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PREFACE

The American Institute of Accountants celebrates in
the year 1937 the fiftieth anniversary of the founding
of its predecessor organization, the American Associa-
tion of Public Accountants; and these fifty years may be
said to cover the life of professional accountancy in the
United States. The development of the profession, how-
ever, has gone on at a steadily accelerating pace. The
developments of the past twenty-five years have been of

much greater importance than those of the preceding =

twenty-five years, and the duties and responsibilities of
the accountant have increased more rapidly in the last
five years than in any other period.

The imposition of a Federal tax on incomes, the in-
creased requirements of banks and credit grantors for
full and informing statements, the constant effort of the
New York Stock Exchange and other exchanges to make
financial reports more valuable to the investor and the
business public, and particularly the requirements of the
Securities and Exchange Commission both for registra-
tion of new issues and for listing on registered stock.
exchanges, have increased the demands upon accountants,
and, while they have not set up any standards of in-
tegrity or responsibility higher than the best practice
formerly required, they have to a considerable extent
formulated and codified this responsibility and have
gone far towards making higher standards of account-
ing responsibility compulsory for all that part of industry
and finance which appeals to the public for the capital
necessary to the conduct of its affairs.

The development of professional accountancy has natu-

vii



viii PREFACE

rally been a little in advance of accounting literature as
this must reflect rather than forecast the advance of the
profession in the improvement of practices and principles.

Probably the largest part of accounting literature is
that which deals with accounting principles, with what
accounts should be, and with the information they ought
to contain. An acquaintance with books of this sort is
essential both for the experienced practitioner and for
the student and it is to this section of accounting litera-
ture which the banker, investor, economist or govern-
ment official looks when he wishes to determine the rela-
tions of the accountant to the public and the nature and
extent of his professional duties and responsibilities.
There is also a smaller, but still considerable, body of
literature which tells us how these accounting methods
and principles may be applied to specific industries or
situations and on the subject of auditing we have many
works, some of great merit, telling us what should be done,
what should be covered, and what special points should be
looked for or guarded against in specific industries; but
we have few books which treat, except in a disappoint-
ingly brief and incidental way, of how the work should
be done.

In other words, a student can read through a book on
auditing and he will get a clear idea of the requirements
for the audit of, say, the item Cash, but he will know no
more at the end of his reading than at the beginning
about how to set up his schedules to cover that item, and
he might easily perform the audit work in a satisfactory
manner and lose the greater part of the benefit by sched-
ules which are incomplete or awkward in form.

Before the year 1923, there does not appear to have
been any general accounting literature or any book which
dealt specifically with working papers. There were some
excellent office manuals prepared for internal use in the
larger firms, and the knowledge of the correct prepara-
tion of working papers was largely the result of the dis-
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semination of the practices of the larger firms through
the profession, generally by men who had had their origi-
nal experience with those organizations. In the year 1923,
however, two books appeared on the subject of working
papers—*‘‘ Audit Working Papers’’ by J. Hugh Jack-
son and ‘“ Accountants’ Working Papers’’ by Leslie E.
Palmer and William H. Bell. These two books presented,
for the first time in any generally circulated reference
book, substantially complete sets of working papers which
were representative of good current practice.

Messrs. Palmer and Bell, in the Preface to their 1929
edition, state that ‘‘It has been the definite policy of the
authors to limit the scope of the work to the preparation
of accountants’ working papers, avoiding discussion of
the allied subjects of accounting theory, auditing pro-
cedure, and the preparation of audit reports, but mani-
festly a study of the practical accounting procedure
involved in the preparation of working papers is invalu-
able as a supplemental study of any of these allied
subjects.”’

Mr. Jackson’s book, however, covers a much broader
field dealing with methods of verification and accounting
and auditing procedure, and particularly with the re-
quirements and limitations of a balance-sheet audit. The
scope of the present book is much less extensive than this
and is intended, so far as possible, to cover nothing which
is not essential to the preparation of adequate working
papers. Obviously, it is impossible to prepare a set of
working papers which does not presuppose certain ac-
counting and auditing practices and which does not deal
with a supposititious enterprise. A mere collection of
blank forms for schedules and other working papers
would be of little value as an example either to the
student or experienced practitioner. On the other hand,
it appears undesirable, and almost impossible, to com-
bine in one volume a comprehensive treatise on auditing
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with a satisfactory description of working papers in gen-
eral and their application to a typical example.

For this reason it has been decided to take the pro-
cedure recommended in the bulletin, ‘‘Examination of
Financial Statements by Independent Public Account-
ants,’” published by The American Institute of Account-
ants and the forms and instruction books of the Securities
and Exchange Commission as representative of good
current practice. The author, in common with most ac-
countants, is in general agreement with the principles
and practices set forth in these documents. Like every
other product of the human mind they are in some degree
imperfect and susceptible of improvement. All acecount-
ants do not agree completely with all the procedures and
principles which they set forth but they have been used
in this book as a convenient and accepted foundation on
which to build up a set of working papers for a repre-
sentative enterprise. Any attempt at discqussion, in-
terpretation or even amplification except as a means of
carrying out recommendations has been avoided, as any
attempt of this sort would lead to discussions of aceount-
ing theory and practice which have no place in a book
of this nature.

A comparatively simple consolidated enterprise has
been used as the principal example. This has been done
to illustrate for the parent company the papers required
in the audit of a single corporate entity and for the con-
solidated group the solution of the difficult mechanical
problems arising in the preparation of consolidated state-
ments.

For this consolidated enterprise one set of papers has
been prepared from which may be compiled all the vari-
ous statements required by the Securities and Exchange
Commission, the Federal income-tax authorities, the In-
terstate Commerce Commission and other state or gov-
ernment bodies as well as statements required for the
information of stockholders and management.
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A chapter on working papers for larger consolidations
has been included which is substantially the same as an
article published in The Journal of Accountancy in June
1923, by the author of the present book, and a chapter
has also been included on the working papers required
for the preparation of Federal income-tax returns for
individuals. Needless to say, every situation which will
arise in an audit is not covered, but it is hoped that a
sufficient number of examples are given to enable the
practitioner or student to determine for himself the form
of any schedule not specifically illustrated.

‘While a typical report for management purposes and
a typical report for the Securities and Exchange Com-
mission are given as part of the illustrations, and while
these are, it is believed, in accordance with good current
practice, the reader should be warned not to consider
them as anything more than illustrations, and not to re-
gard them as being, necessarily, a criterion for determin-
ing the method and form of preparing these types of
reports.

As one of the characteristics of present-day auditing
and accounting work is the requirement that corporations
prepare, for various purposes and for submission to
various bodies, statements of their affairs and condition
in different forms and from different points of view, it
has been assumed throughout the book that working
papers are desired which are sufficiently flexible and
analytical to make it possible to use the same papers for
the preparation of all the different reports and state-
ments which the corporation may be required to make.
The necessity for planning the papers from the start
with the final statements always in mind is stressed and
practical methods for avoiding duplication of work and
re-analysis of accounts are indicated.

The manuseript has been submitted to members of sev-
eral representative firms and the author is grateful for
the suggestions which they have made. Every method
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" described is in actual use by some responsible accounting
firm in active practice, and the reader may be assured
that if any method appears novel or original, it is only
because the method has not been described in any pub-
lished article or book, and that it is supported by years
of successful use in actual professional work.

The author is indebted primarily to Professor J. Hugh
Jackson for his pioneer work in the field, without which
the work of preparing the present book would have been
much more difficult and the results less valuable. This is
especially true of Chapters I and XV of the present book
which contain much of the material which composed
Chapters I and IT of Professor Jackson’s book.

The author wishes to acknowledge the help and counsel
of his friends in the accounting profession who have
kindly consented to review the manuscript, as well as that
of his partners and the staff of his firm, particularly Mr.
Walter P. Adams, who prepared the chapter on Records
and Working Papers for Income-Tax Returns of Indi-
viduals.



CONTENTS

CHAPTER
I. Tuare Avupitor’s Recorps. . . . . . . .
II. Tae Fuxcriox oF WoRrriNG PAPERS. . . .
III. ExAMINATION INTO SYSTEM OF INTERNAL
Avpit axp CoNTROL . . . . . . . .
IV. Crassrrication oF TRIAL BALANCES FoR PrEP-
ARATION OF REPORTS AND STATEMENTS . .
V. Accounts AND NoTes RECEIVABLE AND CASH .
VI. INVENTORIES . . . .« « < ¢ « « « « .
VII. SECURITIES . . . . « & « « « « « .
VIII. FixeEp ASSETS AND DEFERRED CHARGES . . .
IX. CurrenT AND CONTINGENT LIABILITIES . . .
X. Caprran Stock anp Funpep DesT . . . .
XI. SvureLus,  ReserRvES AND ProrrT-aAnND-Loss
STATEMENT . . . . « v « « o « &
XII. WorkiNnGg Papers ror AN INpivipuarn Com-
PANY © v v v v v e e e e e e e
XIII. ConsoLipATED REPORTS AND WORKING PAPERS .
XIV. WorkIiNG ParERS FOR LARGER CONSOLIDATIONS
XV. Inpexine AND FiLine WorkING PAPERS . .
XVI. Recorps AND WoRKING PAPERS FOR INCOME-

Tax ReTUrRNs oF INDIVIDUALS . . . . .

PAGE

14

22

68
"
92
105
114
129
140

148

161
238
345
361

374






CuaprEr I

THE AUDITOR’S RECORDS

The Records of the Auditor

The report and occasionally the working records of
the auditor constitute the only important materials
which a client will have an opportunity to observe, and
the working papers which assistants make up in the office
of the client should, therefore, be systematically and
carefully prepared. Working papers on an audit or on
an investigation are the connecting link between the cli-
ent’s records and the auditor’s report and form gen-
erally the sole evidence of the correctness of the report
or certificate. It is, therefore, of the utmost importance
that these papers should show fully the composition of
all significant items in the accounts, together with the
methods of verification adopted for each; also, that ques-
tions raised during the examination and their settlement,
and in many cases notes of conversations with officials,
should be fully reported in the working papers. These
records constitute the auditor’s main defense in case of
criticism of his work or findings. A complete record
should be made of all important work performed and of
the conclusions reached on an engagement.

The beginner cannot be impressed too early in his ac-
counting career with the importance of the form and
content of his working papers. Many times it must be
left to the judgment of the individual who is assigned to
the work to decide what information or data his papers
shall contain, and he must learn to grasp a situation
quickly and to determine the extent of the information

1



2 AUDIT WORKING PAPERS

to be included in his working schedules. If a senior is
present the beginner, or the junior as he is ordinarily
called, will be instructed concerning the general pro-
cedure he is to follow and the information which he shall
include in his working schedules. The junior must learn,
however, to think these things out for himself, for in all
probability he is the only one having all the facts from
which to judge the importance of the material.

Yet, before proceeding further it may be emphasized
that some auditors include too little information in their
working schedules, while others tend to record in their
papers much more information than is needed. The
tendency of the beginner is to include a mass of data
which is practically or entirely worthless, so far as the
audit verification is concerned. As he increases in ex-
perience and better learns the audit procedure to be
adopted, this tendency will decrease, occasionally to such
an extent as to merit the remark, recently made con-
cerning an able auditor, that the working papers he
brought back to the office ‘‘consisted merely of what
notes he could make on his shirt cuffs.”” Whatever is
essential to explain or support any amount appearing in
the balance-sheet to be certified or reported upon, or in
the accompanying income statement, or whatever helps
to determine the present financial condition of the busi-
ness and the kind of certificate or report the auditor will
be justified in giving, should be included in the working
papers. 4

Ownership and Confidential Nature of Working Papers

The working papers or records are the sole property
of the auditor and should remain in his possession. Not
only are they the connecting link between the auditor’s
report and the client’s records, but the careful preserva-
tion of these papers not infrequently will eliminate the
necessity of duplicate work, for which ordinarily a charge



THE AUDITOR’S RECORDS 3

cannot and should not be made. The papers are highly
confidential and access to them by such outside parties
as government representatives should be sanctioned only
by. the auditor himself, if an individual practitioner, or
by a principal if the audit has been conducted by a firm
of accountants. In all cases when access is requested by
anyone other than the client the permission of the client
must be obtained. The auditor or his representative
should be present whenever a review of the working
papers is thus allowed.

The ownership of working papers has been under the
review of the courts in the case of Ipswich Mills vs.
Dillon (260 Massachusetts 453), which was decided in
1927, and in a recent New York case. The present state
of the law on this point is summarized in The Journal of
Accountancy for April, 1936: »

““The New York surrogate’s ecourt recently held that a public
accountant has no power to bequeath his working papers by
his last will and testament. This extends the law into a field
heretofore not covered by statute or reported case, and the
decision is of great importance to accountants practising with-
out partners, because it prevents their willing working papers
to assistants associated with them. Such an assistant must
first establish a professional relationship with a former client
of the decedent and through him ultimately obtain the work-
ing papers when the executor sees fit to release them. We are
informed that no appeal is contemplated and therefore this
decision represents the present law. A decision by the surro-
gate’s court of the county of New York has weight and in-
fluence throughout the country, beecause that court, with its
two judges, has jurisdiction over more large estates than
perhaps any other probate court in the United States.

The matter of the ownership of working papers as between the
client and the accountant was adjudicated in Ipswich Mills v.
Dillon, 260 Mass. 453, by a decision of the highest court in
Massachusetts. This is the leading if not the only case deal-
ing squarely with this point. It was held there that the client
owned only such papers as originated in the client’s office and
that the public accountant owned all his working papers. The
decision rested chiefly on the ground that a public accountant
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is not a client’s agent but an independent contractor. The
court declared that working papers prepared by accountants
for their own use and as a basis for their reports belonged to
the accountants and should be retained by them, because it
might be necessary for the accountants to have them ‘if the
accuracy of their work was questioned.” The court further
stated that the client’s interest in the confidential information
stated in the working papers did not give the client title to
them.”’

‘While the methods employed to safeguard working
papers and the formalities necessary to keep a record of
their location at all times—as well as a record of the
responsibility of the various assistants in whose custody
they are—may vary somewhat in the office of an indi-
vidual practitioner or a firm employing only a small
number of assistants, it is always true that some method
should be in force which will make it possible, at any
time, to know the location of any working papers, and if
they are not in the office of the auditor, exactly who is
responsible for them.

In a large or moderate-sized organization, all working
papers should be kept in a filing room and should not be
given out except on a receipt from the assistant obtain-
ing the papers. The receipt will, of course, be returned
or destroyed when the working papers are returned to
the filing room. Assistants should be held strictly re-
sponsible for all working papers in their possession or
charge. Whenever office copies of papers of any kind are
taken away from the office it is well to require the written
consent of a principal, and all reports, books or other
documents sent out of the office should be accompanied
by a covering letter.

‘When working or other papers are taken out of the
office they should be securely enclosed in wrapping paper
or envelopes and either fastened or sealed. The name
and address of the assistant should be legibly written on
the parcel, so that if the papers are lost or mislaid they
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may be returned unopened to the assistant responsible
for them.

Whenever assistants complete out-of-town assignments
and are not themselves returning to the office to which
they are attached, they should immediately forward the
working papers and should advise the office in sufficient
detail to enable the tracing of the papers—if delivery is
delayed. This will best expedite the preparation of the
report and the certification of the accounts for the client.

‘Working papers not only are valuable in preparing
and certifying the current accounts but are quite fre-
quently referred to for other purposes. The value of
working papers as a support to Federal income-tax re-
turns and to statements prepared in accordance with re-
quirements of the Securities and Exchange Commission
~and other regulatory bodies, has been sufficiently indi-
cated in the succeeding chapters. The working papers
should, therefore, be preserved, and when no longer
needed for current purposes should be properly stored.

Beginning the Audit

In preparation for beginning the audit the accountant
in charge, before leaving the office, should read the cor-
respondence in the case and should ascertain carefully
the scope of the audit and the period to be covered.

If the audit is to be of an enterprise in an industry
with which the auditor is not familiar, it would be well
to consult trade or technical journals and possibly books
on the industry to get a general understanding of the
nature of the industry, its products, processes and tech-
nical terms. If the audit is a recurring one, he should
obtain an outline of the work to be done and of the pro-
gram followed at the previous audit, and upon reaching
the scene of the work, should determine, so far as pos-
sible, the amount of the detailed checking which will
probably be necessary. He should carefully inspect pre-

==
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ceding reports, if any have been made, and should take
with him the working papers for the last previous audit,
if any.

For the guidance of somewhat inexperienced assistants
the following suggestions may be of value:

‘When assigned to a case, the aunditor in charge should
obtain a letter of introduction, and either he or a junior
assigned to him should procure a supply of stamped re-
turn envelopes, bank certificate blanks, analysis paper,
pencils, clips, rubber bands, erasers, etc., time and ex-
pense sheets, together with the audit program and the
working papers of the last previous audit, if any. He
should consult with the partner or whoever is supervis-
ing the work in regard to any special features which
might modify the general instructions given for the con-
duct of the audit.

‘When assigned to an out-of-town case, the assistant
should advise the office of his hotel address immediately
upon his arrival at the destination. During his absence
he should mail promptly to the office to which he is at-
tached the time and expense reports on the evenings of
‘the days when they are due.

Upon arrival at the client’s office, a junior, if any be
present, should be assigned to make the cash count and
to prepare the reconciliations of bank balances, while
the accountant in charge should obtain or proceed to
take off a trial balance of the company’s general ledger,
ascertaining before doing so whether or not the closing
inventory and other closing entries have been made. The
totals of all schedules prepared during the audit should
agree with or be adjusted to the balances appearing in
this general-ledger trial balance.

The assistant should not hesitate to write whenever
necessary to the office to which he is attached for in-
formation or guidance. All communications ordinarily
should be addressed to the organization and not to any
individual.
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The Working Supplies

One of the first considerations in beginning the work
of an audit is that of the supplies which are needed. The
auditor with a complete supply of materials will obvi-
ously have the respect of his client to a greater degree
than the accountant who is not so supplied with analysis
paper, fountain pens for both black and red ink, pencils,
clips, erasers, etc. There may be some difference of
opinion regarding the number of kinds of working papers
which it is necessary or desirable to have, but ordinarily
the fewer the kinds of working paper and other supplies
which the auditor possesses the better. It is even sug-
gested that only one kind of working paper be used. The
standard working paper appears to be 14-column analysis
paper without unit rulings. At the present time this is
generally made up on buff or green paper, although some
firms continue to use paper which is pure white or has a
slightly bluish tinge. Green or buff paper, however, is
generally considered to be easier on the eyes, particularly
when work has to be done under artificial light. Other
papers which some accountants think are superior to the
14-column paper are papers ruled on one side in 14
columns with unit rulings for hundreds of millions of
dollars, and ruled in 16 columns on the other side with
unit rulings for tens of millions of dollars. The 16-
column ruled paper is particularly useful in preparing
summaries and analyses where figures are analyzed or
grouped by months, as it provides 12 columns for the
monthly figures, one column for a total, and three columns
for description and reference.

Working papers are permanent records and should,
therefore, be on paper which is of about the same quality
as would be used in books of account. Other types of
working paper may be used if desired, particularly 20-
column paper for extended analyses. Single (half)
sheets are generally furnished in that form but may, if
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necessary, be one-half a folded double sheet and are used
for schedules when a number of columng are not re-
quired. It is recommended that the form of working
paper be standardized, as in addition to being more con-
venient, it is usually cheaper to use one, instead of sev-
eral kinds of analysis paper.

The most important thing, perhaps, is that the auditor
or the assistant should have a plenteous supply of what-
ever kind of working paper he may use. Separate sheets
should be used for each memorandum, even though it
may require only a line or two across the top of the page.
Paper is comparatively cheap even at present prices,
very much cheaper than the time required to look through
a large set of working papers to find an essential item of
information merely because the assistant who prepared
the schedule included two or more unrelated memoranda
on a single page. Likewise, writing on the back of a
_sheet may easily be overlooked ; assistants should always
use one side of the paper only.

Some prominent firms prepare their working papers
in pencil and others in ink. There seems to be little uni-
formity of practice, but it is the author’s experience that
the preparation of schedules in ink is no more difficult
than in pencil. The papers present a better appearance
and are easier to use after having been handled several
times or after having been some years in storage. Report
drafts may be prepared in pencil as the copy of the re-
port itself is the permanent record. If working papers
are to be examined by a third party, papers prepared in
ink convey a greater impression of authenticity and care-
ful preparation than those prepared in pencil.

Superscribing the Schedules

All working schedules prepared on an audit should
have the name of the client or business written or rubber-
stamped at the top of each sheet, and each sheet or set of
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sheets dealing with any matter should also have the
name of the account or matter investigated written or
rubber-stamped at the top of the sheet immediately be-
low the name of the client or business. If the reader
will turn to schedules in Chapter XII, he may observe
the ordinary procedure in superscribing the working
schedules.

When an engagement is comparatively small or when
a small set of working papers is being prepared, it may
seem unnecessary to the casual reader to take the trouble
and time to superscribe each sheet. The amount of in-
formation which is written on a single schedule may like-
wise appear unimportant but later developments may
make that item of very great importance, and it is essen-
tial on any audit, however large or small it may be, that
any information worth preserving be readily available.
Furthermore, when it is realized that in large organiza-
tions several score or hundred engagements may be in
progress at one time and also that there may be on a
single engagement thousands of separate schedules and
sub-schedules, the necessity for having each exhibit
superscribed and clearly marked becomes at once ap-
parent.

Permanent File Papers

The working papers for a balance-sheet audit may or-
dinarily be grouped as permanent file papers and cur-
rent file papers. The permanent file papers should include
all information, records, ete., which may be used for sue-
cessive audits as distinguished from the next succeeding
audit only.

In the case of a first audit the accountant should usu-
ally prepare a list of the books, records, and other im-
portant data which would be presented to him during the
course of the audit. This list should include the name and
number by which each record is known and identified,
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and usually notes should be made concerning the purpose
and relation of each of these records to all other records.
The auditor’s working sheets should also indicate by
- whose authority entries are made in the books and by
whom checks and vouchers of all kinds are signed and
approved. The names of officers and chief employees, and
the relation of the various officers and senior employees
of the accounting department to the treasurer, purchas-
ing agent, chief engineer, ete., should also be obtained
and included in the permanent-file papers. It is some-
times desirable, if any amount of detail work is to be
done, to include in these or the current papers the signa-
tures or initials used by various individuals in the ap-
proval of vouchers or other papers. Thus, in the case of
one large engagement, at least four copies of the names
and signatures of those authorized to approve vouchers
were obtained for the use of assistants. Upon each sheet
were typewritten the names of the individuals authorized
to approve vouchers or other papers; the approvals which
each individual could make were designated, and oppo-
site each name appeared the signature or initials written
by the individual himself as written when making ap-
provals.

A rather complete survey of the accounting system and
methods should be made and notes thereon should be
included in the permanent file. Such information should
be reviewed from year to year and kept strictly up to
date. Any changes in the accounting methods or in the
methods of authorization, ete., should be carefully noted
from period to period and appropriate comments should
be made in the permanent-file working papers. A state-
ment from the accountant in charge that he had satisfied
himself of the sufficiency of the system of internal audit,
indicating specifically what he had done to determine
whether or not the internal audit was sufficient, should
also be included.

The permanent-file papers should contain further the
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program of audit, if such be prepared and used, and all
other papers having value for purposes of later audits.
These latter papers may include abstracts from or copies
of the articles of incorporation, by-laws, trust indentures,
partnership or other agreements, particulars regarding
the original issue of capital stock and the valuation of
properties, franchises, goodwill, trademarks and copy-
rights, ete., excerpts from corporation minutes which
affect more than the current operations or the period
under audit, and similar material.

The Audit Program

The general principles which underlie all audits will
serve,in a general way,as a working program for the audit
of any type of business. Yet a knowledge of how special
kinds of business actually operate is essential to the suc-
cessful auditor, for it is well known that in many kinds of
business there are special methods or knotty problems not
found in other types of business. It is desirable, also, that
some definite record be kept of the work performed on each
audit, in order to insure relative uniformity and to be
certain that nothing essential is forgotten. It is, there-
fore, common, as previously stated, to prepare a program
or outline of work to be done on a particular assignment
and then to have all assistants engaged on the work ini-
tial the portion of work which they do or record the time
taken. The audit program is not used extensively by
some firms, but when it is used a glance at the program
informs the auditor of the progress of the work. In'case
of errors the responsibility therefore may be more easily
placed, and, likewise, credit may be given for good work
done.

The audit program is naturally more widely used in a
large organization than in a smaller one but, even though
a formal program is not prepared, the information which
it contains should be in the working papers in a clear and
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easily understood form. The ¢‘Summary of Audit Work
and Internal Check’’ shown in Chapter IIT, pages 58 to
67,1is an example of a summary which, while not exactly an
audit program, performs a similar function. Whether the
program should be prepared in advance to be strietly fol-
lowed, or whether a general indication should be given to
the assistant in charge and the program of work actually
done should be inspected after the audit, is a question to be
decided by the principal, keeping in mind the conditions in
his own office and the ability and experience of the assistant
in charge. The ideal method perhaps lies somewhere be-
tween the one extreme of a formal, rigid program laying
down certain requirements which must be met, and neither
permitting nor demanding anything further, and the other
extreme of such loose general instructions that when
work is completed it is difficult or impossible to determine
exactly what has been done, or by whom. It is probably
easier, particularly in a large organization, to overempha-
size specific program requirements and thus stifle, or at
least discourage, initiative and independent thought on
the part of the assistant. In smaller organizations, where
the principals are more thoroughly acquainted with the
work and capabilities of their assistants, the tendency is
generally in the opposite direction, and too much, per-
haps, is left to the individual judgment of the assistant
in charge. Familiarity of both principal and assistant
with the work may result in a tendency to omit complete
statements of work done or to minimize the importance
of such a record.

Conclusion

These papers, as previously stated, are usually the sole
evidence of the work done on the audit and of the correct-
ness of the report or of the certificate, and too great care
cannot be taken to make all working schedules intelli-
gible and complete. The writing should be legible,
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whether done with ink or pencil. Particular care should
be taken to see that all names are correctly spelled. It
seems almost unnecessary to say that figures must be
neat, and every care should be taken to see that the
papers are usable and that they set forth exactly the in-
formation which is essential to the audit. Yet the work
must be done quickly and should facilitate in every way
the completion of the aundit and the preparation of the
certified accounts for the client.



CmaprER IT
THE FUNCTION OF WORKING PAPERS

Scope and Purpose

The object of this book is to provide an accountant or
student who is already well grounded in the theory of
accounting and auditing with what may be described as
a useful set of working tools, which will give him the re-
sults he wants with the least expenditure of time and
effort, but will also leave him a full and clear record of
the work he has done and of the basis on which the
client’s accounts and report have been prepared.

‘While many large firms with a number of branch offices
already have office manuals which prescribe the uniform
methods to be used throughout all offices, it is quite pos-
sible that the material presented here might fill this re-
quirement in firms which do not already use this means
for insuring a uniform standard of work throughout
their offices.

The methods of preparing papers and the illustra-
tive types of schedules which are given have all been
devised with the shadow of a third party in the back-
ground. Some types of working papers, such as those
prepared for the support of an income-tax return, are
almost certain at some time to be reviewed by an em-
ployee of the Bureau of Internal Revenue. Other papers
may be exhibited to the officials or employees of a client
or to some creditor or associate of the client, at the client’s
direction, of course, or they may need to be shown to em-
ployees of the Securities and Exchange Commission, and
there is always the possibility that the papers may need

14
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to be put in evidence in some legal action. While this last
is probably the least likely event in which third parties
may examine working papers, it is also probably the most
important.

It is with all these considerations in mind that the typi-
cal examples of schedules have been prepared and the
mechanical procedures have been devised.

Auditing is Analytical, Accounting Constructive

An accountant’s work may be said to be both construec-
tive and analytical, and these features are to some extent
mingled in almost all of his work. However, the con-
structive part of his work may broadly be said to have to
do with preparing actual entries or keeping records, in
devising forms or methods for keeping records, in advis-
ing as to the nature of the entries required for certain
transactions or as to their accounting significance, with
the preparation of reports or statistics for management
or executive purposes, and with the preparation of tax
returns and other reports required by Federal, state or
other supervisory or regulatory bodies.

This does not, by any means, exhaust the varieties of
constructive work which the accountant may be required
to do, but those described cover in a general way what
is customarily expected of a public accountant. Audit-
ing is the primary and most frequent type of analytical
work. Most audits are not usually exclusively analyti-
cal, but that is their predominant characteristic. An
audit may cover anything from a complete detailed re-
view of every transaction to a general survey of condi-
tions and methods, supplemented by a partial verification
of certain specified assets.

Practically all analytical work other than auditing may
be deseribed as investigation. The object of the investi-
gation may be to arrive at a purchase or a sale price of
an enterprise, to ascertain the comparative value of two
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companies, to estimate the future earning power of a
company, or to determine the actual cost of certain
goods, the honesty of employees or the sufficiency of a
system of records. The object may also be to determine
the position of a company with regard to outside bodies,
such as the taxing authorities or government bureaus or
commissions, or may cover the investigation of almost
any feature of an enterprise on which the client thinks
the accountant may usefully report, and for which the
accountant is willing to take the responsibility.

The average audit as carried out in the United States
at the present time is largely analytical, but certain con-
structive work is generally expected by the client and
performed by the auditor. In the ideal situation the
client’s accounts are well kept and the client has state-
ments prepared therefrom in proper form, supported by
reasonably extensive analyses of the important accounts,
so that little more than verification, approval and record
of the work done and the preparation of reports is re-
quired. This condition of course does not often exist and
actual situations may range from this to the eondition of
the records found in some bankruptecy and fraud cases
where it is frequently necessary for the accountant to
construct and reclassify the accounts from whatever
original data may be available. In any case the auditor’s
working papers, whether they represent statements ini-
tially prepared by the auditor or by the client, should be
adequate to show the examination he has made and to
serve as a proper basis for the figures shown and the
opinions in his report.

In Great Britain a certain amount of entirely analyti-
cal audit work is done, but this type of audit is becoming
less frequent as business becomes more complex. In
these cases, the client closes his books and prepares a
balance-sheet and income account, which he presents to
the auditor. The auditor then checks this with the books
of account and supporting data, records in his audit note-
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book the records examined, and signs the client’s ac-
counts. Here, the only audit papers will consist of copies
of the signed accounts, the audit notebook, and possibly
extracts from the minute book and articles'of association.
In such an audit the question of working papers hardly
arises.

In the United States, however, particularly in the case
of a small or moderate-sized company, it is not unusual
for the accountant to prepare the balance-sheet and in-
come account, and occasionally the accountant is expected
to close the books. The preparation of the statements
and the closing of the books is in reality no part of an
audit, and if this work is performed in the course of an
audit, it is done by the accountant in his ‘‘constructive
capacity,’’ rather than as an analytical auditor.

No matter who does the actual work, the statements
are the client’s and the mere use of the accountant as the
compiler, regardless of how frequent this may be, makes
them no more his statements than their preparation by
the client’s controller or bookkeeper makes them the
statements of that employee.

Relation of Financial Books and Working Papers to Re-
ports and Statements Prepared from Them

As a practical matter, we shall assume that a prelimi-
nary closing of the income and expense accounts has been
made on the company’s books and that mathematically
correct trial balances before and after this closing are
available to the auditor. In large and well-organized
companies, balance-sheets and income accounts are fre-
quently prepared, but these are seldom in exactly the
form required by the auditor and, particularly in the case
of consolidated accounts, analysis and verification must
be applied to the ledger accounts rather than to a num-
ber of ledger acecounts grouped as one item under a bal-
ance-sheet or income-account classification.
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Under present conditions of practice, with very few
exceptions, statements for more than one purpose, or to
satisfy the requirements of various officials and bodies,
must be drawn up from the same set of books. There is a
surprisingly widespread illusion, which is shared not
only by the uninformed public, but by numbers of other-
wise intelligent business men, that the average corpora-
tion keeps two or three sets of books—separate sets of
books for corporate purposes, for tax purposes, and pos-
sibly for purposes of reporting to some body or commis-
sion such as a state public utilities commission, the
Interstate Commerce Commission or the Securities and
Exchange Commission.

The accountant knows this is not a faect, but that cor-
porate books must be so devised that the various state-
ments required can all be drawn off the same set of
books. Each statement will be prepared for a specific
purpose and will show the position of the enterprise
from that point of view, but it must be possible to recon-
cile each one with the books themselves and with the other
statements. Ifitistrue that the corporation’s books must
serve all these varied purposes, it follows that properly
designed working papers must be equally flexible and
must be designed from the start of the audit with the
statements and reports to be produced always in mind.

“While there are differences in detail in various indus-
tries, the mechanical principles of the preparation of
working papers are essentially the same, whatever their
application. It appears more desirable to take as an ex-
ample an industrial organization exhibiting some of the
typical complications which will be met with in domestic
business in the United States, carried through with some
degree of completeness and finality, rather than to at-
tempt to show the differences in application between
different industries. A manufacturing company, the prin<
cipal unit of which is both an operating and holding ecom-
pany controlling subsidiary manufacturing eompanies, a
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sales company and a railway, has been chosen as giving
typical examples of the problems which will be met in the
average audit. (See chart, page 305.) :

It has been assumed that shares of this company are

listed on a securities exchange which is registered with
the Securities and Exchange Commission and to which
annual reports must be made. The railway is a line which
connects one of the company’s plants to an interstate
railway system. As freight going into interstate com-
merce both originates on and is received by this line it
falls under the jurisdiction of the Interstate Commerce
Commission, though it is little more than a short-line
plant facility. Federal income-tax returns must be pre-
pared for all these units. While these companies, in all
probability, would also have to pay some state franchise
or income taxes, the papers required to prepare these
returns would be similar to those used to determine Fed-
eral income taxes.

The working papers described in this book are, there-

fore, designed to support:

(a) A comprehensive report for the management of the or-
ganization showing the consolidated position of the enter-
prise and the relation of each individual company thereto.

(b) Certified consolidated balance-sheet, income and surplus
aceounts for shareholders, satisfactory to the exchange
on which the securities are listed. B

(e) The financial statements required by the Securities and

_ Exchange Commission.
(d) In the case of the railway, the data required by the

Interstate Commerce Commission.
"(e) - A Federal income-tax return for each company.

No examples are given of financial statements required
for security issues under the Securities Act of 1933 and
amendments, as the statements prepared for this pur-
pose are very similar to those required annually by the
Securities and Exchange Commission. A description of
the working papers required to support the annual state-
ments for a listed company and those for a new issue of
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securities would be practically the same, except that in
the latter case longer periods of time sometimes need to
be covered and some additional detail would be neces-
sary. For the most part, however, the data required for
registering a new issue, not included in the annual report,
are not of an accounting nature.

Working Papers for Tax Returns of Individuals

One part of the accountant’s practice which is of im-
portance to the practitioner, whether in a large city or
small town, or with a numerous staff or practicing indi-
vidually, is the preparation of individual income-tax re-
turns and, as a necessary incident thereto, supervision
over the accounts of individuals. It is probably fair to
say that no working papers are of more practical impor-
tance and value than those supporting the income-tax
returns of individuals, particularly when an individual is
interested in a number of enterprises, or when the re-
turns from investment or speculation form a substantial
part of the income, yet it is hardly possible in an example
based on corporate accounts to indicate the methods
which would be most useful.

In this book, therefore, a special section is devoted to
working papers leading to the preparation of a Federal
income-tax return for an individual. (See Chapter XVI.)
‘While it is unlikely that any one individual return would
show all the varieties of transactions and different types
of income and deductions, an attempt has been made to
include, in this return and in the papers supporting it,
most of the accounting problems which are commonly
met in the preparation of returns for individuals with
substantial income or complicated transactions.

Types of Schedules

Working papers may be grouped according to their
functions into three divisions;
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First, The classified trial balances, adjusted when necessary,
which are the link between the books and records of
the company, and the statements certified by the
auditor,
Second. Analytical and supporting schedules which show the
composition and character of the items appearing in
the trial balance and indicate their classification in the

accounting statements.
Third. Schedules which have to do with verification.

A single schedule, which is primarily a supporting
schedule, may, at the same time, give an indication of
what verification work has been done. For instance, a
schedule of plant and equipment may show the changes
during the year and a note may be made on the schedule
as to the amount of the additions verified and the nature
of the verification work. In general, it is not objection-
able for schedules primarily designed as support for the
statements to include notes as to verification work, but
it is not desirable for schedules, the primary purpose of
which is to show the verification work done, to carry
notes which are, in effect, condensed supporting sched-
ules. While no point of principle is involved, it is in
practice awkward and inconvenient, as in making refer-
ences on trial balances and cross references between
schedules they are made primarily to supporting sched-
ules rather than to verification schedules.
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"EXAMINATION INTO SYSTEM OF INTERNAL
AUDIT AND CONTROL ~

(All matter in bold-face type is quoted from the American
- Institute of Accountants bulletin ‘‘ Examination of F’mancwl
Statements by Independent Public Accountants’’)

" An important factor to be considered by an accountant in
formulating his program is the nature and extent of the inter-
nal check and control in the organization under examination.
‘The more extensive a company’s system of accounting and in-
ternal control the less extensive will be the detailed checking
necessary. For example, a plant addition in a large-sized com-
pany may be limited to the amount of a specific appropriation
made by the administration; the work may be undertaken by
a construction department, the funds be disbursed by the
treasurer’s department and the whole be subject to review in
the controller’s department when the necessary entries are
made. In such a case the accountant is obviously warranted
in making a much less extensive check of the details than in
a small company where the manager orders the expenditure
and the bookkeeper makes the entries.

The term “internal check and control” is used to describe
those measures and methods adopted within the organization
itself to safeguard the cash and other assets of the company
as well as to check the clerical accuracy of the bookkeeping.
The safeguards will cover such matters as the handling of in-
coming mail and remittances, the proceeds of cash sales, the
preparation and payment of payrolls and the disbursement of
funds generally, and the receipt and shipment of goods.
These safeguards will frequently take the form of a definite
segregation of duties or the utilization of mechanical devices.
For example, the cashier will have no part in the entering of
customers’ accounts or the preparation of their statements,
and neither he nor the ledger keeper will have authority to is-
sue or approve credits to customers; the clerk recording the
labor time and preparing the payroll will not be permitted to

22
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handle the funds; approval and entry of vouchers will be made
by others than the disbursing officer; and stock records and
inventory control will be kept independent of both the ship-
ping and receiving departments. The extent to which these
and other measures are practicable will naturally vary with
the size of the organization and the personnel employed.

The scope of the examination and the extent of the detailed
checking must be determined by the independent public ac-
countant in the light of the conditions in each individual com-
pany. If there is little or no system of internal check, the cli-
ent should be advised that a more detailed examination than
that outlined hereafter is necessary if an unqualified report is

~to be furnished. If there is an adequate system of internal
check, certain parts of the detailed procedure may be unnec-
essary.

Internal Audit

Apart from the internal check just deseribed, the inde-
pendent auditor of a modern corporation of some size
generally has another instrument to assist him in carry-
ing out his audit, that is, the internal audit staff of the
client. A detailed audit of a manufacturing or trading
enterprise with a substantial capital, say, from one mil-
lion dollars up, is seldom attempted and would be, if
carried out, unsatisfactory to both client and auditor.
The expense to the client would be much heavier than
that of maintaining an adequate internal audit staff, and
the risk and difficulty incurred by the auditor in carrying
such a large staff would be so great that the apparently
excessive fees he would be forced to charge would barely
compensate him for the work done. Furthermore, it is
generally true that in the detailed work required of an
internal audit staff, familiarity with one industry, and
with the client’s affairs in particular, probably make the
work of the internal auditor more effective and economi-
cal than that of the staff of a public accountant. The
latter, however well-trained generally it may be, must, as
a natural result of being prepared to meet almost any
sitnation at short notice, be less expert in a particular
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industry than a group of men who have spent some timeé
in the employ of a client as internal auditors.

The independent auditor should be acquainted with the
personnel, programs and methods of the internal audit
staff. He should satisfy himself that the staff is so
organized and directed as to be able to take an inde-
pendent and judicial view of the transactions which pass
under their review and that the internal auditors report
to a financial officer who is not directly responsible for
the accounting work. All reports, programs and work-
ing papers of the internal auditors should be available
to the independent auditor, and generally these should
be carefully scrutinized by him. A fairly detailed state-
ment of the personnel, program and progress of work of
the internal audit staff should be prepared as part of the
audit papers.

If anything of real importance is not covered by the
work of the internal audit staff or by adequate internal
check, or if it is covered unsatisfactorily, the condition
should be reported to the management for correction. If
no steps are taken to correct the condition, the auditor
should then consider whether the lack of proper control
is sufficient to cast so much doubt on the accuracy of any
item in the accounts that a qualification should be made
in his certificate. The qualification should refer to the
doubtful item rather than to the lack of proper internal
control. If, for instance, the independent auditor is con-
vinced that the company’s check and control on goods on
consignment is so faulty that the accuracy of that item
is questionable, and the terms of his engagement prevent
him from doing the work which he considers necessary to
check goods on consignment satisfactorily, he might state
that the accounts are correct as stated, subject to ade-
quate verification of merchandise on consignment. The
reader of the accounts is not particularly concerned as to
why the auditor considers that the accounts must be
qualified, but he is vitally concerned in knowing upon
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which items he may not rely. Just as in the case of the
internal check, it is impossible to say what, in any par-
ticular instance, is sufficiently important to warrant the
auditor insisting upon it even to the extent of withdrawal
from the engagement.

In an audit of a company all of whose plants and offices
cannot practicably be visited, the independent auditor
must occasionally rely on the internal audit staff for a
description of the internal check in use in those plants
and offices. This, of course, throws an added burden of
responsibility on the auditor and makes a knowledge of
the personnel of the internal audit staff and a close
scrutiny of their reports even more important than it is
when circumstances permit the independent auditor to
visit the various plants and offices of the company. Here
again, a decision as to whether or not a condition of this
kind should be mentioned in the certificate must be dic-
tated by judgment and a sense of proportion.

The Working Papers Covering Internal Check and In-
ternal Audit

If a company has ten plants distributed over the whole
country and it is practicable to visit only two, it would
be usual to mention in the working papers that the audi-
tor had relied on statements received from the plants
which had been checked by the internal auditor. Whether
or not any mention is required in the report or certificate
of the independent auditor will be determined by the im-
portance of the records kept at the plants, properties or
offices which the independent auditor cannot visit in the
course of his work and the extent of his reliance on the
reports of company auditors examining these units. In
the working papers of any audit, there should be a de-
scription of the internal check and the internal audit on
which the auditor relies for points not covered by his
own work, a description of any type of transaction or
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activity not covered by internal audit or by the auditor’s
own work, and a statement of the extent to which the
auditor had examined into the nature and sufficiency of
the internal check and internal audit work.

Two forms of working papers covering this part of the
audit are given at the close of this chapter. The firstis a
questionnaire used by a prominent firm of accountants
for balance-sheet audits of individual companies and
covers in some detail the system of internal check in use.
The general instructions preceding the detailed questions
are of particular interest as they illustrate the practical
use of such a questionnaire. Obviously, like every other
type of fixed program, this will occasionally be found to
be too exhaustive and at other times particular items will
need more careful scrutiny. It is, however, a representa-
tive example of good practice in the larger accounting
organizations, and gives wide scope to the judgment and
intelligence of the seniors and assistants actually en-
gaged in the work.

There is also attached a ‘‘Summary of Audit Work
and Internal Check’’ filled out for the Ashton Metal
Products Company, the supposititious manufacturing
enterprise used as an example in the working papers.
This is prepared particularly to indicate that all the work
which should be covered has been covered for the entire
consolidated enterprise, and who is responsible for it,
especially the division of work between the independent
auditor, the internal auditor and the officials concerned
with the internal check. Such a statement could be fur-
ther supported by a detailed questionnaire filled in for
each of the constituent companies.

While the two forms given are merely suggestive, they
are examples of current practice and show how this part
of the work can be covered systematically and in a form
which facilitates easy reference. Extended notes in nar-
rative form are not easy to follow and it is difficult to
check from several pages of narrative notes whether or
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not all the features of the operations are adequately
covered. )

No rule can be given under which the auditor can deter-
mine the extent to which, in any given circumstances, he
may rely on the system of internal check or the internal
audit staff of his client. That he may rely on these things
in general is accepted by the accounting profession and
the public. Ordinarily, the independent auditor gives
careful attention to the determination of the propriety
of charges to fixed assets and the adequacy of the depre-
ciation charge, the verification of investments and mar-
ketable securities, the determination of the adequacy of
reserves for bad debts, the verification of changes in
capital, and the propriety of the various bases of asset
valuation and their statement. Frequently left to the
internal auditors are the detailed audit of cash receipts
and disbursements and payrolls, the detailed checking of
accounts payable vouchers, the detailed checking of ac-
counts receivable, and detailed check of stores and inven-
tory records. However, the distribution of responsibility
between the independent and the internal auditor is by
no means uniform or consistent in different organiza-
tions, and the extent of the reliance which the independ-
ent auditor may place on the work of the internal audit
staff is determined by its personnel and by the attitude
of the management to its work.

The principal consideration in the preparation of work-
ing papers covering the adequacy of the internal audit
and internal check is to see that a comprehensive, clear,
logically arranged and well-referenced statement is made
which indicates the extent to which the independent audi-
tor has examined into the company’s system, the extent
to which the independent auditor is satisfied that it is
adequate, and the grounds on which he bases any con-
clusion that the system is in any respect incomplete or
unsatisfactory.
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QuEsTIONNAIRE RE SysTEM oF INTERNAL CHECK

(For UsE oN BALANCE SHEET AUDITS)

THIS IS A SUPPLEMENT TO, AND NOT A SUBSTITUTE FOR, THE
BuLLETIN ‘‘ExaMinaTiON oF FINANCIAL STATEMENTS BY
InpEPENDENT PUBLIC ACCOUNTANTS’’

To the Members of the Staff:

We think it well to call the attention of our staff to the
fact that, in organizations where an adequate system of
internal check cannot be maintained by reason of the
smallness of the organization, our examination into the
cash transactions, particularly the verification of the
cash and bank balances at the close of the period under
audit, should be conducted in a careful and painstaking
manner and that the limited verification as outlined in
the Bulletin ‘‘Examination of Financial Statements by
Independent Public Accountants’’ should be extended.
‘We have, accordingly, prepared and are attaching hereto
a memorandum outlining the procedure to be followed in
connection with the verification of the cash and bank
balances and it is requested that the schedules containing
particulars thereof should show clearly the extent of the
verification effected. Where bank practice does not per-
mit of an exact adherence to the methods outlined herein,
the verifications should be of a character substantially
equivalent.

NOTE:

As pointed out later herein, the answers to the respective ques-
tioms are to be filled in during the progress of the examination
by the men who have actually done the work and mot, as has
apparently been the practice in the past, when the entire audit
has been completed. Each section of the questionnaire should
be detached and given to the assistant responsible therefor. The
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entire questionnaire 1s, however, to be reassembled by the senior
in charge upon completion of the examination.

The scope of the accountant’s examination of the bal-
ance-sheet of a business enterprise and of the Profit and
Loss and Surplus Accounts as described in the Bulletin
‘‘Examination of Financial Statements by Independent
Public Accountants’’ comprises a verification of the As-
sets and Liabilities as of a certain date, a general exami-
nation of the Profit and Loss Account for a period ending
on that date, and incidental thereto an examination into
essential features of the accounting, i.e., the system of
internal check. There is reason for believing that the
latter requirement has not always received the attention
it deserves and the following questions have been pre-
pared partially to correct this weakness. It should be
borne in mind, however, that the questions are more sug-
gestive than exhaustive and are, of course, not precisely
applicable to every balance-sheet audit.

The majority of the questions will be found to be an-
swerable from observations actually made during the
course of the work and should be answered by the assist-
ant doing the particular section of the work to which the
questions apply. If the assistant is unable to answer the
questions on the work assigned to him it is evident that a
careful and thorough verification has not been made.

In cases where the direet method of interrogation is
used, the questions should be taken up with the Comp-
troller or other responsible officials of the Company and
a note made as to the source of the replies.

The questions under each section should be answered
during the progress of that part of the work and while
the matter is fresh in the mind of the assistant. If this
method is adopted it will be found that the questionnaire
is not at all burdensome, and that it requires compara-
tively little time,
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In cases where the name of an employee is asked, his
position (when not evident from the question) should
also be stated.

In filling out questionnaire you should not only ascer-
tain that the necessary safeguards for purposes of inter-
nal control are provided, but you should also be able to
say definitely from observation, inquiry and tests during
the course of the examination that the preseribed pro-
cedure is being observed.

MeMORANDUM REGARDING VERIFICATION OF CASH AND BANK
Barances 1IN CONNECTION WITH SO-CALLED
Baraxce SHEET AUpITS

In verifying the cash the following procedure should
be adopted, viz.:

(1) The cash on hand in so far as circumstances permit
should be counted promptly at the close of banking
hours on the last day of the month of the period covered
by the audit.

(2) In the event that the cash is not counted at that time
it may be necessary when it is actually counted to make
a supplementary and simultaneous verification of the
bank balaneces.

(Note: This applies particularly to companies not
having a petty cash fund under the imprest system.)

(3) Items other than currency and coin must be listed in
detail and the nature thereof properly described in the
working schedules.

(4) Checks and vouchers supporting disbursements and held
in lieu of cash must be listed and full particulars re-
garding the date of the check and voucher and names of
payee and payer embodied in the schedules. ‘

(5) Receipts from employees for advances or any other
items should be listed in detail with dates.

(Note: The items listed under (4) and (5) should
be presented to a responsible official of the company
for his approval.) ;

(6) The cancelled checks returned by the bank during the
last month of the period should be compared with 'the
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entries in the cash book, i.e., name of payee and amount
of check, while checks dated prior to the closing month
should be compared with the previous reconciliation pre-
pared by the client. The endorsements on the checks
must be serutinized ; and where endorsements exist other
than those of banks and the payee, inquiries should be
made to determine whether or not irregularities exist in
connection with such unusual or irregular endorsements.
Before the completion of the audit the outstanding
checks which form part of the bank reconciliation should
be obtained from the bank direct and compared with
entries in the cash book.

(7) Outstanding checks not examined at previous audit on
account of not being cancelled and returned by the bank
before completion of work should be inspected and
traced to the cash book entries.

(8) In cases where the system of internal check in foree is
weak the cancelled checks for some other month than the
last month of the year should also be examined and
compared with the disbursements recorded in the cash
book.

(9) Currency checks for other than petty cash disburse-
ments should be inquired into and tested by examination
of supporting documents. A list of such checks and the
aceount to which expenditure has been charged should
be prepared for official’s approval.

(10) Any erasures on a check, indistinct endorsements or
other suspicious features should be carefully inquired
into.

(11) Securities or negotiable instruments should be examined
simultaneously with cash count.

(12) Cash receipts (daily) for at least the last month of the
period should be traced to the bank statement.

(18) In cases where the internal check is weak a comparison
of the collections recorded in the cash book should be
made with the original deposit slips on file at the bank
or with copies thereof obtained direct from the bank for
a period of at least ten days prior or subsequent to the
close of the period.

NoTe:~—If any suspicious circumstances develop during the course of
the examination they should immediately be ealled to the attention of a
principal of the firm or to the manager in charge of the work. This should
be done by the assistant before the matter is discussed with the client.
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Name of Company.

AUDIT WORKING PAPERS

QUERIES

Cash:

1)

(2)

(3)

(4),

(5)

(6)

(N

‘What duties other than
the keeping of the Cash
Records are attended to by
the Cashier?

Does the Cashier have ac-
cess to any of the ledgers?

To whom is the Cashier
directly responsible?

‘What officers and em-
ployees have authority to
sign checks?

Are the checks counter-
signed and, if so, by
whom ?

Are vouchers and support-
ing documents presented
to officials for inspection
simultaneously with the
checks presented for sig-
nature?

Are supporting documents
impressed with paid stamp
or other distinetive mark
so as to prevent the pres-
entation thereof for dupli-
cate payment ? '

ANSWERS
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QUERIES

Cash (Continued) :

(8)

9

(10)

(11)

(12)

(13)

(14)

(15)

Do officials at any time
sign blank checks for emer-
geney use during their ab-
sence ?

‘What disposition is made

of spoiled or voided checks? -

Are cash receipts depos-
ited intact daily?

Are the bank accounts
reconciled regularly ?

‘Who reconciles the bank
accounts and does em-
ployee preparing or ap-
proving checks effeet or
have supervision over bank
reconciliations ?

How often is the cash au-
dited? By whom?

Did you investigate any
checks which have been
outstanding for over one
month ?

Was Cash Book closed on
last day of period or were
checks mailed subsequent
to that date entered on or
prior to the closing date
or cash received subse-

ANSWERS

33
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AUDIT WORKING PAPERS

QUERIES

Cash (Continued):

(16)

1n

(18)
(19)

(20)

(21)

quent to that date re-
corded as received prior to
last day?

How are cash sales han-
dled?

Are checks issued payable
to currency? If so, for
what purpose, and is there
any reason why the issu-
ance of ecurrency checks
should not be discon-
tinued ?

‘Who opens the mail? By
whom is it distributed?

Do mail remittances usu-
ally consist of checks?

Is an independent record
of ineoming remittances
prepared for comparison
later with the collections
recorded by the Cashier
and, if so, is the compari-
son made, and by whom?

If remittances consist also
of currency or money or-
ders what safeguard does
Company adopt to insure
proper accounting there-
for?

ANSWERS
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QUERIES

Petty Cash:

(1) What position is held by
the custodian? .

- (2) Is imprest fund system in

use?

(3) Has Company established
a maximum figure to be
paid from fund?

(4) Are all payments evi-
denced by receipts?

(5) Did our ecount of fund dis-
close any unusual or ex-
ceptional items therein?
If so, state schedule num-
ber on which these are
listed.

~(6) If fund was partly com-

posed of advances to em- .

ployees were they approved
by an official ?

(7) Were any post-dated
! checks included? Were

other checks deposited im- :

mediately ?

(8) How often does custodian
balance his cash?

ANSWERS

35
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QUERIES ANSWERS

Petty Cash (Continued):

(9) How often is the Petty
Cash audited and by
whom ?

(10) Are receipts or documen-
tary evidence supporting
disbursements cancelled in
such a manner as to pre-
clude the use thereof in
support of fictitious dis-
bursements ?

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES
Payroll: ,

(1) From what records are
payrolls prepared?

(2) Is time clock system in
use?

(3) Who prepares payroll?
(4) By whom is it checked?

(5) By whom is payroll ap-
proved ?

(6) Are employees paid by
check or cash?

(7) Is distribution of pay en-
velopes made by employee
preparing or checking pay-
roll?

(8) Are authorizations for in- .

creases kept on file?

(9) Who authorizes increase
in number of employees?

(10) If checks are used, is Bank
Payroll Account recon-
ciled regularly and by
whom ?

ANSWERS

37
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QUERIES | ANSWERS

Payroll (Continued) :

(11) Did we audit last recon-
ciliation of period?

(12) Do employees sign the pay-
roll or give receipts?

(13) How are unclaimed wages
dealt with?

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES

Accounts Receivable:

(1) What other office duties

has the ledger keeper?

(2) Are customers ever charged

(3)

(4)

(6)

(N

(8)

in advanece of shipment?

If previous answer is af-

firmative what acecount is -

credited?

Are any balances carried
as Accounts Receivable

other than trade accounts? .

Are consignment balances
carried in Accounts Re-

ceivable Ledgers? If so, -

on what basis are charges
made ?

Are we to circularize the
trade debtors?

If no general ecirculariza-
tion is to be made, are we
to confirm the larger bal-
ances due from the prinei-
pal customers?

Are we to mail the Com-
pany’s own circularization
after checking with Dbal-
ances at the close of the
period?

ANSWERS

39
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QUERIES

Accounts Receivable (Contin-
ued) :
(9) Are monthly statements

sent to customers regu-
larly ?

(10) 'Who prepares statements?
(11) Who mmails them?

(12) Who investigates differ-
ences reported by custom-
ers?

(13) Are bad debt write-offs
officially authorized ?

(14) What control is exercised
over bad debts after they
have been written off ?

(15) Who authorizes cash and
trade discounts and other
allowances ?

(16) Who passes upon credit
terms and limits?

(17) Does ledger sheet show
credit limit or what record
is kept of it?

(18) In verifying trial balance
did you observe any ae-
counts in excess of credit
limits ?

ANSWERS
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QUERIES

Accounts Receivable (Contin-
ued):

(19)

(20)

(21)

Has excessive credit been
extended to any custom-
ers? If so, were there any
unusually large balances
contained in the outstand-
ings at the end of the pe-
riod under audit?

Are Customers’ Ledgers
regularly balanced with
Controlling Accounts?

Have any differences be-
tween controlling accounts
and subsidiary ledgers ex-
isted during the year un-
der audit and, if so, how
have they been treated,
and how have such differ-
ences been brought to the
attention of the client?

ANSWERS

41

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES ANSWERS
Notes Receivable:

(1) Who is custodian of notes?

(2) Who holds underlying col-
lateral (if any)? What
schedule shows detail?

(3) Is value of collateral less
than balance due on note?

(4) Does cashier endorse par-
tial payments on back of
note?

(5) Are notes ever renewed?
By whose authority ?

(6) If notes are discounted
what procedure is adopted
by Company in effecting
renewals? Does Company
exchange checks with its
debtor for the purpose of
maintaining payee’s credit
at bank where note is dis-
counted ?

(7) Are notes on hand bal-

" anced regularly with Con-
trolling Account and by
whom ?

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES ANSWERS

Balances Due From Officials
and Employees:

(1) Are advances authorized?
By whom?

(2) How are the loans or ad-
vances evidenced ?

(8) Are they adequately se-
cured ?

(4) Are they interest bearing?

(5) Were any loans or ad-
vances paid at close of pe-
riod and again advanced
shortly thereafter?

(6) In what ledger are offi-
cials’ and employees’ bal-
ances recorded?

(7) Have balances been active
or inactive?

The answers to the foregoing questions have been made by the
undersigned. .
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QUERIES ANSWERS

Securities:

(1) Who is custodian of se-
curities?

(2) If securities are mot in
name of Company are they
properly endorsed?

(3) Are purchases and sales
authorized in minutes?

(4) Does Company loan or
borrow securities?

(5) Were letters obtained from
Insurance Companies in
confirmation of (a) sur-
render values of life in-
surance policies and (b)
probable refund on mutual
fire insurance policies?

(6) Has client borrowed any
portion of surrender value
of life insurance policies?
If so, were such loans con-
firmed ?

(7) Were securities pledged as
collateral or on deposit
with trustee for purpose
of guarantee or otherwise?

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES

Stocks of Stores and Materials:

1)

(2)

(3)

(4)

(5)

(6)

(7

(8)

Are these under control of
a storekeeper?

Are deliveries or depart-
mental transfers made only
on requisition?

If stock records are main-
tained do they reflect
money values and quan-
tities?

If stock records are in use,
how and when are they ad-
justed to agree with actual
quantities on hand?

How are diserepancies
treated when disclosed ?

Did you observe any sub-
stantial stoek record ad-
justments ?

Did you make test compari-
sons of quantities shown
on inventory sheets with
stock records?

Did your inspection of
stock ledgers disclose any
inactive or slow moving
stocks ?

ANSWERS

45
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QUERIES

Stocks of Stores and Materials
(Continued) :

(9) Did you satisfy yourself
that inventory values were
below prices actually real-
jzed subsequent to closing
date?

(10) Does Company receive
stock on consignment?

(11) Does Company ship stock
on consignment ?

(12) What record is kept of
consigned stocks?

(13) Who determines that stock
is obsolete or slow moving ?

(14) What disposition is made
of obsolete or slow moving
stock ¢

(15) Who determines the value
at which obsolete or slow
moving stock is to be in-
cluded in inventory?

(16) Did you make any in-
quiries of storekeepers or
other employees respon-
sible for stores records
(other than the officers or

employees in the account-.

ing department) as to ob-
solete or slow moving
stock ?

ANSWERS
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'QUERIES ANSWERS

Stocks of Stores and Materials
(Continued) :

(17) If as a result of the fore-
going inquiry certain
stocks appeared to be ob-
solete, are particulars
thereof, as well as the
probable realizable value
thereof, contained in the
Inventory Schedule?

The answers to the foregoing questions have been made by the
undersigned.
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QUERIES

Capital Expenditures:

(1) Are these authorized?
How?

(2) Is record kept of amounts
expended in excess of or
under authorizations?

(3) Are physical inventories
taken of movable equip-
ment and tools?

(4) How are discrepancies
therein dealt with?

(5) Have liabilities been taken
up for all construction
work completed up to end
of period under audit in-
cluding percentages with-
held under contract?

(6) How is surplus equipment
disposed of and on what
authority ?

(7) Has Company any unim-
proved land, idle plants or
extra facilities?

(8) Does Company intend to
abandon or demolish any
properties?

ANSWERS
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QUERIES ANSWERS

Capital Expenditures (Con-
- tinued):

(9) Is amount to be expended
for Replacements and Re-
newals specified in Author-
ity for Capital Expendi-
tures?

(10) Are there any important
contractual obligations in
_respect of plant additions
and extensions? If so,
what is probable total cost
of work remaining to be
completed and how is ex-
penditure financed?

The answers to the foregoing questions have been made by the
undersigned.
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AUDIT WORKING PAPERS

QUERIES

Liabilities:

(1) Are Bankers’ Loans au-

(2)

(3)

(4)

(%)

(6)

(N

(8)

thorized in Directors’ Min-
utes?

Are Loans secured by
pledge of Company’s as-
sets or by personal en-
dorsement ?

‘Who has authority to sign
Notes Payable and Accept-
ances?

How many signatures are
required ?

Are monthly statements
received from trade cred-
itors?

‘Were such statements com-
pared with balances shown
in Accounts Payable or
Audited Vouchers Record ?

Is record kept of Contin-
gent Liabilities?

Does record of Contingent
Liabilities reflect contin-
gent or contractual obliga-
tions undertaken by a par-
ent company on behalf of
its subsidiary?

ANSWERS
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QUERIES

Liabilities (Continued):

(9)

(10)

(11)

(12)

(13)

Is record kept of all claims
made against the Com-
pany?

Are trade creditors’ aec-
counts secured?

Are any provisions neces-
sary in respect of losses
arising from purchase and
sale commitments?

Have any differences be-
tween Creditors’ Ledger
or Voucher Record and
the General Ledger Con-
trolling Account existed
during year under audit
and, if so, how have such
differences been dealt with
and how have they been
brought to the attention of
the client?

‘What is status of Federal
income-tax at close of year
under audit?

ANSWERS

51

The answers to the foregoing questions have been made by the
- undersigned.
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QUERIES

Sales:

(1) On what authority are
shipments made?

(2) If made on other than
shipping order, what rec-
ord is sent to office?

(3) Who receives record?

(4) What disposition is made
of it?

(5) To whom is Shipping De-
partment’s copy of ship-
ping order sent when ship-
ment is made?

(6) How are back orders han-
dled?

(7) What record is maintained
of shipments which have
gone astray?

(8) Has the Company devel-
oped any new lines of mer-
chandise which may have
a bearing on the business
formerly conducted?

(9) Has Company abandoned
any line of manufacture,
and if so, for what reason?

ANSWERS
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QUERIES ANSWERS

Sales (Continued):

(10) What procedure is fol-
lowed to assure Company
that all shipments are rep-
resented by Invoice or
Debit Memo?

(11) What procedure is fol-
lowed to assure Company
that all Invoices or Debit
Memos are charged on
books to Personal Aec-
counts?

(12) How are returned sales ac-
counted for in Company’s
records?

The answers to the foregoing questions have been made by the
undersigned.
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AUDIT WORKING PAPERS

QUERIES

Purchases:

(1

(2)

(3)

(4)

(5)

(6)

(M

(8)

Are purchase orders exe-
cuted in writing?

Are invoices approved as
to prices, deseription, ete.,
by Purchasing Depart-
ment ?

Are invoices sent to Re-
ceiving Department ?

Are receiving tickets is-
sued by receiving clerk
without knowledge of mer-
chandise orders?

In what department are
receiving tickets matched
with invoices?

In the event of merchan-
dise being purchased for
direct shipment to Custom-
ers is reference to sales in-
voice shown on purchase
invoice?

By whom is this reference
supplied ?

Are receipts of merchan-
dise recorded on purchase
orders to obviate possibil-
ity of approving shipments
not ordered or authorized ?

ANSWERS
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QUERIES ANSWERS

Purchases (Continued):

(9) Has Company filed any
claims during period
against Carriers for short-
age or damaged material?
If not, how are shortages, -
ete., handled?

(10) Does company make ad-
vance payments to credi-
tors? If so, how are same
recorded on books and sub-
sequently accounted for?
If advances are not of re-
cent date, were they con-
firmed or brought to the
attention of the client?

(11) Upon whose authority does
Purchasing Department
order Raw Materials and
Supplies?

(12) How are returned pur-
chases accounted for in
Company’s records?

The answers to the foregoing questions have been made by the
undersigned.
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56
QUERIES
General:

(1) Are employees in position
of trust bonded? Do
amounts of bonds appear
adequate?

(2) Do employees in position
of trust take regular an-
nual vacations?

(3) Are their duties then as-
sumed by other employees ?

(4) Does similar system to
above obtain at the
branches not visited by
this firm?

(5) Who audits such branches?
How often?

(6) Are written reports made
of such audits?

(7) Has the permanent file
been brought up to date?

(8) Have any new or unusual

features or departures from
the Company’s previous
practices or policies been
observed during the course
of the recent audit which
have heretofore not been
disclosed ?

ANSWERS
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QUERIES ANSWERS

General (Continued) :

(9) If surplus account has not
been analysed to show re-
spective elements thereof,
i.e., capital or paid in sur-
plus as distinet from
earned surplus, obtain par-
ticulars thereof.

(10) Have audit adjustments
been furnished to and
taken up on client’s books?

(11) Obtain chart of Company’s
organization showing each
department and to whom
it is respomsible. If not
available prepare brief out-
line thereof.

The answers to the foregoing questions have been made by the
undersigned.

The undersigned has ecarefully reviewed the answers of the
respective assistants and is of opinion that all weaknesses in
the methods in force have been brought to the client’s atten-
tion in the report or letter accompanying the audited accounts.

Signature of Manager
or Senior In Charge............cocvieeriecirneeeneecreeeee e s ssesneraenens
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Craarrer IV

CLASSIFICATION OF TRIAL BALANCES FOR
PREPARATION OF REPORTS AND
STATEMENTS

Method of Classifying Trial Balances

The problem of preparing accounting statements from
trial balances is essentially a question of analysis, classi-
fication and adjustment. Two mechanical methods are
commonly in use to arrive at this result. In one, columns
are provided for the trial balance, for adjustments and
for balance-sheet, income account and surplus account.
This method is recommended principally by its estab-
lished use and its wide acceptance, particularly in text-
books and by schools. When the problems to be solved
are comparatively simple and when the trial balances are
well grouped into balance-sheet classifications this method
is a practical one. It is of value in the solution of simple
accounting problems designed to illustrate a few specific
points, and as a method for stating completed results it
has much in its favor (see Report on Audit, Chapter
XTIIT, pages 45, 46 and 47).

Its usefulness diminishes, however, as the accounts and
problems increase in complexity. When several ledger
accounts are to be grouped under one balance-sheet clas-
sification, or when one ledger account is to be divided
among several balance-sheet classifications, the method
becomes difficult and awkward in the extreme. If there
are numerous adjustments, particularly when these ad-
justments take the form of compound journal entries,
confusion results from the use of the vertical adjustment
column.
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CLASSIFICATION OF TRIAL BALANCES 69

In the preparation of consolidated accounts, unless each
trial balance has been adjusted finally before entry on the
summary sheet (a condition which seldom exists), this
method is quite impracticable. Much confusion will be
caused if to the totals of the trial-balance items, arrived
at by adding the different items horizontally, there must
be applied—in addition to the usual consolidation entries
for elimination, minority interests and the like—a num-
ber of adjustments which will be later applied back to in-
dividual companies. There is great danger of delay ow-
ing to absence of a balance and even assuming that it has
been possible to leave space enough for the entries a good
deal of analysis will be required to determine which items
are from the books and which are from adjustments, and
the companies to which they apply.

Examples are given to show both the value and the
weakness of this method, but for the complete accounts
forming the principal example there has been used what
might be called the ‘“horizontal’’ method of distribution
—that is, a statement which provides a column for the
trial balance and columns for each individual balance-
sheet classification on one statement, and for each in-
come-account classification on another. This statement
acts as a link between the financial books and the state-
ments. Kach item in the trial balance, the nature of
which is not entirely obvious on its face, is supported by
and refers to a schedule showing its ecomposition and
character. From this schedule, classification in the bal-
ance-sheet or income account is determined, these sched-.
ules performing the analytical function of the papers.
After the trial balance is distributed, the statement is
ruled off and each column is totaled. If no adjustment
were required, the balance-sheet and income account
would then appear. Adjusting entries are made in the
various columns, the ledger accounts affected being indi-

cated in the explanation of the entry (see Classification
of Accounts—Chapters XII, XIII and XIV).
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As only one adjusting entry is placed on one line, each
entry is self-balancing, and the component parts of each
are clearly evident. A compound entry with ten credits
and one debit presents no more difficulty than a simple
entry of two items. KEach column is, in effect, a summary
of accounts which make up that item, although in some
cases it is desirable to resummarize these in greater de-
tail for other purposes.

It is obvious that if an incomplete trlal balance is pre-
sented to the accountant, he can carry his work to the
point to which the trial balance has been brought and add,
without difficulty, the entries made subsequently. This
feature is of great importance in the preparation of con-
solidated accounts, since if the accounts of, say, two-
thirds of the constituent companies are received, an
accountant can complete his work on them and balance
up to that point. Each set of accounts which is subse-
quently received can be totaled and balanced within a few
hours. By this method it is quite possible to prepare
complete consolidated accounts, with all proper adjust-
ments and eliminations applied, within a few hours or,
at most, one or two days after the trial balance of the
last constituent company is received (see Chapter XIV).

It is difficult nnder other methods of preparing con-
solidated accounts to keep the papers in balance cur-
rently, and valuable time is often lost when it can least
be spared and when delay is most annoying to the client
and most damaging to the accountant—that is, when the
accounts are being closed.

Standardization of Working Papers

Although any attempt to standardize audit programs
or methods is almost sure to fail, and if successful would
probably lead to the preparation of much useless mate-
rial and to the omission of some valuable information, it
is, nevertheless, quite possible, practicable and desirable
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to adopt customary forms for the preparation of work-
ing papers, particularly the schedule which sets forth the
trial balance and distributes this to the various balance-
sheet, income and surplus account headings, and to which
additional or adjusting entries are applied.

In essence, all trial balances are the same—a list of
debit and credit balances of accounts. Whether this con-
sists of a large number of highly analyzed accounts, or
whether it consists of a small number of accounts con-
taining many items grouped together, the problems of
classification in the statements are the same and the
method of scheduling follows the same prineciples.

If all working papers are prepared by the same method,
it is much easier for an assistant taking over an audit for
the first time to follow the previous papers, as he knows
where to look for particular types and classes of items,
and has a fair idea of how they will be presented. In
some offices it is the custom to have different forms for
preparing accounts for different companies, on the ground
that one particular company may involve a complicated
consolidation, another may be a very simple trading or-
ganization, and another may be the accounts of an estate
or trust. There is no valid reason why any piece of work
which is based on a trial balance, and this certainly in-
cludes practically all accounting statements, should not
be prepared in the same form and by the same methods.
In Chapter XII are shown examples of the same method
of stating and classifying the trial balance applied to
accounts of :

A service organization
A simple trading company
A trust estate

These types of organization are sufficiently varied to il-
Iustrate the general applicability of a sound method of
preparing statements from a trial balance. Much the
same uniformity is possible in preparing schedules sup-
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porting the individual items. For instance, notes payable
by a manufacturing company, a hospital or a department
store may be scheduled in an identical manner.

While standardization of forms seems desirable, it
should be understood that no rigidity of form is suggested
or expected. Indeed, its flexibility is the only reason that
a standard form can be used. 'The reason why the com-
mon vertical or ‘‘six-column statement’’ cannot be used
as a standard form is its inflexibility.

The “Classification of Accounts” or Classified Trial Bal-
ance as the Basis of All Accounting Reports and
Statements

The second chart in Chapter XIII, page 307, shows the
relation between the client’s records and the various
statements which are prepared from them.

The classified trial balance or ‘‘classification of ac-
counts’’ is the key to all the accounting statements. The
schedules support the classification of accounts and from
the classification of accounts are prepared detailed re-
ports, summary statements, statements for stockholders,
statements for the Securities and Exchange Commission
and statements for any other purpose which may be re-
quired.

The same accounts must form the basis for all these
statements and it is generally best to plan the classifica-
tion of accounts to produce directly the simplest state-
ment. The totals of the classification of accounts can
then be adjusted to produce the other statements re-
quired. This process of adjustment automatically leads
to a reconciliation between the classification of accounts
and the statement, and the classification of accounts is,
itself, a reconciliation of the books and the figures used
in the statements.

If all the adjustments made on the classification of ac-
counts are to be made on the books, a trial balance after
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such entries are made can be drawn off, distributed and
checked with the preliminary classification of accounts.
If the totals of the final classification of accounts agree
with the adjusted preliminary classification, this is a
proof that all adjusting entries have been placed on the
books. The summary of consolidated adjustments forms,
in effect, a ledger to which are posted entries having to
do with the consolidated accounts only, such as entries
for minority interest, elimination of capital stock of sub-
sidiaries, elimination of intercompany profit, elimination
of intercompany accounts receivable and payable and the
like.

In consolidations of any size or complexity it is gener-
ally best to keep a separate summary of these adjust-
ments and apply totals only to the consolidated classifica-
tion of accounts.

Detailed schedules are shown in this book only for the
principal company of the consolidation used as an exam-
ple, the Ashton Metal Products Co., although classifica-
tion of accounts are shown for the other subsidiaries and
the consolidated summaries and adjustments cover the
accounts of all companies in the consolidation.

In order to make clear the method used in preparing
schedules and the purpose for which they are prepared,
it has been thought desirable to include copies of the
statements and reports which would be prepared from
them. These are not, perhaps, strictly working papers
but it is difficult to understand exactly why schedules are
prepared in a particular manner if statements showing
the use for which they are designed are not given.

Statement of Sources and Disposition of Funds

The statement of sources and disposition of funds is a
statement different in form and purpose from either the
balance-sheet or income account. Its use is to be encour-
aged and it is to be hoped that this form of statement
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will be more frequently demanded by banks, credit men
and other credit grantors. A summary of cash transac-
tions is required by the Securities and Exchange Com-
mission for companies still in the development stage
which are registered on a securities exchange or making
public issues, but this or similar statements are seldom
published or circulated beyond the client’s own organi-
zation.

The function of the income account is to state what
profits have been earned and placed at the disposal of the
management during a period. The function of the state-
ment of sources and disposition of funds is to show the
uses to which management has put the funds represented
by the profits.

The use of this statement in reports to the owners or
managers of an enterprise is becoming more and more
frequent. It is often regarded by practical men, who are
unfamiliar with accounting practices and conventions, as
being more concise and understandable than the usual
forms of accounting statements.

The statement shown on page 4 of the Report on Audit,
Chapter XIII, can be prepared in several different ways:
as an explanation of the change in cash balances, the
change in current assets or the change in total assets. In
any case the papers supporting this statement will be the
same and will consist essentially of a comparative bal-
ance-sheet, a column showing the differences between the
beginning and end of the period, and the segregation of
these differences as between items representing the re-
ceipt or payment of cash and those having to do with the
increase or exhaustion of various assets with no immedi-
ate outlay or receipt of cash involved (see schedule, page
344). In drawing the distinction between those items
which involve the sources or disposition of funds and
those which do not, the actual disbursement is not as a
rule the governing factor, but if the disbursement or re-
ceipt is to take place very shortly in the ordinary course

Py
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of business, it is considered as a cash transaction. For
instance, if inventory increased, say $100,000, and there
appeared an increase of $75,000 liabilities to suppliers of
material, this statement would generally show $100,000
as an added investment of cash in inventories and the
$75,000 as funds supplied by creditors, although in fact
the completion of this transaction would take place after
the close of the year and the actual cash increase in in-
ventories would be only $25,000 at the close of the period.
The same is true of accounts receivable and similar
items. If, however, an addition of $100,000 were made in
the year to plant and equipment to be written off over a
period of ten years, the amount of $100,000 would be
shown as funds disbursed for a fixed asset, even though
the payment were actually made after the close of
the year. In the following years, the portion of the
machinery represented by the $100,000 which was written
off would not be considered as a cash outlay. In other
words, this statement does not deal with cash in the man-
ner of a cash account or bank statement, but deals with
funds, and these funds, if they are quickly available or
shortly due to be paid, are treated as though they were
in fact so received or paid at the date of the statement.
A statement of sources and disposition of funds on any
other basis would be most difficult to prepare, and the
very refinements which an attempt to reduce everything
to actual cash would involve would make the statement
misleading as well as uninformative to the management
of the enterprise. If the preparation of such a statement
is proposed, working papers, particularly summaries of
balance-sheet items (see schedules, pages 323 to 340),
should be made up with this in mind, and the distinction
between items which will enter into the statement of
sources and disposition of funds and those which will
not should carefully be made from the beginning of the
audit. This consideration is particularly important in
summaries of fixed assets and deferred charges. The
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statement of sources and disposition of funds should not
in any way be confused with statements supporting the
item cash as shown on the balance-sheet, or with sched-
ules having to do with any analysis or proof of the cash
account for audit purposes.

Conclusion

In Chapters XTI, XTIT, XTIV and XVI are given the de-
tails of the make-up and use of the various working
papers and schedules, together with a description of the
methods by which they are supported and articulated
with each other. Chapter XII, on ‘“Working Papers for
an Individual Company,’’ describes the classification of
accounts and supporting schedules for Ashton Metal Prod-
ucts Company, the operating parent of the consolidated
group described in Chapter X111, as well as classifications
of accounts for the Fulton Railway Company, a subsidi-
ary, and for two other companies, the Cool-Aire Service
Corporation and the Sellburk Mercantile Company (a
partnership), and for the Estate of Hugh Wynne.

Chapter XIIT, on ‘“Consolidated Reports and Working
Papers,’’ describes the consolidated classification of ac-
counts, consolidated adjustments, the consolidated sum-
maries of accounts and deals with the comprehensive re-
port to management on the accounts of the Ashton Metal
Products Company, as well as with the content and prep-
aration of Form 10K as preseribed by the Securities and
Exchange Commission for the annual report covering the
shares of Ashton Metal Products Company on a regis-
tered stock exchange.

While these are only examples, it is believed they cover
many situations generally met in the average audit. Cer-
tain special types of enterprises, particularly financial in-
stitutions such as banks, brokerage houses and insurance
companies are not covered, as their problems are of a
special kind, although, even in these cases certain of the
methods here illustrated might be used.



CraPTER V

ACCOUNTS AND NOTES RECEIVABLE AND
CASH

(All matter in bold-face type is quoted from the American
Institute of Accountants bulletin *‘ Examination of Financial
Statements by Independent Public Accountants’’)

In this discussion of the verification of receivables
and cash it is assumed that much of the detail work is
done by the independent auditor. However, in a well-or-
ganized enterprise of some magnitude it is quite likely
that a large part of the verification outlined may be car-
ried out by means of internal check or by the internal
audit staff. In that case the auditor would not duplicate
much of the detail work already done but would satisfy
himself that the system was designed to provide the safe-
guards necessary and that it was being effectively carried
out. It is, therefore, necessary for the independent audi-
tor, before attempting the verification of these assets,
to familiarize himself thoroughly with the general organi-
zation of the departments concerned with them and espe-
cially with the accounting methods in use. An example
of the distribution of work between the independent and
the internal auditor is given in the ‘‘Summary of Audit
Work and Internal Check,”” Chapter III, pages 58 to
67.

1. Obtain lists of customers’ balances open at the énd of
the period, with the amounts classified according to age. Foot
these lists and compare them in detail with the customers’
accounts in the ledgers. Note on the lists any amounts paid
since the date of closing.

Schedules, pages 179 and 223.

7
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2. If separate ledgers are kept, reconcile the total of the
lists of outstanding accounts with the controlling account in
the general ledger. In this reconciliation credit balances in
the customers’ ledgers will be offset against the total of debit
balances but on the balance-sheet such credit balances should
be included among the liabilities., (Similarly any debit bal-
ances in the accounts-payable ledgers should be appropriately
classified.)

Schedules, pages 223 and 224.

A classified summary of all accounts receivable should
be prepared, usually in comparative form, somewhat as
follows (see schedule, page 324):

(a) Trade debtors.

(b) Advances to officers and employees.

(e¢) Due from employees on stock subscriptions, efe.

(d) Consignment accounts.

(e) Accrued interest, ete., receivable.

(f) Payments made in advance on account of contracts for
merchandise.

(g) Other accounts receivable.

Largely on the basis of this summary the auditor in
charge will determine whether or not any of the items are
of sufficient importance or size to be shown separately in
the balance-sheet.

If amounts are due from employees on various stock
or bond subseriptions, the securities should be counted or
the subscription lists inspected, and reasonable tests
should be made of receipts from employees and of total
amounts paid and balances due. Whenever round figures
are found in customers’ accounts (for instance, a charge
of $1,000) the amounts should be scrutinized carefully,
and explanations should be obtained for a sufficient num-
ber of such items to satisfy the aunditor of the correctness
or incorrectness of them. All credits to accounts receiv-
able from sources other than the cashbook should be in-
vestigated by the independent auditor, the internal audi-
tor, or should be fully safeguarded by internal check.
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Customers’ accounts receivable of branch or sales
offices should be agreed with the home-office ledger.
Whether or not the auditor will make an actual examina-
tion of the accounts of some or all of the branch or sales
offices will depend largely upon the system of accounting
in effect and upon other circumstances of the individual
case. For the purpose of the audit a summary schedule,
somewhat as follows, may be used:

SuMMARY OF AccouNTs RECEIVABLE OF BRANCHES
DrceEmBEr 31, 19—

Totals per trial-balance sheets
. . Balance
t
Debits Credits Balance (net) Over
Accts. (net) per or
Branch Cur- Past Em- Cur- Em- pay- per home Under
Office rent due ployees rent ployees able branch office (red)

$ $ $ $ $ $ $ $ $

This schedule may be supported by such detail as the
auditor considers necessary. All footings of the trial-
balance sheets should be proved and the totals should be
checked to the above summary schedule.

3. Examine the composition of outstanding balances. A
customer may be making regular payments on his current ac-
count while old items, perhaps in dispute, are carried forward.
Discuss disputed items and accounts that are past due with the
credit department or with some responsible officer, and make
such inquiries as are deemed necessary in order to form an
opinion of the worth of the accounts and of the sufficiency of
the reserve for bad and doubtful accounts. In the balance-
sheet the reserve should be shown as a deduction from the
corresponding assets.

Schedules, pages 180 and 224.

Form 10K, page 287.

Schedules should be prepared summarizing the ac-
counts receivable, showing total debits, total credits and
net balances, or the net balances only, the sum of the net
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balances agreeing with the controlling account in the
general or private ledger. When checking the subsidiary
trial balances, the auditor should mark the accounts of all
officers and employees and should obtain a separate total
for them. If he is not sure about employees, he should
inquire of the sales-ledgers bookkeepers. Quite often,
particularly in large concerns, separate ledgers will be
kept for employees and officers.

The determination of the adequacy of the reserve for
bad debts is generally one of the more important features
of an audit but as it is essentially concerned with prob-
abilities it must remain to some extent an estimate. The
best basis for forming such an estimate is an examination
of the credit files, lists of delinquent accounts prepared
for credit or management purposes and any notations on
the accounts themselves. In the credit department there
is generally a list or special file for accounts which are
bad or very doubtful and while this information may not
be volunteered by the credit department a little tactful
questioning will bring it forth.

A general examination of the credit terms and customs
and methods of dealing with customers in a particular
company and some familiarity with the conditions in the
industry in which the company operates will give the au-
ditor a basis on which to form his opinion. Claims that
particular companies can handle their credits more suc-
cessfully than the average enterprise in that industry
should be accepted only when the most conclusive evi-
dence is offered. The bad-debt reserve is intended to
cover, apart from the risk of actual fraud on the part of
the debtor, two risks: (1) the possibility that a badly
managed or unfortunate business operating in an indus-
try which is generally successful may not meet its obli-
gations and (2) the risk that conditions in an entire
industry may be such that practically all or many mem-
bers of that industry will be unable to meet their obliga-
tions. The first risk may be likened to that covered by
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ordinary fire insurance and the second likened to that cov-
ered by insurance against a catastrophe. The conditions
among manufacturers of radio receiving sets in the years
immediately following 1929 are an example of the catas-
trophe risk and the condition of that industry should
have been one of the principal factors in determining the
reserve required for, say, a furniture manufacturer who
had large accounts on his books from radio manufac-
turers for cabinets which had been furnished to them.

A certificate is usually received by the auditor from
the credit manager, treasurer or other responsible official
stating that the accounts and notes receivable (usually
showing the amount in total or detail) are good and col-
lectible, that no accounts represent goods included in con-
signed stock or inventory, and that no liens or other
claims exist against the accounts. If the gross amount
of the accounts were included, such a certificate would
state that the reserve for bad debts was considered ade-
quate.

4. When bad debts have been written off, see that the ac-
tion has been approved by responsible authority.

Schedules, pages 179 and 224.

5. Inquire into the practice regarding the granting of trade
discounts and so-called cash discounts if greater than two per
cent and regarding freight allowed by the company. If such
prospective allowances have not been deducted from accounts
receivable, an appropriate reserve is required. Make inquiries
as to customers’ claims for reduction in prices and for allow-
ances on account of defective material in order to ascertain
that sufficient reserves have been established.

Schedule, page 225.

6. Make inquiries to determine that goods consigned to
customers or agents, or goods under order from customers for
future delivery, title to which has not yet passed to customers,
have not been included in accounts receivable. Such merchan-
dise should be carried in the inventory on the usual basis of
pricing.

7. The best verification of accounts receivable is to com-
municate directly with the debtor regarding the existence of
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the debt, and this course may be taken after arrangement with
the client. While such confirmation is frequently considered
unnecessary in the case of companies having an adequate sys-
tem of internal check, it is one of the most effective means of
disclosing irregularities. If it is to be undertaken, mail per-
sonally the requests for confirmation, after comparing them
with the lists of outstanding accounts, in envelopes bearing the
accountant’s return address and enclose return envelopes ad-
dressed to the accountant.

8. If accounts of a material amount, including instalment-
sales accounts, mature later than one year from the date of the
balance-sheet they should be shown separately thereon unless
it is impracticable to segregate the proportion maturing be-
yond a year or trade practice warrants a different treatment.
In that event the balance-sheet should carry an explanatory
note.

9. Accounts receivable from stockholders, directors, of-
ficers and employees, unless for ordinary and current trade
purchases of merchandise, should be shown separately on the
balance-sheet. Deposits as security or guaranties and any
other extraordinary items should also be shown separately.

Schedule, page 179.

Report on Audit, Chapter XIII, page 8

Form 10K, page 287.

Other items, which are not trade receivables but are
frequently included in the item of accounts receivable in
the balance-sheet and are usually relatively small, are
accrued interest receivable (see schedule, page 178), un-
collected matured coupons, officers’ and employees’ bal-
ances and similar items. Loans to employees should be
approved by an officer of the company, while loans to
officers should be authorized in the minutes of the board
of directors. In either case the auditor should ascertain
the probable date of payment of the accounts. If these
amounts are at all material it is good current practice
and is required by the Securities and Exchange Commis-
sion to show them separately in the balance-sheet.

10. Accounts receivable from affiliated concerns, even
though arising from transactions in the ordinary course of
business, should be shown separately on the balance-sheet.
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Accounts with affiliated companies may be shown as current
assets, investments or otherwise as the circumstances justify.
They may properly be included as current assets only if the
debtor company has a satisfactory margin of current assets
over current liabilities including such accounts.

Schedule, page 324.

Report on Audit, Chapter XIII, page 21

Form 10K, pages 290 and 293.

Amounts owed by affiliated corporations or the accounts
with such affiliated companies are required by the Se-
curities and Exchange Commission to be shown sepa-
rately, and this is in agreement with generally accepted
practice.

11. The amount of any accounts receivable that have been
hypothecated or assigned should be so shown on the balance-
sheet.

If there are large numbers of customers and the customers’
ledgers are kept by employees who do not have access to in-
coming cash or cashiers’ records, who do not mail out the
monthly statements nor initiate credits for returned goods or
allowances, a relatively limited test of the individual cus-
tomers’ accounts may suffice. A more satisfactory check may
thus be provided than would be obtained by a detailed exam-
ination of the accounts receivable of a company having in-
adequate internal control.

A full statement of work done in verification of ac-
counts receivable and of the reserve for bad debts should
be prepared and included in the working papers. What
this statement will consist of will depend almost wholly
upon the method of billing and entering sales to the cus-
tomers’ accounts, and will depend as well upon the
method of recording payments or other credits on ac-
count. The following, taken from the working papers
for an industrial concern which sells both at wholesale
and at retail, will give the reader an idea of the work
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done on this audit and also of what such a statement
should contain (see ‘‘Summary of Audit Work and In-
ternal Check,’’ Chapter ITI, pages 58 to 67.

‘WHOLESALE ACCOUNTS

Checked the subsidiary ledgers to the trial balances and footed
all trial balances.

Listed all accounts which were 60 days or more past due as
of December 31, 19—, and were still unpaid, showing the credit
limit. Such accounts were discussed with the treasurer and
approved by him.

Listed all accounts greatly in excess of the credit limits. The
credit limit stated in the ledger accounts does not, in most cases,
limit the customer to that amount. If the customer pays his
bills promptly and in accordance with invoice terms, the eredit
limit is practically disregarded. -

Listed all accounts of $5,000.00 and over.

Prepared a summary of all the sales ledgers.

RETAIL ACCOUNTS -

Checked all large balances from the ledgers to the trial bal-
ances. .

Footed all trial balances.

Listed all large balances which were 60 days or more past due
at December 31, 19—, and were still unpaid. All past-due ae-
counts were taken up with treasurer and approved by him.

Checked all balances from the C.0.D. ledger to the trial
balance.

Ascertained that all debts written off had been properly au-
thorized by responsible officers.

Inquired to determine that no accounts had been assigned or
hypothecated and obtained certificate to that effect.

Sufficiency of reserve for bad debts investigated, as was also
company’s policy with reference to cash disecounts, allowances
to customers, ete.

Discussed with client the feasibility of confirming the cus-
tomers’ accounts, and it was decided not to send statements to
customers.

Tests were made of the shipping records for the last week of
the period to ascertain if goods charged to customers as sales
were really shipped; also to ascertain if shipments made were
regularly charged to customers’ accounts. ' |
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NoteEs RECEIVABLE

1. Prepare a list of notes receivable at the end of the pe-
riod, showing dates, makers’ names, due dates, amounts and
interest rates, as shown by the book records.

Schedule, page 225.

2. Examine outstanding notes and compare with the notes
receivable record or with the list (see also Par. 1 under Cash).
Check dates and due dates. Trace into the books of the com-
pany cash received for notes matured since the close of the
period and therefore not presented for examination; when
_notes are in the hands of attorneys or banks for collection, ob-
tain confirmation from the holders. If notes have been dis-
counted obtain acknowledgment from the discounting banks.

Schedule, page 225.

If notes receivable have been protested for non-pay-
ment every protested note should be submitted as a
voucher, or there should be some accounting for it. Pro-
test fees, accrued interest, ete., as well as the face of the
note, should be charged back to the debtor’s account (ex-
cept perhaps in the case of agricultural loans for the pur-
chase of machinery, ete., when the non-payment results
from crop failure and the notes are in fact reasonably
certain to be paid).

The auditor should ascertain, in case the amount stated
in the face of a note does not agree with the amount ap-
pearing in the company list, whether or not the differ-
ence is endorsed on the back of the note as a collection on
account. Conversely, the backs of all notes should be
examined to see whether o6r not endorsements for pay-
ment on account have been entered in the books. It is
important to find out who has the authority to endorse
notes on the back for payments made on account, and
this information should be included in the working pa-
pers. If such notations may be made by the cashier the
opportunities for irregularity are obvious.

3. Give consideration to the probable value of the notes,
particularly of renewed notes, and to the adequacy of the re-
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serve provided. Ascertain the value of any collateral security
for notes. The notes may be worth no more than the collat-
eral, especially as collateral is usually required from debtors
of doubtful standing.

Schedule, page 225.

In some kinds of business, the silk and jewelry trades
for example, notes receivable are given by customers of
the very highest standing, while in some other trades
notes are usually considered unfavorably.

Notes past due or continuous renewals should be noted
in the working papers and discussed with someone quali-
fied to pass judgment upon them.

4. The best verification of notes receivable is written con-
firmation by the debtor that the notes are bona-fide obliga-
tions, although such confirmation is not usually considered
necessary in the case of companies having an adequate system
of internal check. When this course is followed, mail person-
ally the requests for confirmation in envelopes bearing the ac-
countant’s return address and enclose return envelopes ad-
dressed to the accountant.

Notes receivable signed by subsidiary companies or
customers’ notes held at sales agencies should be verified
in the same manner as regular notes receivable of the
main business.

5. Notes, including instalment notes, of a material amount
maturing later than one year from the date of the balance-
sheet should be shown separately thereon unless trade practice
warrants a different treatment. Balance sheets of businesses
whose sales are largely instalment sales should show the notes
receivable in some detail.

6. Notes from stockholders, directors, officers and em-
ployees and also notes arising from transactions outside the
ordinary business of the company should be shown separately
on the balance-sheet.

7. Notes of affiliated concerns should not be included with
customers’ notes on the balance-sheet even though received in
respect of transactions in the ordinary course of business.
They may be shown as current assets, investments or other-

Y
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wise as the circumstances justify; inclusion as current assets
is allowable only if the debtor company has a satisfactory mar-
gin of current assets over current liabilities including such
notes.

8. The balance-sheet should carry a footnote under “con-
tingent liabilities” showing amount of unmatured discounted
notes (see Par. 2 above).

Large instalment companies may have thousands of notes
receivable which are controlled by a satisfactory internal
check. In such cases it may not be necessary or desirable
for the accountant to examine every note or instalment ac-
count, but a reasonable test may be sufficient. On the other
hand, if the company is small and has been accustomed to dis-
count its notes receivable, special inquiry from all banks in
which the company has maintained balances during the period
may be necessary to determine the full contingent liability.

Casu

1. Count cash on hand and compare with the recorded cash
balance. This count should be made at the same time as notes
receivable and investments are inspected or taken under con-
trol. Precautions should be taken to guard against the possi-
bility of a shortage in one of these assets being covered up by
temporarily converting other negotiable assets or withdrawing
funds from the bank.

Schedule, page 177.

‘When the volume of transactions recorded between the
close of the fiscal year and the date of the count is com-
paratively small they should be audited in order to estab-
lish the balance at the close of the fiscal year. If the
volume of transactions is large and it is impracticable to
make such an audit, the count of the cash at the time of
beginning the audit may be considered as a test of the
system, with which the auditor should be thoroughly
familiar, and it may be assumed, if the petty cash is in
order at the date of the audit and the system and records
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are satisfactory, that the balance shown by the books at
the close of the fiscal year was correct.

In the counting of funds, etc., the working papers
should state the exact time when the funds were counted,
who counted and reconciled them, who is in charge of
each fund, who may authorize or approve petty cash
vouchers, ete. In some cases it will be found that the
petty cash vouchers are receipted but not approved,
while occasionally approvals will have been made but the
signatures for the receipt of the cash will be lacking.
‘When such a condition is found, it should be noted in the
working papers and the auditor should call the matter to
the attention of a responsible official.

The auditor must never permit himself to be left alone
with either cash or securities ; some member of the client’s
staff should be present throughout the count.

2. Ascertain when counting cash that all checks (other
than those cashed for others) produced as part of the cash bal-
ance have been entered in the cash book prior to the close of
the period. Note the dates and particulars of such checks and
of all advances made from cash but not recorded on the books.
Investigate closely advances to employees; if they are repre-
sented by personal checks see that these checks (and those
cashed for persons outside the company) are deposited and
paid before completion of the examination.

Schedule, page 177.

3. See that all cash funds are cleared of material amounts
representing disbursements prior to the date of the balance-
sheet.

If an imprest system is used the auditor should see
that a refunding check for expenditures to the end of the
fiscal year is shown as received within the period or he
should note the date on which such a check was received
if the fund is reimbursed after the close of the period.

4. Obtain directly from all depositaries certificates as of
the close of business on the closing date. Obtain reconcilia-
tion of the balances shown on the certificates with the balances
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shown by the cashbook, check-book stubs, or check registers,
taking into consideration the outstanding checks, and other
outstanding items.

Schedules, pages 171, 174, 175 and 176.

The auditor should fill in one bank certificate form for
each bank at which the client carries an account, have
each form signed by the proper officer, enclose with each
one the auditor’s stamped return envelope and mail the
certificates himself. If this procedure is not possible,
equivalent safeguards should be prov1ded in the prepa-
ration and mailing of certificates.

5. Compare the checks returned by banks, item by item,
with the cashbook for last month, or work backwards from
the last day of the period under examination until all recently
drawn outstanding checks have been covered. As this pro-
cedure will not disclose any outstanding checks which may

" not be recorded, a better confirmation may be provided by

comparing the outstanding checks shown on the bank recon-
ciliation with checks returned by the banks in the subsequent
month. Make special inquiry to ascertain if there are any un-
paid checks long outstanding. See that no checks are drawn
for cash or other purposes at the end of the period but not en-
tered until the next period.

Schedule, page 171.

When the client maintains branches or controls sub-
sidiary companies the auditor must take particular care
to indicate on his copy of the reconciliation statement any
outstanding checks payable to branches or subsidiary
companies. Also, any deposits said to be in transit be-
tween the home office and branches should be indicated.

When the certificates are returned by the banks they
should be attached to the respective reconciliation state-
ments and the balances shown thereon should be agreed
with the balances given by the company as ‘‘balance as
per bank.”’

The verification of cash may call for several different
kinds of schedules, although probably not more than two
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of these would be used in any one cash verification.
Schedules, pages 171 to 176, will be used for the verifica-
tion of the bank balances where all receipts are deposited
in the bank and all withdrawals are made by check. If
several such bank accounts are kept, as many reconcilia-
tions must be prepared as there are bank accounts to
reconcile, and the sum of the cash balances as shown by
all reconciliations must be agreed with the general cash-
book balance.

6. Ascertain that receipts shown in the cashbook as depos-
ited on the last day of the period, but not credited by the bank
on that day, have actually been deposited as claimed.

Schedule, page 171.

7. 1If currency and bank transactions are recorded together
in the cashbook and the cash is not counted until after the
close of the period under review, reconcile the bank balances
as at the date of the cash count as well as at the date of the
balance sheet. Cash on hand, which forms only a part of the
balance, may be correct at the date of the count, but it does
not follow that the total cash balance (including bank bal-
ances) is correct.

8. Check deposits shown on bank statements or pass-books
for the last two or three days of the pericd with the cash-
receipts book; determine that they were composed of bona-
fide receipts and that no check drawn by the company was de-
posited in a bank without being deducted, prior to the close
of the period, from the balance at the bank on which the check
was drawn. In certain instances such comparison may be ex-
tended to include a check of original deposit slips or authenti-
cated copies thereof.

Schedule, page 171.

9. Reconcile total deposits shown by the bank statements
for at least one month with the total receipts shown by the
cashbook; also reconcile total disbursements shown by the
bank statements with total checks drawn as recorded in the
cashbook for the same period.

Schedules, pages 171 to 174.

In many instances a proof of the gross totals of cash
received and disbursed, together with the bank deposits
and withdrawals, forms a simple and effective check on
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the inclusion of fictitious items in the cashbook or the
fraudulent omission of receipts against which an im-
proper disbursement may have been made but omitted
from the record. Every discrepancy in the gross figures
which appears between the bank records and the cash-
book should be traced, and the auditor should satisfy
himself that it is an innocent and bona-fide bank-contra,
exchanged check, or similar item before considering the
verification of cash completed.

Summaries

In addition to the schedules shown and discussed, it
may be desirable to summarize the cash receipts and dis-
bursements of a client for the entire period under audit.
This requires attention to the cash balances at the begin-
ning of the period, as well as to those at the close of the
period. Such a summary gives a very good bird’s-eye
view of the cash activities of the year, and may be pre-
pared as shown on schedules, pages 171 to 173.

10. Trace to the cashbook all checks outstanding at the be-
ginning of the period that were not returned and checked in a
previous examination.

Schedule, page 171.

11. Funds subject to withdrawal restrictions should be so
described on the balance sheet.

Where there are a great many bank accounts with a number
of relatively small working funds which are reconciled peri-
odically by employees independent of the cashier’s depart-
ment, it may not be necessary for the accountant to reconcile
all the working funds but only to do so for the principal bank
accounts, accepting copies of reconciliations signed by internal
auditors for the remainder. On the other hand, where the
company does not deposit all of its receipts daily it may be
desirable for the accountant to check cashbook footings in
addition to the other steps described.



CaartEr VI

INVENTORIES

(All matter in bold-face type is quoted from the American
Institute of Accouniants bulletin ‘‘ Ezamination of Financial
Statements by Independent Public Accountants’’)

1. The accountant’s examination of inventories falls natu-
rally into three main divisions:

(a) Accuracy of computatlons footings and recapltulatlons

(b) Basis of pricing.

(c) Quantities, quality and condition.

Schedules, pages 183 to 185 and 188,

2. The responsibility of the accountant in the first two
cases is clear: check the inventories sufficiently to be satisfied
as to the substantial accuracy of the clerical work performed
and that the goods are valued in accordance with the usual
commercial practice—that is, at cost or market, whichever is
lower or on some other reasonable basis which is accepted as
sound accounting practice in the particular trade or business.

~ There are many different methods of determining the
value of inventories, but they are all, in one fashion or
another, concerned either with the cost of the inventory
or its market value. Cost may be determined on the
basis of “‘first-in, first-out,’’ ‘“last-in, first-out,’’ the re-
tail method, on standard costs, on average costs, or on
any other methods more appropriate for specific indus-
tries than these would be.

‘When costs are in excess of market prices it is gener-
ally considered proper to reflect in the balance-sheet, the
market value, either by a reserve or by writing down the
inventory. In the income account, however, cost may be
used and the difference charged as a separate item, mak-
ing sure that the resulting credit when market prices rise
above cost is treated consistently.

92
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This is not the place to discuss the relative merits of
the different systems of inventory valuations, or the ap-
plicability of a particular method to a particular situa-
tion. It is intended merely to point out that while all
items in an inventory are valued at some cost price or at
market, this statement is so broad as to be almost mean-
ingless in a particular case without a most careful exami-
nation of the circumstances to determine what cost or
what market price is to be used and how it is to be de-
termined.

The auditor, when he is examining the inventory meth-
ods of a client for the first time, may well keep in mind
Pilate’s immortal question, ‘“What is truth?’’ and say
constantly to himself, ‘““What is cost?’’

For auditing purposes inventories may be divided into
- several groups and the procedure for checking them will
ordinarily vary somewhat. The groups roughly are as
follows:

(a) Raw materials and purchased parts, commonly known as
stores, which include all materials that are put into
process of manufacture and physically become a part of
the finished produect.

(b) Supplies, which include all materials that are put into
process of manufacture but are consumed during the
manufacturing process and generally known as indirect
materials; also the materials which, in general, are used
to pack and ship finished produect.

(¢) Work in progress, which consists of those raw materials
which have been put into process of manufacture and all
productive labor applicable thereto, with a fair propor-
tion of the factory expenses, including supplies.

(d) Partly-finished stock, which includes finished parts not
yet assembled into finished product. This group may, if
preferred, be classified as work in progress.

(e) Finished product or stock, including all product ready
for shipment. In the case of a manufacturing concern this
will ordinarily represent manufactured stock; in a mer-
cantile business it will be purchased stock.
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In each case the auditor in charge should determine
the percentage of the total amount of the inventory, the
prices of which are to be verified. Comprehensive tests
ordinarily will be a satisfactory verification; the sched-
ules prepared should show conclusively what work has
been done.

After the pricing is completed entries should be drafted
in journal form to adjust the accounts for any errors of
relative importance. A general scrutiny should also be
made of the inventory sheets in order that large quan-
tities which appear excessive or obviously overstated may
be brought under notice and may be discussed with those
in authority.

To record the errors found in the inventory a schedule
should be prepared, supported by subsidiary schedules
somewhat as follows:

ERrORS IN INVENTORY

Per inventory

Inventory Unit
sheet No. Ttems Quantities price Amount
$ $
DeceMBER 31, 19—
Should be . Difference
Unit
Quantities price Amount Increases Decreases Remarks
$ $ $ $

The net inerease or decrease which is necessary to cor-
rect the book values, and would be carried forward to the
summary schedule, is the important figure obtained from
the above detailed schedule, but the detailed information
contained in the schedule gives the auditor his tie-up with
the inventory sheets of the client.
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3. The duties and responsibilities of the accountant in the
case of quantities, quality and condition of stock vary with the
circumstances ; but he must rely principally for information as
to quantities, quality and condition upon the responsible of-
ficers and employees of the company. In the case of a busi-
ness which does not call for technical knowledge and presents
no substantial difficulties, the accountant, by special arrange-
ment with his client, may be justified in assuming a greater
degree of responsibility than in cases where expert knowledge
is essential. Make reasonable inquiries and tests to ascertain
that guantities have been carefully determined and that qual-
ity and condition have received due consideration.

Schedules, pages 186 and 188.

It is generally considered good practice for the auditor
in his audit of the inventories to obtain a certificate from
a responsible official certifying the accuracy of the inven-
tory as a whole, which is frequently supplemented by cer-
tificates from minor officials and storekeepers covering
the quantities and valuations in detail, where they have
been determined by these officials. It is well to realize
that a ‘‘responsible official’’ means an official who may
reasonably be assumed to have some actual knowledge of
what he is certifying. In certain respects the certificate
of a technical manager would be of more value than that
of the president of the company, as the technical man-
ager would be more likely to discover errors, and would
be less prone to accept the statements of his subordinates
than would the president. Such certificates are shown as
schedules, pages 186 and 188, and should be included in
all working papers covering verification of inventories.
Quantities, condition of materials and stock, total values
agreeing with the balance-sheet figure and any other per-
tinent information should be included in the certificate.

4. Obtain copies of company’s inventory instructions and
determine how complete the physical stocktaking has been or
whether there has been substantial reliance on book inven-
tories. In the latter case inquire how frequently they have
been tested by physical inventories throughout the period. If
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the accountant can discuss the situation before the actual
stocktaking, it is desirable that he do so and ascertain the
methods to be followed.

Schedule, page 183.

Schedules should be prepared showing in summary,
and usually somewhat in detail, a comparison between
the book and physical inventories at the date of the physi-
cal inventory. Such a summary schedule for a large com-
pany manufacturing boilers and other heavy machine
parts appeared as follows (the figures are assumed) :

Account Name of Per physical Inventory Inventory
No. material Per ledger inventory shortage excess
5346 Billets....... $ 185,904.22 $ 163,209.87 $ 22,694.35 §

Etc, etc.. . ..

Totals. . ... $1,197,327.62 $1,: 22 202 00 $114,929.56 $ 39,803.94

Net shortage. . 125.62 75,125.62

\ —_—— [ —

§1,197,327.62 $114,929.56

The above physical inventory was taken as of October
31, 19—; the audit was as of December 31, 19—, Thus,
although these values were not the values used for bal-
ance-sheet purposes, the physical inventory would serve
as a valuable check upon the book inventories.

The term ‘‘physical inventory’’ is a rather loose one
and sometimes the distinction between a ‘‘book’’ and
“‘physical’’ inventory is hard to make. If, in a chemical
works or metallurgical plant, the chemists should make
tests of solutions or electrolytes and from these and the
capacity of the tanks or vats in operation calculate the
content of chemicals or metals in solution, it would be the
closest possible approximation to a physical inventory,
but it would not be a physical inventory in the sense that
a count of boxes of tin plate or the weighing of bars of
metal would be.

It is probably true that in every well-organized plant
the “‘physical’’ inventory is based to some extent on reec-
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ords and the ‘“book’’ inventory is dependent, in some
degree, on actual measurement or weight.

The auditor should bear this rather ambiguous situa-
tion carefully in mind and should remember that any
particular inventory problem is as complex as the manu-
facturing process, and that a satisfactory solution can be
reached only after the auditor has a thorough grasp of
the situation, unclouded by any rigid, preconceived ideas
of the distinetion between ‘‘physical’’ and ‘“book’’ inven-
tories.

On the other hand, the value of a physical inventory
should not be overemphasized. If the physical inventory
has been taken hurriedly or by inexperienced helpers, it
may be very inaccurate, and large adjustments made in
the books to bring them into agreement with the physical
inventories may have to be reversed when the next physi-
cal inventory is taken. If there is an up-to-date and
scientifically kept book inventory, it may be found more
trustworthy than any physical inventory that is likely to
be taken. This is particularly true where large quantities
of uniform materials, such as pig-iron, coal, iron ore, ete.,
comprise the inventory; in other cases, such as an auto-
mobile factory, when the parts can be counted with reason-
able ease and accuracy the physical inventory is im-
portant. :

5. Obtain original stock sheets if they are in existence.
Test the final inventory sheets by comparison with the orig-
inals and with tickets, cards or other means used in recording
the original count.

6. See that inventory sheets are signed or initialed by the
persons responsible respectively for taking a stock, determin-
ing the prices and making the calculations and footings. Ob-
tain from a responsible official a clear and detailed statement
in writing as to the method followed in taking stock and pric-
ing it and as to the quantity, quality and condition and the
accuracy of the inventory as a whole.

In addition to the preparation of schedules, a full state-
ment of work done should be prepared. All interesting
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points should be noted, such as letters seen regarding in-
ventories, contracts, special conversations with people
about the plant, reasons for abnormally high or very low
manufacturing costs, ete.,, and in fact anything that re-
veals tendencies or general policies of the business as to
inventories. Commitments should be given special atten-
tion, probably by the auditor in charge, and the cost-find-
ing methods should be described briefly. As stated in
Chapter VIII, page 122, materials specifically earmarked
or set aside for construction should not be carried in the
inventories but should be included in eost of properties.

7. Test the accuracy of the footings and extensions, espe-
cially of the larger items.

Schedules, pages 183 to 185 and 188.

8. Make a test comparison of the inventories with the stock
records, if these are maintained, in support of quantities, prices
and values. Any material discrepancy should be satisfactorily
explained.

Schedules, pages 183, 185 and 188.

9. See that goods which are not owned but are on consign-
ment from others have not been included in the inventory.

10. See that goods set aside for shipment, the title to which
has passed to customers, have not been included in the
inventory.

11. Whenever a cost system is not adequately controlled
by the financial accounting, special attention is required.
There is always a possibility that orders may have been com-
pleted, billed and shipped but not have been taken out of the
work-in-process records. This is the case especially where such
reliance is placed on work-in-process records that a physical
inventory is not taken at the end of the period to check their
accuracy. In such cases compare sales for the month preced-
ing the close of the fiscal period with the orders in process
shown by the inventory to see that goods which have been
shipped are not erroneously included in the inventory.

12. See that no machinery or other material which has
been charged to plant or property account is included in the
inventory.

13, Make inquiries and tests to ascertain that purchase
invoices for stock included in the inventory have been entered
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on the books. Look for post-dated invoices and give special
attention to goods in transit.

14. If it is customary in the particular business to receive
deliveries under purchase contracts which are not promptly
billed, confirm the quantities delivered by communication with
the contractor.

As in the case of merchandise in transit a record should
be made of all goods actually shipped in the previous
period (the period covered by the audit) but not charged
to the customer until the current period (when the audit
is being done). Schedules should be prepared summariz-
ing the work which has been done and containing informa-
tion somewhat as follows:

MzercHANDISE SHIPPED BUT NoOT BILLED

Date Desecription
Date goods of goods
Customer charged ~were pounds,yards, Unit
Invoice No. and address out shipped ete. price Amount

$ $

15. Ascertain that inventories are stated at cost or market
prices, whichever is the lower at the date of the balance-
sheet, or determine that any other basis which has been
adopted is in accordance with sound accounting practice in
the particular trade or business. Deduct trade discounts in
determining inventory cost prices. Cash discounts may or may
not be deducted, depending upon the practice of the trade and
of the particular company. Market prices may be determined
by obtaining current quotations, consulting trade journals and
by comparison with recent purchases. Replacement costs
should be considered and also selling prices, less shipping and
selling expenses.

Schedule, page 183.

In checking the basis of pricing on raw materials and
supplies, price quotations are needed and may be ob-
tained from such leading business and financial organs as
the following:
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Commercial and Financial Chronicle

New York Journal of Commerce

Market Reporter (prepared by the Bureau of Markets of
the Department of Agriculture)

Dun and Bradstreet’s Monthly Review

The Annalist

Wall Sireet Journal

Survey of Current Business (U. S. Department of Com-
merce)

Wholesale Prices (U. S. Department of Labor)

Retail Prices (U. S. Department of Labor)

The Commercial and Financial Chrowicle, with its Sup-
plements, is undoubtedly the best source from which to
verify security prices, while the New York Journal of
Commerce and the Market Reporter are especially good
for commodity prices.

Other special commodity prices may be found in such
well-known publications as the following:

American Lumberman

American Machinist (iron, steel, shop supplies, small
tools, ete.)

Brick and Clay Record (brick, tile, ete.)

Building Age (building materials)

Coal Age (coal, ete.)

Engineering and Mining Journal (gold, silver, and other
metals)

Iron Age (iron ore, pig-iron, iron, steel, ete.)

Metal and Mineral Markets

Motor Age (auto parts, ete.)

National Petroleum News (refined produects)

National Provisioner (curing materials, meats and by-
produets) ‘

0il and Gas Journal

0Oil, Paint & Drug Reporter (paints, oils, varnishes,
chemicals, fertilizing materials, ete.)

01l Trade Journal (crude and refined products)

Paper Trade Journal (paper stock, pulp, ete.)

Power, (plant and electrical supplies)

Textile World (textiles and textile materials)
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These magazines should be available at the current
periodical room of any public library, and many of them
will probably be in the possession of local offices. It is
often desirable to have available in the auditor’s office
issues of such magazines which contain quotations for
closing fiscal dates, as, for instance, June 30th or Decem-
ber 31st.

It is of special importance that the greatest care be
exercised in obtaining price quotations from periodicals,
for in not a few cases the auditor has made himself look
foolish in the eyes of a client, merely because the quota-
tion he was endeavoring to use was for an entirely differ-
ent grade of commodity from that appearing in the in-
ventory. Itisimpossible at times to obtain the quotation
desired. The practical thing to do in such a case is to
take the invoice purchase price of the item actually ap-
pearing in the inventory and compare that with the
quoted price of other grades of the same commodity at
the date of purchase of the item in the inventory. Then
by finding quotations for some of the other grades of the
commodity at the last day of the period under audit, and
by comparing these prices with the quoted prices for the
same grades at the time of the purchase of the item in
~ the inventory, the auditor will be able by comparison to
find the approximate value of the grade included in the
inventory.

Thorough tests of inventory prices should be made and
a deseription included with the schedules. This schedule
should show very clearly just what verification of prices
has been made. The kind and grade (or other descrip-
tion) of materials should be noted, with unit costs and
market prices actually used in determining the value of
the inventory, and with the source of market price given.
‘When significant the unit price at which the goods were
sold during one, two or three months after inventory
should be included. Later selling prices often go far in
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revealing whether or not the inventory prices were fair,
and they are, therefore, particularly worthy of the audi-
tor’s careful scrutiny.

16. In the case of raw materials and merchandise purchased
make a test comparison of cost prices used with purchase in-
voices or other sources of information. A general examina-
tion and test of the cost system in force is the best means of
checking the cost of the work in process and finished goods.
See that no selling expenses, interest charges or administrative
expenses are included in the factory overhead cost (except so
far as administrative expenses apply to production) ; that any
interdepartmental profits and, in the case of consolidated
statements, intercompany profits, are eliminated from the in-
ventories; and that the factory overhead cost is equitably dis-
tributed over the various departments, shops and commodi-
ties. Ascertain whether overhead allocation is based on actual
production or normal capacity. Normal capacity is preferable.

Schedule, page 184.

17. If duties, freight, insurance and other direct charges
have been added, the amounts should be tested to ascertain
that they are proper.

18. Give consideration to the possibility that obsolete, ex-
cessive or damaged stock may be included in the inventories
at greater than realizable values; make test of detailed stock
records to determine if the quantities are reasonable in rela-
tion to average consumption and purchases; and discuss with
responsible officials.

19. Make inquiry to ascertain if the company has discon-
tinued the manufacture of any of its products during the year;
if so the inventory of such products or parts thereof should
be carefully scrutinized and provision made for anticipated
losses.

20. In the case of part shipments or uncompleted contracts
it is preferable not to take up profits except in cases where the
information available clearly indicates that a partial profit has
been realized after making provision for possible losses and
contingencies. Ascertain from the contracts the selling prices
for contract work in progress and if it is apparent that there
will be a loss on the completed contract provision should be
made for the estimated loss.

21. Check the inventory total by the “gross profit test,”
comparing the percentage of gross profit with that of previous
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years. In a business in which the average gross profit has
been fairly constant, this test is satisfactory; if the rate of
gross profit is not maintained and the discrepancy can not be
explained by a rise or fall in the cost of production or in the
selling price, the difference may be due to errors in the inven-
tories.

22. Ascertain that the inventories at the beginning and at
the end of the period are stated on the same basis, determined
generally in the same manner, or if not, the approximate effect
on the operating results.

Schedule, page 183.

23. Advance payments on account of purchase contracts
for future delivery should preferably be shown in the balance-
sheet under a separate heading.

Contracts for the purchase of materials, when for rela-
tively large amounts or when the contract price is con-
siderably above the market price of the materials at the
closing date of the period under audit, are sometimes
noted in the working papers, together with the following
information (to be prepared in schedule form):

(a) Date of the contract.
(b) Number of the contract.
(e) Parties to the contract.
(d) Materials covered by the contract, with quantities, prices
and similar information.
(e) Terms of payment and delivery, freight, ete.
(f) Partial deliveries made up to the close of the period under
audit.
(g) Balance of quantities, and
(1) Unit prices and values as shown by the contraects.
(2) TUnit prices and values at market quotations.
(h) Reserve, if any, needed to cover difference between con-
tract and market price.

The information called for by the schedule suggests the
records, papers, ete., to be examined and the procedure to
be adopted. Contracts, receiving records, invoices and
correspondence, and prices as given in trade papers
should be examined in detail or thorough tests should be
made.
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24. If stocks have been hypothecated, that fact and the
book value of the stocks hypothecated should be stated on the
balance-sheet.

Many large companies maintain comprehensive continuous
inventory records which are subject to periodic and independ-
ent physical stocktaking. In such cases the accountant should
use his best judgment in determining the extent of the exami-
nation required, but the various points mentioned in the pro-
gram regarding inventories given in this chapter should be
considered.

In concluding this chapter, it is proper again to point
out the importance of inventories in the audit of manu-
facturing or mercantile concerns, for a correct inventory
is absolutely necessary for the proper determination of
the annual profit or loss, and consequently of the finan-
cial condition of the business under audit. And yet, as
has been stated, there is no item appearing in the books
of a business concern demanding so varied and so skillful
treatment as the inventory item. A knowledge of the
manufacturing processes and familiarity with cost-find-
ing procedure are essential to the auditor if he is to be
certain of the effectiveness of his verification. Schedules,
certificates, statements of work done, ete., must be care-
fully prepared and the auditor must exercise great alert-
ness and sound judgment when the questions which
- continually arise come up for decision. This will require
of the auditor both technical efficiency and an understand-
ing of the problems and the organization of the client’s
" business, as well as the ability to deal tactfully with those
members of the client’s staff who are responsible for the
inventory records and valuations.
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SECURITIES

(All matter in bold-face type is quoted from the American
Institute of Accountants bulletin ‘‘ Examination of Financial
Statements by Independent Public Accountants’’)

‘While the nature of securities held by a company and
the purpose for which they are held determine their bal-
ance-sheet classification, the method of verification of all
securities is essentially the same. Under the regulations
of the Securities and Exchange Commission, which are in
general agreement with good current practice in this re-
spect, securities are divided as between:

Marketable securities
Securities of affiliates
Other security investments

Marketable securities which are included in current as-
sets are defined by the Securities and Exchange Com-
mission as those ‘‘having a ready market.”” This presum-
ably agrees with the general practice which assumes not
only that the securities could be sold because they are
quoted on a securities exchange or other established mar-
ket, but also that they could be sold because the owner
company would not be damaged or embarrassed by part-
ing with them. Securities of affiliates are considered to
be those of companies which the company under audit
either controls or is controlled by, either directly or in-
directly through one or more intermediaries, or of com-
panies which are under common control with the company
under audit. These companies may be either of the type
which are consolidated in a consolidated balance-sheet or
105



106 AUDIT WORKING PAPERS

are not so consolidated, depending on the circumstances.
Other security investments are those which fall in neither
of the two other classes and which are presumably held
permanently either for trade purposes or because of the
difficulty of disposal.

1. Obtain or prepare a list of securities owned showing par-
ticulars such as:

Description of security (give interest rate of bonds)

Denomination of bonds or par value of shares

Number of shares and face value of bonds

Cost of securities and amount at which carried on the books

Interest and dividends received during period under exami-

nation
Market quotations, if available
Location of securities, and if hypothecated, with whom and

for what purpose.
Schedules, pages 178, 192, 193, 323 and 329 to 336.

Permanent investments cannot be valued merely by
considering the market quotation for a small floating
supply of the stock which is held as an investment. In
determining the value of holdings in associated or sub-
sidiary companies the auditor may adopt any one of sev-
eral methods of verification. He may (a) accept such
investments at their book value, specifically calling atten-
tion to the fact in the balance-sheet or in conjunction with
his report and certificate, or he may (b) examine the
separate balance-sheets and income accounts of the one
or more associated or subsidiary companies, specifically
stating the basis of their preparation, or he may (c¢) make
a partial or complete examination of the several com-
panies’ books. In the case of a financial or balance-sheet
audit, when a consolidated balance-sheet is not to be pre-
pared, the second method of verification is probably most
often adopted. When a consolidated balance-sheet is to
be prepared, the auditor will usually make a partial or
complete examination of the several subsidiaries’ books.

The investigation of the separate balance-sheets and
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income accounts of the companies should be made the
basis of determining the general financial and earning
power of the companies whose stock is held and, as well,
the book value of the shares held by the company under
audit. Notes should be made in the working papers, and
perhaps a schedule prepared, showing in comparative
form the figures at which the investments in other com-
panies are carried in the books of the holding ecompany
and also the book value of the stocks as shown in the
individual balance-sheets examined.

Special funds for bond or stock redemption, or for any
other special purpose, on deposit with trustees should be
verified by certificate from the trustee. Bond or stock
redemption agreements should be considered by the audi-
tor when making the verification of these items in the
balance-sheet, and any provisions in such agreements
which relate to funds to be deposited with trustees should
be carefully noted in the working papers. When funds
are in the possession of other persons they should be
verified as are any other cash balances or securities held.

In case a company carries its own compensation and
liability insurance, it is usually required to deposit with
an officer of the state gilt-edged securities to cover the
necessary provision. If such condition is found the ex-
istence of the bonds should be verified by correspondence
with the state officer holding the securities.

The working schedules should show the balances in
such funds at the beginning and close of the period un-
der audit, with all changes, either additions or deduec-
tions, made to the accounts during the period. Vouchers,
notices and other documents should be examined for ap-
provals, ete.,, and any information which has a bearing
upon the verification should be carefully recorded in the
working papers.

These schedules may be subdivided for the various
classes of stocks and bonds, namely: domestic and foreign
stocks, foreign government bonds, United States bonds,
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state and municipal bonds, railroad and industrial bonds,
ete. These schedules may also be prepared with the in-
come-tax requirements in mind. They should preferably
be prepared by the client toward the end of the fiscal year
and a copy should be presented to the auditor upon be-
ginning the audit. The auditor’s copy may then be used
in the count of securities. The schedule further permits
the checking of revenues, accruals, reserves, profits and
losses which may be cross-indexed to the various sched-
ules which they affect. It can usually be prepared di-
rectly from the client’s records and requires no further
analysis or subdivisions.

2. Compare this list with the corresponding ledger ac-
counts and ascertain the basis on which the securities are car-
ried on the books. a~

Schedules, pages 178, 192 and 193.

Additional working schedules which may be used in
the analysis of marketable securities and permanent in-
vestments will be shown. In the case of a large holding
company the owned stock of eight subsidiaries was sched-
uled as follows:

XYZ CoMPANY—INVESTMENTS IN SUBSIDIARIES

Owned by Parent
Value per  Value per
i Carried books of books of
0
ca;gigig;ﬁg on books subsidiary  subsidiary
Nameof —— at at date of  at date of

subsidiary Shares Amount Shares amount % balance-sheet acquisition

The above schedule was supported by another schedule,
showing separately for each subsidiary a description of
the securities, the number, par and total value of shares
owned at the beginning of the year, the additions and
deductions (red) during the year, the per cent and
amount of dividends paid, and information for the end
of the year similar to that for the beginning.
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In addition to providing information of value to the
client such a schedule shows, for unconsolidated subsidi-
aries, information required in the preparation of Form
A2 for registration of securities to be issued and for
Form 10K, the annual report to be filed for corporations
listed on a securities exchange registered with the Se-
curities and Exchange Commission.

3. Examine the securities listed or obtain confirmation
from the holders if any are held by depositaries or others for
safekeeping or as collateral. Make this examination of securi-
ties as close to the date of the balance-sheet as possible (see
also Par. 1 under Cash). It is more satisfactory to inspect the
actual securities than to account for their disposition subse-
quent to the date of the balance-sheet.

Schedules, pages 329 to 336.

The examination of securities outlined in this chapter
is concerned with conditions as they generally exist in
mercantile and manufacturing enterprises. The verifi-
cation of securities in the audit of banks, brokerage
houses, insurance companies or other financial institu-
tions requires special methods and technique which are
described in books dealing with the accounts and audit of
financial institutions.

Before beginning an examination of securities, the
auditor should be furnished with a complete list of the
securities to be verified. This list should be signed and
dated by the auditor or by his assistant who makes the
examination, and if more than one assistant takes part
in the examination the list should show which assistant
examined the securities and by whom the items on the
list were checked. Whenever practicable assistants
should work in pairs while counting securities, one as-
sistant examining the securities and calling off the par-
ticulars relating to each item to the other assistant, who
should determine the accuracy of the description shown
upon the list. In case no list is furnished, the second as-
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sistant should prepare one by writing down the details
called to him. A schedule which may be used in the count
of securities is discussed and illustrated later in this
chapter.

Not infrequently errors are made in describing securi-
ties, and it is essential that the auditor examining the
securities should make a careful comparison of the stock
certificates or bonds with the list, being particularly care-
ful to see that the full title of the security, the date of
maturity, the rate and dates of payment of interest and
any special information are correctly stated on the list.
If the description is correct the item should be ticked in
ink.

‘When it is practicable, the list of securities, whether
furnished by the company or prepared by the auditor,
should show stock-certificate numbers or bond numbers.
If this is done the individual numbers are checked dur-
ing the count. In the case of audits other than first
audits this permits the auditor, when no changes in a
particular issue are shown in the company’s records, to
see that the identical securities on hand at the beginning
of the year are actually on hand at the end of the year.
This will definitely assure the auditor that no unauthor-
ized or unentered sales of the securities were made subse-
quent to the prior audit, a like number of the same se-
curities having been repurchased prior to the end of the
year.

‘When large quantities of securities are to be counted,
there is a temptation to count the bonds too hurriedly.
‘When bonds are filed in packages of fifty or one hundred
to the package, assistants have been known to run the
edges and throw the package aside, assuming that all the
bonds were of the same kind and denomination. In ex-
amining large quantities of bonds, a sufficient number of
the bonds must be examined as to title, maturity, signa-
ture of trustees’ certificates, ete., and whether or not un-
matured coupons are intact, to satisfy the auditor that
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the packages contain all and only the bonds that they are
said to contain.

Speed at the expense of accuracy in examining securi-
ties may prove disastrous. There are numerous obsolete
issues of securities bearing titles somewhat similar to
issues now outstanding, which could be bought up and
substituted for genuine securities, and in some trust com-
panies it would be possible for uncertified bonds to be
sorted with those certified.

In verifying the securities, the leading schedule should
state definitely where, by whom and at what time the
securities were counted. This statement should appear
as a part of the schedule, preferably at the top of the ex-
hibit, somewhat as follows:

‘“Securities counted January 2, 19— at
by A and B, accompanied by and in the presence of Y, at
the vaults of the Safe Deposit. Company.’’

A form of schedule for sundry marketable securities,
somewhat different from that referred to above is given
below. The kind and volume of securities to be accounted
for will always largely determine the form of schedule
to be used.

CoUNT OF SECURITIES, JANUARY 2, 19—, 10:00 A.M.

Transfer
Number of Interest 0K,

Deseription shares or Total or Coupons securities

Certificate of par of par dividend attached seen, ete.
number  securities bonds value rate (V) (V)

$

4. See that certificates of stock and registered bonds are
made out in the name of the company, or, if they are in the
names of others, that they are so endorsed as to be transfer-
able to the company or are accompanied by powers of attorney.

Schedules, pages 331 to 336.

5. Examine coupons on bonds to ascertain that unmatured
coupons are intact.

Schedules, pages 331 to 336.
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6. Confirm with transfer agents the ownership of certifi-
cates out for transfer.

7. Ascertain that the totals of dividends and interest re-
ceived by the company as shown by the list (par. 1) have been
duly recorded, and that the income from securities shown in
the profit-and-loss account is correctly reported.

Schedules, pages 178, 192 and 193.

8. Examine brokers’ advices in support of the purchase and
sale prices of securities bought and sold through them.

Schedules, pages 178 and 193.

9. Confirm the cash-surrender value of life-insurance poli-
cies of which the company is the beneficiary and any policy
loans by reference to the insurance policies or by correspond-
ence with the insurance companies.

10. Examine mortgages and, if important in comparison
with total assets, obtain confirmation.

11, The amount of securities that are considered to be
readily convertible into cash and in which surplus funds of
the company have been invested temporarily should be shown
on the balance-sheet under current assets. Where stocks and
bonds represent control of or a material interest in other en-
terprises and have a value to the company aside from their
dividend or interest return, they are more in the nature of
permanent investments to be shown below the current assets
in the balance-sheet. Securities not readily marketable should
be excluded from current assets.

12, If the total market value of securities included under
current assets is less than the total book value by any mate-
rial amount, a reserve for the shrinkage in value should be
provided. If cost prices are used the quoted market values
should be shown on the balance-sheet,

There are several methods by which differences be-
tween cost or book value and market value may be shown.
Securities may be carried at cost in the balance-sheet and
the market value shown in parentheses. This method is
permitted by the Securities and Exchange Commission
and may be observed in the published accounts of repre-
sentative corporations. In other cases, the reserve to
bring marketable securities to market is deducted from
the cost value, and in still other cases, the market value
only is shown. Circumstances will dictate which method
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is to be used, but the papers supporting the item should,
in every case, indicate the market value when this is ob-
tainable.

13. If examination of available data, including market quo-
tations or, in their absence, balance-sheets, and income ac-
counts supplemented by information and explanations from
responsible officials, indicates that there has been a substan-
tial shrinkage in value of securities held for investment since
their acquisition appropriate reserves should be provided or
the facts should be disclosed in the financial statements.

14. When corporations have acquired their own stocks,
such stocks should preferably be deducted from the capital
stock or from surplus or from the total of the two at either
par or cost as the laws of the state of incorporation and other
relevant circumstances require. If acquired and held for a
specific purpose, however, such temporary holdings may be
treated as assets, but they should be shown as a separate item
and not under current assets.

15. If any securities owned by the company have been
hypothecated, this fact should be stated on the balance-sheet.



Cmarrer VIII

FIXED ASSETS AND DEFERRED CHARGES

(All matter in bold-face type is quoted from the American
Institute of Accountants bulletin ‘‘ Examination of Financial
Statements by Independent Public Accountants’’)

1. Summarize the accounts grouped under the heading
property, plant and equipment (such as land, buildings, plant
and machinery) so as to show balances at the beginning of
the period, a summary of changes during the period and the
balances at the end of the period.

Schedules, pages 194 and 195.

The beginning figures for the property accounts and
for the provisions for depreciation in a schedule such as
shown on page 200, will be taken from the auditor’s rec-
ords for the previous audit, or from the ledger accounts
in the case of a first audit. Gross additions to the prop-
erty accounts for the year and, likewise, all credits either
on account of property dismantled and sold or on account
of depreciation will be summarized and supported by
necessary subsidiary property schedules. The general-
ledger balances at the end of the period for each property
item and for each of the provisions for depreciation
should either agree or be agreed with the figures which
appear in the balance-sheet.

2. See that the total of the balances at the beginning of the
period agrees with the total property, plant and equipment as
stated in the balance-sheet at that date; and that the balances
at the end of the period agree with the amount shown on the
balance-sheet at the latter date. Property, plant and equip-
ment are usually carried at cost but if any other basis is used
it should be stated on the balance-sheet as concisely as the

114
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material facts will permit. If appraisal figures are used, the
date of appraisal should be given.

The summary schedule will then be supported by as
many subschedules as are necessary to verify and ex-
plain these changes. The extent of the detailed verifica-
tion should be indicated by notes, as illustrated on the
various property schedules.

If it is desired to show a summary of the property
accounts and of the respective provisions for deprecia-
tion, schedules similar to pages 25 and 26 of the Report
on Audit, Chapter XIII, and pages 200, 220 and 221 may
be used. But if such a schedule is prepared, which will
summarize both the property accounts and the provisions
for depreciation, it is still not improbable that a brief sum-
marized statement of the property accounts will be pre-
pared in form similar to schedule, page 194. If there are
numerous companies, branches or plants involved, it is
desirable to include, after the ‘‘deductions’’ columns, a
column for ‘“transfers’’ between the numerous units of
the composite organization (see schedule, page 337 and
page 25 of Report on Audit, Chapter XIII). Otherwise,
the columns for additions and deductions will, to this ex-
tent, show merely debits and credits to the several prop-
erty subdivisions and not the actual changes of the period.

3. The accountant should satisfy himself as to the propri-
ety of capitalizing the additions to property, plant and equip-
ment during the period. Examine authorizations for expendi-
tures made during the period; if costs of additions to property,
plant and equipment have exceeded the amounts authorized
ascertain the reasons. Authorizations should indicate the
accounts to which expenditures are to be charged, should bear
the approval of a responsible official, and should show the
nature of the work.

Schedule, page 196.

Principal authorizations should be scheduled to show
number, construction-order number, description of the
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work done or the account chargeable, the amount of the
authorization, the amount expended to date, the esti-
mated percentage of the work yet to be completed, the
estimated cost to complete the work, and the amount by
which the authorization will be more or less than needed.

As a general rule separate schedules and subschedules
should be prepared for each major addition to the cost of
property, containing for each item a sufficient analysis
to show that the amounts are not in the nature of renew-
als but represent real additions or betterments to the
property account.

The explanation ‘“No change during year’’ for a prop-
erty account can be accepted only in case there has been
no entry to the account during the period under audit.
It is possible, though very improbable, that an account
would have the same net balance at the close of an audit
period as at the beginning, yet a number of transactions
affecting the account could have taken place during the
year. The auditor should use every reasonable means to
be sure that capital assets have not been disposed of or
scrapped during the period under audit without any rec-
ord whatever of the transactions. Such procedure, obvi-
ously, means an overstatement in the balance-sheet of the
cost of properties. If transactions of any kind have
taken place during the year, they should be fully ex-
plained.

4. When authorizations do not specify whether the work is
a repair, a replacement or an actual addition or where there
are no formal authorizations, use whatever means may be
available to ascertain the character of the work. Determine
that amounts capitalized represent real additions or improve-
ments.

5. Examine the methods of distributing the payroll and
material and supply charges in sufficient detail to determine
that the charges to construction jobs are reasonable. This
applies to construction work done by the company’s own em-
ployees. Examine invoices and other evidence for construc-
tion work by outside contractors; ascertain that liability for
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instalments owed for construction work in progress has been
taken up on the books.
Schedule, page 205.

‘When additions to property, for illustration, machine
parts, ete., are manufactured instead of purchased, such
additions may be analyzed somewhat as follows, and then
each of the subdivisions of the manufacturing cost may
be analyzed in as great detail as conditions warrant:

ANALYSIS OF ADDITIONS TO PROPERTY ACCOUNT

Order Quan- A ,4i01 deseription Manufacturing cost

No. tity Material Labor Burden Total

6. While it may be considered permissible in the case of
construction work done by the company’s own employees to
capitalize a portion of the overhead cost, e.g., time of superin-
tendent and his clerical force employed on construction work,
etc. (but not general administrative expenses), such charges
should be carefully scrutinized, inasmuch as it is possible that
the overhead charges of a plant may not be decreased to any
great extent when additions are not under way; consequently,
the absorption of part of these charges in property accounts
when construction is in progress may reduce the operating
cost below that of periods in which no such work is being
done, and may unduly affect comparisons between years.

7. For purchases of real estate examine vouchers in sup-
port of payments made. Title deeds bearing endorsement of
public recording officials are supporting evidence of such pur-
chases. Verification of present title and search for encum-
brances of record are legal matters which are not within the
province of the accountant.

8. In the case of leasehold property examine the leases,
noting their terms. See that improvements, etc., on such prop-
erty are being written off over a period not in excess of either
the duration of the lease or the estimated life of the improve-
ments.

9. Ascertain the methods used in providing reserves for
depreciation of buildings, machinery and other equipment and
also for depletion of natural resources. Investigate charges
against the reserves. If the accountant is in doubt as to the
adequacy of the current provision or the accumulated reserve
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shown on the balance-sheet he should make suitable comment
in his report.
Schedule, page 200.

The charges against the reserve for depreciation should
be analyzed by comparing them with the credits to the
property accounts for property dismantled or scrapped,
giving full explanation of any charges which cannot be
accounted for in this manner. The credit balances of the
provision for depreciation accounts at the end of the pe-
riod under audit should agree or be agreed with the gen-
eral-ledger trial balance and the figures which appear in
the balance-sheet.

The adequacy of the provision for depreciation is one
of the most difficult questions the independent auditor
must decide. Every auditor should peruse and familiar-
ize himself with such material as that referred to in The
Accountants’ Index. It is usually true that the adequacy
of the depreciation provision can be determined only
when repairs and replacements charged to operations are
also considered. If capital expenditures are charged as
operating expenses or if operating expense items are
capitalized, the percentages used in computing deprecia-
tion mean very little. Careful tests should be made of
maintenance items and the policy of the client in such
matters should be carefully considered.

The expected future life of plant and equipment—
hence the rate of depreciation—is a matter of judgment
and opinion in each case, and the auditor may not be so
well qualified to give that opinion as are the officials and
operators of the plant. The auditor will generally ac-
cept the considered opinion of the client in that regard
unless the audit indicates that the depreciation rates used
are clearly in error.

The information required may be scheduled separately
or may be included in a property schedule. It should be
shown as follows:
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RESERVE FOR DEPRECIATION

Balance Provisions Balance
It beginning of period Chax:ge:; at close
ems of audit agains of audit
period Rate Amount reserve period
Building, ete. § % $ $ $

It is usually preferable that, in one form or another,
this be made a part of the cost-of-properties schedule in
order to show most conveniently the net property values.
In case of transfers between plants, branches or associ-
ated companies, a column for ‘‘transfers’’ may be in-
serted before the final column.

A full and detailed analysis should be made of the peri-
odic provision and, as well, of all credits or deductions
made to the account during the period. These subsched-
ules will support and explain the summary figures which
will appear in the above form. Full notes, also, should
be made concerning depreciation charges or credits which
are questionable or peculiar. For instance:

‘‘The plant, machinery and fixtures account is not relieved of
machinery or fixtures which are fully depreciated. The rate of
depreciation used is 7% (on cost), but, by reason of this
policy, the amount charged to depreciation each year is probably
in excess of 7Y% % of the cost of machinery and fixtures not fully
depreciated. The only time that credits are made to the asset
account is when machinery or fixtures are sold, transferred or
serapped. Included in the aceount is machinery which was pur-
chased in 1894-95 and which has been depreciated annually
sinee then at 7145% (on cost), and which, therefore, was written
off nearly 10 years ago.”’

This statement throws light on the general policies of
the company and enables the auditor more easily to de-
termine what shall be his attitude and whether or not any
qualification shall be made in the certificates to be at-
tached to the client’s balance-sheet and statement of
profit and loss.
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In a company, such as the Ashton Metal Products Com-
pany, where it is assumed that accurate property records
are kept, it is practically impossible for machinery and
equipment to be depreciated beyond its full value. The
use of proper plant records is increasing and this de-
velopment has been accelerated by the requirements in
recent years of the United States Treasury Department,
principally under Treasury Decision 4422.

10. Make inquiries to determine that proper record is made
when property is sold, abandoned, destroyed by fire or other-
wise put out of service. Any loss not provided for by depreci-
ation or recoverable through insurance, salvage or otherwise
should be written off.

Schedule, page 199.

11. Many of the foregoing suggestions apply only to prop-
erty additions during the period under review. In addition,
it is well to obtain general information relative to the compo-
sition of real estate, building and machinery accounts to ascer-
tain the principal property represented and the manner in
which the accounts have been built up for some years past, if
not from the inception of the business.

Schedule, page 194.

On a first audit a certificate is frequently obtained
from the company’s attorney, or from someone else in
authority, to the effect that all titles to property are in
order and that the properties are free from encumbrance.
In some cases a schedule is prepared, which would prob-
ably be included in the permanent-file papers, showing
the arrangement of lots, acreage, ete.

A general analysis of the property accounts should be
prepared from the beginning of the business or for a con-
siderable period of time. This would show the particulars
of the more important items, such as property acquired
by the issue of stock or other securities, adjustments for
appraisal or other revaluation, the sale or other disposal
of entire plants or property of substantial value, and
other items of like nature. It would also indicate the
ordinary additions and dismantlements or sales for each
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year, generally in total, but the auditor would need to
use his judgment as to the extent of the details to be
covered under these items. The purpose of the audit and
the type of report to be rendered would have a determin-
ing influence on the amount of detail required in the
analysis of the property accounts. The schedules used
to record this analysis will ordinarily be similar to those
used for verifying the charges and credits to cost of
properties for the period under audit. These analyses
should usually be included in the permanent-file working
papers.

An analysis of the surplus account from the beginning
of the business, or during a period of considerable length
to be decided upon by the auditor, will show any material
adjustments in the property accounts during preceding
periods and should be used as a check upon the accuracy
of the property analysis. It is not uncommon, particu-
larly in the analysis of property and surplus accounts,
for auditors to find that adjustments made upon the
previous balance-sheet have not been taken up in the
client’s books.

‘While the auditor, under the rules of the Securities
and Exchange Commission, is not held responsible for
the value of property, plant and equipment, he is, never-
theless, required to make extended analyses of these ac-
counts and generally is required to certify the balance-
sheets or other schedules on which the property accounts
are shown and in some cases to certify statements in an-
swer to questions contained in the forms of the Securities
and Exchange Commission which cover analyses of sur-
plus or other accounts extending over considerable
periods. This certification, of course, does not relate to
the value of the property but to the correctness of the
item on the basis stated in the accounts. While the audi-
tor would not be held responsible for a discrepancy be-
tween the amount shown for property on the balance-
sheet and some other amount subsequently realized on
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the sale or disposal of the property, he would probably
be held responsible for any material discrepancy between
the property account as stated in the balance-sheet and
the actual figures appearing in the books on the basis
stated.

In new audits requiring preparation of financial state-
ments, either for an issue of securities or for periodical
reports to the Securities and Exchange Commission, an
analysis of the property accounts, such as is described
here, forms, perhaps, the only safe basis for the certifica-
tions required.

12. Construction work in progress and material on hand at
the end of the fiscal period which is designated for use in con-
struction should be shown on the balance-sheet under the
heading property, plant and equipment, and not as part of the
inventories.

Schedule, page 196.

Many companies maintain separate plant records which are
controlled on the general books. If all capital additions are
budgeted and authorized in advance and later checked and
approved in the controller’s department, the vouching of the
larger items may be all that is necessary. In the case of com-
panies without adequate detailed records, a more extensive
examination is required. It is not the accountant’s function
to determine that every minor charge is justified. He should
acquaint himself with the policies of the company with regard
to capital additions, replacements and repair charges and
should satisfy himself that the total amount capitalized is rea-
sonable, that plant units ascertained to have been abandoned
are removed from the asset account, and that the depreciation
reserves are being accumulated on some consistent and ac-
cepted basis.

A statement of the work done in verifying the cost of
properties should be prepared and included with the
property working schedules. This statement may be
made a part of each working schedule, as illustrated in
schedules, page 194, or a separate statement may be pre-
pared. The former method enables the auditor taking
up the working papers to know definitely what verifica-
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tion was made of each particular part of the work. The
following statement of work done may be taken as illus-
trative of what is desired:

‘“Invoices were examined for approvals, for receipt of goods
on account of outside purchases and for payments on contract.
Centracts were examined and all authorizations were verified.

““All transfers beiween plants were checked to journal
vouchers, and a test was made by tracing various large items
from and to the respective accounts to which they were debited
or credited.

“‘On work done by the company a test was made of some of
the larger jobs. This consisted of examining material requisi-
tions and of totaling labor cards. The burden applied to these
jobs was tested and found in each case to counsist of direct con-
struction expense only.

‘“Where capital items were disposed of during the year, tests
were made to ascertain when they were purchased, that the origi-
nal value was charged off the books and that the depreciation
provided on machines or fixtures was charged to reserve for
depreciation. The difference between asset value, less deprecia-
tion provided, and serap value received from the sale (whether
a profit or a loss) was adjusted through the depreciation ac-
count.”’

INTANGIBLE ASSETS

Intangible assets such as patents, trademarks, franchises
and goodwill should, if practicable, be shown separately in the
balance-sheet. Ascertain the basis on which they are carried
in the accounts and the company’s policy as to amortization
of them.

Schedule, page 202.

The supporting schedules should show the composition
of the original amount recorded in the books, and, as
well, all changes to and the balance at the beginning of
the period under audit. This information, in a recurring
audit, should be in the permanent-file working papers or
in the working papers for previous periods. A complete
analysis should be made of all additions or deductions
for the year, and the balances at the close of the audit



124 AUDIT WORKING PAPERS

period should agree or be agreed with the amounts ap-
pearing in the general-ledger trial balance.

DererreEp CHARGES

1. Under this caption are included unexpired insurance,
prepaid interest, taxes, royalties and other prepaid expenses
and also bond discount, development and organization ex-
penses and other deferred items unamortized.

2. Check the mathematical accuracy and ascertain that
they are proper amounts to carry forward as a charge to fu-
ture operations. Whenever possible obtain documentary evi-
‘dence in support of the items carried forward; for example, in
the case of unexpired insurance examine the policies to ascer-
tain dates of expiration, the amount of the premiums and the
proportion to be carried forward; in case of prepaid royalties
examine the agreements or contracts. Any adjustment of
premiums for compensation insurance should be based upon
the actual, not the predetermined, payroll.

Schedules, pages 190 and 191.

If the fire insurance is with mutual companies a cer-
tificate should be obtained from the insurance companies
showing the estimated amount returnable at the close of
the year. This estimate may perhaps be based upon the
experience of past years, particularly if the dividend
payable has been approximately the same from year to
year. The latter method has been followed regularly in
the case of several large and prominent industrials. A
distinction should be drawn between prepaid insurance
and deposits with mutual fire-insurance companies.
These latter are not, strictly speaking, payments for in-
surance and when they are refundable within one year
they appear to fall within the definition of current as-
sets.

Such an examination of the insurance policies is valu-
able not so much because of the money involved (which
is ordinarily comparatively little), but more because the
examination will reveal mortgaged properties, or prop-
erty otherwise covered by lien, and will also show what
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assets are insured, so that omissions may be called to
the attention of the client. The amount of insurance
carried is also frequently a matter of keen interest to
banks extending credit, and it should always be con-
sidered by the auditor. Furthermore, the amount of in-
surance carried on such items as buildings, equipment
and inventories may give valuable information as to
what the client really thinks they are worth and it may
lead to inquiry as to possible over- or under-valuation of
them.

The possible liability for additional premiums payable
for compensation or liability insurance should be investi-
gated. This may be ascertained by multiplying the total
actual payroll, from the date of the policy to the close of
the period under audit, by the rates named in the policy.
Any excess of the total so obtained over the amounts al-
ready paid as premiums on the policies will measure the
amount of additional premium to be paid and to be set
up as a liability. If the amount is of comparative im-
portance it should be included with the accounts payable
in the balance-sheet. ' '

Unexpired insurance will be found to include a variety
of forms of insurance. Thus, in the case of a single in-
dustrial, the following kinds of policies were found:

(a) Mutual fire insurance

(b) Standard fire insurance

(¢) Burglary insurance

(d) Hold-up insurance

(e) Stock-companies insurance

(£) Boiler insurance

(g) Sprinkler insurance

(h) Tornado insurance

(i) Elevator insurance

(j) Liability and compensation insurance
(k) A number of miscellaneous individual policies

To verify interest prepaid the auditor should obtain
the list of notes on which such interest is prepaid—show-
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ing the dates of the notes, the payees, the terms of the
notes, the maturity dates and rates of interest, the total
discount or prepaid interest, and the portion of such in-
terest to be carried forward as a deferred charge to
future operations. It is preferable that this schedule be
prepared by the client, usually by adding extra columns
to the mnotes-payable schedule, and the auditor should
then thoroughly check or test the prepayments of in-
terest as shown by the client’s schedule, cross-indexing
the total prepayment to the deferred-charges schedule.
In the case of taxes prepaid and chargeable to future
operations, the amount of taxes paid, and the period for
which paid, should be ascertained and the amount should
be included with other prepaid items in the balance-
sheet. Quite often the greatest difficulty in the case of
taxes is to determine the period covered, and special at-
tention should be given this part of the verification. As
an instance of the logical difficulties into which the ac-
countant is led by the present classification of prepaid
expenses as non-current deferred charges, it should be
observed that taxes prepaid and accrued should not be
offset, because under present practice the former is
treated as a deferred charge whereas the latter is an
accrued liability which affects the current position.

3. Make inquiries to determine the company’s policy as to
amortization of deferred charges, such as whether bond dis-
count is being amortized on a straight-line basis or bond-
outstanding method or otherwise. If development and simi-
lar expenditures are deferred, they should be written off over
a reasonable period having regard to the character of the ex-
penditures.

Schedule, page 191.

For additional small and miscellaneous items of de-
ferred expense, a schedule somewhat as follows may be
prepared:
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MisceLLaNEoUS DEFERRED ExXPENSES, DECEMBER 31, 19—

Explanation of how

Amount of Amount Balance written off, or
Date For original written  (date of why carried as
incurred  what charge off audit) deferred expense
$ $ $

The above form was used in the audit of a newspaper,
and the balance carried forward as of the date of the
audit amounted to many thousands of dollars. It in-
cluded advances to correspondents for trips to various
parts of the world, particularly to Russia, dues to vari-
ous press clubs, newspaper associations, ete., prepaid
special-issue expenses, freight and cartage on unused
paper, permanent alteration expenses and numerous
other items of expense.

4. As prepaid expenses and deferred charges may be con-
sidered to include two classes of items which differ somewhat
in their nature different treatment is sometimes accorded
them., Prepaid expenses, as representing those items which
eventually will be included in manufacturing or other operat-
ing expenses may, if desired, be set up as a separate item un-
der deferred charges or may be included as a separate caption
on the balance-sheet.

Report on Audit, Chapter XIII, page 8

Form 10K, page 287.

It may be that items other than those discussed in this
chapter will be found in various audits and will be car-
ried in the balance-sheets as deferred charges to future
operations. Deferred charges, in many cases at least,
have no tangible or realizable value and must accord-
ingly be considered entirely from the viewpoint of a
going concern. In practice, moreover, clients will often
be found who do not wish to defer prepaid items even
when the amounts are quite large. If the policy in this
respect is consistent from year to year, the auditor can-
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not objeet to it; the junior on the audit, however, should
bring the matter to the attention of his prineipal.

The duty of the auditor, then, when deferred charges
are shown in the statements of financial condition, is to
determine (a) whether or not the charges made to such
accounts during the period under audit, or possibly from
the inception of the accounts, were valid and proper
charges, and (b), if so, the proportion of those charges
which may properly be carried forward to the operations
of future periods. This involves not only the arithmeti-
cal accuracy of the amounts carried forward, but also
the propriety of the charges.



CrarrER IX

CURRENT AND CONTINGENT LIABILITIES

(ANl matter in bold-face type is quoted from the American
Institute of Accountants bulletin ‘‘ Examination of Financial
Statements by Independent Public Accountants’’)

1. Obtain a list of the recorded accounts payable and make
appropriate check with the ledger accounts or with open items
in the voucher register, according to the system in use. . Rec-
oncile the total with the controlling account in the general
ledger. Investigate any large balances which do not repre-
sent specific or recent items. Obtain confirmation from the
creditor if any account appears to be irregular. If there are
accounts in dispute, large enough to affect substantially the
total of current liabilities, investigate the causes of dispute.

Schedule, page 203.

The auditor should list from the voucher register all
items unpaid as of the close of the period under audit or
should check the list as prepared by the client’s office force.
The total of this list should be agreed with the general-
ledger trial balance, and disbursements for the last month
of the audit period should be checked against the items
marked ‘“‘paid’’ in the voucher register, as it is quite
possible that items might be marked off in the voucher
register as being paid when checks may have been made
out for the same amounts but to other parties. Debit
balances included in the total of acecounts payable should
be carefully investigated, for not infrequently these
amounts represent payments on account of bills which
should have been set up in the books but, for some rea-
son, have not been approved for entry.

In preparing or checking the above list all items not
properly included as trade accounts payable should be

129



130 AUDIT WORKING PAPERS

earmarked and then properly classified. It will ordi-
narily be found that even though the best kind of voucher
system is in use, the final figure for accounts payable may
contain items other than vouchers payable.

If a general account for accounts payable is kept this
condition generally exists when the voucher record is also
a journal for making entries to payroll, tax or interest
accounts, or when postings are made to the accounts-
payable general-ledger account from various sources.
Under modern practice, however, there would generally
be separate accounts for accounts payable and accrued
liabilities.

2. The following procedures are helpful in determining
that all liabilities are included in the accounts:

(2) Review vouchers entered in the voucher register and/or
payments shown by the cashbook subsequent to the
date of the balance-sheet to ascertain whether any of
them are applicable to the period under review.

(b) Examine bills on file not vouchered or entered to ascer-
tain if any of them belong to the. period under review.

(c) Make a test examination of the monthly statements re-
ceived from creditors having large balances.

(d) Examine receiving records for the last day of the pe-
riod for the purpose of ascertaining that the corre-
sponding liabilities are included.

Upon completing the analysis of the book acecount the
auditor should obtain all vouchers entered since the close
of the fiscal period and all unentered bills. All these
which are dated prior to the close of the audit period,
and all invoices covering items which an examination of
the receiving records shows were received prior to the
close of the year or were in transit (that is, ordinarily,
having passed the f. o. b. point), should be listed and
analyzed in accordance with the proper classifications
(see schedule, page 203).

To facilitate the audit of accounts payable it is well to
obtain a list of all persons authorized to approve vouchers
for payment and to make certain that the signatures or



CURRENT AND CONTINGENT LIABILITIES 131

initials of the officials authorized are readily recognized
by the auditor. When possible, it is desirable to have
available for the auditor’s use cards containing copies of
the initials and signatures which should later be filed
with the working papers.

All missing vouchers should be listed, and the prepared
list should be handed to an employee of the client with
the request that the vouchers listed thereon be found and
presented to the auditor. A schedule used to record lost
or missing vouchers is as follows:

Missing VOUCHERS

Date of Voucher
voucher No. Details Amount

$

As vouchers are found, a line is usually drawn through
the missing item. As many as possible of the vouchers
should be found and checked off before the completion
of the audit. Whether all vouchers are found and can-
celed on the list or not, the working sheets should be re-
tained and included in the accounts-payable group in the
working file.

When a voucher system is not used the auditor should
obtain the trial balances of the subsidiary accounts-pay-
able ledgers and should check the items appearing thereon
with the ledger accounts. The net totals of the trial bal-
ances should be agreed with the controlling account in
the general-ledger trial balance. In checking the ledgers
the auditor should note particularly the character of all
debit balances and should make special record of them
in his working papers, for, as already stated, such
amounts not infrequently represent payments for bills
which should have been entered in the books, but, for one
reason or another, have not been entered at the close of
the period. Unless negligible in amount, or unless offset
by other credit balances of the same parties, these debit
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balances should be transferred to and be shown as ac-
counts receivable in the balance-sheet.

The accounts payable should be classified or grouped
in accordance with the summary schedule to be prepared
and made a part of the working papers. Also, when a
voucher system is not in existence cash payments after
the close of the year must be scrutinized in order to allo-
cate to the period under audit any amounts that represent
expenses or charges applicable thereto. With the excep-
tions noted the procedure in verification of accounts pay-
able when a voucher system is not in use would be similar
to the procedure when there is a voucher system.

The auditor should ascertain from the minutes of the
company the dividends that have been declared and from
the accounting records those that have been paid during
the period under audit (see schedule, page 211). Divi-
dends declared but not paid are a current liability and
should be shown as such. Schedules should be prepared
showing all dividends, both on the common and on each
class of preferred stock outstanding, declared or paid
during the audit period. This schedule may be as fol-
lows (see schedule, page 210):

DivipENDs—CoMMON STOCK

Payable to
Date shareholders Date  No.of Dividend Dividend Dividend
declared of record payable shares No. % amount

$

3. Inquire if any goods have been received on consign-
ment, and if so examine the pertinent records and ascertain
that liability has been set up for all such goods sold.

4. As an additional precaution against the omission of lia-
bilities obtain in writing from a responsible official of the
company (1) a statement that all outstanding liabilities for
purchases and expenses have been included in the accounts
and (2) a summary of any liabilities for legal claims, infringe-
ments of patents, claims for damages, etc., not included in the
accounts. It is advisable to obtain the signature of the presi-
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dent or other senior officer to this statement as only a senior
officer of the company may know the extent of such obliga-
tions.

5. Liabilities to affiliated companies and advances by
stockholders, directors, officers and employees if material in
amount should be shown separately on the balance-sheet.

Accruep LiasmrTies

1. Interest, taxes, wages, etc.,, which have accrued to the
end of the period under review but are not due and payable
until a later date, are grouped on the balance sheet under “ac-
crued liabilities.”” Special attention is directed to the follow-
ing liabilities:

2. Interest payable. Make inquiries to ascertain whether
provision has been made for interest due or accrued. See that
interest on bonds and notes payable has been provided for and
give consideration to the possibility that interest may be pay-
able on past-due book accounts, on loan accounts of officers or
directors and on judgments. overdue taxes and other liens.

Schedule, page 207.

Judgments, overdue taxes and the like, may also bear
interest. The auditor should ascertain whether or not
any such accounts exist, and, if so, should compute or
verify the amount of interest thereon.

3. Taxes. Ascertain the amount of accrued federal, state
and local taxes including any liability for taxes withheld. In
the case of some local taxes it may be necessary to inquire of
the taxing authority as to the period for which taxes accrue.
Determine the present situation relative to federal income
taxes for the current and prior years, i.e., what years have
been examined, and what years have been finally closed. If
there are in dispute any items of material importance on
which a difference of opinion exists, adequate provision should
be made or the situation should be disclosed in a footnote to
the balance-sheet, failing which reference should be made in
the accountant’s report.

Schedules, pages 205, 206 and 208.

The calculation of acerued taxes should be scheduled,
and tax payments made during the year should be shown,
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with a sufficient description to indicate the character of
tax and the period covered. Vouchers or receipted bills
for all taxes paid should be examined. The taxes paid
and the taxes accrued should be agreed with the ledger
account.

4. Salaries and wages. If the date of the balance-sheet
does not coincide with the date to which the last payroll of the
period under review has been computed, ascertain the amount
accrued to the date of the balance-sheet. Inquiries should
also be made as to any profit-sharing or bonus plans.

Schedule, page 205.

5. Traveling expenses and commissions. See that provi-
sion has been made for unreported expenses of traveling sales-
men and for accrued commissions.

6. Legal expenses. Provision should be made for any ac-
crued liability for legal expenses.

The auditor should give special attention to bills for
services, for although the bills may be dated some time
in the new period the services were almost certainly
rendered during the period under audit. An important
source of information on liabilities for services is the
minute book, particularly in the case of legal, engineer-
ing or other professional charges. Cases have been
known in which legal fees, sufficiently large to have an
important bearing on the financial position of the com-
pany, have not been shown in any company record except
the minute book until they were paid. As in the case of
most other charges for services, they were incurred and
the benefits received long before payment was made.

7. Damages. Inquire if there are any claims or suits for
damages not covered by insurance; if any evidence is found
indicating such liability, obtain information on which to base
an opinion as to the amount that should be set up as an ac-
crued liability or as a reserve against probable loss.

NoTEs PAvABLE

1. Obtain or prepare a schedule showing the dates and
amounts of notes payable, interest rates, due dates, names of
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payees, collateral, endorsers and interest accrued to the date
of the balance-sheet.

Schedule, page 202.

2. See that the schedule agrees with the notes-payable
book and with the balance of the notes-payable account in the
ledger.

3. Confirm notes payable by obtaining from all banks in
which the company maintains balances and from all note-
brokers with whom the company transacts business state-
ments of notes and drafts discounted or sold and not paid
prior to the date of the balance-sheet and details of collateral
held, endorsements, etc. Check the schedule with these state-
ments. Confirm other notes payable recorded on the books,
if important in amount.

Schedule, page 175.

The auditor ordinarily should have confirmation letters
prepared and sent to holders of the company’s notes.
An exception would be a company issuing notes through a
broker: in this case a single certificate from the note
broker would constitute a satisfactory verification of the
notes outstanding. As rapidly as the certificates or con-
firmations are received the items on the list of outstand-
ing notes covered thereby should be checked off. Inter-
est payments, discount, ete., should be scrutinized to
make certain that such items do not relate to any notes
not entered in the books.

One method of proving interest payments and dis-
count is to add columns, in which these items may be
entered, to the schedule on which notes payable are listed.
This facilitates checking interest paid or acerued and
when agreed in total with the ledger account proves that
all items of interest and discount have been applied for
specific obligations.

All collateral pledged for notes outstanding should be
confirmed. The holders of the notes or the brokers
through whom the notes were sold should be asked, when
they confirm the existence of the notes, to specify any
collateral held. Any securities or other property so
pledged should be referred to in the balance-sheet pre-
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pared for certification. A simple pro-forma letter re-
questing a certificate for notes payable is as follows:

Gentlemen :

To assist in the usual annual audit of our accounts will you
please notify our auditors, Kean, Swift & Co., of the extent
of our liability to you as of ..o 19.......
Kindly show each note separately giving due date, interest
accrued and date interest is payable and state what security
for the notes, if any, is deposited with you.

Your compliance with this request will be appreciated.

Yours very truly,

Secretary or Treasurer

The standard bank confirmation form prepared by the
American Institute of Accountants provides for the re-
port of loans made by banks and for these loans no other
form of confirmation is required (see schedule, page 175).

‘Whether or not the requests for all such letters of con-
firmation will be written by the client or will be prepared
by the auditor and approved by the client is of little im-
portance and may depend upon circumstances; usually,
perhaps, such requests will be prepared by the client.

It is important that the auditor, when verifying notes
payable, ascertain what is necessary to make notes valid,
ie., what officers are authorized to sign notes. If it is
found that a single officer may sign notes, it should be
reported to the person in charge of the audit in order
that the matter may be taken up with the client or in-
cluded in the report.

Notes payable for other than merchandise, supplies,
or current loans, when the amount is significant, should
be shown separately under current liabilities rather than
included with other current trade liabilities. The verifi-
cation of such notes would be similar to that of trade
notes payable. As it is the general rule to include in
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current liabilities all amounts which are payable within
one year, a funded debt maturing and to be retired within
the coming year should be shown separately under cur-
rent liabilities.

4. See that there is an adequate control of notes payable
and ascertain, preferably by examination of the canceled
notes, that notes paid during the period have been properly
discharged. An analysis of the interest account may provide
additional information regarding interest-bearing liabilities.

5. Hypothecation of any of the company’s current assets
or investments as collateral for notes payable or other liabil-
ity should be noted on the balance-sheet.

6. Notes payable to affiliated companies and to stockhold-
ers, directors, officers and employees should be shown sep-
arately on the balance-sheet.

CoNTINGENT LIABILITIES

" 1. Make inquiries relative to the existence of contingent
liabilities. Such liabilities will usually be of the following na-
ture:

2. Notes receivable discounted. (See procedure sug-
gested under notes receivable.)

3. Indorsements and guaranties. Ascertain from respon-
sible officers of the company whether any indorsement of un-
related paper or any guaranties have been made and if so
what security has been received to protect the company. This
inquiry is especially necessary if it is known that any of the
officers are interested in other enterprises.

4. Judgments. Any liability for judgments not appearing
on the records of the company may be discovered by search-
ing the public records; but this is within the province of law-
yers, not of accountants. Many business men will not permit
entry in their books of a judgment from which they intend to
appeal, and it becomes difficult for the accountant to find any
evidence of such a liability except by inquiry of responsible
officials. Make such inquiries. If any liability exists, though
not finally determined, appropriate mention of the facts should
be made in a footnote to the balance-sheet.

5. Unfulfilled contracts. Where the nature of the business
requires large purchase orders for future delivery ask for cop-
ies of such purchase orders. If the contract prices are higher
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than market prices and the purchase contracts are not pro-
tected or only partly protected by firm sales orders, it may be
necessary to set up a reserve for possible loss.

6. Damages. There may be claims or suits for damages
not covered by insurance or by reserves provided therefor.
If evidence is found indicating a liability of this nature, re-
quest full information so as to be able to form an opinion as
to the amount which should be stated as a contingent liability.

7. Liability for real-estate bonds and mortgages. Investi-
gate the possibility that any liability may result from the sale
by the company of property subject to mortgage. If property
subject to a mortgage has been sold there may be a contingent
liability under the bond unless the mortgage has been satis-
fied, the satisfaction recorded and the bond canceled.

8. Notation should be made on the balance-sheet relative
to contingent liabilities where the amounts involved are or
may become material. In case of claims, litigation and other
matters involving a legal determination it may be advisable
for the accountant to obtain information, preferably in writ-
ing, from the company’s legal advisors as to the probable ex-
tent of the liability.

The certificate of liabilities which should be obtained
from executives of the company does not relieve the audi-
tor of his responsibility but merely serves as an addi-
tional evidence that liabilities are not being knowingly
concealed.

LiasirTies IN GENERAL

In endeavoring to see that all liabilities are reflected in the
balance-sheet, the accountant should not go to the extreme of
providing meticulously for every minor item that he happens
to discover. There will always be overlapping items between
years, which have no important bearing on the accounts. His
function is to see that liabilities ascertainable by a reasonable
examination are included in the balance-sheet.

Contingent liabilities are apt to be numerous in large com-
panies. In the ordinary course of business there is frequently
a large number of outstanding claims or suits for damages
and commitments of various kinds. It is often very difficult,
if not impossible, to determine the amount in money that may
be involved, since the nominal amount of a suit is no measure
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of the maximum amount that may have to be paid. It is gen-
erally recognized that such conditions exist and it is only nec-
essary to refer to major or unusual situations. In case of
claims, litigation and other matters involving a legal determi-
nation it may be advisable for the accountant to obtain infor-
mation, preferably in writing, from the company’s legal ad-
visors as to the probable extent of the liability.

Trade accounts payable are created by contracts for
the purchase of goods or services by the company and
are generally evidenced by bills received after or at the
time the goods are received or the services rendered.
The bills should be attached to approved vouchers.

Accrued liabilities are amounts computed by the com-
pany for which bills may or may not be rendered and in-
clude accrued payrolls, taxes, interest and similar items.
These items are generally shown separately in the bal-
ance-sheet under good accounting practice and the rules
of the Securities and Exchange Commission. Whether
several accrued liabilities should be grouped as one item
or whether they should be shown separately depends
upon the amount and importance of each item.



CumarTER X

CAPITAL STOCK AND FUNDED DEBT

(Al matter in bold-face type is quoted from the American
Institute of Accountants bulletin ‘ Examination of Financial
Statements by Independent Public Accountants’’)

1. In the case of companies which issue their own stock,
examine the stock records and stock certificate books to ascer-
tain the amount of capital stock outstanding. See that the
company is complying with the requirements of laws impos-
ing transfer taxes.

If the transfer department of the company is so well
organized and operated that serious error or fraud is un-
likely, the auditor’s examination might, as in other cases
where internal check is involved, extend no further than
is required to satisfy himself of these facts. For smaller
companies or those having a relatively small number of
stockholders, it may be necessary to examine the stock
registers and the stock certificate books, and to prepare
separate schedules of the common stockholders and of
the preferred stockholders somewhat as follows:

XYZ CoMPANY 7% CUMULATIVE Authorized and Issued $500,000.00
Preferred Stock Par $100.00

Certificate Number
In name of No. of shares Remarks

Under ‘‘remarks’’ it should be stated whether or not the

certificates have been receipted for, ete. In some cases it

may be desirable to list all certificates, showing those

which have been canceled (in the first two columns only)

as well as those outstanding. The total of the ‘‘number

of shares’’ column must account for all outstanding cer-
: 140
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tificates and for the total capital as reflected in the bal-
ance-sheet.

‘When the stock is issued by the company itself the au-
ditor should either satisfy himself that the company’s
internal organization is such that serious error is un-
likely or he should compare the stock registers and stock
certificate books with the lists of outstanding stockhold-
ers and should see that proper transfer-tax stamps have
been purchased, attached to the documents and canceled.
This frequently involves consultation with the client’s
legal counsel.

In examining the certificate books the auditor should
© observe whether or not all canceled certificates are pasted
back into the certificate book and are marked ‘‘canceled.’’
The canceled stock certificates are usually not pasted
back into the certificate book in the case of larger com-
panies having active stocks; these larger companies, how-
ever, ordinarily have transfer agents and registrars and
the auditor has little reason for seeing the stock certifi-
cate books. ‘

2. If a trust company is the registrar of the capital stock,
obtain from the registrar and/or transfer agent a certificate
as to the number of shares of capital stock issued and out-
standing.

Schedules, pages 208 and 209.

Letters should be obtained from the transfer agents
and registrar certifying to the capital stock outstanding,
which should show separately the number of shares of
each kind of capital stock outstanding, whether of par
value or no par value.

3. If any stock has been sold during the period under re-
view see that the cash or other consideration for which the
stock was issued was in accord with authorization of the di-
rectors. Make inquiries as to the existence of any stock
options, warrants, rights or conversion privileges. If any
exist, details should be given on the balance-sheet.

The proceeds from the sale of the stock, whether cash
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or property, should be accounted for, so far as it is pos-
sible for the auditor to do so. In a first audit, the capital-
stock account, like the property and surplus accounts,
should be completely analyzed from the beginning of the
business or for a reasonable period of time. The auditor
should determine how the capital stock was set up in the
books in the beginning—that is, whether or not property
or cash, etec., was received for it—and he should record
in his working papers all important changes in the ac-
count from that date. (See schedule, page 208 and Report
on Audit, page 37.)

A schedule should be prepared in case changes in the
capital stock have taken place during the year, showing
(a) the shares and book value of the stock outstanding at
the beginning of the period, (b) the additional issuance
(including the date of issue, the number of shares issued,
the par value of the shares issued, and the amount and
kind of property received), (c) the shares redeemed or
canceled during the year, and (d) the capital stock out-
standing as of the close of the period under audit. The
auditor should verify the proceeds of the sale of addi-
tional stock, tracing the cash into the cashbook and bank,
or satisfying himself that the physical property has actu-
ally been transferred to and received by the corporation.

4. If stock has been subscribed on an instalment plan as-
certain whether or not any payments are in arrears. If spe-
cial terms have been extended to any stockholder, examine
the minutes of the board of directors to see that such terms
have been approved.

A schedule of such instalment sales may be prepared
somewhat as follows:

XYZ CoMPANY—INSTALMENT SALES—CoMMON STOCK

No. of No. of Total Premium
Sold to gshares instal- par or dis-
common ments value count (red)
Silas Marner .......... 200 5 $20,000 None

Totals .............. 10,000 ) $1,000,000 None
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DECEMBER 31, 19—

Instalments
Amount each __M?EL Total paid in R K
instalment Paid Unpaid  ,p,gunt full and emarxs

12/31/ 12/31/ unpaid stock issued

$4,000 3 .2 $8,000 4/5/
$200,000

The total amount of unpaid instalments should be
proved by checking against the subscription lists.

5. The capital stock or stated capital should be shown on
the balance-sheet in accordance with the statutes of the state
under the laws of which the corporation is organized, the
articles of incorporation and the corporation’s minutes. It
should be borne in mind that the laws of most states have spe-
cial provisions relative to the acquisition of treasury stock by
a corporation,

6. Each class of stock should be stated separately on the
balance-sheet, with the amount authorized, issued and out-
standing and the par value per share. If the stock is of no
par value the stated or assigned value per share, if any, should
be shown and the redemption price or the amount of prefer-
ence upon liquidation. If any stock of the company is held in
the treasury it should preferably be shown as a deduction
from capital stock or from surplus or from the total of the
two, at either par or cost, as the laws of the state of incorpora-
tion and other relevant circumstances require. If it is in-
cluded on the asset side of the balance-sheet the circumstances
justifying such treatment should be indicated in the caption
or in a footnote to the balance-sheet.

In scheduling treasury stock the auditor should begin
with the balance as per the general-ledger trial balance
at the beginning of the period under audit. Certificates
of stock on hand at the close of the year should be veri-
fied by inspection. The sales and purchases of the period
should be supported by brokers’ advices and by cash-
book entries.

Good current accounting practice is indicated by the
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rule of the Securities and Exchange Commission in the
instruction book for form 10K which reads:

‘“Reacquired stock (treasury stock) is preferably to be shown
as a deduction from ecapital stock or from either the total of
capital stock and surplus, or from surplus, at either par or cost,
as circumstances require.’’ '

There may ocecasionally be circumstances which would
justify showing treasury stock on the assets side of the
balance-sheet as, for instance, the purchase of stock for
resale to employees. In these somewhat rare situations
a full explanation should be given either on the face of
the balance-sheet or as a footnote.

7. The total amount of dividends or the dividends per
share on outstanding cumulative preferred stock which are
in arrears should be stated on the balance-sheet. All divi-
dends declared but not paid at the date of the balance-sheet
should be included in the current liabilities.

Fuxpep Dzsr

1. Obtain from the trustee a statement of the amount of
bonds outstanding, in confirmation of the liability shown on
the balance-sheet. Check the accrued liability for interest on
outstanding bonds, and reconcile the relative interest expense
taken up in the profit-and-loss account.

Schedules, pages 207 and 208.

The audit of funded indebtedness involves the prepara-
tion of a schedule summarizing all funded indebtedness
outstanding and separate schedules for each issue of
bonds or other long-term indebtedness (see schedule,
page 207).

2. Examine bonds redeemed during or prior to the period
under review to see that they have been properly canceled,
or, if they have been destroyed, the statement obtained from
the trustee should show the net amount outstanding.

3. Ascertain the sinking-fund requirements of the bond
indenture and see that due consideration has been given to
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them. Any default in the interest or sinking-fund require-
ments that may exist should be mentioned on the balance-
sheet.

4. Give consideration to any other important stipulation of
the trust indenture concerning the accounts. Trust inden-
tures, for example, sometimes stipulate that current assets
shall be maintained at a stated amount in excess of current
liabilities.

5. Check the liability on account of mortgages or other
liens so far as the company’s records afford data. Confirm
the amounts shown by the books of account and the interest
rates, due dates, etc. This may be accomplished by obtaining
certificates from the mortgagees.

6. The balance-sheet should show the amount of bonds
issued and in treasury or sinking funds, and also the rates of
interest and the dates of maturity or, in the case of serial
bonds, the annual or periodical maturities. Serial bonds, notes
and mortgage instalments due within one year should be
separately disclosed and if material should be included with
the current liabilities.

The balances of each issue at the beginning and at the
end of the fiscal period should be agreed with the general-
ledger trial balance figures, and all transactions relating
thereto should be fully accounted for in the working
schedules. When bonds are purchased and canceled the
auditor should see the cremation certificate or the ean-
celed bonds or should obtain a letter from the trustee con-
cerning the disposition of the bonds. When bonds are
called the holders may not all turn them in promptly to
the trustee, and the bonds in the possession of the trustee
may be held until a sufficient number have been received
to make it convenient to cremate them.

It is important to show in the balance-sheet or by
means of an exhibit attached thereto, the various matu-
rity dates of bonds and mortgages, for such facts are of
great interest to bankers or other credit grantors.

In verifying treasury bonds the auditor should begin
with the balance as per the general-ledger trial balance
at the beginning of the period under audit. He should
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analyze in detail the additions of the year, seeing that
each debit to the general-ledger account is fully explained.
The purchases should be entered at cost price. Both the
par value and the purchase price of all acquisitions of
the year should be shown and entries adjusting treasury
bonds to par should be checked.

Credits to this account will ordinarily consist of bonds
delivered to the trustee for cancellation. Any other cred-
its should be carefully investigated. Under present prac-
tice, particularly if the company is listed on a securities
exchange, it is unlikely that treasury bonds will be resold,
since there are several rules of the Securities and Ex-
change Commission which would make this difficult. If
there are such sales the circumstances should be fully
explained.

The bonds held at the time of the audit should be veri-
fied by inspecting the bonds on hand and in the treasury.
In case the bonds were not counted at the same time as
the cash and other securities at the close of the fiscal
period, the cashbook should be scanned for any entries to
this account between the close of the period under audit
and the date of the actual count or examination. Bro-
ker’s advices should be inspected in order to support
the cashbook entries. By adding to the bonds on hand at
the date of the count those retired or canceled since the
close of the period under audit, and then deducting the
purchases since that date, the bonds on hand at the close
of the period under audit may be determined.

In the balance-sheet the item of treasury bonds should
be stated separately; it is usually shown as a short-exten-
sion in the balance-sheet and is deducted at par from the
outstanding bonds. In case a company’s own bonds are
held in other special funds, such as pension funds, insur-
ance funds, sinking funds for other bond issues, and the
like, they need not be deducted from the total bonds out-
standing but should be valued as any other fund in-
vestments, However, since it is the purpose of a
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balance-sheet to show a company’s relation to the outside
business world it is preferable to deduct true treasury
bonds from the total issued bond indebtedness, thus
showing the net funded debt outstanding.

This chapter has outlined briefly the procedure in veri-
fying two of the most important items in the balance-
sheet: capital investment and funded indebtedness. To
the inexperienced auditor it may seem that because the
entries to these accounts are relatively few the verifica-
tion is correspondingly unimportant—such an opinion is
entirely wrong. Some very large defalcations, and
manipulations as well, have been accomplished by tam-
pering with the capital accounts, and every reasonable
precaution should be taken by the auditor in his exami-
nation to assure himself that all transactions are regu-
lar and proper.
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SURPLUS, RESERVES AND PROFIT-AND-LOSS
STATEMENT

(AUl matter in bold-face type is quoted from the American
Institute of Accountants bulletin ¢‘ Examination of Financial
Statements by Independent Public Accountants’®)

1. Analyze the surplus accounts for the period covered by
the examination. Reconcile the opening balance with the
surplus shown in the previous balance-sheet and consider the
propriety of the entries made in the surplus account.

Schedule, page 210.

In a first audit the client should be asked to provide the
auditor with an analysis of the surplus account from the
organization of the business to the beginning of the audit,
or for a reasonable period of time. Such a statement will
give the auditor a good bird’s-eye view of the past oper-
ations of the business and will also serve as a check on
the property account in so far as surplus adjustments
may have been made to that account. (See Report on
Audit, page 38.)

For the current audit, all charges and credits to sur-
plus should be analyzed and their nature clearly indicated
in the working papers. Small items which may be the-
oretically justified as surplus adjustments are, for
convenience, often treated as miscellaneous income or
expense, since it is required by the Securities and Ex-
change Commission and good general accounting practice
to show in reports to stockholders or third parties the
amount and nature of transactions handled directly
through the surplus account. Obviously it is undesirable
to obscure the explanation of amounts of real importance
by the inclusion of items of insignificant amount.

148
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The auditor quite frequently finds that adjustments
made in the preparation of the previous balance-sheet
have not been taken up in the client’s books. This is par-
ticularly true in the case of the surplus and of the prop-
erty and plant accounts, though not infrequently it applies
to other accounts also. TUntil one has given thought to
the problem and learned by experience how to treat it he
may have difficulty in making up the accounts correctly.
It is necessary to adjust the client’s books to the figures
which the auditor believes indicate the real situation and
which he is willing to certify. The exact form such ad-
justments shall take is not the important point; the fol-
lowing is perhaps as clear and satisfactory as any:

SurpLUs AccouNT, DECEMBER 31, 19—

Balance, per client’s books, beginning
of year (date) $
Auditor’s adjustments not taken up:
Credits:
A (being eross-indexed to the &
B adjusting journal entries)
C
Ete.

Debits:
X (as above) $
Y .

VA

Balance, per aunditor’s working papers,
beginning of year $
Current additions and deductions:
(properly explained and supported
by subsidiary schedules, journal
entries, ete.)

Balance, per balance-sheet, close of
year (date) $
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Each item appearing in the foregoing statement should
be properly supported by and cross-indexed to subsidiary
schedules, adjusting journal entries, etc., in order that
the statement may be made clear to anyone who may
read it.

2. Check by reference to the minutes of directors’ meet-
ings the dividends declared or paid during the period under
review. If stock dividends have been distributed, ascertain
that the treatment on the books is in accordance with the
minutes. Adequate disclosure should be made.

Schedules, pages 210 and 211.

3. Where practicable the nature of the surplus should be
shown on the balance-sheet divided under principal classifica-
tions such as:

(a) Earned surplus (or deficit).
(b) Capital or paid-in surplus.
(c) Surplus arising from revaluation.

If there are any restrictions on the surplus by reason of
state laws, charter provisions, etc., such as in the case of re-
acquired shares, the nature of the restrictions should be in-
dicated.

The discussion of surplus in the instruction book to form
10K prepared by the Securities and Exchange Commis-
sion deals somewhat differently with the question of
showing surplus in the balance-sheet:

‘‘Show in the balance-sheet the division of this item into (a)
paid-in surplus and/or (b) other capital surplus; and (e)
earned surplus; however, if, in the accounts, separate balances
for these are not shown at the beginning of the fiscal year, i.e.,
if the company has not, up to the opening of the fiscal year,
differentiated in its accounting for surplus as indicated above in
(a) and/or (b) and (¢), then the surplus may be stated in one
amount.

‘“An analysis of each surplus account for the fiscal year, as
shown in schedule IX, shall be given in the balance-sheet, or as
a continuation of the profit-and-loss statement, or in a schedule
referred to in the balance-sheet.”’

In any case there remains the necessity of classifying
the elements of surplus as they were charged and cred-
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ited in total to the surplus account under review. In
cases in which it is not considered practicable to allocate
specific charges to surplus against specific credits, which
would result in net balances of earned, capital or other
surplus, the gross transactions should be shown as they
oceur.

Surplus accounts prepared on this basis have been ac-
cepted by the Securities and Exchange Commission and
representative corporations issue annual reports to stock-
holders showing a total balance of surplus at the beginning
of the year and additions and deductions during the
period. ‘

The auditor must, therefore, be familiar with all the
different types of surplus, whether he is to show these
gross as the transactions occur or whether he is to at-
tempt to maintain the identity of different types of sur-
plus. Circumstances in particular cases will dictate the
method of presenting surplus account. The wide latitude
allowed by the Securities and Exchange Commission and
current accounting practice increases, rather than dimin-
ishes, the auditor’s responsibility for the statement of
the surplus account.

4. The balance-sheet should show as “surplus arising from
revaluation,” or by some similar title, any credit resulting
from increasing the book value of capital or other assets by
revaluation, whether on the basis of independent appraisal or
otherwise.

5. Unrealized profits should not be credited to income ac-
count either directly or indirectly, by charging against such
unrealized profits amounts which would ordinarily be charge-
able against income account. Profit is deemed to be realized
when a sale in the ordinary course of business is effected,
unless the circumstances are such that the collection of the
sale price is not reasonably assured. An exception to the
general rule may be made in the case of inventories in indus-
tries (such as the packing-house industry) in which it is a
trade custom to take inventories at net selling prices which
may exceed cost.
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6. Intercompany profits on sales of securities or other
property should not be taken into the consolidated surplus
account until realized by sale outside the group of affiliated
companies.

7. Capital surplus, however created, should not be used
to relieve the income account of the current or future years
of charges which would otherwise require to be made against
income. This rule might be subject to the exception that
where, upon reorganization, a reorganized company would be
relieved of charges which would require to be made against
income if the existing corporation were continued, it might
be regarded as permissible to accomplish the same result with-
out reorganization provided the facts were as fully revealed
to and the action as formally approved by the stockholders
as in reorganization.

8. Earned surplus of a subsidiary company created prior
to acquisition does not form a part of the consolidated earned
surplus of the parent company and subsidiaries; nor can any
dividend declared out of such surplus properly be credited to
the income account of the parent company.

9. If capital stock is issued nominally for the acquisition
of property and it appears that at about the same time, and
pursuant to a previous agreement or understanding, some
portion of the stock so issued is donated to the corporation,
it is not permissible to treat the par value of the stock nomi-
nally issued for the property as the cost of the property. If
stock so donated is subsequently sold, it is not permissible to
treat the proceeds as a credit to surplus of the corporation.

ProriT-AND-Loss STATEMENT—GENERAL

1. Analyze the profit-and-loss account for the period and
obtain or prepare a working profit-and-loss statement in as
much detail as is readily available. The extent of the exami-
nation to be made is dependent upon the classification of the
accounts and the factors outlined at the beginning of section
II, of the bulletin. The accountant should satisfy himself that
the income received and the expenditures made are properly
classified insofar as the facts are known to him or ascertainable
by reasonable inquiry.

2. The profit-and-loss statement should be prepared so
that it will be reasonably informative. It is usually helpful
to obtain corresponding figures for one or more preceding
years for comparative purposes as an aid in ascertaining and |,
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inquiring into unusual items during the year under review.
The budgets adopted by the company and monthly financial
statements, where available, should also be obtained for com-
parison with the annual results. Determine so far as possible
that the company has applied its accounting principles con-
sistently throughout the period and see that adequate ex-
planation is made in the profit-and-loss statement of any de-
parture from such principles.

3. A satisfactory form of profit-and-loss statement is given
in Report on Audit, Chapter XIII, page 9, but any other form
giving similar information may suffice. Conditions vary so
widely that it is not practicable to submit a program for the
examination of the profit-and-loss statement. Certain sug-
gestions only are given relative to the individual classifica-
tions.

RESERVES

1. Analyze all the reserves to determine the changes dur-
ing the period, whether they be reserves deducted from the
respective assets or shown on the liability side of the balance-
sheet. Give careful consideration to the accounting practices
of the company in setting up reserves and in making charges
against them.

Schedules, pages 180, 200, 208, 224 and 225.

The term “‘reserves,”’ as commonly used in balance-
sheets may cover three different types of item; first, the
valuation reserve measuring the exhaustion or decline in
value of a specific asset; second, the reserve providing
for a specific liability or group of liabilities known to
exist but not yet definitely reduced to an account payable,
the amount of which may or may not be exactly determi-
nable; and third, the reserve which represents a segrega-
tion or appropriation of surplus for a specified or un-
specified purpose to be carried out in the future.

The first type of reserve, of which reserve for depreci-
ation and reserve for bad debts are examples, merely
‘“‘measures the hole’’ in some asset and is generally de-
ducted from the asset on the face of the balance-sheet. In
the ledger the reserve account is carried separately from
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the asset account as the reserve is, to some extent at least,
an estimate and the facts are more clearly shown when the
entries to the reserve are kept separately from those
affecting the asset.

Reserve for workmen’s compensation, when the com-
pany is a self-insurer, is an example of the second type
of reserve. Under modern practice most reserves of this
type are shown under accrued liabilities.

The third type of reserve, the segregation or appropri-
ation of surplus, is in general a statement of the com-
pany’s present intention to make certain expenditures or
provisions in the future. Typical of such reserves are:

Reserve for contingencies
Reserve for working capital
Reserve for plant expansion

The reserve accounts almost universally found in bal-
ance-sheets are the reserve for depreciation and the
reserve for bad debts. These reserves should be deducted
from their contra asset accounts, and in this volume have
been discussed with the cost of properties and the accounts
receivable, respectively. It will be unnecessary, there-
fore, to discuss them further in this chapter.

Other generally so-called reserves which have become
more or less common in American balance-sheets are:

Reserve for sinking fund

Reserve for insurance (subdivided)

Reserve for loss on exchange

Reserve for depreciation of inventories

Reserve for unrealized intercompany profits on inventories
Reserve for depreciation of securities

Reserve for goodwill and patents

Reserve for loss on commitments

There are other reserve accounts that might be named,
but the above group illustrates the types of reserves the
auditor may ordinarily expect to find in general-ledger
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trial balances presented to him. A reserve can be placed
in the ledger for any purpose desired, merely by charg-
ing operating income or surplus and crediting the desired
reserve account. In auditing one company more than
forty such reserves were found in the books of account.
The above list of reserves does not include appropriated
surplus under such headings as reserve for working capi-
tal or reserve for capital additions.

2. If the general or contingency reserves are of sufficient
importance in comparison to the financial position or earnings
of the company, it may be desirable for the company to in-
clude with its financial statements a summary of changes in
reserves during the period.

Reserves should be analyzed and reasonably full sched-
ules of all changes should be prepared. This is necessary
not only for proper statement of the accounts to stock-
holders and management, but a schedule of the additions
and charges to each reserve account is required by the
Securities and Exchange Commission (see schedule VII,
form 10K, page 302).

The auditor should be particularly careful in analyzing
reserves to inquire into the propriety of the charges to
them as well as the adequacy of each reserve to cover the
contingency or liability for which it was created.

ProrIT-AND-L0SS STATEMENT

Reasonable substantiation of a condensed income account or
profit-and-loss statement is usually not difficult whether in a
large or a small company, and a great part of the work will
already have been done in making the examination of the
balance-sheets at the beginning and end of the period. The
separation of sales and deductions from sales, the determina-
tion of cost of sales and the classification of the various ex-
penses and charges, however, are sometimes difficult in the
case of a large company; and a good deal of reliance must
necessarily be placed on the internal accounting classifications
and control. Overhead is frequently distributed between
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operations or products or even between plants and this may
make it difficult, if not impracticable, for the accountant to
classify the summarized profit-and-loss statement in any
greater detail than that followed by the company in its in-
ternal statements or to obtain the data necessary for that
purpose from the underlying records. It is most important
that the accountant obtain a thorough understanding of the
accounting principles and classifications adopted by the com-
pany before making his examination of the profit-and-loss
statement. It will then be necessary for him to use his judg-
ment to determine the relative importance of the different
items and the amount of detailed checking which he considers
necessary.

The statement of profit and loss (see pages 13 and 39,
Report on Audit, Chapter XIIT), should show, ordinarily,
the gross returns and net returns from sales (or these
may be shown in a supporting schedule), the cost of pro-
duction, the gross profit of the period, the expenses of
selling and administration, miscellaneous income and ex-
pense and the net profit and income of the period. A
statement of additions to and deductions from the surplus
account may be included in the balance-sheet or it may
be appended to the periodical statement of profit and
loss, in order that the surplus as shown. in the balance-
sheet as of the close of the fiscal period may be fully
explained and reconciled with the surplus at the begin-
ning of the period (see page 13, Report on Audit, Chapter
XTIT).

Figures for Federal or state income-tax returns may
generally be prepared from the totals of the classification
of accounts (see page 169). While the determination of
differences, such as those arising from different methods
of treating depreciation or inventories, exclusion of capi-
tal losses, exclusion of non-taxable income and similar
items, may be matters of some detail and difficulty, the
actual application of the results of these adjustments is
comparatively simple. In some instances the figures ap-
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pearing as a total of a column in the classification of
accounts should be adjusted. In other cases, particularly
when the income is stated by processes or departments
rather than by the nature of the expense, a new distribu-
tion of the trial balance may be a simpler method. When
it is known that differences will exist between tax returns
and the statements of the company, these differences
should be provided for in advance in the detailed sched-
ules supporting the profit-and-loss items.

In the case of a company of limited size or one having a
highly restricted system of internal check and control a more
detailed examination than that outlined may be necessary to
determine the substantial accuracy of the profit-and-loss state-
ment. This may take the form of a more extensive test of
vouchers, a test of the payrolls and an analysis of expense
accounts or such other procedure as the accountant believes
will be most effective in the particular circumstances. As the
financial statements as a rule are not intended for wide dis-
tribution, more details are usually included in the profit-and-
loss statement.

The statement of profit and loss, as shown on page 13,
Report on Audit, Chapter XITI, is further detailed in the
working papers following. Frequently the income state-
ment is prepared in comparative form—which is desir-
able—and percentages may also be shown. Ordinarily, in
the use of percentage statisties in the statement of profit
and loss, net sales should represent 100%, although occa-
sionally a more significant comparison may be obtained
by considering gross sales 100%.

If it is desired to make a complete analysis of the items
included in the profit-and-loss statement, schedules may
be prepared analyzing the account in its various compo-
nents by providing a column for each type or class of
transaction. Only occasionally would such schedules be
prepared except, perhaps, for specific accounts which the
auditor desires to have thoroughly analyzed and verified.
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Sares AND CosT oF SALES

1. Whenever the necessary statistics are available it is de-
sirable to reconcile the quantities of the principal products
sold with the production or purchases during the period, tak-
ing into consideration the inventories at the beginning and
end of the period. ‘

2. Ascertain by reference to the shipping records that the
sales books were closed as of the last day of the period, and
that no goods shipped after that date are included in the sales
of the period. When a first examination is made it is well to
ascertain similarly that the sales at the beginning of the period
were recorded in accordance with the dates of shipment.

3. Allowances to customers for trade discounts, outward
freights, reductions in price, etc., should be deducted from
gross sales. It is sometimes difficult to distinguish between
deductions from sales and selling expenses, and the classifica-
tion adopted by the company should be accepted if reasonable
and consistently applied. Price concessions, allowances and
discounts are sometimes treated differently in the same trade
or business. The net sales figure, after making such deduc-
tions from the gross volume of business recorded on the books,
should be shown in the profit-and-loss statement, unless un-
desirable for trade reasons. Inquire as to the methods adopted
to safeguard credits to customers for returned merchandise,
claims, rebates, etc. Make a test examination to find out if
the procedure is being followed.

Schedule, page 225.

4. Cost of sales includes all the costs in connection with
buying and producing goods sold. Write-downs of inventory
to market prices at the end of the period may have a material
effect on the percentage of gross profit to sales, and where
such write-downs result from general business conditions
rather than from the buying or production policies of the
company, it may be desirable to show them separately. See
that interdepartmental profits and, in the case of consolidated
statements, intercompany profits are eliminated; if this is im-
practicable, the reason should be stated. If the accountant is
in doubt as to the adequacy of the current provision for de-
preciation he should make suitable comment in his report.

Schedules, pages 213, 214 and 327.
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Gross ProrFiT ON SALES

Gross profit on sales is ascertained by deducting cost of
sales from net sales. Compute the ratio of gross profits to
net sales; compare it with that of previous years, and make
inquiries to account for any marked variation.

Report on Audit, Chapter XIII, page 39.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES

Examine the ledger accounts for selling, general and ad-
ministrative expenses to see that they are properly classified
and that credits which should be shown elsewhere are not
improperly deducted. Extraordinary items of material sig-
nificance should be shown separately.

Schedules, pages 215 and 216,

Report on Audit, Chapter XIII, page 44.

Net ProriT oN SALES

Net profit after deducting expenses but before other income
and other charges is usually a significant figure, and deter-
mination of percentage to sales and comparison with previous
years is desirable.

Report on Audit, Chapter XIII, page 2.

OTrER INCOME

Income derived from sources other than sales, such as in-
come from investments, interest, discounts, etc., should appear
under the heading “other income.” The accountant should
assure himseli of the propriety of including each item as in~
come. If there is extraordinary income of a material amount,
proper disclosure should be made. If stock dividends re-
ceived have been included as income, that fact as well as the
basis on which they have been taken up should be indicated.
If the company holds any of its own capital stock in its treas-
ury dividends thereon should not be treated as a credit to the
income account.

Schedule, page 214.
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Oraer CHARGES

Interest charges on funded debt, notes payable and other
obligations, losses on securities sold and other non-operating
or extraordinary charges are usually detailed under the head-
ing “other charges.” Investigate these generally and see that
they are properly included under this heading rather than as
cost of sales or expenses. Provision for income and capital-
stock and excess-profits taxes may be included here or de-
ducted as a separate item in the profit-and-loss statement.
Minor surplus adjustments affecting prior periods are prefer-
ably included under this caption since it is impossible to close
the accounts of any one period without continual overlapping
of miscellaneous income and expense items.
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WORKING PAPERS FOR AN INDIVIDUAL
COMPANY

The form and content of the working papers and sched-
ules required in an audit of a hypothetical company, the
Ashton Metal Products Company, are described in this
chapter, as well as the accounts of one of its subsidiaries,
Fulton Railway Company and two other hypothetical
companies, the Cool-Aire Service Corporation and the
Sellburk Mercantile Company, and the supposititious Es-
tate of Hugh Wynne. The working papers and schedules
shown as illustrations are as follows:

Ashton Metal Products Company—Classification of

PAGE accounts supporting:

166 Balance-sheet—for inclusion in consolidated ac-
counts.

167 Balance-sheet—as an individual company.

168 Income account.

169 : Income account for Federal income-tax purposes.

Schedules of book accounts (Ashton Metal Prod-
ucts Company):

171 Al Cash Reconciliation.

172 A2 Summary of Cash Receipts (by months).

173 A3 Summary of Cash Disbursements (by months).

174 A4  Summary of Bank Statements (by months).

174 A5 Ashton State Bank & Trust Co.—Payroll ac-
count.

175 A6 Ashton State Bank & Trust Co.—Confirmation.

176 A7  Ashton Trust Co. (Time Deposit)—Confirmation.

177 A8 Petty Cash,

178 Bl Marketable Securities.

179 Cl Accounts Receivable.

161
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PAGE
180
181
182

184
185
186
188
188
190
191
191
192
193
194
194
195
196
197

198
199
200
201

202
202
203
204
204
205
205
206
207
207
208

208
208
209
209

210
210
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Reserve for Bad Debts.

Brooke Sales Co.—Current account.

Payroll Advances.

Inventory of Finished Goods.

Inventory of Goods in Process.

Inventory of Raw Materials.

Inventory Certificate—Inventories.

Supplies.

Inventory Certificate—Supplies.

Insurance Unexpired.

Prepaid Expenses.

Discount and Expense on Debentures.

Investments in Subsidiaries.

Other Investments.

Land.

Plant and Equipment.

Plant and Equipment.

Details of Construction Account.

Machinery—Transactions with Affiliated Com-
panies. )

Furniture and Fixtures.

Summary of Plant Deductions.

Reserve for Depreciation.

Depreciation on Assets Acquired by Issuance of
Capital Stock at June 30th, 1928,

Patents.

Notes Payable—Banks.

Accounts Payable.

Summary of Voucher Record.

Unclaimed Dividends.

Wages Payable.

Taxes Accrued.

Reserve for Federal Income Tax.

Accrued Interest Payable.

5% Sinking Fund Debentures due 1942.

Certificate from Trustee of 59, Sinking Fund
Debentures.

Reserve for Contingencies.

Capital Stock.

Confirmation of Capital Stock from Registrar.

Confirmation of Capital Stock from Transfer
Agent.

Surplus.

Dividends Declared.
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235
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Minutes.
Net Sales.
Raw Materials Used.

BB2 Manufacturing Expense.
BB3 Repair Labor and Expense.

DD1
EE1

EE2
EE3

1A
1B

Miscellaneous Income.
Office Salaries.
Commissions Paid.
General Expense.

Alternative schedules (Ashton Metal Products
Company):
Cash in Bank and on Hand.
Marketable Securities and Investments.

1B2 Marketable Securities.

1D
1F
1F1

Balances with Affiliated Companies.
Land, Buildings, Machinery and Equipment, etc.
Depreciable Fixed Assets and Related Reserves.

Schedules of book accounts (Brooke Sales Com-
pany):
Accounts Receivable.

C2 Accounts Receivable.

Reserve for Bad Debts.
Reserve for Cash Discounts.
Notes and Acceptances Receivable.

Fulton Railway Co.—Classification of accounts
supporting:
Balance-sheet.
Income account.

Cool-Aire Service Corpn.—Classification of ac-
counts supporting:
Balance-sheet.
Income account.
Statements:
Balance-sheet, December 31st, 1936.
Income account, year ended December 31st,
1936.
Sellburk Mercantile Co.—Classification of accounts
supporting:
Balance-sheet.
Income account.

Statements:
Balance-sheet, December 31st, 1936.
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PAGE

235 Income account, year ended December 31st,
1936.
Estate of Hugh Wynne—Classification of accounts
supporting:
236 Balance-sheet.
Statements:
237 Comparative balance-sheet, November 7th,
1935 (date of death of testator) and De-
cember 31st, 1936.
237 Distribution of estate to December 31st, 1936.

Ashton Metal Products Company Classification of Ac-
counts—Balance-sheet for Inclusion in Consolidated
Accounts

This statement is a classification and analysis of ac-
counts appearing in the trial balance after closing, which
is copied on a sheet of working paper in a column im-
mediately following that containing a similar trial balance
at the end of the preceding period. The trial balance at
the end of the preceding period is used for purposes of
comparison, and this and the column headings may be
inserted before beginning the audit. As soon as the trial
balance is entered, schedules should be prepared for all
items on which any information is required for any rea-
son whatever. So far as the classification of accounts is
concerned, the principal function of the schedules is to
determine the correct distribution under the various asset

and liability headings.

" Where the trial balance contains more items than can
be listed on one sheet of working paper, the remaining
items of the trial balance are copied on another sheet and
the totals of the distribution on the first sheet are carried
forward to the second. The first sheet may be proved
without reference to the second, as the net debits and
credits of the incomplete trial balance will necessarily
equal the net debits and credits of the items as distrib-
uted under the various column Leadings.
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‘When the schedules are completed, which is indicated
by the reference, the trial balance may be distributed,
and a preliminary balance-sheet before adjustment will
be produced, consisting of the totals for the various asset
and liability columns. Adjustments are then applied and
the resulting totals are either a balance-sheet of the indi-
vidual company, if the balance-sheet headings are so
arranged, or as in this case, the figures required to be
carried forward to the consolidated statements.

Ashton Metal Products Company Classification of Ac-
counts—Balance-sheet as an Individual Company

In preparing this statement, the totals of the previous
classification of accounts have been used as a basis. In
some cases these can be distributed directly, and in others
information for distribution is obtained from the book
schedules or from summaries of the items included in the
balance-sheet headings. These summaries are not shown
in detail here, as the information for Ashton Metal Prod-
ucts Company alone would be the same as that included
under that company’s name on the summaries to the con-
solidated accounts, pages 320 to 343.

Ashton Metal Products Company Classification of Ac-
counts—Income Account

This is made up in the same general way as the bal-
ance-sheet, and consists of the balances of the nominal
accounts closed to surplus or profit and loss at the end of
the year distributed under the respective income account
headings. The item ‘‘balance’’ corresponds with the
total income figure per books for the period and, of course,
agrees with the similar figure shown on the balance-sheet.
There would in this case be no difference between the in-
come account which is carried forward to the consolidated
accounts and that which would be used for the company
as an individual enterprise.



ASHTON METAL PRODUCTS 0.

BALANCE SHEET - DECFMB®R Z1ST 1938

“ 2 ¢ 2 & u G H 1 3 X L M N 0 P Q R s T v W
Accounts Accounts
Per Books receivable- Wetals receivable- Buildings, Raseive Changes in Surplus - 1936
trade, and manu- officers Discount machinery Notes Accounts Wages and s s .
Dec. 31, Dec. 31, Marketable less factured ana Prepaid on and Reserve for payable payable - S S Thres Accrued cogzgn- Capital Degfpégs adjggg;ggts Div;gigds Theons
1935 1936 Cash securities reserve products Supplies directors expenses debentures Investments Land equipment depreciation Patents 1o banks trade payable sccrued interest Debentures gencles Stoek 1935 ’ vear 1936 year 1936 yvear 1936
Ashton State Bank and Trust Co. - General Al $ 439,285 285,698 265,698
- Payroll AS 300 300 300
Ashton Trust Co. - Time Deposit A7 10,000 10,000
Petty Cash A8 500 500 500
Accounts Receivable C1 42,100 40,200 22,700 17,500
Reserve for Bad Debts (o 2,105 2,010 2,010
Brooke Sales Co. C3 149,755 110,320 110,320
Coles Manufacturing Co. 104,340 232,150 232 1859
NDalton Metal Products Co. 325,450 199,620 199,620 %
Ednor Metal Machinery Co. 154,210 120,510 120,510
Fulton Railway Co. 8,240 5,210 5,210
Accrued Interest Receivable Bl 1,475 725 725 -
Marketadble Securities Bl 65,850 99,250 99,250
Finished Goods Inventory D1 319,540 333,090 333,090
Goods in Process Inventory b2 62,170 93,140 93,140
Raw Materials Inventory D3 105,280 147,450 147,450
Supplies El 51,390 50,080 50,080
Land 5] 350,230 350,230 350,230
Buildings K2 947,220 956,550 956,550
Machinery and Equipment K2 2,925,940 3,018,605 3,018,605
Small Tools K2 14,760 13,710 13,710
Furniture and Fixtures K2 60,550 63,490 63,490
Automobiles and Trucks K2 3,980 3,540 3,540
Construction K2 8,240 10,280 10,280
Reserve for Depreciation 11 1,632,558 1,657,224 1,657,221
Tnvestments in Subsidiaries I1 5,582,600 5,582,600 5,582,600
Other Investments I2 281,990 250,890 14,000 236,890
Payroll Advances C4 190 155 155
Insurance Unexpired G1 20,070 22,160 22,160
Prepaid Expenses G2 5,320 4,450 4,450
Debenture Discount and Expense Hl 70,000 50,400 50,400
Patents M1 10 10 10
Notes Payable - Banks N1 100,000 35,000 35,000
Accounts Payable 01 257,760 318,158 284,777 33,381
Unclaimed Dividends 03 380 370 390
Wages Payable P31 14,200 12,500 12,500
Dividends Payable 30,000 -
Taxes Accrued Q1 11,400 14,200 14,200
Reserve for Federal Income Tax Q2 13,651 55,000 55,000
Accrued Interest Payable R1 29,000 24,292 24,292
5% Sinking Fund Debentures s1 3,200,000 3,200,000 3,200,000
Debentures Retired S1 960,000 1,280,000 1,280,000
Capital Stock - Common Vi 5,482,600 5,482,600 ’ 5 482600
- Preferred 1 1,000,000 1,000,000 1000000
Surplus m 1,062,171 1,062,171 ' 1,062,171
Dividends Declared we —————— 630,000 ' ' 630,000
Prorit and Loss w1 627,068 ' 627,068
% 296,498 113,250 452,020 573,680 50,080 17,500 26,610 50,400 5,819,490 350,230 4,066,175 1,657,224 10 35,000 522,507 45,881 69,200 24,292 1,920,000 6,482,600 1,062,171 630,000 627,068
Adjust inventories to physical - finished goods D1 10,120 10.120
- goods in process D2 7,140 7140
- raw materials D3 2,200 2’ 200
- supplies E1 210 '
Repairs charged in error to machinery and equipment 2
(through construction account K2 5,280 5,280
Reverse depreciation charged on above Ll 264 ”64
Increase reserve for doubtful accounts c2 490 290
Adjust unexpired insurance Gl 25 25
Ad just reserve for Federal income tax Q2 2,549 2.549
Set up reserve for contingencies T1 50,000 50,000 2
$ 296,498 113,250 451,530 568,500 50,290 17,500 26,585 50,400 5,819,490 350,230 4,060,895 1,656,960 10 35,000 522,507 45,881 71,749 24,292 1,920,000 50,000 6,482,500 1,062,170 50,000 630,000 614,018
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Cash

Marketatle securities

iccounts receivable - trade, less ressrve
Metals and manufactured products
Supplies

Aocounts receivable - officers and directors
Prepaid expenses

Discount on debentures
Investments

Land

Buildings, machinery and equipment
Reserve for depreciation

Patents

Notes payable - banks

Accounts payable - trade

Wages and salaries payable

Taxes accrued

Interest accrued

Debentures

Reserve for contingencies

Capital stock

Surplus, December 31st 1935
Surplus adjustments

Dividends paid

Income

Per
classification

Notes and Metals and

Cash accounts Reserve

manufactured products

receiv- for
Marketable atle - doubtful Raw In
securities trade accounts materials process

on hand
and
in bank

Finished

Supplies
on hand

Due
from

Accounts
recei vable-

subsid- officers and

iaries

directors

Investmerts

In
subsid-
iaries

Other

Land

Buildings,
machinery

and

Reserve
for

Discount

and Notes

expense on Prepald payabls
equipment depreciation Patents debentures expenses to bank

Accounts
payable-

trade

Accrued 4ccrued Accrued
interest

wages

taxes

ASHTON METAL PRODUCTS CO.

BALANCE SHEET = FORM 10-X

DECEMBER 31ST 1936

Accounts Miscell-

payable to
subsid-
iaries

of accounts

& 296,498
113,250
451,530
563,500

50,290
17,500
26,535
50,400
5,319,490
350,230
4,060,895
1,656,960
10

35,000
22,507
45,831
71,749
24,292
1,920,000
50,000
6,452,600
1,062,171
£0,000
630,000
514,018

295,493
113,250
23,580 2,500

145,250 100,280

1,

322,970

50,290

430,450

17,500

5,582,600

236,890

350,230

4,060,895

1,856,860

26,585
50,400

10

(&)
2

234,777

45,881

71,749

24,292

237,360

5% Sinking
fund

ansous
accounts

payatle

for

Reserve

debentures contingencies

Capital

stock Surplus

1,920,000
50,000

6,432,600
1,062,171
50,000

630,000
614,018

$ 296,498

113,250 23,530 2,500 145,250 100,280

322,970

50,280

430,450

17,500

95,982,600

236,890

350,230

4,060,895

1,556,960

10 30,400 26,585 $5,000

284,777

45,881

71,749

24,292

370

[

o
d

20,000 50,000

v

6,482,600 996,189




ASHTON METAL PRODUCTS CO.
INCOME ACCOUNT - YEAR 1936

Profit Deben- Depre-
Interest on Miscel- Loss on tures clation
Per Books and deben-~ lanecus Selling plant discount and Federal
Cost of dividends tures other and sold or Interest and obsoles- income
Year 1935 Year 1936 Sales sales received retired income general scrapped paid expense cence tax Balance
Sales AAl § 4,234,970 4,895,340 4,895,340
Sales Returns and Allowances AAl 132,420 172,150 172,150
Sales Freight A&l 101,170 124,390 124,390
Discounts Allowed AA) 24,920 32,440 32,440
Steel Purchased BBl 914,520 1,109,300 1,109,300
Brass Purchased BBl 635,770 642,400 642,400
Direct Labor Pl 820,300 952,370 952,370
Indirect Lsbor Pl 323,470 279,330 279,330
Manufacturing Expense BB2 199,960 209,973 209,373
Repair labor and Expense BB3 127,330 177,308 177,308
Orfice Sslaries EE1 128,000 152,810 152,810
Commissions Paid EE2 205, 628 236,160 36,160
Traveling Expense 14,542 16,850 16,850
Depreciation L1 302,430 305,495 305,495
General Expense EE3 95,950 103,788 103,788
Intersst Paid Rl 118,000 101,500 101,500
Discount and Expanse onDebsentures Hl 11,600 10,000 10,000
Discount Taken 370 7,480 7,480
Miscellaneous Income DDl 4,380 10,420 10,420
Dividends Received Bl 69,475 333,770 333,770
Interest Recelved Bl 3,950 3,900 3,900
Gain or Loss on Plant Sold or Scrapped K6 7,370 38,168 38,168
Gain or Loss on Debentures Petired sl 10,390 8,900 8,900
Change in Inventory:
Finished Goods Dl 15, 640 13,550 13,550
Goods in Process D2 10,160 30,970 30,970
Raw Materials D3 29,400 42,170 42,170
Federal Inoome Tax Q2 13,851 55,000 55,000
Balence 155, 104 627,068 627,068
4,566,360 3,276,511 337,670 8,900 10,420 509,608 38,168 101,500 10,000 305,495 355,000 827,088
Adjust inventories to physical:’
Finished goods Dl 10,120 10.120
Goods in process b2 7,140 7,140
Raw materials D3 2,200 2,200
Supplies - manufacturing exzpenses BB2 72 72
- repair expense BB3 138 138
Repsirs charged in error to machinery
and equipment (through Construction
Agcount) B3B3 5,280 5,280
Reverse depresiation charged on above L1 264 264
Increase provision for doubtful
acoounts EE3 490 490
Adjust unexpired insurance EE3 25 25
A4 just Federal income tax Q2 2,549 2,549
$ 4,566,360 3,286,761 337,870 8,300 10,420 510,123 38,168 101,500 10,000 305,231 57,549 614,018
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ASHTON METAL PRODUCTS CO.

INCOME ACCOUNT CLASSIFI1CATION FOR FEDERAL INCOME TAX - YEAR 1936
Jther Deductions

Per Books Miscellaneous Costs Compen- Repairs Amgli‘tmdebtl
adjv.(zgirz:;t) Gross Re:::gns Inventory Salaries Other Invent Interest  Rent Capi;al Dividends o R ooets
e - S ventory- n gain iv. Other of Salaries Other Interest B i=- i
year 1936 sales allowances beginning Purchases and wages costs end received received or loss received income officers and wages costs paid Taxes deggs ngjl.igl aiglfvz;:: sgﬁiig gg:l;igl ggggse gigggggﬁ inﬁge
Salss AAl % 4,395,340 4,895,340
Sales, Returns and Allowances AAY 172,150 172,150
Sales Freight AAY 124,390 124,390
Discounts Allowed AAL 32,440 32,440
Steel Purchased BBl 1,109,300 1,109,300
Brass Purchased BBl 642,400 642,400
Direct Labor P 952,370 952,370
Indirect Labor Pl 279,330 279,330
lanufacturing Expense BB2 209,901 168,629 41,272
Repair Labor and EXpense BB3 182,450 101,220 81,230 >
Office Salaries ZE1l 152,810 100,000 52.810
Commissions Paid EE2 236,160 B 236160
Traveling Expense 16,850 “9Ds 16.850
Depreciation Ll 305,231 305,231 ’
General EXxpense EE3 104,303 38.398 600 ’ 65.305
Interest Paid Rl 101,500 101,500 y »
Discount and Expense on Debentures Hl 10,000 B 10.000
Discounts Taken 7,480 7,480 ’
Miscellaneous Income DDl 10,420 9,500 780 140
Dividends Received Bl 333,770 333,770
Interest Received Bl 3,900 3,900
Gain or Loss on Plant Sold or Scrapped K6 38,168 397 27 791
Gain or Loss on Debentures Retired S1 3,900 8,900 ’
Change in Inventory:
Finished Goods D1 3,430 319,540 322,970
Goods in Process D2 38,110 62,170 100,280 "
Raw Materials D3 39,970 105,280 145,250
Federal Income tax Q2 55,000 55 .000
4,895,540 328,980 486,990 1,761,700 1,231,700 161,149 559,500 5,900 9,500 9,285 353,770 140 100,000 101,220 81,230 101,500 79,670 (600 305,231 52,810 236,160 82,155 10,000 37,771 671,567
Adjust 1936 depreciation per books to
tax basls Lz 3,531 3,531

3
(o)

$ 4,695,540 328,980 486,990 1,751,700 1,231,700 _ 161,149 568,900 3,900 _ 9,500 9,283 333,770 1 100,000 101,220 81,230 101,500 78,670 1600 301,700 52,810 236,160 82,155 10,000 37,771 675,098




170 - AUDIT WORKING PAPERS

Schedules of Book Accounts
Ashton Metal Products Co.

On pages 171 to 216 following are shown schedules sup-
porting the accounts appearing on the books of Ashton
Metal Products Company which are designed to indicate
the composition of the balances, their distribution on the
classification of accounts and the work done in the course
of the audit of the items scheduled. These are listed in

detail on page 161 and references to them appear in the
classification of accounts.
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Al

ASHTON MRTAL PRODUCTS CO.

CASH RECONCILIATION

DECEMBER 315T 1936

Balance
Des. 31,
1935 Regeipts

Balancse
Disburse~ Deo. 31,
ments 1936

Ashton State Bank & Trust Co. -
General Acoount

Per bank statement
Deposit of Deoc. 31, 1936 aredit-
ed by bank Jan.
traced to January bank stete-

ment

Bank contras:
Returned check redeposited -

May
Payroll deposit credited gen-

A4 § 443,340 5,063,078

2, 1937,

27,830

1,630

eral account in error -
Februsary
Checks outstanding:
Dec. 31, 1935
Deo. 31, 1936:

Date

1l- 8-36
12~ 2-38
12-16~36
12-23-36
12-26-36
12-26-36
12-30-36
12-30-36
12-31-36
12-31=-36
12-31-36

Yo.

1136~ 57
1236~ 38
1236- 75
1236-102
1236=119
1236-121
1236-142
1236-143
1236-144
1236-146
1236-147

Per cash book'

28,140
4,056

Amoant

$ 3,287
126
10,390
3,180
12,372
9,380
1,327
398
720
1,272
2,833

48,285

5,204,085 303,153

27 ,A30
1,630

28,140
4,056

45,280 45,285

A2, A3 § 439,285 5,061,938 5 215.505 285,698

—— e

Receipts for Dec. 29, 30 and 31 checked to bank statement for December.

Cheoks returned by bank for Deoember checked to cash book. =

Checks ontstanding at Dec. 31, 1935 are listed in 1935 audit papers.

All were paid by bank in January 1936.

A1l checks outstanding et Dec. 31, 1936 except No. 1236-38 payadble to

Anerco, Inc, were paid by the bank in January 1937.

Payment has been stopped on

thie check and No, 237-21 was issued to replace it on Feb. 4, 1937 as the first
cheok has presumably been lost in the mails.

Correction notices were seen covering the bank contras.

Note to the reader:

The purpose of this schedule is to reconcile the balance as

shown by the cash book with the bank statement, and to agree in total the re-
ceipts and disbursementa as shown by the cash book and as shown by the bank.
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A3
ASHTON METAL PRODUCTS CO.

SUMMARY OF CASH DISBURSEMENTS BOOK

YEAR 1938
Coles Miscelleneous
Disoount Vouchers Manufacturing
Total teken  paysble Co. Account Amount
Jan. § 511,138 668 350,656 131,150 Dividends payable -
preferred $ 30,000
Feb. 503,215 693 335, 224 138,684 Dividends declared =-
preferred 30,000
Mar. 564, 642 682 326,192 149,132 Dividends declared -
common 90,000
Apr. 405,350 €91 265,929 140,112
May 337,340 582 196,440 141,482
June 384,860 347 142,496 152,711 Dividends declared -
common 90,000
July 333,112 543 190,332 143,323
Aug. 351,212 491 173,468 148,235 Dividends declared -
preferred 30,000
Sept. 450,439 637 230,462 130,614 Dividends declared -
common 90,000
Oct. 391,872 724 252,449 140,147
Nov. 411, 640 696 264,148 148,188
Dec'. 570,705 726 211,319 60,112 Dividends declared -
common 300,000
Year
1936 5,215,525 7,480 2,939,115 1,623,890 4 660,000
Balence 01
Dec.
31,1936 285,698
$ 5,501,223
Al
Details of miscellaneous
Dividends declared - common w2 $ 570,000
Dividends declared - preferred w2 60,000
Dividends payable - preferred 30,000
Total as above $ 660,000

Note to the reader: This schedule is prepared for the same purposes and from
the same source as A 2.



A4

ASHTON METAL PRODUCTS CO.
SUMMARY OF BANK STATEMENTS
December 31st, 1936

Balance Balance
Dec. 31, 1935 Receipts Disbursements Dec. 31, 1936
$443,340

January........ $ 515,860
February....... 550,352
March.......... 415,139
April........... 444,544
May........... 452,725
June........... 392,800
Tuly............ 368,112
August......... 326,864
September-. . . ... 307,540
October. . ...... 289,600
November. . . . .. 412,207
December. . .. ... 588,135

Al $443,340 $5,063,878 $. 5,204,065 $303,153

A6

Note to the reader: The purpose of this schedule is to provide a figure
with which to agree the total receipts and disbursements as shown by the cash
book. In this case, receipts have been compiled from the bank statements
and the total for disbursements arrived at by applying the balances at begin-
ning and end to this figure. Where the bank statements are prepared by an
adding machine and where there is no evidence that they have been altered
or corrected either by the bank or the company, total figures arrived at by
this method may be used.

AS
ASHTON METAL PRODUCTS CO.
AsatoN STATE BANK AND TRUST CO.—PAYROLL ACCOUNT
December 31st, 1936

Balance, December 31, 1936—per bank statement. . . .. A6 $1,282
Payroll cheques outstanding: -

FUTI86 . o oo oo e $ 22
#F12023 . . 103
F12069 . . 82
#1207 .. e 12
F12103 . . o 37
B12104 . . oo 40
F12224 . e 56
F12225 e 8
F12226 . . e 143
F1222T e 206
F12228 e 18
F12220 23
F12230 . . . 56
F1228] . e 30
F12234 . . 34
F12235 31
F12236. . 62
F12237 19
—_— 982
Balance, December 31, 1936—per trial balance.......... $300

All checks outstanding at December 31, 1936, were paid by the bank during
January, 1937.

Note to the reader: In the audit of subsidiary cash accounts, such as
payroll accounts where the total receipts and disbursements are in effect in-
cluded in the general cash, it is not customary to apply any further total
proof. The usual methods of audit of payroll accounts are indicated in Chapters
IIT and V, and in actual practice notes would be made on the schedule covering
the work done, showing the period covered, the nature of the work and by
whom it was carried out-

174



Report from

a6
] STANDARD BANK CONFIRMATION
(Bank) —ASHION STATE BANK & TRUST €O, ] Coomtann, 190, 37
225 Broad Street, AMERIGAN INSTITUTE FUBLISHING Co, st
Ashton, Ohio
If this form is not
used in replying,
Kean, Swifrt & Co. please mention reference
New York, R.Y: '
Dear Sirs:
We hereby report that at the close of business on Docember 31 1936 our records showed the
following balance(s) to the credit of Ashton Metal Products Co.,
subject to withdrawal by check except as noted:*
AMOUNT DESIGNATION OF ACCOUNT (STATE 1r BALANCE lsﬁg::l;(t’alcYMWWHDNAWA
BY CHECK AND WHETHER OR NOT IT BEARS INTERRSY,
$ ) i
A4 303| 153 General Checking ascount - no_interest
AS 1 292 Payroll t!é’or payroll only - no interest
‘We further report that the above mentioned depositor was directly liable to us in respect of loans,
‘acceptances, etc. at the close of business on that date in the total amount of §__35,000 as follows:*
AMOUNT DATE g:: E.OAN _ ouEDATE — 'NT::?; DESCRIPTION O:‘lél::.ll..'lrz. COLLATERAL,
" 1 ]
N1} 1slooo) | 11/1/36] 1/30/37 sif none paifl '
no collateral
N1 20| 000 11/1/36) 3/ 1/37 | 5% none paifi
and was contingently liable as endorser of notes discounted and/or as guarantor at the close of business
on that date in the total amount of §_.__None , as below:®
AMOUNT NAME OF MAKER DATE OF NOTE DUE DATE REMARKS
$
Other direct and/or contingent liabilities, open letters of credit and relative collateral, liens, ete. were:”
Except as stated above, according to our records the said depositor was in no way obligated to us.
Yours truly,
(Bank) .ASETON STATE BANK & TRUST CO.

Date January 4 19_37

By.__J+C. Jones, Treasurer

Authorized Officer Title

®if no such items exist, plesse insere “NONE”. I£, on the other hand, the epace provided is tnadequats, plesse enter ttals hereon and stzach o
sstpment giving full details as called for byshe abpve coluinnay headings
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Report. from A7

STANDARD BANK CONFIRMATION
(Bank) ASHTON _TRUST CO Coprieh, 1383, By
\ AMERICAN INSTITUTE PUBLISHING Co. Ine.

Szz?state Street,

Ashton, Ohio

If this form is not

used in replying,

Kean, Swift & Co., please ion refi
Hew York, N.Y.

Dear Sirs:

We hereby report that at the close of business on _December 31, 19 36 our records showed the
following balance(s) to the credit of. Ashton Metal Products Co.

subject to withdrawal by check except as noted:*

REMARKS
AMOUNT DESIGNATION OF ACCOUNT (STATE IF BALANCE 18 NOT SUBJECT TO WITHORAW, i’
BY CHECK AND WHETHER OR NOT IT REARS INTEREST,

10 1000 Time deposit account Interest - ;I.% per annum

Not subject to check

We further report that the above mentioned depositor was directly liable to us in respect of loans,
acceptances, etc. at the close of business on that date in the total amountof §__None  __ _ _ asfollows:*

DATE OF LOAN INTEREST TION OF LIABILITY, COLLATERAL,
AMOUNT erc. DUE DATE |~ v LIENS, ETC.

and was contingently liable as endorser of notes discounted and/or as guarantor at the close of business
on that date in the total amount of $___Nome . ashelow:*

AMOUNT NAME OF MAKER DATE OF NOTE DUE DATE REMARKS

Other direct and/or contingent liabilities, open letters of credit and relative collateral. liens, ete. were®

Except as stated above, according to our records the said depositor was in no way obligated to us.

Yours truly,
(Bank) ASHTON TRUST CO.

Date__ Jenuery 4 19 37 By_H.Le Porter, Assg 3_._:2;9&:

Authorized Officex,

%€ 00 -such items exist, please insert “NONE”.  If, on the other hand, the space provided is inadequate, please entet totals hereon and stach
aratement giving full details as called fot by the gbove tolumnar headinys
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A

8

ASHTON METAL PRODUCTS CO.

PeTTY CASH
December 31st, 1936

Counted January 28, 1936, at 10:30 A. M. by J. E. Kean in presence of
Mr. Uriah Heep, assistant treasurer.

Bills. . ... $10 $130
.................................... 5 125
.................................... 1 72 327

SpeCIE. .« o 50c 24

.................................. 25¢ 12
.................................. 10c 18
.................................. 5c 10
.................................. lc 1 65

Checks:

Date Drawer Bank Payee
Jan. 27....R.S. Jones...../ Ashton State Bank
& Trust Co. . ... Cash... 350
Jan. 26....]. A. Ladson. .. .Ashton State Bank
& Trust Co. .. .. Cash... 27 77 469
Vouchers:
Date Name For
Jan. 25.. ... Sunshine, Inc......... Window cleaning........ 10
Jan. 27. .. .. Carl Wynne.......... Entertainment. ......... 6
Jan. 27..... New Calendar Co. . ...Calendars for executives.. 15 31
$500

Checks listed above were deposited in bank Jan. 28, 1936.

Note to the reader: Except that the number of items would probably be

larger, this schedule shows a typical cash account.



©gl bus I se[npeyds uo pelldumoo sTwiog Bulsn ‘pesjeced

BPUNDPTAID JO T303 OGl Pus ‘7] ©TNPeude Uo peTrdmoo sTe303 HUISN ‘PenIodw PR PeUINe 389403} JO ST9303 Ol POIRINUNOOR OIB 6MPOUdE SIUI UL

sesuyodnd puv 80788 JOo UOTIBITJITILA oYy,

*PeATEO6I U08q QARY PTNOYS [oTYa 353I63UT Jo Joold Oy; JO 8]56q Oy 8T $0J37IN0es Jo

*99737INDOS U0 PBATOO0 ewoouf SuUfAJTIeA JoJ Tnjesn LYIeTnojiled €] pue oTNpPeyss Jo Wio JUSTUGAUOD ® ST 3] ‘eoueTsq

Juiuuideq oyl o3 sjuemfed pue £3d}e98d Jo uojlEoTTdde eyi £q Iwei 9y3 JulInp §013[IN06s UO POLISd SWOdU] OG3 puw Jwek eyy Jo pue puw Fupuurdeq eyi 3w uoeieysy
97qRATE09d 380J03UT PONIOOV DUV BOTJTIN0SS @TQRISNICW Jo 8duwTeq 8U3 Jo uUolijsodwod oy BuTmOUs Jo UOTIOUNY eTquop 94y emiojied eTnpeyos SIYj :IOPwe eUl 03 O30y

VeV Tuk ‘
Ll o5

006'¥% $
0uL'See $

eA0Q® Sy
20 passyoxnd
spuoq uc pred sseq
2v jsadequy -
3V SPUSPTATD - POATSBO8Y

:DPOAT@O0I US®BY Jo STIe3aq,

gzs RN ous'eee  006°C SLV'T ¢
0s 0g
oue’ . ‘
s31 0ot 040°s 088°T (77}
000° 43¢ 000° 428
e L
ogg  UsOF 004°T 002z 009
TOT
00% 002
(008 00¥
0s2 (osz 00S T *390 ‘-ady
009 009
008 008
006 . ‘
008 ;oz¢ 006 00g T aoy ‘Auy
006 00 ¢ T 300 ‘rady
9861 +POATO08T TPOATE08T PouxEs TEBT Fo38p
.Hn *98(q qsep SPUSPTAT(g 4sSeIajur *An *deq 380193 Uy
penIdOw panIoos
$sexajup 3s8dajuy

9¢6T ISTE YEENAOE] - SEILIYNXES FTEVILDR VN

©00 SLoadodd TVIIA NOLHSY

re

‘8073 1IN06GE Jo 4IMOO TeN398 J0J gg 03 IS AIemmns eog
©926T 35TC JOQUA0Sg 3@ S6nTua 303IVE JoJ [gs LIeumms eeg
-sesgqoInd 9g6T I0J PONOYO SIeXodq WoIF SATTS eseyoIng

Taa
084 ¢ o301
0eT 3V 21 sjueWgEeanr Uo 3TJodd
059 03g'6T 000°02 § BpUOQ BIg MOy
:89737In008 Jo OT8S U0 3TJodg
fys g GWTeR PoZTTERY
yoog Junowy
Tsa0y
+8yIuOm X8 I0J T 38 3SeJajuf
= 000°0T$ - °0p 3SNJIy Bo3Ysy - 3jsodep 8wy Uo 3s8Iejur
S3UOUWISOATUT IOYIO UO PIAT@OOX SPUSPTATP PUus 368I03ul
. 80TIwvIpISqQNe
JO €8T37dN068 UT 64 USIMSPAN] UO POATEOII epueptatq
20
osz'es  UoC oL 0su‘zs  088°Go
omN.mH OmN-mH 003§ UoWWOd - ‘09 wnﬂhﬂuOOM-uWﬁ Jetmoxg seIwge 002
00S8°4 008°‘s }o03s uouwod - ‘0p Tedouen pojztun §eIsqe 00T
000°92 000192 94T ONp SpPUOq gF
. - ru,dIog 80T3TTTan UBOTISWy 35Weyinog eonTea Ied 000‘ged
Sue‘0T sugfot Hoo3s :
paxyegoxd g9 - ‘op Buldnioejuusy JelwAIJ 68I8YUs 00T
000°02 00002 Y0038
uowmod - ‘Ul ‘SI03BOTIqEY UOLl Pus 9035 sedeys (002
S2T9T  poovqr S2T!9T T86T Omp Spuoq 4@y - ‘Op PBOITIvy eUIT PTO ©nTes Isd 00002
’ 0SS‘6T § 9%6T ONP SPUCY %9 - 0p PBOXTI®Y Bly Moy onTsa I8d 000°0Z
9E6T E9T8g Foseqoang  GE6L
‘1g *o8q ‘1 *oeq
edusTeg soueTeg

178



A Pu® ][ s193dey)) ul pajedipul It UOI}EdYLIdA JO SPOYIoW
Jensn ay ], ‘pajedrpur aduejeq 3yl jo uonsodwod ay) pue s9INpayos ssuadxa pur swodul ‘AIfiqer| ‘}9sse sreudordde 9y3 03 paduaIdjRl
S[€]03 9y} pue PIZIIBWWNS I8 JEdA 3] duunp junoddoe ay3 ydnoiyy wcmmmma SWIdY 9y J, "9INJBU SNOJUEJ[IISIW B JO d2J€ S}OOq S3I U0
9[qeAIdal s)uUNoddE A[uo 3y} ‘Auedwiod so[es AJerpisqns & y3noayy sjjes Auedwo)) s)onpoiJ [BIRJAl UOIYSY Sy :IaPeal oy} 0} 930N

*I9UONOA [euINOf 3YJ UO PIJOU SBM JUNOODE UMOI( JO JO A Jo [eaoidde
S, u0Ie) I (D) 'I9insean; ‘uolie) "IPA Jo [eaoxdde ay3 yrm ‘00s g 01 pasealoul sem junodde uoje[ddy 9yl J0J 3AIISAI Y} ‘SIUSWWOD
SIJ UO paseq pue ‘IAInNsear) juelsisse ‘dodH Yeu() "I\ YIM PIssnosip alom ‘9gg] ‘I J9quIadd(] Je sedue[eq Y} dA0QE Pajou sy

QOT'OFE ““ """ ettt 3A0qR SE [BIO],

00S‘LT ° "' S103021IP PUE SIDLJO—I[(BAIIIIL SIUNODY

OOB_NN% PR I . .U—u.mha‘&—ﬂﬁ&&@OQu muCﬂOUU<
1uonnqLIsICy

QOT'OPG " rerrrereeeeeectst:i3A0qE SE [BIO],

*(Buryeawr -
aun[ je 81033211p Aq paziioyine ueo]) /¢6f dun( ur predal aq 0} ueo| 00S‘4T """ ' 9g6t sun[—- quapisaid-201A ‘Quuip 118D
‘poo3—saniddns 104 0S¥ Tttt gee] "09([— " T0)) SIONPOIJ [BIDIA[ UIIISIM
"Po03—s[001 pue AIoUIyorRU 10 ove‘T " 9g6] "AON—Y], ‘Aurdwo)) mIxS PRYPIO
‘poo3—Arauryoew pue saiddns 104 089‘F °°9€6I "AON-"390—" ' 'ou] ‘Auedwo)) [00], SILIOTAT
‘uef ur pred 000‘s§ ‘poo3—AlduryorW PUBY-PUOISS IO ] 08C‘IT " 9g61 "3vO-dunf—-""*duy ‘A1puno jsodudAe(]
"L€61 “TRIN Ul pred 3q J[im-—A310 10§ duop Jiom Juraeday] 001D “ " 77t r9ge] Buy—r et ruojysy Jo A1)
"SS0] Po3oadxa J09[Al 0] PIseaIoUT 3 PINOYS AIISIYY

'057$ APreunxoidde jo £1940091 j0adxe—diysiea@dal ul Auedwo)) 0S.'T § ' "9oue[Rq FE6T— "0 Junmioejnue]y uorpddy

JIainsear) juejsisse ‘dasy] yeur) Iy JO sjudWWO))

£6T'L01

002'0%
S0T
868°S9
0£9
09¢

£6T'L01$

000's¢
$8T01
806°61
001°'C¥ $

D A e e e I R I I N .-.-.Wmaﬂ—ﬂmhwnawsawon.ﬂﬂwm
NU......................................&O:OuumhauESOUU.N.OU%NOEMQUmEEBOHm
A R R R Seeereces e DOATI0AI YSED)
TO "ttt T96 I_/YIMNOA—IN[BA UI-IPBII—OINE M9U U0 juowked WO} Pajonpag
No.‘.....................................ﬂh- u@—.—O-._O\rGOuﬂ@E%NQEO.@@@uOZUQQ
O T ..............wﬂﬁtﬁgzwoou_cmo‘.—
D Cee e e e e ....U_Omm0:n—nm=w
93 .. ceae teescannn .—U—Ombv:_:umz
DR .-..-.qnon-c.-nn..n--n.---'.-v-n-“ﬂm—uﬁmhogaouuaoucd—mm

9¢61 ‘ISIE WAAWIAIA(J—ATIVAIAOAY SINNOIDY
‘0D S1LONAO0¥d TVLANW NOLHSV

D

9¢61 ‘1€ J9quIa0a(] Je saoue[eq J93po] 9]qeALe0a SIUN0IIY

179



180 AUDIT WORKING PAPERS

C2
ASHTON METAL PRODUCTS CO.
RESERVE FOR Bap DEBTS
December 31st, 1936

Balance December 31, 1935. . ... ... i $2,105
Addition—charged income 1936 (to reserve for balance of Brown
account—see below) . . . ... e e 110
2,215
Deduction—Brown Machinery Co. account written off......... C1 205
Balance December 31, 1936—per trial balance. . .................. 2,010
Additional reserve for Appleton account. . ............... EE3,—C1 490
Balance December 31, 1936. . ... ... ittt $2,500

The above balance applies against the account of the Appleton Manufac-
turing Co. which is in receivership.

Note to the reader: As the company sells through a selling subsidiary,
the principal bad debt reserve is carried on the books of that company.
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C4
ASHTON METAL PRODUCTS CO.
PAYROLL ADVANCES
December 31, 1936

Operating—John R. Evans. . ..................... $22
Harold S. Barnes. . ................... 13
William A. Crawford................. 10
CarlB.Hale......................... 15
Edward C. Scott..................... 18
Ralph D. Condon.................... 18

James E. Foley. ... ... ............. 17 113
Office— Ruth Martin........................ 15
Jane Harder...................... ... 11

Paul J. Jordan....................... 16 42

$155

Advance tickets signed by employees and approved by F. F. Franklin,
factory superintendent for operating employees, and Uriah Heep, assistant
treasurer for office employees were checked to above list.
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D1l

ASHTON METAL PRODUCTS CO.

INVENTORY OF FINISHED GOODS

DECIMBER 31ST 1936

Inventory
Dece 31, Adjustment
1935 (for Per to Physical
somparison) books physical inventory
tfachine rtss
Automoggve $ 40,180 43,220 260 43,480
Farm implement 23,290 21,480 1,740 19,740
Other 5,250 5,490 430 5,060
68,720 70,190 1,910 68,280
Die stampingss
Automogizgo 78,290 83,620 1,490 82,130
Plumbing 39,790 36,670 530 36,140
Qther 2,880 5,320 270 5,590
120,960 125,610 1,750 123,860
Screw machine products:
Standard atogk items 118,210 100,860 5,940 94,920
Speclal orders 11,650 36,430 520 35,910
129,860 137,290 6,460 130,830

¢ 219,540 333,090 10,120 322,970

D4
Change in inventory $ 13,550 10,120 3,430

Prices for larger items checked to latest cost cards for standard stock
items and to job cost records for special orders. Prices on approximately
85% of total inventory were checked. Prices for stock held over from pre-
ceding year were checked with 1935 inventory prices and such items were
discussed with Mr. Carl Wynne, vice-president and general manager, as to
saleability. Prices were compared with sales prices.

Quantities checked to stock cards for larger items—approximately 85%
of total.

Extensions of larger items checked—approximately 859 of total.

Footings of all detail sheets checked and totals traced to recap sheets.

Footings of recap sheets checked.

Method of physical inventory taking was discussed with Mr. P. F.
Franklin, factory supt., under whose immediate direction the work was done.
Cards are checked periodically to physical stock throughout the year, in
addition to the complete physical inventory taken in December.
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D2

ASHTON MFETAL PRODUCTS CO.

INVENTORY OF GOODS IN PROCFSS

DECFMBER 31ST 1936

Inventory Ad juatment

Dec. 31, 1935 Per to Physical

(for comparison) books physical inventory

Machine partse 3 20,180 46,920 2,160 49,080
Die stampings and blanks 13,230 18,940 750 18,190
Screw machine producte 28,760 27,280 5,730 33,010
$ 62,170 93,140 7,140 100,280
M
Change in inventory $ 30,970 7,140 38,110

Cost cards and job cost records examined. No selling, general or admin-
jstrative expenses are included in inventory costs used for process or fin-

ished goods.

Bulk of process inventory at Dee. 31, 1936 consisted of special orders on
which separate job costs were kept.

Prices checked to cost cards and job cost records for approximately 75%
of total.

Extensions checked for approximately 75% of total.

Footings of all detail sheets checked and totals traced to recap sheets.

Footings of recap sheets checked.
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Amount
Steel

Brass

Change in inventory

Quentity
Steel - tons

Brass ~ pounds

Prige
Steel - per ton

Brass - per pound

185

D3

ASHTON MFTAL PRODUCTS €O.

IBRVENTORY OF RAW MATERIALS

DECEMBFR 3157 1936

Inventory Ad justment
Dec. 31, 1935 Per to Physical
{for comparison) booka physical inventory
$ 72,000 105,000 - 105,000
33,280 42,450 2 200 40,250
$ 105,280 147,450 2.200 145,250
M
$ 42,170 sy 39,970
1,500 2,100 - 2,100
332,800 385,909 25 000 365,909
$ 48,00 60.00 - 50,00
.10 .11 - .11

Prices checked to recent invoices from Coles Mfg, Co. and also to
trade jonrnals for basio prioces of materials corresponding to inventory items.

Quantities cheoked to stock cards.

Extensions cheocked for larger items,

Footings of all detail sheets checked and totals traced to recap

sheets.

Footings of reoap sheets checked,
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D4
INVENTORY CERTIFICATE

Kean, Swrrr & Co.,
New Yorx, N. Y.

DEar Sigs:

In connection with your examination of the aceounts of
Ashton Metal Products Co. as at December 31st, 1936, 1
hereby certify that the inventories as at December 31st,
1936, as shown by the general books of account, a sum-
mary of which follows, are based on a physical inventory
taken under my direction as of November 30th, 1936, that
transactions between such date and December 31st, 1936,
have been properly reflected in the accounts, and that, to
the best of my knowledge and belief:

1.

All stocks belonging to the company at December 31st,
1936, and having any substantial value are included, but
no obsolete, damaged or useless materials or merchandise
are included at prices in excess of net realizable values.

The quantities shown by the physical inventories are cor-
rect, were determined by actual count, weight or measure-
ment, and were taken in substantially the same manner as
the physical inventories at the close of the previous year.

The entire inventory is the unencumbered property of the
company and does not include (a) stocks on consignment
from others, (b) unshipped stocks billed to customers at
or prior to December 31st, 1936, or (e¢) advance payments
on account of purchase contracts for future deliveries.
Each item of inventory is priced at ... cost.... (specify basis of
valuation fully, i.e., cost, the lower of cost or market, or
other method), which is the same basis as used in pricing
the physical inventories at the close of the previous year.
Liability for all items included in the inventories has been
recorded in the accounts and purchase commitments were
not in excess of normal requirements nor at prices in ex-
cess of current market prices.

The amounts stated in the following summary are fair and
proper valuations of inventories as at December 31st, 1936.
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Summary of Inventory Accounts

Account Amount

D1 Finished Go0dS ......oocoooiviiiiiiiiiiieieeee $322,970
D2 Goods in Process ... 100,280
D3 Raw Materials ... ... .. 145250
Total $568,500

NoTE:—Any exceptions to the above or necessary explanation thereof
should be attached on a separate sheet as part of this certificate.

Certified as to Date Name Title
QUANTITIES Jan. 23, 1936 F. F. Franklin Supt.
VALUES Jan. 24, 1936 John Smauker Chief Clerk

"UsaBrE ConboiTion Jan. 23, 1936 F. F. Franklin Supt.
GENERAL APPROVAL Jan. 25, 1936 Carl Wynne  Viee-Pres.
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E1
ASHTON METAL PRODUCTS CO.
SUPPLIES
December 31st, 1936
Adjustment  Per
Per to physical

books  physical inventory
Operating supplies

Screw cutting oil . ... . ..ol $ 630 630
Lubricatingoil........... .. ... ... 458 458
Emery and emery wheels. . .............. 2,250 2,250
Toolsteel . .. ... ... ... . i 4,895 65 4,960
Chasers. ........oooiiiiiiiinnennann, 4,553 42 4,595
Cutters. . ... e 3,242 140 3,102
Drills. ... oo 8,295 105 8,400
Miscellaneous packing and shipping supplies. 880 880

25,203 BB2 72 25,275

Spare parts

Electrical . . .. ... ... ... . i 3,580 155 3,425
GBAIS. . ottt e e e 2,055 110 1,945
Machineparts. . ..........coiininnen.n. 4,718 392 5,110

10,353 BB3 127 10,480

Repair supplies

Sand, cement, etC........ ittt 2,530 2,530
Lumber. ...... ... ... i 6,927 142 6,785
Miscellaneous. . .......... ..., 5,067 153 5,220

14,524 BB3 11 14,535

$50,080 210 50,290
E2

Prices were tested with recent invoices—50 items.

Test check of stock cards for quantities—50 items.

Extensions checked for items totalling approximately 509, of total amount.

Footings of detail sheets checked and totals traced to recap sheets.

Recap sheets footed.

Continuous test checking of quantities to stock cards takes place throughout
the year, in addition to the complete annual physical inventory taken in
December.

E2
INVENTORY CERTIFICATE

Keax, Swirr & Co.,

New Yorg, N. Y.
Dear Sirs:

In connection with your examination of the accounts of
Ashton Metal Products Co. as at December 31st, 1936,
I hereby certify that the inventories as at December 31st,
1936, as shown by the general books of account, a sum-
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mary of which follows, are based on a physical inventory
taken under my direction as of November 30th, 1936, that
transactions between such date and December 31st, 1936,
have been properly reflected in the accounts, and that, to
the best of my knowledge and belief:

1. All stocks belonging to the ecompany at December 31st,
1936, and having any substantial value are included, but
no obsolete, damaged or useless materials or merchandise
are included at prices in excess of net realizable values.

2. The quantities shown by the physical inventories are cor-
rect, were determined by actual count, weight or measure-
ment, and were taken in substantially the same manner as
the physical inventories at the close of the previous year.

3. The entire inventory is the unencumbered property of the
company and does not include (a) stocks on consignment
from others, (b) unshipped stocks billed to customers at
or prior to December 31st, 1936, or (¢) advance payments
on account of purchase contracts for future deliveries.

4. Each item of inventory is priced at ... cost ... (specify basis
of valuation fully, i. e., cost, the lower of cost or market, or
other method), which is the same basis as used in pricing
the physical inventories at the close of the previous year.

5. Liability for all items included in the inventories has been
recorded in the accounts and purchase commitments were
not in excess of normal requirements nor at prices in ex-
cess of current market prices.

6. The amounts stated in the following summary are fair and
proper valuations of inventories as at December 31st, 1936.

Summary of Inventory Acecounts

Account Amount
E1l Supplies ... e, $50,290
Total $50,290

NoTE:—Any exceptions to the above or necessary explanation thereof
should be attached on a separate sheet as part of this certificate.

Certified as to Date Name Title
QUANTITIES Jan. 23, 1936 John Browdie Storekeeper
VALUES Jan. 24, 1936 John Smauker Chief Clerk

UsasLE ConpitioN Jan. 23, 1936 John Browdie Storekeeper
GENERAL APPrOVAL Jan. 25, 1936 Carl Wynne  Vice-Pres.
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G2
ASHTON METAL PRODUCTS CO.
PreEPAID EXPENSES
December 31st, 1936
Prepaid advertising expense $4,000
Magazine advertising for year ending April
30, 1937—Dbalance to be charged to general
expense at rate of $1,000 per month
Advances to employees for traveling, ete.

Carl Wynne, vice-president $150
Paul Jordan, engineer 150
Arthur Crane, engineer 150 450
$4,450
Signed receipts for above advances for traveling were seen.
H1

ASHTON METAL PRODUCTS CO.
DiscouNt AND EXPENSE ON DEBENTURES
December 31st, 1936
Par value
of debentures
(10 year life)
Balance December 31, 1935:
Original discount on debentures issued ($50.

per M) ..o e $3,200,000 $160,000
Written off to December 31, 1935, on deben-
tures retired ($50. per M)............... $ 960,000 $48,000

Written off to December 31, 1935, on deben-
tures outstanding (3/ years at $5. per M

912 g C=7:Y o I 2,240,000 42,000 90,000
$3,200,000
Balance to be written off on debentures out-
standing (614 years at $5. per M per year) $2,240,000 70,000
Year 1936—Written off on debentures out-
standing:
Jan. 1, 1936, to April 1, 1936.............. $2,240,000 2,800
April 1, 1936, to Dec. 31, 1936............. $1,920,000 7,200 10,000
60,000
Written off on debentures retired April 1,
1936 ($30. per M) . ..o vvmnennnnnn. S1'$ 320,000 9,600
Balance December 31, 1936 (514 years at $5.
per M peryear).........covvuuuneeenn. $1,920,000 $ 50,400

Note to the reader: The method of writing off discount and expense
shown on this schedule is one of the less scientific methods used but is con-
sidered good practice and is permitted by the Securities and Exchange Com-
mission. If more scientific methods are used some notes should be made as
to the nature of the test of the mathematics and principles involved.
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194 AUDIT WORKING PAPERS

J1
ASHTON METAL PRODUCTS CO.
LanD

December 31st, 1936
North Plant lands.......... e $185,150
East Plantlands. .. .......c.iiiiiiiiinnnnn... 152,830
Fulton Storage yard. .. ........cccoiiieien... 12,250
Total, per trial balance........................ $350,230

There was no change in the above account during the year.

Except for land at East Plant acquired from Goliath Manufacturing Co.
in 1928, valued at $132,500, in exchange for stock of Ashton, all lands are
carried at cash cost.

Letter dated January 2, 1937, signed by Blank & Blank, attorneys for the
company, stating that the above properties are owned in fee simple by the
company as of December 31, 1936, was seen.

K1
ASHTON METAL PRODUCTS CO.

PLANT AND EQUIPMENT
December 31st, 1936

Balance December 31, 1935. ... ... v $3,960,690
Year 1936:
Additions:
Construction ($401,396—5,280).............. K2 $396,116
Otheradditions. . ........... ... i, K2 21,670
Transferred from affiliated companies. ....... K4 60,854 478,640
4,439,330
Deductions:
Sold. . ... e K2 86,260
Scrapped. . . ... e K2 225915
Transferred to affiliated companies........... K4 66,260 378,435
Balance December 31, 1936. . . ... ... ittt iiiiinnnenn.. $4,060,895
K2

Except for property acquired in 1928 from Goliath Manufacturing Co. in
exchange for stock of Ashton all plant and equipment is carried at cash cost
less cost of plant sold or scrapped. Property acquired from Goliath was valued
at $750,000 (including land, $132,500), being stated value of 37,500 shares
of Ashton common stock ($500,000) plus par value of 2,500 shares of Ashton
preferred stock ($250,000) issued therefor and is carried at that amount less
value of plant sold or scrapped since that date.

Note to the reader: This schedule is a summary of changes in plant and
equipment during the year and is designed to produce the figures required for
the statement of sources and disposition of funds and for form 10 K as well
as the figures required for the individual companies,
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AUDIT WORKING PAPERS 197

K4
ASHTON METAL PRODUCTS CO.

MACHINERY—TRANSACTIONS WITH AFFILIATED COMPANIES
Year 1936

New machinery purchased
From Ednor Metal Machinery Co.:
4 shearing machines—model 4204. . ............ccoiivnnrenn.. $21,684
Second-hand machines transferred
From Dalton Metal Products Co.:

2 model 64 screw machines. . ........................ $21,870
Ednor Metal Machinery Co.:

4 pneumatic Cranes. ..............eviieaniiinanna.. 17,300 39,170
Total machinery from affiliates included in additions........ K3 60,354
Transferred to: Net Depreci-

value ation  Cost

Brooke Sales Co.:

Office equipment. . ... ......... C3 % 1,790 7,980 9,770

Dalton Metal Products Co.:

3 turret lathes. .. ..... .. .. ...... 21,073 3,527 24,600

1 electric welding machine. .. ..... 1,582 138 1,720

1 Diesel motor. . ................. 8,685 8,685 17,370
Ednor Metal Machinery Co.:

lelectriccrane. .. ............... 5,230 5,230 10,460

Fulton Railway Co.:

7 transformers. .................. 1,170 1,170 2,340

Total machinery. .................. 37,740 18,750 56,490
Total transferred. ................. K6 $39,530 26,730 66,260 66,260

0= PP $ 5,406

K1
Above information was summarized from journal vouchers.

Note to the reader: This schedule is primarily to provide information
for a summary of intercompany transactions for purposes of the consolidated
accounts.
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K5
ASHTON METAL PRODUCTS CO

FURNITURE AND FIXTURES
December 31st, 1936

Balance December 31, 1935, . ... it e $60,550
Additions:
4 adding machines. .. ........ooviiiiiiiiiiinnin.. $1,400
6 calculating machines. ... ........ ... ... .. .. 2,400
3draftsmen’s tables. . ........ ... ... i 450
6 draftsmen’s benches. . ......... ... ....... ... .. ... 120
8 venetian blinds for stenographers’ offices. . ........... 1,500
4 air conditioners for executive offices. . ... ............ 2,480
2watercoolers. .. ... .. ...l 550
10 typewriters. . . .. ..ottt s 1,500
5 typewriter desks and chairs. .......... ... .. .. oLl 460
Gelectricfans. . . ... ... .. ... i 100
2 showcases for samples. . .......... ... ... ... .. ... 1,000
Carpet for executive offices. . ......... ... ... ...... 3,200
2 fireproof safes. ....... ... .. i il i 700 15,860
76,410
Deductions—see below. . . ... iiiin it i 12,920
Balance December 31, 1936. ... ..ottt $63,490
K2
Depre-

Depre- ciated
Cost ciation value Salvage Loss
Details of deductions:

Scrapped: ,
Executive office carpets........ $ 3,150 983 2,167 1,568 599
Transferred:
To Brooke Sales Co.:
4showcases................ 3,000 2,750 250 250
6officedesks. ............. 420 380 40 40
3 filing cabinets............ 300 150 150 150
6 book cases. . ............. 600 550 50 50
10 storage cabinets.......... 4,500 3,270 1,230 1,230
6 typewriters. . ............ 950 880 70 70

9,770 7,980 1,790 1,790
K6 $12,920 8,963 3,957 3,358 599

Vouchers covering additions were examined.
Journal vouchers covering deductions were examined.
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M1
ASHTON METAL PRODUCTS CO.

PATENTS
December 31st, 1936

U. S. patent #274568193 covering special screw turning
lathes and Ashton pickling process—ecost $20,000, car-
ried on books at nominal amount—unchanged in 1936  $10

N1
ASHTON METAL PRODUCTS CO.

NoTEs PAYABLE—BANKS
December 31st, 1936

Balance Addi- Balance
Dec. 31, tional Repay- Dec. 31,
1935 loans  ments 1936
Notes Payable to Ashton State Bank

& Trust Co.:
Interest

Dated Due Rate
Nov. 1, 1935  Jan. 30, 1936 6% $ 50,000 50.000
Nov. 1, 1935  Feb. 29, 1936 6% 25,000 ) )
Nov. 1, 1935  Mar. 30, 1936 6% 25,000 25,000
Nov. 1, 1936  Dec. 31, 1936 5% 40,000 (
Nov. 1, 1936  Jan. 30, 1937 5% 20,000 20,000
Nov. 1, 1936 Mar. 1, 1937 5% 15,000 15,000

$100,000 75,000 140,000 35,000
A2 02 A6

See R1 for accrual of interest on above notes at December 31, 1936.

Note to the reader: If there were a number of notes payable and if
interest on notes payable was the principal amount of interest paid, columns
for interest, expense and accrual similar to those for accrued interest receivable
shown on schedule B1 would be used. The notes have been verified by con-
firmation from the banks as indicated by the reference to schedule A6.
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01
ASHTON METAL PRODUCTS CO.

AccoUNTS PAYABLE
December 31st, 1936

Balance December 31, 1935. . ..................... $ 257,760
Vouchers payable—per voucher record .......... 02 2,999,513
Vouchers paid—per cash book.................. A3 $2,939,115
Balance December 31, 1936. .. .........ccovvien. .. 318,158

$3,257,273 3,257,273

Details of balance at December 31, 1936

Excellent Crane Co. ... ..oiviiiii i iiennnen $110,500
Ashton Electric & Power Co. . ..........coiiinniiiiinnnnn. 4,130
Electric Corpn. of Ashton. ... ... ... ... ... ... ... ..cieaun. 9,873
Five States Supply Corpn. . ... ... ... ... it 12,768
Static Conveyor Machine Co. .. ............ ...t 60,500
Super Electric & Supply Co. ............ ... i 5,380
Ashton State Bank & Trust Co.—Payroll Account............. 33,381
52 vouchers all for less than $2,500, totalling . ................. 81,626
Total asabove. .. ... i i i e e $318,158
Distribution
Wages payable. . ... ... it i $ 33,381
Accounts payable—trade. .. ......... ... . .. il 284,777
Total @as above. . . ...t i e $318,158

Unpaid items checked with voucher record.

Cash disbursements for December, 1936, checked to voucher record.

Vouchers entered in voucher record in January, 1937, scrutinized for 1936
items.
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02
ASHTON METAL PRODUCTS CO.

SuMMARY OF VOUCHER RECORD

Year 1936

Construction. .......ovvviieine e, K3 § 324,288
Wagesaccrued. . . ......... ...l P1 1,537,638
Supplies. . .. ... e 198,528
Manufacturing expense. . . .........oovueeunnna.n 44,600
Repair labor and expense. . ..................... 38,420
Traveling expense. . ........coeeuuniieinnnnen.. 2,980
General expense. .. ...........o i, 51,205
Unexpired Iinsurance. ................c.oun... Gl 19,860
Prepaid expense. ... .......ccoiiiiiiiiiiiiaa 25,000
Sundry—details below. ............ ... ... ... 756,994
$2,999,513
01

Details of sundry
Marketable securities. ... .........cccieiuen... B1 $ 52,750
Accrued interest receivable. ........... ... ... B1 250
Accounts receivable—dr.. . ............ ... ..., C1 35,000
O e C1 990
Smalltools. ... ... ... 0. K2 2,270
Furniture and fixtures. . ......... ... .. ... .... K2 15,860
Automobiles. .. ... ... .. K2 3,540
Notes payable—banks....................... N1 140,000
Unclaimed dividends. .. ..................... 03 85
Taxesaccrued. ... ................... ... .. Q1 76,870
Reserve for Federal income tax. ... ........... 02 13,651
Accrued interest payable..................... R1 106,208
5% Sinking Fund debentures................. S1 301,500
Ashton Trust Co.—time deposit. ............. A7 10,000
Asabove. . vviiiiiiii i $756,994

03
ASHTON METAL PRODUCTS CO.

UNCLAIMED DIVIDENDS
December 31st, 1936
Common Stock Dividends

No.73 No. 16 No. 15 No. 14 No. 13
Total 1936 1931 1930 1929 1928
Balance, Dec. 31, 1935.... $380 132 128 60 60
*Year 1936—claimed. .. .02 85 15 20 25 25
—additions.. .A2 75 75

Balance, Dec. 31, 1936.... $370 75 117 108 35 35

*John Barty—located at new address and all back dividends paid him.



P1
ASHTON METAL PRODUCTS CO.
WAGES PAYABLE
December 31st, 1936

Balance December 31, 1935. . ... ... ... .. ... . ... ... ... .... $ 14,200
Payrolls accrued for 1936 charged to:

Direct labor—per trial balance............... ... $ 952,370
Indirect labor—per trial balance.............. ... 279,330
Repair expense—per analysis................ BB3 97,360
Construction—per analysis. ... ............... K3 54,403
Office salaries—per analysis. . ............... EE1 152,810
1,536,273

Less payroll advances deducted.................. 335 1,535,938

1,550,138

Transferred to payroll account—per voucher record 02......... 1,537,638

Balance December 31, 1936................................. $ 12,500

Vouchers covering transfers to payroll account checked to payroll sheets.
Accrued payroll at Dec. 31, 1936, checked to ledger balance.
Methods of distributing payrolls examined into and found to be reasonable.
01
ASHTON METAL PRODUCTS CO.
TAxEs ACCRUED
December 31st, 1936

Federal Real-estate
capital- State and personal-
stock  franchise property
tax tax taxes Total
Accrual at December 31, 1935... $ 7,000 $4,400 $11,400

Accrual in 1936:

Charged to manufacturing ex-
pense. ................ BB2 41,272 41,272

Charged to general expense EE3 23,000 5,080 10,318 38,398
30,000 9,480 51,590 91,070

Payments in 1936—02:
City of Ashton—real-estate and
personal-property tax for cal-
endar year 1936—Vo. 348 and
952 e 51,590
Collector of Internal Revenue
—capital-stock tax for year |
ended June 30, 1936—Vo. 870 20,000 ’ 76,870
State of Ohio—franchise tax for
year ended March 1, 1936—
Vo.298. ... 5,280

Accrual at December 31, 1936. .. $10,000 4,200 14,200

Vouchers covering above payments examined.
Receipted bills for real-estate taxes seen.
Accrual at December 31, 1936, consists of:
One-half estimated capital-stock tax for year ending June 30, 1937 $10,000
Five-sixths (ten months at $420) estimated state-franchise tax
for year ending March 1, 1937............... ... ... ... 4,200

Total a5 abOVe. . . ..ot e $14,200
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ASHTON METAL PRODUCTS CO.

ReSERVE FOrR FEDERAL INcOME Tax
December 31st, 1936

Balance December 31, 1935, ... oo i e $ 13,651
1936—March 15—tax for year 1935 paid..................... 02 13,651

December 31—accrual for 1936 tax. . .................... 55,000
Balance, December 31, 1936—per books. ...............ccoin.. 55,000
Adjustment after closing—asbelow........... ... ... ... ... 2,549
Balance, December 31, 1936—as adjusted. .. ................... $ 57,549

Calculation of 1936 Federal Income Tax
Net Income of the year before Federal income-tax adjustment W1 §616,567

Add back accrual for 1936 Federal income tax—per books. ..... 55,000
Adjust depreciation to tax basis.............. ... ... .. L2 3,531
Net INCOME. . v vt v vttt e et ettt it ie e ierneneracnenes 675,098
Credits:

Dividends received (859 of $333,770-B1).................. 283,704
Normal tax Net INCOME. . .ottt it ittt it ieeininananeenrsen $391,394

Normal tax:

$ 2000@ 8% .....00iiiiiiiiin $ 160
13,000 @ 119, .. .o e 1,430
25000 @ 139 . ..o oo 3,250

351,394 @ 159%. . . oo oo 52,709

$391,394. . ... $57,549
Net INCOME. « ¢ vttt ein et enens et tenaneeeannienonns $675,098
Credits:

Normal tax—as above. . ... oottt e 57,549
Adjusted net incomre ....................................... 617,549
Dividends paid ~ { &0 Preferred—3 50,000 } .............. A3 660,000
Undistributed net inCOME. .. ...vuvrnernn i ieniieennannn None
Normal tax—as above. .. ... $ 57,549
Surtax on undistributed net income........................ ..

Otal EAX .+ ottt et et e e $ 57,549
Actual tax—asabove. .. ... ... $ 57,549
Tax accrued—per books. .. ..o 55,000
Adjustment—as above. ......... ... oo $ 2,549
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R1
ASHTON METAL PRODUCTS CO.
AccrUED INTEREST PAYABLE
December 31st, 1936
On 5% bg:k

debentures loans Total
Balance, December 31, 1935:

5% on $2,240,000 par value —Oct. 1 to Dec. 31, 1935..... $ 28,000
6% on 100,000 face value—Nov. 1 to Dec. 31, 1935..... 1,000
T 28,000 1,000 29,000

Accrued in 1936:

5% on $2,240,000 par value —Jan. 1to Mar. 31, 1936 28,000
% on 1,920,000 —Apr. 1 to Dec. 31, 1936 72,000
6% on 50,000 face value—]an 1 to Jan. 30, 1936 250
6% on 25,000 ' —Jan. 1 to Feb. 29, 1936 250
6% on 25,000 " * —Jan. 1 to Mar. 30, 1936 375
5% on 40,000 " —Nov. 1 to Dec. 31, 1936 333
Sg, on 20,000 " —Nov. 1 to Dec. 31, 1 167
5 15,000 " " —Nov. 1 to Dec. 31, 1936 125
100,000 1,500 101,500
Totalaccrued. . ... vveiriiiiiee i iiinen i iiine s 128,000 2,500 130,500
Paid in 1936 .02 104,000 2,208 106,208
Balance accrued December 31, 1936.............cooviiine. $ 24,000 292 24,292
Details of balance at December 31, 1036
5% on $1,920,000 par value —3 months. .........couu.e.n $ 24,000
5% on 35,000 face value—60 days. ......vvvvivunnnnn. 292

S1
ASHTON METAL PRODUCTS CO.
5% SINKING FunNDp DEBENTURES DUE 1942
December 31st, 1936
Issued  Retired Outstanding

Balance December 31, 1935............. $3,200,000 960,000 2,240,000
Retired in 1936 as per provision of sinking

fund agreement—as below............ 320,000 320,000
Balance December 31, 1936........... S2 $3,200,000 1,280,000 1,920,000

Sinking fund provides for annual retirement of $320,000 par value of deben-
tures. In 1936 this retirement resulted in a profit as follows:

Par value—as above..................... $320,000
Cost.vvvnie i N 02 301,500

18,500
Discount thereon. . ................... H1 9,600
Profit on debentures retired............... $ 8,900

Purchase slips from brokers checked for purchases in 1936.
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TENTH TRUST COMPANY S2
OF NEW YORK
NEW YORK, N. Y.
January 6th, 1937

KEeaN, Swirt & Co.,

NEw York City
GENTLEMEN:

Pursuant to a request dated January 4th, 1937, we hereby certily to the
following information according to our records with respect to the 59, Sinking
Fund Debentures due 1942 of Ashton Metal Products Company as of the
close of business December 31st, 1936:

1. Principal amount of securities certified and delivered in

original iSSUES .. .. ... .. ... $3,200,000
2. Principal amount of securities cancelled in reduction of
ISSUL .o\ ittt ettt e e e 1,280,000
3. Principal amount of securities outstanding .............. 1,920,000
4, Principal amount of securities held alive in Sinking Fund NONE
5. Principal amount of collateral securities held............. NONE
6. Cash balance:
Release a/c........ NONE Redemption a/c....... NONE
Coupons a/c....... NONE Sinking fund a/c...... NONE

Very truly yours,
TeEnTHE TrRUST COMPANY OF NEW YORK
By John Browdie,
Authorized Officer
T1
ASHTON METAL PRODUCTS CO.
RESERVE FOR CONTINGENCIES
December 31st, 1936
Amount reserved to cover possible liability for additional Federal

income taxes for years 1933 and 1934 and legal fees in connection
therewith, charged tosurplus. . ........ ... ... ... . ... ... W1 $50,000

This reserve was authorized as of Dec. 31, 1936, by board of directors ;
meeting held Feb. 4, 1937,
Vi
ASHTON METAL PRODUCTS CO.
CAPITAL STOCK
December 31st, 1936

Common Shares Amount
Authorized 600,000 shares with no par value
Issued:
Jan. 1,1915,forcash........................ 200,000 $1,000,000
Jan. 1, 1917, for 20,000shares Dalton Metal Prod-
ucts Co.. oot 250,000 2,483,250
Jan. 1,1921, for 22,500 shares Coles Mfg. Co.

"StOCK .+ e 112,500 1,499,350
June 30, 1928,—part payment for net assets of Go-

liath Mfg. Co. at value approved

by board of directors. .......... 37,500 500,000

Outstanding at December 31, 1936......... V2-V3 600,000 $5,482,600

6% Cumulative Preferred
Authorized 10,000 shares of the par value of $100 each

Issued:
Jan. 1, 1921, forcash....................... 7,500 § 750,000
June 30, 1928,—part payment for net assetsof Go-
liath Mfg. Co.........ooinnn... 2,500 250,000
Outstanding at December 31, 1936........... V2-V3 10,000 $1,000,000

No change in either capital stock account during 1936.
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Va2
NINTH NEW YORK TRUST COMPANY

NEW YORK, N. Y.
January 18th, 1937

Keax, Swirr & Co.,
New York City

(GENTLEMEN :

We hereby certify that there were registered and out-
standing according to the books of the company kept by
us as registrar as of the close of business December 31st,
1936, certificates of stock of the Ashton Metal Products
Company representing the following shares:

Common Capital no-par stock 600,000 shares
Cumulative 6% Preferred $100 par stock 10,000 shares

Yours very truly,
NintE NEw York TrusT COMPANY,
Registrar
By Sampsox Brass,
Assistant Secretary

V3
EIGHTH TRUST COMPANY
OF NEW YORK

NEW YORK, N. Y.
January 19th, 1937

Keaxn, Swirr & Co.,
New York City

(ENTLEMEN :

In compliance with a request of the Ashton Metal Prod-
ucts Company, we wish to advise that our records as
transfer agent indicate that the following shares of stock
of that company were outstanding at the close of business
December 31st, 1936:

Common Capital no-par stock 600,000 shares
Cumulative 6% Preferred $100 par stock 10,000 shares
Very truly yours,

Eieata Trust CoMPANY OF NEW YORK

By DBarnaBY RUDGE,
Vice-President
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ASRTON METAL PRODUCTS CO.

SURPLUS

DECEMBER 31ST 1936

Balence December 31, 1935 $ 1,062,171
Ad justment:
Transferred to Reserve for Contingencies Tl @ 50,000
Net income of the year - as below 614,018
Oividends declered end paid w2 630,000
Balance December 31, 1936 996,189
$ 1,676,189 1,676,189
Preliminary 1936 income = per books 3 627,068
Adjust inventories to physicel - finished goods pl 10, 120
- goods in process D2 7,140
- raw materials D3 2,200
- supplies El 210
Repairs charged in error to machinery and equipment
{through construction account) K2 5,280
Reverse depreciation charged on above Ll 264
Increase provision for doubtful eccounts c2 490
Adjust unexpired insurance Gl 25
Net income of the year before Federal income tax
adJustment Q2 616,567
Ad just provision for 1936 Federal income tex Q2 2,549
Net Income of the year - as above b3 614,018

Number Deolaread

On 6% preferred stock:

31 Jan., 10, 1936
32 July 10, 1936

On common stook:

73 Feb, 7, 1936
74 Msy 8, 1936
75 Aug., 7, 1936
76 Nov. 27, 1936
77 extra Nov, 27, 1936

v 2
ASHTON METAL PRODUCTS CO.
DIVIDENDS DECIARED
TEAR 1936

To stockholders
of record Payable Shares Rate Amount
PFeb. 1, 1936 Feb, 16, 1936 10,000 $ 3.00 30,000
Aug, 1, 1936 Aug. 16, 1936 10,000 3,00 30,000
A3 60,000
Feb.29, 1936 Mar, 16, 1936 600,000 15 90,000
May 30, 1938 June 16, 1936 600,000 <15 90,000
Aug.31, 1936 Sept.16, 1936 600,000 .15 90,000
Dec. 4, 1936 Dec. 16, 1936 600,000 .15 90,000
Dec. 4, 1936 Dec. 16, 1936 600,000 35 210,000
43 570,000
$ 630,000
Wl

210
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Z1

ASHTON METAL PRODUCTS CO.
MINUTES
Year 1936

Stockholders’ annual meeting—April 21, 1936.

Election of directors—Messrs. Crane, Cringle, Drood, Durward,
Frome, Lapham, Nickleby, Shrig, Weller and Wynne.

Directors’ meetings:

Jan. 10, 1936

Dividend of $3.00 declared on 6% cumulative preferred
stock, payable Feb. 15 to stockholders of record Feb. 1.
Construction appropriations Nos. M 8063 to 8070 ap-
proved.

Feb. 7, 1936

Dividend of 15 cents declared on eommon stock, payable
Mar. 16 to stockholders of record Feb. 29.

Apr. 21, 1936
Officers elected as follows:
President ~—FEthan Frome
Vice-president —Carl Wynne
Vice-president —Will Searlet
Secretary —Charles Brewster
Treasurer —~Sidney Carton
Assistant treasurer—Uriah Heep
May 8, 1936

Dividend of 15 cents declared on common stock, payable
June 16 to stockholders of record May 30.

June 5, 1936

Loan of $35,000 to Carl Wynne approved. Loan to be
repaid $17,500 in December, 1936, and the balance in
June, 1937.

July 10, 1936
Dividend of $3.00 declared on 6% cumulative preferred
stock, payable Aug. 15 to stockholders of record Aug. 1.
Aug. 7, 1936

Dividend of 15 cents declared on common stock, payable
Sept. 16 to stockholders of record Aug. 31.
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Construetion appropriations B 800 and M 8071 and 8072
approved.

Discussion of effect of new tax legislation on dividend pol-
icy of company. Resolved to delay dividend action until
meeting to be held late in November.

Nov. 27, 1936
Report of executive committee on probable effect of new
tax bill on company’s operations and future dividend
policy read and approved. Report of treasurer showing
estimated profit for year considered and following divi-
dends declared on common stock:
Regular dividend of 15 cents,

Extra dividend of 35 cents,
both payable Dec. 16 to stockholders of record Decem-

ber 4.

AA 1
ASHTON METAL PRODUCTS CO.

NET SALES

Year 1936

Screw

Machine Die machine
parts  stampings products Total

Sales. ... $1,134,170 1,582,740 2,178,430 4,895,340

Deductions from sales:
Sales returns and allowances 53,840 29,480 88,830 172,150
Sales freight.............. 49,240 37,760 37,390 124,390
Discounts allowed. ........ 32,440 32,440

103,080 67,240 158,660 328,980

Netsales................. $1,031,090 1,515,500 2,019,770 4,566,360

C3

The above figures are taken from the cumulative monthly summaries pre-
pared by the company. All products are sold through Brooke Sales Co. and
the above totals agree with credits for sales and charges for sales deductions
as shown in the analysis of current account with Brooke—schedule C3.
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BB 1
ASHTON METAL PRODUCTS CO.
Raw MaTeriALs USED
Year 1936

Per trial Adjust-
balance ments Adjusted

Steel purchased. . ......................... $1,109,300 1,109,300
Brass purchased........................... 642,400 642,400
Change in inventory—raw materials. . ....... 42,170 2,200 39,970

$1,709,530 2,200 1,711,730

Quantity Price Amount
Steel purchased—per trial balance.......... 22,639 $49.00 1,109,300
Inventory, Jan. 1,1936.................. 1,500 48.00 72,000
Inventory, Dec. 31, 1936.................. 2,100 50.00 105,000
Steelused...........ccoieiiiiiiiii. 22,039 $48.84 1,076,300
Brass purchased—per trial balance......... 5,840,000 $ .11 642,400
Inventory, Jan. 1, 1936.................. 332,800 .10 33,280
Inventory, Dec. 31, 1936.................. 365,909 11 40,250
Brassused.................. .. .......... 5,806,891 $ .1094 635,430

Figures for quantities purchased were summarized from current account
with Coles Mfg. Co. which schedule is not included in these papers—see C3.

BB 2
ASHTON METAL PRODUCTS CO.
MANUFACTURING EXPENSE

Year 1936
Electric power. . ........... e $ 34,710
Insurance. ... ... .. G1 15,695
TaXeS .« o Q1 41,272
Royalty. ... o 5,200
Sundry supplies. . . ... 103,260
SUNAEY @XPeMSES. . oo\t ettt et e 9,836
Per trial balance. . ... .. ... .. it e 209,973
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