounts and transactions during the year
must generally be investigated more thoroughly than on a recurring
engagement in order to obtain a "feel" of the operations and of the
effectiveness of the system of internal control. The results of this
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initial more intensive application of auditing procedures can then
be utilized to advantage in succeeding years' examinations for limiting or extending auditing procedures where applicable.

Cash
Standard auditing procedures were applied to confirmation of cash
balances at the end of the current year and to the cash transactions
during the year. We noted the following weaknesses in internal
control which were discussed with the chief accounting officer during
the examination and were also commented on in a letter to the client
after completion of the examination:
(1) Checks received were given directly by the mail opener to the
credit manager (an officer) for credit information before they
were controlled in any manner. The credit manager had access to
accounts receivable records. We suggested that incoming checks
be given directly to the cashier who would record cash receipts,
separate remittance advices and prepare the bank deposit. The remittance advices could then be routed through the credit manager
prior to posting receipts to detail accounts receivable records. This
procedure would more clearly segregate handling of cash and
accessibility to accounts receivable records.
(2) The chief accountant, in addition to reconciling bank accounts,
originates and counter-signs disbursement checks and examines
supporting data for proper approvals, etc. The checks are then
sent to an officer of the company for signature without being
accompanied by supporting data. We suggested that disbursement
checks be accompanied by supporting data when presented to an
officer for signature. The officer could then scrutinize the supporting
documents for apparent validity and provide more effective control
over disbursements.
(3) Petty cash vouchers were not prepared in ink, did not bear approvals, and were not effectively cancelled when reimbursement
was made. We recommended that these weaknesses be eliminated
in order to preclude the possibility of improper expenditures or
reuse of previously reimbursed vouchers in the future.
(4) Cash sales, which were minor in amount, were not effectively controlled prior to deposit in the bank. Cash sales slips were not
prenumbered and cash together with sales slips were held by the
chief accountant until deposited in the bank approximately once a
week. We recommended the use of prenumbered cash sales slips
with accounting for the numbers by a person who does not handle
the cash.
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Marketable Securities
Marketable securities were comprised mainly of U. S. Government
and other bonds. We prepared an analysis, by securities, of beginning
and ending balances and transactions during the year. Carrying
values of securities on hand at the beginning of the year, as well as
transactions during the year, were traced to brokers' advices to determine their purchase cost. Current year income from securities was
checked by computation. Securities were held in a bank safe deposit
box which required two officers of the company to gain access. We
inspected the securities on the morning of October 30, 1962 and
subsequently obtained a letter from the bank certifying that no one
had access to the safe deposit box from the time of our inspection
until after the close of business on October 31, 1962.
Accounts Receivable
Based upon our survey of internal control during preparatory
work, we determined that control was sufficient to enable us to confirm customers' accounts as of September 30, 1962. We mailed requests for positive confirmation of accounts to all customers having
balances in excess of $500 at that date and, in addition, we
mailed, on a test basis, statements to other customers requesting
them to inform us of any differences between their accounts and
those of the company. On this basis, we requested confirmations of
accounts comprising 30% of number and 80% of dollar amount of
accounts at that date. Only 45% of positive confirmations requested
had been returned 20 days after the date of mailing requests and
20% of confirmations returned contained exceptions to amounts,
mostly related to old invoices or credit memoranda of which the
customer claimed to have no knowledge. I n addition to sending second requests to all customers who had not replied to first requests,
we also decided to confirm all delinquent accounts regardless of
amount of balances. After mailing second requests, 75% of all confirmations requested were ultimately returned, of which 20% contained exceptions.
A l l exceptions were checked out in detail to the records of the
company, noting subsequent collections, correspondence, etc., and
were reviewed with the credit manager. I n this manner satisfactory
disposition was made of all exceptions except for 10 customers whose
balances aggregated $7,000. These balances were disputed by
the customer and the treasurer was in the process of making settlements with them. By discussing these accounts with the treasurer and
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reviewing correspondence relating to the accounts, we satisfied ourselves that they were valid accounts, but also concluded that they
would probably not be collected in full due to the type of dispute or
prolonged negotiations without agreement. It was also concluded
that write-off of these accounts at this date would be premature,
but that adequate provision for them should be made in the allowance
for doubtful receivables at the year end.
As a result of the numerous exceptions received on the September
30 confirmation requests, we again tested the aging of accounts
receivable at the end of the year and also made an extensive test of
collections on old accounts subsequent to the end of the year. I t was
determined that the company's methods of negotiating disputed accounts were very slow and, as a result, the possibility of collecting
these accounts was decreased. Also customers were not regularly
notified of credit balances in the accounts and such balances had
never been cleared from the records. Many of these old accounts with
debit or credit balances were written off as of the end of the year
and the amount of the remaining old accounts which were not yet
deemed worthless were considered in determining the adequacy of
the allowance for doubtful receivables.
Our findings on accounts receivable were reported to the president
in a letter accompanying transmittal of the audit report. I n that
letter we reported the results of our confirmation procedure and
recommended that a more positive policy be initiated regarding
prompt settlement of disputed items and disposition of credit balances
in accounts.
Inventories
The company maintains a standard cost system which is "tied-in"
with the general books. Material standards for individual component
parts, etc. are revised periodically to maintain them as close to actual
cost as possible. Standard labor and overhead rates are based upon
the over-all average factory rate applied to all phases of production.
Standard labor hours are predetermined by the engineering department for each part, subassembly or completed machine. The standard labor rates are based upon past experience as to standard parts
and upon estimates for special jobs.
The engineering department prepares a production order at the
inception of each job in the plant and forwards it to the cost department. The cost department accumulates actual labor hours and
amount for each job as it proceeds through production and when

26

Case Studies in Auditing Procedure

the job is completed, the total of actual labor hours and amount,
standard cost of materials, and overhead rate based upon actual
labor amount is posted on the production order. The total actual
cost is compared with standard cost of the job and production order
variance is recorded at that time. This production order variance
reflects labor rate and time savings arising from labor efficiency.
I n addition, the company maintains a material variance account
which reflects price variance that is recorded at time of purchase
of the materials. Material quantity variance under this system results
from spoiled jobs, and the accumulated costs on spoiled jobs are
charged directly to factory expenses.
As previously mentioned, the company issued formal written instructions to all employees participating in the physical inventory
taking. The plant was substantially closed from October 28 through
October 31, 1962 for the taking of physical inventory and shipments
were held at a minimum during that period. A l l materials received
during the inventory period were held in the receiving department
and listed on physical inventory sheets for inclusion in the inventory.
The stock was arranged in an orderly fashion to facilitate counting
and inventory was then counted and recorded on prenumbered
inventory tags under control of the time keeper. A copy of the tag
remained at the location of the stock and the original tag was
given to the engineering department where perpetual inventory records are maintained. Physical counts were posted to the perpetual
inventory records and major differences were investigated and reconciled. The cost department then accounted for all tags and priced
and extended each item of inventory directly on the tags. The tags
were grouped by classification and summarized to arrive at the total
inventory.
During interim work we reviewed the inventory instructions with
the controller and approved the contemplated procedures. We observed the taking of physical inventories and satisfied ourselves that
authorized procedures were being followed by company employees.
We also made test counts of selected items of high dollar value and
other items at random which were subsequently traced to the final
inventory. After counting was completed, we toured the plant to
determine that every item of inventory had been tagged. Based
upon our observation, we concluded that the result of the physical
inventory taking should be as accurate as was reasonably possible.
Accuracy of inventory pricing was tested by reference to standard
bills of materials. Standard bills of materials for parts, etc., representing larger dollar amounts in inventory were in turn compared
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with vendors' invoices as to material costs and to production orders
and time cards as to labor costs. Extensions and footings of the
selected standard bills of materials, together with application of
overhead at the standard rate, were checked by us. The effectiveness
of general ledger control of inventories was tested by comparing
costing of finished parts and machines sold with standard bills of
materials. Direct labor and overhead additions to inventory were
tested in connection with our payroll and expense vouching program.
We reviewed the variance accounts for the year and tested transactions therein. Material price variations were investigated in connection with our inspection of paid invoices under the cash disbursements
program. Production order variances were investigated by testing
to production orders which had previously been compared on a test
basis with labor costs in connection with our test of payrolls. The
mathematical accuracy of selected production orders was checked.
The final balances in the material and production order variance
accounts for the year were negligible and our tests revealed no unusual trends or major offsetting variances between classifications for
raw materials, finished parts or machines. The computation of the
factory overhead rate used in costing out inventory was reviewed
and found to be reasonable.
As a result of the foregoing tests of transactions and investigation
of procedures, it was concluded that the inventories, although priced
at standard costs, were stated at the lower of cost or replacement
market.
We traced our test counts taken at the time of physical inventory
to the final inventory and also made comparisons with the perpetual
records. The entries in the perpetual records had been tested previously in connection with our examination of purchase invoices, production orders and sales invoices.
The physical existence of inventories held by salesmen or in warehouses, comprising 5% of the total inventories, was confirmed directly
with the salesmen or warehouses. Inventories in warehouses were
also counted by an employee of the company at the end of the year.
Upon completion of our examination of inventories, the client
was requested to furnish a representation letter stating the basis
and method of determining inventories and that the company had
clear title to all inventories.
While generally the foregoing procedures are typical of a recurring
audit almost all of them were intensified in order to investigate the
effectiveness of the system of internal control over inventories and
also to satisfy ourselves that the cost system did produce inventories
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that were reasonably accurate as to quantities, prices and computations. As a consequence, we developed considerable confidence in
the system of internal control over inventories which aided us in
determining the scope of our work on the opening inventories.
Summaries of the opening inventories were found to be adequately
supported by detailed listings of individual items.
It was, of course, impossible to observe physical quantities at
the beginning of the year, but inventory instructions for taking
such inventories were reviewed. Initials of persons responsible for
taking, pricing and extending the inventory were noted and such
persons were interrogated on a test basis. Individual high value items
of raw materials and finished products were compared with the
corresponding year end items as to reasonableness of quantities and
consistency of prices.
We tested the summarization, footings and extensions of the
opening inventories and compared gross profits ratios for the current
year and two preceding years and found them consistent. Because the
foregoing tests and review of the inventory at the end of the preceding
year had disclosed nothing to indicate that it was not an accurate
inventory prepared on a basis consistent with that of the current year,
we accepted the opening inventory valuation as recorded in the books
and considered it unnecessary to qualify our opinion as to operating
results in the financial statements for the current year since it had
been impractical to observe opening inventory quantities.
Plant and Equipment
The company maintains a detailed equipment ledger with a ledger
sheet showing description, cost and depreciation for each unit of
equipment owned. Listings of additions to plant and equipment
during the current year were checked by reference to vendors' invoices. Sales and other dispositions were checked by reference to
billings, remittance advices and ledger sheets showing net book values.
Depreciation rates of various classifications were compared with
those shown in latest revenue agent's reports. Depreciation provision
for the year was checked by testing computations thereof in the
equipment ledger, by running an adding machine tape of the provision shown on the detailed equipment ledger sheets and comparing
the total with the provision charged to expense. I n addition, adding
machine tapes were run of the cost and reserve for depreciation
balances per detailed ledger at the end of the year and the totals
were checked to the general ledger.
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Costs of prior years' major additions to equipment were compared
with vendors' invoices and with purchase authorizations approved
in the minutes of the Board of Directors. Land and building costs
were checked to construction project approvals in the minutes
of the Board of Directors and to property deeds. Accumulated depreciation on major assets was tested for reasonableness and accuracy
by reviewing the equipment ledger cards. Repair and maintenance
accounts were reviewed for the current and several preceding years
and charges for large amounts were compared with paid invoices
to satisfy ourselves regarding the propriety of the charges to operations. I n addition, we reviewed revenue agents' reports for several
preceding years and noted that no major property items had been
capitalized by the agent during those years.
The foregoing tests satisfied us that plant and equipment were
stated on the records at cost and recorded accumulated depreciation
was based upon reasonable rates and estimated lives of the assets.
As items of plant and equipment become fully depreciated, the
company follows the practice of writing off the costs against the
accumulated depreciation, whether or not the fully depreciated
assets are still in use. Due to a possible gross understatement in the
future of the cost of plant and equipment in use, we pointed out
in our letter to management that this procedure results in understatement of the costs of plant and equipment in service and should
be discontinued in order to maintain accountability for each asset
until actual disposal.

Liabilities
During the course of the examination, every effort was made to
discover direct or contingent liabilities not recorded on the books
of the company. Interest payments were investigated for possible unrecorded obligations, certifications were requested and received from
all banks with which the company had conducted business during the
year, bank statements were scrutinized for any unusual transactions, accounts receivable records were investigated for any indication of assignments, etc.
We were furnished with details of all liabilities shown by the
records at the end of the year and examined all unentered invoices
on hand at the date of our examination. Payments during the month
following the close of the year were examined for applicability to
the preceding year. When the field work was completed, we obtained
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a representation letter from responsible officials of the company
stating that there were no direct or contingent liabilities which
were not reflected on the records.
Accounts payable and accrued liabilities at the beginning of the
year were confirmed by reference to payments made in the current
year. Our tests of paid invoices in connection with the cash disbursements program and analyses of specific accounts disclosed no
unrecorded liabilities of any significance at the end of the preceding
year.

Federal and State Income and Franchise Taxes
The company had been examined by the Treasury Department
through the year ended October 31, 1959 and by the state in which
the corporation was situated through the year ended October 31,
1958. We examined the related agents' reports covering the aforementioned years and determined that all additional assessments of
income taxes had been paid or provided for in the financial statements. I n addition, we reviewed the tax returns filed for the subsequent years not examined by the applicable authorities to determine
that no major deficiencies existed with respect to those years. In
such review, we prepared from the tax returns excerpts required for
use in preparing the current year's returns. Upon completion of the
examination, we prepared Federal and state income and franchise
tax returns for the current year.

Capital Stock
During the entire year under review the company had 10,000
shares of no par capital stock authorized, issued and outstanding.
We examined the Articles of Incorporation, as amended, which were
approved by the stockholders and filed with the Secretary of State,
for the number of shares authorized and description or limitations
relating to such shares. I n addition, direct confirmation of the number of shares and classes of capital stock was obtained from the
Secretary of State. We analyzed the capital stock account from
the date of incorporation and satisfied ourselves that all shares issued
were fully paid for by testing issue prices to cash receipts records.
I n addition, from this analysis, we made the following analysis of
the capital stock account:
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$100,000
800,000
$900,000

The company acted as its own registrar and transfer agent. We
listed the names of holders and number of shares outstanding from
the capital stock stub book and compared the total thereof with
the number of shares issued and outstanding as shown by the capital stock analysis. I n addition to accounting for all certificates,
we noted that capital stock transfer stamps were properly affixed to
the stubs of outstanding certificates. This listing is placed in our permanent file for use on subsequent examinations.
Retained Earnings
We prepared an analysis of earnings retained in the business showing net income, dividends paid, and other charges or credits, by
years, since the date of incorporation. From this analysis, we concluded that the balance in the account represented earnings retained
in the business, less $800,000 transferred to capital stock account as
shown in our comments relating to capital stock.
Conclusion
Upon completion of the audit, a standard short-form report with
an unqualified opinion was issued.
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A SMALL LOAN
(CONSUMER FINANCE) COMPANY
INTRODUCTION
Small loan (consumer finance) companies lend money to individuals either as unsecured loans or as collateralized loans, generally with chattel mortgages and/or wage assignments as the collateral.
It has been estimated that the amount of such loans outstanding
approximated $
at
, 196...
This study will describe the operations of one of the larger consumer finance companies, with certain changes made so that the
company cannot be identified, and will outline the auditing procedures applied in the examination.
DESCRIPTION OF THE BUSINESS
The company makes loans to individuals under special laws enacted
by certain states. These laws are not uniform nationally and the
company operates only in those states where such laws have been
passed. The laws generally provide for maximum rates of charge,
sizes of loans, and other provisions. They are referred to generally
as "small loan laws," although economic conditions in recent years
have had a direct effect upon the sizes of the loans and in many
states the maximum amounts have been increased materially from
the original amount of approximately $300. The laws serve a twofold purpose by allowing the consumer finance companies to charge
rates sufficient to recover costs plus a reasonable return on capital
and by protecting the public who find it necessary or desirable to
borrow money.
The loans made under these laws are of two types, although both
types are repayable in installments. I n the one instance, the face
33
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amount of the loan represents the proceeds given to the borrower
and at the time of monthly payment the charge is computed on the
unpaid balance based upon the number of days since the last prior
payment. I n the other instance (commonly referred to as "precomputed"), the face amount of the loan represents the proceeds
given to the borrower plus the amount of charges, based upon balances scheduled to be outstanding, if any, to be repaid by the borrower over the terms of the loan. The precomputed loans are subject
to refund if the borrower liquidates the obligation prior to the scheduled terms and are subject to additional charges if the borrower
requires extensions of the scheduled terms.
The rates of charge allowed vary among the states. Some rates
are of fixed amounts regardless of the size of the loans while other
rates are graduated, for example, a certain percentage on amounts
up to $150, a somewhat smaller percentage on amounts from $150
to $300, and a lesser percentage on amounts in excess of $300.
I n some states loans can be made under lending laws other than
the "small loan laws." These laws generally provide for larger amounts
but with smaller rates of charge on the amounts in excess of the
amounts that can be loaned under the "small loan laws."
The loans are made principally to married persons and ordinarily
both the husband and wife sign the related loan documents. Loans
collateralized by chattel mortgages are very common. Generally no
appraisal is made of the chattels such as household goods, automobiles, etc. The chattels are recorded in the case of automobiles
but are not recorded in the case of household goods unless the
resale value of such goods is material. Wage assignments are obtained as collateral in some instances. Foreclosure on the security
represented under the chattel mortgage is made only when borrowers
refuse to pay when they in effect can pay or when borrowers abandon
the chattels.
The contracts with the borrowers generally establish repayment
in equal monthly amounts. The maturities vary among the states and
it is not uncommon to have the terms as long as 30 or 36 months.
A borrower does not have more than one loan at the same time
with the company. If a borrower desires additional funds, the balance
of the old account is refinanced together with the additional funds.
Occasionally refinancing is done without additional moneys being
advanced for the purpose of extending the time of the contract,
which results in lower monthly installment payments.
I n some states life insurance can be obtained by the borrower for
the face amount of the loan.
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The accounts of the company are maintained generally on the
accrual basis except that operating revenues, interest, and fees are
taken into income when received, although such income applicable
to precomputed loans is recorded as set forth in step 55 of this
case study, and operating expenses, other than depreciation, taxes
on income, interest, and provisions for losses, are charged to income when paid. Earnings retained in the business would be increased
if all of the accounts were on an accrual basis since the amount of
such income is in excess of the amount of such expenses.
The income tax returns of the company are filed on the same
basis as that on which the accounts are maintained. This basis is technically described as the cash basis since the principle items of income
are determined on the cash basis. I n accordance with the Internal Revenue Code, such cash basis includes provisions for depreciation of
property and equipment and losses on instalment notes receivable.

ORGANIZATION OF THE BUSINESS
The company is organized as a corporation and its common and
preferred stocks are listed on the New York Stock Exchange. Some
of its lending operations are financed through the placement of
debentures and the debentures are listed also.
Lending operations are conducted through separate branch offices
located in the larger cities of the United States. Branch offices are
licensed by the respective states; operations are controlled by departments of the various states.
Each loan office has at least two employees, a manager and a
cashier. Larger offices have one or more assistant managers and at
least one or more assistant cashiers, and may have additional
employees as well.
The company has various subsidiaries, principally to differentiate
between loans made under the small loan laws and loans made under
other lending laws. I t does not have an insurance subsidiary. Any
amounts collected for insurance premiums are collected as agent
and are turned over to an underwriting company.
The various branch offices are grouped by locality for purposes
of supervision by managerial personnel, which for this purpose will
be termed "internal auditors." The functions of the internal auditors
are principally two-fold: First, as a representative of management
to evaluate the effectiveness of the lending policies and second, as
internal auditor.
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FINANCIAL STATEMENTS
The following financial statements are submitted primarily to
illustrate the presence of the items which are distinctive to a small
loan (consumer finance) company. While the figures are indicative
of the size of the company under review, they are not actual figures
and conclusions should not be drawn therefrom.

ABC FINANCE COMPANY (A CORPORATION)
BALANCE SHEET, DECEMBER 31, 1962
Assets
Current assets:
Cash
$ 30,000,000
Installment notes receivable,
$550,000,000 (less unearned charges, $25,000,000
and allowance for losses, $25,000,000)
500,000,000
Total current assets
Property and equipment (net of depreciation)
Other assets
Total

$530,000,000
15,000,000
5,000,000
$550,000,000

Liabilities and Capital
Current liabilities:
Notes payable
Taxes on income
Interest payable
Dividends payable
Total current liabilities
Long-term debt
Capital stock and earnings retained in the business:
Capital stock:
Preferred
Common
Additional paid in capital
Earnings retained in the business
Total

$100,000,000
10,000,000
3,000,000
2,000,000
$115,000,000
230,000,000
30,000,000
60,000,000
20,000,000
95,000,000
$550,000,000
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ABC FINANCE COMPANY (A CORPORATION)
CONDENSED STATEMENT OF INCOME AND EXPENSES
Year Ended December 31, 1962
Operating revenues, interest, and fees

$100,000,000

Salaries and other operating expenses

50,000,000

Income from operations

$ 50,000,000

Interest expense

14,000,000

Income before income taxes
Income taxes

$ 36,000,000
19,000,000

Net income

$ 17,000,000

ABC FINANCE COMPANY (A CORPORATION)
STATEMENT OF EARNINGS RETAINED IN THE BUSINESS
December 31, 1962
Balance, December 31, 1961

$ 83,000,000

Add—net income for the year

17,000,000

$100,000,000
Deduct—dividends paid during the year
Balance, December 31, 1962

5,000,000
$ 95,000,000
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LOAN OFFICE ACCOUNTING OPERATIONS
Reports are submitted twice a month to the home office. The
reports are prepared in duplicate, the copies being retained at the
loan office. These reports comprise the following:
1. Loan Register—Detail of all loans made.
Includes loan number (which follow in numerical order); amount
of loan (face); precomputed (unearned) charges, if any; insurance
premiums, if any; fee, if any; and data for statistical information,
such as name and address of borrower, due date, purpose of loan,
occupation and monthly earnings of borrower, type of collateral, etc.
2. Payment Register—Detail of all collections made.
Includes loan number; amount applied to principal of loan; amount
applied to charges (if loan is not on a precomputed basis); and
amount applicable to delinquent charges if installments are not paid
promptly.
3. Cash Journal Sheet—Summary of cash position and transactions.
Includes summary of all transactions reported on Loan and Payment
Registers referred to above, as well as detail of all other accounting
transactions handled by the loan office.
4. Summary Sheet—Detail of general ledger balances and loan account
controls. Adding machine tapes of the detail loan cards are submitted
monthly.
I n addition a Delinquency Report is prepared in duplicate as of
the end of each month with the copy being retained at the loan office.
Each borrower whose loan is classified as a 60-89 day account, 90
day account, or interest only account is included in this report. The
borrower's name and loan number, balance, and date of last payment
are indicated. Delinquent accounts are defined as follows:
60-89 day account—No collections received for 60 to 89 days
90 day account—No collections received for 90 days or more
Interest only account—Account on which interest and deferment or default charges only were received in the last 60 days of the period.
Because of the above definitions, borrowers may be classified as
current, even though they are not repaying in accordance with the
original terms, if the last payment was within 59 days of the reporting
date.
Open loan accounts are supported by the following documents:
1. Account card (face of card is used for accounting purposes, back of
card is a collection record), filed numerically by due date in:
(a) Current drawer.
(b) Delinquent or slower drawer.
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Cards which may be in files but whose balances are not a part of
control account:
(a) Blue cards—accounts being collected for other branch offices.
(b) Green cards—accounts previously written off.
2. Borrower's payment book. Usually presented when payments are
made and therefore should agree with account card.
3. Borrower's coupon book. Contains book of coupons serially numbered indicating payment number, due date, and amount of each
payment.
4. Documents, etc. (usually contained in envelopes, called "loan pockets," which are generally filed alphabetically but sometimes filed
numerically):
(a) Application and financial statement of borrower.
(b) Investigation report (for credit purposes).
(c) Note.
(d) Chattel mortgage (or corresponding document), if applicable.
(e) Title and insurance policy if automobile taken as collateral.
(f) Wage assignment.
A cross reference alphabetical index is available at each loan
office which indicates account number and due date.
GENERAL INSTRUCTIONS AND WORK PROGRAM FOR
EXAMINATION OF BRANCH OFFICES
Starting Time
The official opening hour of the branch offices is 9 a.m.; however,
branch employees usually arrive some time before the office is open
to the public. I t is suggested, therefore, that examinations be commenced about 8:45 a.m. except when the number of loans is in
excess of 1,000. I n the latter instance, two or more accountants
should start the examination at 4:30 p.m.
General Comments
The financial statements of this company are examined semiannually. Such semiannual examinations are required by banks extending lines of credit to the company. Since the primary purpose
of branch examinations is to ascertain that the tests with regard
to the accounts maintained at the loan office are in fact tests of
such accounts that are included in the financial statements which
are prepared from control accounts at the home office, branch office
examinations need not be made as of the end of the respective semi-
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annual examination dates, but may be made at any time. Therefore,
the branch examinations of this company are made on a rotating basis
with approximately one half of such examinations being made in the
first six months and the remainder in the last six months of the
year. The number of branch offices examined varies with regard to
the internal control at the respective branch offices, the results of
prior branch office examinations, and the number and results of
branch office examinations made by internal auditors. Generally,
one fourth to one half of all branch offices are examined each year.
I n the usual loan office there are opportunities for an employee to
obtain funds irregularly. These opportunities result from the mixed
cash situation and the absence of effective internal control because
of the limited number of office employees. Therefore, it is important
that the accountants use their best care and judgment in the execution of the examination. As this is an ordinary examination of financial statements, they should be aware of the possible existence of
fraud. Although such an examination is not primarily or specifically
designed, and cannot be relied upon, to disclose defalcations and
similar irregularities, their discovery may result. The procedures
outlined in this case study apply to those branch offices where internal control is deficient; such procedures should be modified for
branch offices having good internal control.
Working cash funds, records and documents concerning the installment notes receivable, and in some cases records pertaining to
miscellaneous receivables, are kept locally at the offices. The work
to be done under these instructions consists of examination of balances
at the audit date of cash, loans, and miscellaneous receivables held
locally and a test of the reports to the home office and of the transactions as outlined herein.
The most important items are cash and loans. I n connection with
them it is particularly important to consider the possibility of cash
irregularities concealed in the borrowers' account balances or in the
income accounts; bogus loans, supported by fraudulent documents;
and unreported delinquencies in borrowers' accounts.
Matters to be Attended to Immediately
Upon Arrival at Loan Office
Ascertain from the manager upon arrival if there is a separate
unit for making loans in excess of the amounts allowed by the
small loan law, or for any other purpose, and if the loan office offers Investment Certificates for sale to the public.
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Take such steps to control the applicable cash and records, since
an audit of such records is incorporated in this examination.
Obtain and maintain effective control of all account cards including cards out of the files and cards for loans made on the preceding
day; all cash and cash items, including any deposits prepared but
not yet deposited in the bank; all papers supporting loans made or
recorded the preceding day; and the latest Summary Sheet.
After obtaining effective control of all items noted above, ascertain
from the manager the approximate number of business hours that
have elapsed since the office last balanced and closed its daily
records. Generally, when an office has transacted six or more hours
of business since its records were last balanced there will be a large
number of "late drawer" transactions (collections after closing of
the records). If an unusually large number of late drawer transactions are encountered, request the manager immediately to balance
and close the daily records; however, during this process be sure to
maintain control of all documents in support of late drawer transactions.
Ascertain if any cash is being held in a night depository. I f so,
see that steps are taken, by telephoning bank or otherwise, to have
such cash remain in the bank's custody until it can be counted and
disposed of under control. If, in the meantime, the manager needs
cash, he should cash a check to obtain the needed funds.
Determine number of last check drawn and indicate in working
papers.
Ascertain that deposits entered in the checkbook for the last
three days are supported either by deposit tickets authenticated by
the bank or by deposits prepared but not yet deposited in bank.
Request the manager to telephone the bank and arrange for the
preparation of the bank statement as of the date of examination so
that it can be obtained at a convenient time. When calling at the
bank have the standard bank certification executed by the bank
as to all questions, in addition to bank balances.
When obtaining the bank statement, ask a responsible official of
the bank as to its practice regarding deferred posting of depositors'
ledgers. I f deferred posting is in operation, arrange to see all checks
not charged to the account as well as all deposits on hand not credited to the account. Every branch check examined should be accounted for later as an outstanding check when reconciling the bank
account; similarly, all deposits in transit should have been either
counted at the loan office or ascertained to have been in the physical
custody of the bank at the time of the cash count.
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Request employees to present for inspection the borrowers' payment
books or coupon books presented at the cashier's window or through
the mail.
Cash
A l l branch offices have a mixed cash situation in that no imprest
fund is maintained, and a portion of the branch cash is on deposit
in a local bank and some may be kept in a night depository. Deposits
are not made intact, and disbursements for loans and expenses are
made in currency, or by check drawn on the local bank, or both.
A l l checks received are to be deposited in the local bank. The cash
transactions of each day and beginning and ending balances of cash
on hand and on deposit are itemized on the Cash Journal Sheet.
To provide the branches with a means of obtaining additional
funds from the home office on short notice, the home office supplies
each branch with a number of bank drafts, the number depending
upon the estimated requirements of the branch. The drafts, which
are prepared at the home office, are signed by an official of the
company and drawn on a home office bank and are payable to the
depositary of the branch office. Before being deposited the drafts
are dated and countersigned by the branch manager. Drafts on hand
at the time of the examination should be inspected and listed as
provided for in this program.
The branch offices have a cut-off of operations once a day (the
time of the cut-off may vary by offices); all business transacted after
the cut-off to closing time is considered following-day business and
is included in the Loan and Payment Registers of the succeeding
day. However, to meet the requirements of various state laws, transactions after the cut-off to closing time are recorded on the branch loan
cards as of the date of the transaction.
Verification of Cash on Hand
1. Count cash at time of arrival. Reconcile the amount to the balance as shown by the Cash Journal Sheet as of the preceding
cut-off. I n case this has not been completed at the time the
work is started, request the branch manager to have it completed promptly and obtain a carbon or an exact copy thereof
for the working papers.
2. Indicate in the working papers the account number and amount
of all payments received and the detail of all cash disburse-
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ments since the preceding day's cut-off. Information pertaining to
payments received and new loans made should be obtained from
loan cards temporarily held in the cash drawers.
Before leaving the office at the completion of the branch examination, check the payments received to the Payment Register
and the disbursements to the Loan Register and Cash Journal
Sheet and to loan documents, supporting invoices, etc. and so
indicate on the analysis.
If any cash is deposited in a night depository, make arrangements
to control such cash simultaneously with cash on hand.
Establish the validity of checks included in cash on hand and
make adequate notations of conclusions. List any N.S.F. checks
on hand and ascertain that N.S.F. checks included in the cash
count have not been charged back to the customers on the loan
cards. The checks included in the count (other than N.S.F.
checks) should be deposited in the bank under control. If
any checks included in the deposit do not appear to be genuine,
so note on analysis and arrange with the bank to advise of any
items included in the deposit which were subsequently returned
for insufficient funds, no account, etc.
List all I.O.U's., salary advance slips, and other cash tickets,
with dates thereof, and indicate whether or not signed by the
recipient of the cash and approved by the manager. If such
items are not approved by the manager, request that he approve
them.
Before releasing control of cash on hand, inspect home office
bank drafts held by the branch office and list serial numbers
and denominations. Ascertain that all drafts in transit (drafts
recently deposited and not yet replaced) are recorded properly
and are taken into the cash position.
I t is desirable, but not always possible in small offices, that
there be no divided responsibility for cash funds on hand.
Each cashier should have sole control of her cash fund. Indicate on the cash count analysis whether or not the branch
practice in this respect is satisfactory and, if not, state the
reasons.

Verification of Cash in Bank

NOTE: A copy of the prior month's bank reconcilement will be
on hand at the branch office. This reconcilement will have been prepared by the home office. Using this, and the Cash Journal Sheets,
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reconcile the bank account as of the verification date by performing
the following steps:
9. Request cashier or branch manager to telephone local bank to
prepare bank statement as of close of business on verification
date (including bank statement of subsidiary company, where
applicable) to be held with the canceled checks until called
for at your convenience. When steps 10, 11, and 12 have been
completed, mail the bank statement and canceled checks to the
client's home office.
10. When obtaining the bank statement ask a responsible official
of the bank as to its practice with regard to deferred postings
of depositors' ledgers. If deferred posting is in operation, arrange
to see checks cashed by the bank but not yet charged to the
client's account as well as deposits on hand but not yet credited to the account. It may be possible to do this immediately
through arrangement with the bank official or if this is not
feasible because of the size of the bank or for some other reason,
follow an alternative procedure, such as obtaining a subsequent
bank statement on the following day. A l l deposits in transit
should have been either counted or ascertained as having been
in the physical custody of the bank at the time of the cash count.
11. Reconcile the bank account (including account of subsidiary
company, where applicable) as of the close of business on
verification date with the balance as shown by the Cash Journal
Sheet at the cut-off on that day. Compare (as to all details)
the checks returned with the bank statement with the entries
in the Cash Journal Sheet; scrutinize each item as to payee,
amount, alterations, signature, and endorsement. Compare deposits as shown by the bank statement with the Cash Journal
Sheet for the period covered by the bank statement and account
for all differences.
12. Obtain certification from bank as to balance or balances on
deposit as of close of business on verification date. The standard confirmation form may be left at the bank when the statement is called for, or it may be practicable to have the confirmation completed at that time.
Collateral
13. Although it is not the general practice of the company and the
subsidiaries, there may be isolated cases where collateral has
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been accepted as security for loans. Make inquiry to ascertain
whether any collateral is being held. If so, inspect or otherwise
properly account for the collateral at time of cash count.
Inspection of Borrowers' Payment or Coupon Books
14. During the course of the work outlined herein, inspect a reasonable number of the borrowers' payment or coupon books presented at the cashier's window or through the mail, comparing
with the related loan card as to number, name, date loan made,
original amount of loan, and loan balance. List on working
paper the loan numbers of the payment books inspected and
the details of any differences. Investigate immediately any differences disclosed and record the reasons therefor on analysis.
The inspection of payment books to be effective must be done
while working within sight of the cashier's window. I n the performance of this work one should avoid giving borrowers the
impression that the procedure is unusual.
Installment Notes Receivable
A complete record of each loan made by a branch is kept at the
branch on a card form, and there should be a card in the active files
for each outstanding loan.
The active cards are filed in small drawers or trays, which during
business hours are usually in the cashier's cage, and should contain
all of the active cards except those in the cashier's drawer on which
a collection was received during the current day.
The loan cards show the original amount of the loan, collections,
and the balance. The cards are generally filed by due dates.
Documents underlying the loans are contained in the loan pockets
and include the borrower's application, investigation report, installment note, chattel mortgage, affidavits of ownership, if any, and
assignment of wages, where used.
15. Upon arrival at the loan office the accountant should request, and
insist upon getting, all the loan documents, including the loan
applications, for loans made the previous day (current day if
examination is commenced in the afternoon). These documents should be kept under control and inspected immediately following the count of cash to determine that they are
properly signed, witnessed, and completed in every respect.
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These loans should be checked to the Loan Register and the
aggregate amount of loans made should be checked to the
Cash Journal Sheet. Any omissions or irregularities observed
in such inspection should be noted in the working papers.
Before leaving the office at the completion of the branch examination, the accountant should again inspect the loan documents on which omissions and irregularities were observed
to determine whether the client's employees are completing
documents not in the presence of the borrower after the loan
has been made, and, if so, indicate on the work sheet what has
been done.
The accountant should have an understanding with the manager that it is essential that he have absolute control of all
account cards; he should take every precaution to prevent
any substitution of cards, or any alteration of cards. If it becomes necessary for any employee to remove any card, list the
account number, name, and present balance, and request that it
be returned as soon as possible. Make certain that all cards so
listed are subsequently compared with the list and that there
are no alterations. Cards, if any, received after the accountant
has taken control should be listed, showing account number,
present balance, reason for failure to turn over the cards in
the first instance, and later, the extent of the verification which
should include the preparation of requests for confirmation on
all such accounts.
Run tapes of loan balances as of the verification date, segregated, if practicable, by controls and agree the totals with the
balances as shown on the Summary Sheet. As to account cards
on which late drawer collections have been recorded be certain
to tape the balances prior to such collections.
Differences in excess of a nominal amount in any specific control or in the net total of all controls (where more than one
control exists) should be investigated. The first step in such
investigation consists of checking the tapes back to the cards.
The entire tape should be rechecked unless the difference is
reconciled to the penny before having checked back all card
balances. If it can be arranged, have an employee of the office
call the card balances.
If, after performing step 19, there is still a difference in excess
of an immaterial amount in any specific control or in the net
total of all controls, ascertain the amount of any differences
established by the most recent recaps prepared by the internal
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auditor. I f the difference between the current tapes and those
pared by the internal auditor is within the nominal amount,
nothing further need be done, except that all the pertinent information should be listed for later checking at the home office.
21. I f the difference is not within a nominal amount of the differences established by the most recent recaps prepared by the
internal auditor as described under step 20, the accountant
should next compare his difference established by employees
of the loan office in their most recent recaps, which generally
should be within one month of the examination date. I f the
difference is within the nominal amount of the difference established by the loan office employees nothing further need be
done, except to show all the pertinent information for later
checking at the home office.
22. Where tests applied under steps 19, 20, and 21 have not reduced the differences to below nominal amounts and there
does not appear to be any satisfactory explanation therefor,
telephone the home office and make arrangements for an internal auditor to make a detailed examination before releasing
any cards.
Selection of Cards for Requests for Confirmation, "Loan Pocket"
and Document Inspection and Review of Delinquency
Account cards to be used for the inspection of documents and request for confirmation should be selected on the following bases:
A.

B.
C.

5% of the number of open accounts for inspection of "loan
pockets" which may be selected by extracting a block of cards
or at random.
5% of the number of open accounts for detail document inspection.
2% of the number of open accounts for request for confirmation,
but not less than 25 accounts. These should be selected in conjunction with those under ( B ) and should include any for which
there is doubt as to genuineness, some delinquent accounts,
and a few of the very recent accounts.
(NOTE: Consideration should be given to increasing the
amounts of the foregoing percentages for examinations of small
loan companies that are not as large as the company referred
to i n this case study. Among the items to be considered are
the internal controls at the branch offices, the internal controls
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at the home office including examinations made by internal
auditors, and the number of accounts spread among the various
branch offices.)
As to B and C above, the accounts should be selected during the
course of reviewing the files (operation 23 below) generally following the principles outlined i n the steps set forth below.
The accounts selected should include any accounts as to which
there is any doubt as to genuineness, some delinquent accounts, some
of the very recent loans, and some chosen at random.
Give particular attention to those accounts where the account cards
show alterations. Cards showing change of address before even one
collection has been received may represent fictitious loans and should
be followed through to a definite conclusion. Information appearing
on the reverse side of the account card is very pertinent to the examination, and should be given careful consideration. The occurrence of different types of writing, etc. indicates the number of individuals who have concerned themselves with that particular account.
A record of communications with a delinquent borrower solely by
one employee, who may have originated the account should be
examined closely for authenticity and, possibly, selected for confirmation.
23. Review the account cards as follows:
(a) Spot test about 10% of the cards to ascertain that delinquent accounts are so reported to the home office on the
latest Delinquency Report. If any cards for delinquent accounts are not so reported, such accounts should be listed
on a separate sheet, the documents examined, and requests for confirmation sent. Since the Delinquency Reports will be used as a basis in determining the adequacy
of the allowance for losses under step 56, any material
amount of delinquent accounts not reported properly should
be set forth clearly in the working papers. Obtain the
manager's opinion as to the amount of an allowance for
losses required for the loan office; indicate the amount in
the working papers; include a notation as to your opinion
of the reasonableness of such amount.
(b) Also extract any cards for inspection of documents or request of confirmation of the balance under the principles
previously outlined.
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(c) During the course of this review note whether an unreasonable number of insignificant collections have been accepted
or recorded to improve the appearance of the delinquency
situation or to keep loans from being classified as delinquents.
(d) Release cards not retained for subsequent operations.
24. The accountant should next sort in alphabetical or numerical
order the cards retained (depending on the order in which documents are filed) in order that upon inquiry by the client's
employees it can be determined if a particular card is i n his
possession. Cards for which the documents are to be examined
in detail should be kept separate from those for which loan
pockets are to be examined.

Inspection of "Loan Pockets"
25. Inspect a "loan pocket" for each of the accounts selected for
that purpose. A "loan pocket" is the envelope in which the
various documents supporting each loan are filed. Compare
the name and account number on the account card with the
information on the face of the "loan pocket" and see that there
are documents contained in the "loan pocket." Do not remove
the documents or examine them in detail. A notation of the
number of accounts so examined should be made. Prepare
requests for confirmation for any accounts about which there
is any doubt. Release cards used under this step.

Listing of Loans for Document Inspection
26. List the information specified for those account cards for which
the documents are to be inspected in detail (5% of the number
of outstanding accounts). Make a carbon copy of this list for
use by the client in pulling the documents, but use the original
when inspecting the documents.
27. When listing is complete, arrange with the manager to have
his employees pull the pockets for the accounts listed on the
carbon copy, keeping them in the order listed thereon. Follow
up any apparent unwarranted delay in obtaining documents.
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Requests for Confirmation of Loans
28. Prepare and mail requests for confirmation of at least 2% of
the number of open accounts but not less than 25 accounts plus
additional accounts which appear to be irregular, or which have
exceptions. (Reference is made to the parenthetical note in
the first paragraph of this section regarding the percentage of
accounts to be selected for requests for confirmation.)
29. Review carefully any cards selected for confirmation which indicate "confidential" or "no mail," considering the possibilities
of irregularities in connection therewith. If after such review
it is still considered necessary to request confirmations, attempt
to confirm by telephone. Extreme caution should be used in
order not to violate the customer's confidence. If satisfactory
confirmation cannot be obtained, and if the accounts appear
questionable, full particulars should be noted in the working
papers for subsequent follow-up by the internal auditor.

Inspection of Documents and Related Tests
30. For the accounts listed under step 26 inspect the note, mortgage, and application and financial statement, paying particular attention to the signatures of the makers and witnesses,
and check the salient features (date and amount of loan, name
of maker, and number of account) to the account cards.
31. If it is the practice to have borrowers' signatures witnessed by
different employees, further examination should be made where
the note has been witnessed by only one employee. Determine
that the related documents or forms bear the signature of some
other employee and that information appearing on the back of
the account card has been inserted thereon by an employee
other than the witness to the note. Loans made by mail should
bear no witnesses' signatures. The signature of the borrower on
mail loans should be compared with the signature on forms
secured for prior loans. I n the case of a new borrower on a
mail loan, see that the signature has been notarized. I n addition, for a representative number of such mail loans, the paid
check issued for the loan should be inspected and the endorsement signature on the check compared with the signatures on
the documents. Make the necessary arrangements to have the
checks forwarded directly to you by the home office.
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32. If documents are missing, inspect correspondence and/or receipts therefor. Indicate that this was done, and also where the
documents are located and the reason. Where mortgages are
out to be recorded, examine the receipt therefor, or, alternatively, check the disbursement representing the recording fee
to the Cash Journal Sheet. If there is any doubt as to the explanations for missing documents, possession should be confirmed by correspondence, telephone, or other appropriate
means.
33. A l l exceptions noted should be shown on the list. A l l accounts
with balances over a nominal amount which have not been
cleared satisfactorily should be confirmed.
34. Check the cards selected for inspection of documents against
entries in Loan Register to determine that the loans have been
reported as cash disbursements. This can be accomplished with
greatest dispatch by sorting the cards numerically so as to have
them in chronological order. On precomputed loans determine
that the discount has been recorded properly and test the
computation of the discount on a representative number of
such accounts.
35. For 40% of the accounts listed for the inspection of documents
(2% of the total open accounts) test one recent entry of principal and interest collections from the account card to Payment
Register and release remaining cards. Ascertain that the amount
shown for interest is proper. If any accounts show additional
charges for extensions of the scheduled terms, include such
charges in your tests.
Accounts Previously Written Off
36. Trial balances of accounts written off (on which collection efforts are still being expended) are furnished annually to the
internal auditor for checking to the loan cards, review, and
disposition. It is not necessary for the accountant to perform
any work on these accounts except to look through the cards
(green in color) for notations as to telephone or personal calls,
etc., indicating that reasonable collection efforts have been expended and noting any case where no collections have been
made for an extended period and contact notes on the account
card have all been made by the same employee. If any such
case is noted where the contacts have been made by an employee
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other than the branch manager, the accountant should review
it with the latter. If the contacts have all been made by the
branch manager, the pertinent information should be included
in the working papers for transmittal for follow-up by the
internal auditor.
Life Insurance on Lives of Borrowers
I n some states the company makes available optional life insurance coverage at given rates of charge per $100 of loan made for
one year. This insurance is provided under group policies with various
insurance companies. One borrower only is eligible for insurance on
each loan and the insured borrower must always be the principal
wage earner. The insurance premium is entered in the applicable
column on the Loan Register.
37. Examine recent Loan Registers to determine if the branch is
selling credit life insurance.
38. Select 25 loans which apparently are insured and check computations of life insurance premiums.
39. Trace insurance premiums to Loan Register.
40. For five account cards on which no insurance coverage is indicated confirm such fact with the borrowers by telephone or
correspondence.
Refunds of Precomputed Interest Charges (Applicable only in those
states in which loans are made on a precomputed basis.)
Refunds of precomputed interest charges are made to borrowers
upon acceleration of maturity, payment prior to maturity, or renewal
of loans. These refunds are listed in the Payment Register and are
indicated on the loan cards by rubber stamp notations. Computations
of refunds are shown on the loan cards.
41. Trace 10 refunds made during recent months from the Payment
Registers to the applicable loan cards and recompute the refunds
shown thereon.
Investment Certificates
Certain loan offices offer Investment Certificates for sale to the
public and have on hand an imprest fund comprising a certain
quantity of prenumbered certificates of various denominations. Attached to each certificate is a stub and a stub carbon. On the 15th
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and at the end of the month, an "Investment Certificate Report" is
submitted to the home office. This report, copy of which is retained
at the loan office, contains complete details, including numbers of
certificates sold, redeemed, voided, or replaced. Certificates redeemed and those voided, together with the carbon stub of certificates sold, are attached to the report. The report furnishes the home
office with the basis for replenishing the imprest fund with unused certificates.
42. If the loan office offers Investment Certificates for sale to the
public, perform the following:
(a) Obtain from the manager or prepare a copy of the "Investment Certificate Report."
( b ) Using the copy, list in detail all transactions involving
certificates subsequent to the end of the period covered
by the last such report mailed to the home office. I n this
connection all such transactions should be checked to the
perforated stubs, redeemed certificates, and voided or replaced certificates as the case may be.
(c) Count the unused certificates on hand and reconcile the
total to the imprest fund amount.
Payrolls
A l l personnel are paid by check from the home office and personnel files and authorizations for increases in salaries and wages
are kept at the home office.
43. Obtain from the branch manager a list of names of the employees and account for such employees by observation.
Cash Disbursements
Disbursements for expenses are made by the branches for rent,
telephone and telegraph, carfare, postage, auto expense, and miscellaneous expenses. Certain of these disbursements are made by
check and related invoices are on file at the branch offices. The
remaining disbursements are made in currency and should be supported by petty cash vouchers signed by the recipient of the cash
and approved by the manager. The petty cash vouchers are filed by
days with the daily cash counts and duplicate deposit tickets.
44. Examine disbursements other than for loans shown in the
Cash Journal Sheets for one month (indicate month) by inspection of the supporting invoices and petty cash vouchers.
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Other Branch Office Work
45. Depending upon the internal control in effect at the branch
office with regard to the preparation of Loan and Payment
Registers, Cash Journal Sheets, and Summary Sheets, foot such
registers and sheets and trace related totals from the Registers
to the Cash Journal Sheets and then to the Summary Sheets.
46. Make a copy of the latest Summary Sheet for the working
papers which will be used for the reconcilement of the branch
office accounts with the related home office control accounts.
Also make a copy of the latest Delinquency Report tested under
step 23(a) for comparison with the report on file at the home
office.
47. If the Summary Sheet shows that there are miscellaneous receivables at the branch office, reconcile the total of the detail
accounts with the control accounts and perform such work as
is necessary in the circumstances, such as the preparation of
requests for confirmation of balances.
48. Examine any other accounts appearing on the Summary Sheet
which have not been tested under the foregoing procedures.
WORK TO BE DONE AT THE HOME OFFICE
The work to be done at the home office as covered by this case
study will include only those steps peculiar to the small loan (consumer finance) industry. Other case studies and pronouncements
released by the American Institute of Certified Public Accountants
have covered the auditing procedures of the accounts common to
this and other industries.
49. Compare the Summary Sheet obtained under step 46 and the
Investment Certificate Report obtained under step 42 with the
related reports on file at the home office and agree with related general ledger accounts to ascertain that the tests with
regard to the accounts maintained at the loan office are in fact
tests of such accounts that are included in the financial statements. Compare the Delinquency Report obtained under step
46 with the original copy of such report on file at the home
office.
50. Summarize the exceptions noted in the working papers prepared at the branch office so that management can take the
necessary steps to correct the procedures which caused such
deficiencies. These include the following:
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1. Differences in cash count.
5. Items subsequently returned by the bank which were
considered a part of the cash count.
Step 8. Divided responsibility for cash funds on hand.
Step 11. Differences in cash on deposit.
Step 14. Differences disclosed in the inspection of borrowers'
payment or coupon books.
Steps 15 and 16. Omissions and irregularities in the preparation of loan documents.
Steps 20 or 21. Differences in running tapes of loan balances
and related control accounts.
Step 23(a). Delinquencies not reported properly.
Step 2 3 ( c ) . Insignificant collections to improve delinquency
situation.
Step 28. Differences disclosed by requests for confirmation of
balances.
Step 29. Unsatisfactory confirmation of "confidential" or "no
mail" loans.
Step 33. Exceptions noted in inspection of loan documents.
Step 36. Improper collection efforts on accounts written off.
Ascertain that the bank drafts in transit as determined in step
7 were recorded properly.
I f any liabilities or other items are indicated on the certification
received from the bank under step 12, check such items to the
related general records.
Ascertain that the employees noted under step 43 are the only
employees included in the payroll journals applicable to the
branch office.
Determine that the amounts of premiums charged for insurance
on lives of borrowers are being paid to the various insuring
companies and that the internal control over claims is adequate.
Make such tests of the amounts of precomputed charges taken
into income as are necessary in the circumstances. Since the
amounts of such income are not recorded at the branch offices,
the home office prepares monthly journal entries to record the
amounts in the general records. ( A t the time a precomputed
loan is made at the branch office, the loan account is charged
with the face amount of the loan and unearned charges is
credited for the precomputed amount in the Loan Register.
As collections are made, the full amount is credited to the loan
account in the Payment Register.) Various methods can be
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used to take such precomputed charges into income, including
the following:
(a) The rule of 78ths. A method of computing the amounts
earned by applying a fraction to the original amount of
the unearned charges. The denominator of the fraction is
the aggregate of the number of months over which the
loan is to be repaid and the numerator is the month of
payment, but in inverse order. For example, a loan to be
repaid in twelve months would have a denominator of
78 ( 1 + 2 + 3
+ 12); at the time of the first payment 12/78 of the original amount of the unearned
charges would be taken into income, at the time of the
second payment 11/78 of the original amount, etc.
(b) Effective rate. A method of computing the amounts earned
by applying a percentage to the aggregate amount of the
unearned charges. The percentage can be determined,
preferably by states because of the varying interest rates
among states, based on the average number of months to
maturity and ratio of net loan account (less unearned
charges) to gross loan account (plus unearned charges).
(c) Straight-line rate. A method of computing the amounts
earned by applying a percentage to the original amount
of the unearned charges. The percentage is based upon the
number of months over which the loan is to be repaid.
(d) Weighted rate. A method of computing the amounts
earned by applying a weighted percentage instead of the
percentage determined in (a) or (c) above to the aggregate amount of the unearned charges instead of the original
amount of the unearned charges.
Determine that the allowance for losses is reasonable by reviewing the status of the loan account, giving particular attention to the delinquencies reported by the branch offices. Other
items to be considered include evaluation of the management's
policies regarding write-off of uncollectible or delinquent accounts, current economic conditions and changes therein in
recent months, computation of a composite ratio of the branch
managers' estimates of the allowance for losses to the respective loan account controls, the trend in percentage of accounts
written off to total loan account, the percentage of recoveries
on accounts previously written off, and the average term of loan
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accounts outstanding. If such average term is other than twelve
months, the percentage of accounts written off when compared
with the percentage of the allowance for losses to total loan
account outstanding should be adjusted as appropriate.

(NOTE:

I t is a common practice with some companies in the
industry to maintain allowances for losses in excess
of their normal write-offs. Such excess provides for
extraordinary losses that may occur during periods of
increased unemployment and severe changes in economic conditions. Collection efforts are continued for
accounts written off and subsequent collections are
credited to the allowances for losses.)

