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American Institute of Certified Public Accountants

January 2, 1991

To the Auditing Standards Board:

h

;g

File Ref. No. 1120

Re: Exposure Draft of proposed SAS, The Confirmation Process

Here are the comment letters received to date on the proposed SAS,
The Confirmation Process. I expect to receive additional comments
since the comment deadline is February 1, 1991.

Name
1. George Chebba, CPA

2. Rob Jordan, CPA
Jordan, Myers, CPAs

3. Reginald D. Brooks, CPA

4. John W. Cook, CPA
Georgia State University

5. Roger D. Clark, CPA
Davis, Clark & Co.

6. Roy E. Dellinger, CPA
Dellinger & Deese, CPA

7. Bernard A. Bernsen, CPA

8. J. Michael Inzina, CPA
Hill, Inzina & Co.

9. Charles A. Hawes, CPA
Stephen, Kutas & Co., P.C.

10. Stephen A. Degnan, CPA
Harry, Evans & Degnan

11. Earl Hall, CPA

12. James W. Brackens, Jr., CPA

Location
Bangor, Maine

Florence, South Carolina

Phoenix, Arizona

Atlanta, Georgia

Dallas, Texas

Charlotte, North Carolina

San Antonio, Texas

Bastrop, Louisiana

Lansing, Michigan

San Fransisco, California

Yakima, Washington

Richmond, Virginia



Auditing Standards Board
January 3, 1991

Page two
Name
13. Robert A. Pearcy, CPA
14. Dan Blemche, CPA
15. Sherman L. Rosenfield, CPA
16. Neil Rischull, CPA
Zell & Ettinger, CPAs
17. Joseph M. Tanis, CPA
Bond, Beebe, Barton &
Muckelbauer, P.C.
18. Kell B. Rabern, CPA
Rabern, Larson & North, P.S.
19. Robert A. Thomas, CPA
20. Carlos Quiruz, CPA
21. J. LaRock, CPA
LaRock & LaRock. P.C.
22. Steven E. Pearson, CPA
23. Alan K. Clark
Smith, Adcock & Company
24. J.A. Smith, CPA
25. Francis J.McKean, Jr., CPA
26. Bruce D. Norling, CPA
27. Paul Fitzgerald, CPA
Kelley & Fitzgerald, P.C.
28. William A. Albright, CPA
Davis, Clark & Company
29. Robert Barkett, CPA
30. Abraham Akresh, CPA

Location

Texarkana, Arizona
Gary, Indiana
Miami, Florida

Brooklyn, New York

Washington, DC

Seattle, Washington

Indianapolis, Indiana
San Franisco, California

Las Cruces, New Mexico

Hampton, Iowa

Atlanta, Georgia

Moulton, Alabama
St. Louils, Missouri
Boston, Massachusetts

Waterbury, Connecticut

Dallas, Texas

Cleveland, Ohio

Wynnewood, Pennsylvania



Auditing Standards Board
January 2, 1991
Page three

ame

31. Loren D. Shepherd, CPA
Shepherd & Company, Inc.

32. Steven V. Dudas, CPA

33. Timothy Coffey
Arizona Society of CPAs

34. F.A. Corcell
Goff, Carlin & Cagan

35. Harold M. May, CPA
36. Floyd Oleck, CPA

37. Submitted Research Paper
Author Unknown

Sincerely,

N\ S

Doug P. Sauter
Technical Manager
Auditing Standards Division

DPS/1f
Attachments

c: Use of Confirmations Task Force

Mr. Thomas Weirich, SEC

Location

Englewood, Colorado

Waterbury, Connecticut

Phoenix, Arizona

Worcester, Massachusetts

St. Petersburg, Florida
New Haven, Connecticut

Unknown



AICPA

February 6, 1991

To the Auditing Standards Board:

American Institute of Certified Public Accountants

cas

File Ref No. 1120

Re: Exposure Draft of proposed SAS, The Confirmation Process

Here are additional comment 1letters received to date on the
proposed SAS, The Confirmation Process.

Name/Affiliation

38, Carl Gross, CPA
Altschuler, Melvoin & Glasser

39. Michael W. Wassinger, CPA
McDermott & Miller, P.C.

40. Arthur Andersen & Co.

41. Howard Groveman
Grant Thornton

42. Hugh J. Posner
Society of Louisiana CPAs

43, Florida Institute of CPAs
44. Coopers & Lybrand

45, William F. Drimer, CPA
Clifton, Gunderson & Co.

46, Harvey E. Schock, Jr., CPA
Product Assurances Consulting

47. Douglas Carmichael, CPA
Baruch College

48. James M. Holloway, CPA
South Carolina Assoc. of CPAs

49. Crowe, Chizek & Company

Location

Chicago, Illinois

Hastings, Nebraska

Chicago, Illinois

New York, New York

Metairie, Louisiana

Tallahassee, Florida

New York, New York

Milwaukee, Wisconsin
Haddonfield, New Jersey

New York, New York

South Carolina

West Columbia,

South Bend, Indiana



50.

51.

52.

53.

54.

55.

56.

57.

58.

59.

60.

61.

62.

63.

64.

65.

66.

Name/Affiliation

Douglas R. Norton
Auditor General

Douglas Blensly
California Society of CPAs

Stanley G. Robertson, CPA

Schippers, Kintner & Robertson

Kurt R. Sjoberg
Office of the Auditor
General

J. Dwight Hadley
Office of the State
Comptroller

Dennis R. Kroner, CPA
Philip Rootberg & Co.

Maryland Society of CPAs
Auditing Standards Committee

Stuart H. Harden, CPA
Silva, Harden & Co.

Robert E. Royer, CPA

Kenneth E. Larash, CPA
Grabush, Newman & Co.

Michael J. Cohen, CPA
New Jersey Society of CPAs

Thomas H. McTavish, CPA
Office of the Auditor General

Stanley F. Dole, CPA

James F. Camp, CPA
Camp & Associates, P.C.

Paul M. Kurisko, CPA
Office of the State Auditor

L. Karl Denton, CPA
Denton, Netherton & Co.

Anatole Hraintsor, CPA

Location

Phoenix, Arizona

Glendale, California

Lansing, Michigan

Sacramento, California

Albany, New York

Chicago, Illinois

Baltimore, Maryland

Fresno, California

Indianapolis, Indiana

Baltimore, Maryland

Roseland, New Jersey

Lansing, Michigan

Grand Rapids, Michigan

Birmingham, Alabama

Trenton, New Jersey

Denver, Colorado

Pasadena, California



67. Margaret Kelly, CPA
State Auditor of Missouri

68. Charles S. Hafer, CPA
Hafer & Gilmer, CPAs

69. Richard F. Strawn, 1II, CPA

70. E. John Larsen, CPA
University of Southern Calif.

71. Unknown

72. Michael H. Hoenig, CPA
Hoenig & Associates

73. George D. Funk, CPA
Moss Adams

74. Willis A. Smith

Sincerely,

P. Sauter
Auditing Standards Division

DPS/1f
Attachments

Jefferson City, Missouri

Unknown

Sacramento, California

Los Angeles, California

Cheyenne, Wyoming

Seattle, Washington

Ridgewood, New Jersey



 AlCPA

American Institute of Certified Public Acc

March 3, 1991

To the Auditing Standards Board:

ountants
12 50 2

File Ref. No. 1120

Re: Exposure Draft of proposed SAS, The Confirmation Process

Here are additional comment letters received to date on the

proposed SAS, The Confirmation Process.

Name/Affiliation

75. Lela D. Pumphrey
Association of Government
Accountants
76. Ernst & Young
77. J. M. Fried, Jr.

78. Steven F. Sawatski
Illinois CPA Society

79. Judith H. 0’Dell, CPA
Beucler, Kelly & Co.

80. Jerry D. Sullivan
Public Oversight Board

81. Walter M. Primoff, CPA
New York State Society of
CPAs

82. William D. Hall, CPA

Sincerely,

.

-

Sauter
: Manager
Auditing Standards Division

DPS/1f

cc: Use of Confirmations Task Force

Location

Alexandria, Virginia

Cleveland, Ohio
New Orleans, Louisiana

Chicago, Illinois

Wayne, Pennsylvania

New York, New York

New York, New York

Batavia, Illinois



AI CPA American Institute of Certified Public Accountants

1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

March 6, 1991 File Ref. No. 1120

To the Auditing Standards Board:

Re: Exposure Draft of proposed SAS, The Confirmation Process

Here is an additional comment letter received to date on the
proposed SAS, The Confirmation Process.

Name/Affiliation Location
83. KPMG Peat Marwick New York, New York
Sincerely,

Auditing Standards Division

DPS/1f
cc: Use of Confirmations Task Force
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS
THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Name and Afflation: [F-@0RG & Chebbn, cPA ——’Bﬁﬁv,of\, MAINe 19590
Comments:
u"’:" MM;J&EM:M_% O.QQ‘H-AM ‘}qu A
oAb Ha ATCPA — 409 &w.,x% Rigs T tha

MV(Q&‘M 4 Py s (ng“‘ O r

— Pors, Wi
Instructions for Response Form ]

This self-mailer moy be used for comments or suggestions reloﬁng fo any ospect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure droft.



EXPOSURE DRAFT FILE 23;
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Nome and Affiliation: fo_é J—Ot—clu.;. Sordes /'ﬁ;l.u.; Chg >

Comments: -S—rkohaﬁl;/ O/b/)’_\OS-Q. . Wea C{oh >t Aeed CArs
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Instructions for Response Form

This self-mailer may be used for comments or suggestions reloting to ony osped of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure droft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Dote: February 1, 1991

Nome ond Affiliotion: Reginald D. Brooks, CPA

Comments:__Paragraph 32 singles out accounts receivable confirmatiops._and states
__ that the confirmation of accounts receivable is a generally accepted _
_ auditing procedure, It also states that because third party evidence
_____provides higher quality audit evidence, there is a presumption that
___ accounts receivable balances will be subjected to the confirmation

process during an audit unless certain conditions are present.

These quidelines are equally pertinent to other accounts such as

cash, petty cash, inventory at third parties, securities in trust

or at a broker, life insurance policies, notes receivable and accounts

payable. Why then, conclude in paragraph 33 that auditors must only

document reasons for overcoming the confirmation presumption for

accounts receivable. If reasons for not confirming accounts receivable

must be documented, so should reasons for not confirming other accounts.

This should be so stated.

You could indicate why confirmation of accounts receivable is being

specifically addressed (and not other accounts), and that the guidance

contained in paragraph's 32 and 33 apply to other accounts as well.

Instructions for Response Form

This self-moiler may be used for comments or suggestions reloting fo any aspect of the exposure draft
thot is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Nome ond Affiliction: ~JcHs W. Cho K , Creo 1y o Stte lnivers o Y Atlate,GA
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Instructions for Response Form

This self-mailer may be used for comments or suggestions relating to any aspect of the exposure droft
that is of concern or inferest to you. For convenience, the most significant points have been identified in the
summary that occompaonies this exposure draft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

. Cla f 2
Nome and Affiliation: 627()% p C lopr i< bf% Q [@J/Tz ras

Comments:

-
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Instructions for Response Form

This self-mailer may be used for comments or suggestions relpfinP to any ospect of the exposure droft
that is of concern or interest to you. For convenience, the most signiticant points have been identified in the
summary that accompanies this exposure draft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

K"( E-«Dgiu'\)eﬂ,m&dﬁc.me erivan Ao
Name ond Affiliation: .DEIJ-JN Yy} .2._ 0&‘5&; GPR'J/ C‘M@\o,.?)‘?:

Comments:
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Instructions for Response Form

This self-mailer may be used for comments or suggestions reloﬁng fo any aspect of the exposure droft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accomponies this exposure draft.
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EXPOSURE DRAFT fte 207
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Nome and Affiliation:  Bernard A. Bernsen, Member, AICPA

Comments:__aentlemen:

Paragraph 19 reads, in part, "The auditor should evaluate relevant information

provided on negative confirmations that have been returned to the auditor to

determine the effect such information may have on the audit".

Had this standard been drafted for the American Medical Association, paragraph 19

would no doubt read "The doctor should evaluate relevant information provided on

the X-Rays returned from the lab to determine the effect such information may

have on the health of the patient”.

If one reviews the progression of the accounting profession over the past

twenty-five years, we see that the more pronouncements are set forth, the

more audit failures and the less quality control. Our object as a profession

should be to address important issues of the day, not to clutter our minds

with insignificant drivel such as this pronouncement. Accordingly, I

recommend that this proposed statement be trashed, or, at a minimum, paragraph

19 be deleted on the basis of being meaningless.

7 i,

B. A. Bernsen, CPA

235 Summit Tower San Antonio, TX 78228

Instructions for Response Form

This self-mailer may be used for comments or suggestions refcfing to any aspect of the exposure draft
that is of concern or interes! to you. For convenience, the most significont points have been identified in the
summary that accompanies this exposure droft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS
THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Name and Affiliction: J/ MiCHREL Tz iNA / y/L(oI'VZ/”A"CO-) A’quolo, M
I Am BASiCacy v AGREEMeNT | NHowEver T HAVE Somt

Comments:
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Instructions for Response Form (0 ver

This self-mailer may be used for comments or suggestions relating to any ospect of the exposure droft
thot is of concern or interest fo you. For convenience, the most significant points have been identified in the
summory that occompanies this exposure droft.
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BUSINESS REPLY MAIL

FIRST CLASS PERMIT NO. 72 NEW YORK, NY.
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American Institute of CPAs, Inc.
Auditing Standards Division
1211 Avenue of the Americas
New York, New York 10109-0004
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Naome ond Affiliation: gﬁ“ k/{'.S ,47%5‘),&’/ 6/4 - 5'#/4(;1 ky'ﬁ, s %(o/ /C .

Comments:
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Instructions for Response Form

This self-mailer may be used for comments or suggestions re!ohn? to any ospect of the exposure droft
that is of concern or interest fo you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure droft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

-t November 13, 1990
Comment Date: February 1, 1991

Name and Affiligtion: gTeﬁneM A Deonan 5 HA/{(M,E;#NS i Dc’e/JAN\

Comments:_<Ali¢_propose 4 SAS 4 werky Lol e o e A
o (£dis  Lava pﬂ’!.t'.) . -
< wo;id 0dd ad tle eud (é\ mw(,(mpi\ 28 o
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Instructions for Response Form

This self-mailer may be used for comments or suggeshons relatmg to ony ospect of the exposure draft
thot is of concern or interest to you. For convenience, the most significant points have been identified in the
summary thot accompanies this exposure draft.
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Your ststements under paragraphs 17, 21 and 28 are unrealistic and reflective

of your propensity for requiring extra work when none is necessary.
In #17 you say "non-responses (to positive confirmations) do not provide

_ audit evidence shout the financial statement assertions being addressed."”

I believe that they certainly do. Did you ever receive a confirmation
__ request stating you owed 8 sum of money, which you did not owe, to which you
_did not respond? A non-returned positive confirmation is a negative confirma

tion.
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Davis, CLARK AND COMPANY
CERTIFIED PUBLIC ACCOUNTANTS
A Professional Corporation

WILLIAM A. ALBRIGHT, CPA. 2705 SWISS AVENUE WILLIAM H. CLARK, Rerired
PAULA K. BERRY, CPA. DALLAS, TEXAS 75204 JOHN MARTIN DAVIS, SR., Renrec
ROGER D CLARK, CPA. TEL: (214) 824-2556 JAMES M. MULLINO, Rerired
JOHN MARTIN DWVIS, JR., CPA. FAX: {214) 823-9367

HERBERT B. KENNON, CFPA.
RHONDA A. REGO, CPA.
C. DENNIS TARPLEY, CPA.

December 19, 1990

Douglas P. Sauter
Technical Manager
AICTPA Auditing Standards Division File 2371
AICPA 1211 Avenue of Americas
New York, New York 10036-8775
Subject: Proposed Statement on
Auditing Standards the
Confirmation Process
Dear Sir:
The above mentioned proposed statement would appear to be
unnecessary as guidance regarding confirmations and their relationship

to reliance on internal controls already exists in current standards.

Paragraphs 20-22 seem to imply that negative confirmations are not
appropriate except for certain specialized industries. 1In my opinion,
positive or negative confirmations are appropriate no matter what the

industry depending on the characteristics of the engagements.

Sincerely,
o
G 17 LT

William A. Albright

1b
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Abraham David Akresh, CPA
1209 Weymouth Road
wynnewood, PA 19096

215-642-1742

December 5, 1990

American Institute of CPas

Auditing Standards Division
1211 Avenue of the Americas
New York, NY 10036-8775

Attention: Douglas P. Sauter
Technical Manager

Re: File 2371
Gentlemen:

I am pleased to comment on the Exposure Draft of the proposed
Statement On Auditing Standards, "The Confirmation Process". I
support issuance of this SAS because it greatly clarifies
existing guidance on the confirmation process.

However, I believe the guidance could be improved, especially in
the area of negative confirmations. There has been significant
research that indicates that negatives provide almost no useful
information and might mislead the auditor. If the auditor's use
of negatives is challenged in a lawsuit, the opposing counsel
will bring up the research results and leave the auditor in an
indefensible position. Juries will not understand negatives.
Accordingly, the Board should tell auditors not to use negatives,
rather than try to describe the few situations where they might
provide some very limited evidence.

If the Board decides to keep negatives, it should consider
changes to paragraphs 20 and 21. Paragraph 20 indicates that
negatives may be used when the auditor has no reason to believe
that the recipients are unlikely tc give them consideration. I
believe the auditor needs to do something positive to satisfy
himself that recipients consider the information. For example,
he has received responses in the past when there are errors, he
knows something about the respondent's business, he has directed
the request to a knowledgeable party (see paragraph 25). If the
auditor has done nothing, he will be using an ineffective
procedure without sufficient basis for it.



Mr. Douglas P. Sauter
December 5, 1990
Page 2

It is not clear why auditors of financial institutions, utilities
and retail organizations may (or might) meet the conditions for
using negatives. Audits of financial institutions are now high

- risk. Auditors shouldn't be using procedures that might be
ineffective on high risk audits (especially on high risk accounts
such as loans).

The example of demand deposits at the end of paragraph 20 should
be changed. The example is not clear as to what assertion is
being tested. Since control risk is low, there should be no need
for any confirmation of liabilities. The Savings and Loan Guide
should be clarified on this issue (see Laventhol & Horwath's
comment letter on the Guide).

The SAS should make it clear that if the auditor finds any
misstatements using negatives, he should significantly increase
his testing. The SAS should be clear that the auditor should not
compute likely misstatement based only on negatives.

Other Issues

Paragraph 31 ---should be modified to indicate that the auditor
should consider the need for adjustment of the financial
statements (in addition to the sufficiency of evidence).

Paragraph 32 -- Should be modified to relate only to the
existence assertion for receivables; should be clear that
confirmation of sales transactions is acceptable.

The last sentence of the paragraph (third bullet) is out of
place. Perhaps a separate paragraph is necessary. In addition,
the reference to the applicable assertion should be changed to
existence.

Sincerely, ‘
Wle oo e

Abraham D. Akresh

CPA
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Name and Affiliation: Steven V. Dudas, CPA (AICPA Member #1110181)

Comments:_Faragraphs #32 and 33 - In my opinion, confirmation of cash,

investments, and accounts payable should be added to this section as

a generally accepted auditing procedure. These procedures are used by

almost all CPA firms &nd are treated as generally accepted auditing-

standards (even if they are not specifically codified as such by the

AICPA). By not including these procedures in a Statement on Confirma-

tions, practitioners who are currently using such procedures may feel

that they should discontinue these additional confirmations, and I

believe that this would result in a decrease in audit guality.
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The committee reviewed the proposed statement and had no direct comments as to

suggested changes. The committee did question the statement in paragraph 3 of the

cover letter from Mr. Neebes and Mr. Guy pertaining to special provisions made in

the proposed statement for small businesses. The committee was unable to identify

seperate provisions in the proposed statement made specifically for small

businesses. It is the committee's suggestion that any special provisions be keyed

or indexed to highlight the proposed statement's effect on the audit of small

businesses.
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IS IT TIME FOR NEW AUDIT GUIDELINES
ON THE USE OF ACCOUNTS RECEIVABLE

CONFIRMATIONS

EXECUTIVE SUMMARY

HOW RELIABLE are accounts receivable confirmations as audit evidence?
The reliance traditionally placed on confirmation evidence may be unfounded.
The Auditing Standards Board Task Force on Confirmations is considering
revisions to current confirmation standards and guidelines.

CONFIRMATION EVIDENCE is biased. The procedure detects more
overstatement errors than understatement errors. The nature and extent of
bias is best determined under the controls of a field experiment.

FIELD EXPERIMENT RESULTS show that confirmation evidence is not very
strong as a secondary source of evidence regarding the valuation and

comgleteness assertions.

AUDITING STANDARDS should be revised to highlight weaknesses in the
confirmation procedure and to prevent over-reliance on confirmation evidence.

4y
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Accounts receivable confirmations have long been considered a strong form of evidence
by auditors because the procedure involves direct communication with independent sources
outside of the entity being audited. However, is the reliability traditionally placed on
confirmation evidence justified? Several studies have concluded that such reliance may be
unfounded. As a result, in 1988, the Auditing Standards Board formed a task force on
confirmations that is currently evaluating existing guidelines and drafting new guidelines on
the use of conﬁrmaﬁons. In this article, the background for the accounts receivable
confirmation procedure is reviewed and evidence on confirmation reliability is presented.

Suggestions are then offered on the future use of the confirmation procedure.

Auditing Standards on Confirmations

Confirmation of accounts receivable was an optional audit procedure in the United
States that was not widely used at the time the McKesson-Robbins fraud was discovered in
1938. The McKesson-Robbins fraud involved the recording of fictitious sales and receivables,
among other things, that remained undetected for over a decade. The SEC launched a
major investigation to determine the adequacy of audit procedures generally in use at that
time. The accounting profession responded by issuing Statement on Auditing Procedures
Number 1, Extensions of Auditing Procedure, which recommended confirmation of
receivables "wherever practicable and reasonable.”

Throughout the early 1940s, a number of modifications and revisions were made to
auditing standards involving confirmation. The most significant modification was Statement

on Auditing Procedure Number 12 (SAP12), entitted Amendment to Extensions of Auditing

Procedure. Auditors were required to disclose any case in which confirmation of receivables



2
with debtors was not performed. The effect was to make confirmation a de facto mandatory

procedure.

The disclosure requirement of SAP 12 was rescinded in 1974. However, confirmation of
receivables became an ingrained procedure in United States audit practice. Section 331 of
Statement on Auditing Standards Number 1 dictates current U.S. audit procedure regarding
confirmation. Section 331 contains a discussion of factors that affect the timing and extent
of use of confirmations as well as a brief discussion of the positive and negative
confirmation forms and the situations most conducive to the use of each. Also considered is
the problem of nonresponse to positive-form confirmations and the need to employ
alternative procedures "to provide evidence as to the validity and accuracy of significant
non-responding accounts.”

In addition to codified auditing standards on confirmation, the AICPA Auditing
Standards Division issued an Auditing Procedure Study in 1984 entitled Confirmation of
Accounts Recejvable. The study lists the objectives involved in an audit of accounts
receivable arranged according to five categories of finandal statement assertions.
Confirmation is considered a primary source of evidence regarding the existence assertion,
and a secondary source of evidence regarding the completeness and valuation assertions.

The 1984 Auditing Procedure Study also contains cautionary advice on the use of
accounts receivable. confirmations. Two major concerns were: (1) the tendency of confirmees
to report more of the errors that overstate the balance than errors that understate the
balance, and (2) inaccuracy of responses and inadequate rates of response. Fifteen
suggestions are provided for improving response rates and response accuracy, but none of

these suggestions address or correct for the potential reporting bias of conﬁm'{ees that
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results in discovery by auditors of more accounts re'ceivable overstatement errors than
understatement errors.

The Canadian Institute of Chartered Accountants (CICA) went even further in
cautioning auditors on the use of confirmations. The CICA issued an audit technique study
in 1980 that recommended use of the positive-form confirmation request However,
according to the guide, "many auditors question [the] value [of] direct communication with
debtors." The primary criticisms were the problems of non-response and unreliable evidence.
The CICA study noted that "reliance on a test consisting only of replies means that the test
is determined by the responding and non-responding debtors instead of the auditor, and it
may no longer be representative or appropriate.”

The CICA study also expressed concern with respondent apathy and "say yes" behavior,
which results in unreliable evidence. "Say yes" behavior occurs when customers confirm
balances as correct without actually checking their records. "The danger of using the
communication technique in these circumstances is that the auditor may use it just to

conform with professional standards and not to add audit assurance."

Why Research Confirmation Reliability?

Why should we conduct research on the reliability of confirmation evidence? Auditors
have long suspected that confirmation evidence is biased. They have noted from actual
practice that confirmees are more likely to report overstatement errors than understatement
errors, and most auditing textbooks caution that the procedure is *better” at detecting
overstatement errors. The following example will illustrate why research on confirmation

reliability is important. -
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Suppose that duplicate billing errors occur more frequently than any other type of error

involving accounts receivable. This would mean that overstatement errors are more
prevalent than understatement errors in accounts receivable accounts. If that is true, then
the reason the confirmation procedure is more effective at detecting overstatement errors is
simply because more overstatement errors are present, and not due to any reporting bias by
confirmees. Thus confirmation reliability can only be assessed ‘under the controls possible in
a carefully designed research experiment.
An experiment provides the following benefits:

1. The experimenter controls the size of the errors.

2. The experimenter controls which accounts are seeded with errors.

3. The experimenter controls the frequency of overstatement and understatement errors.

4. Other factors that may affect reliability can be studied, such as account balance size,
account balance age, and transaction volume.

5. The underlying cause of any reporting bias can be isolated, making corrective action
possible.

For these and other reasons, the author conducted a comprehensive study of confirmation

reliability, using trade accounts receivable in an industrial setting.

Prior Evidence on Confirmation Reliability

A few studies have been performed to assess the reliability of confirmation evidence by
seeding confirmation request forms with errors. Three findings of interest from these

studies are:

« Overall rates of detection and reporting of errors to auditors were quite low —
generally less than 50%. -



» Customers tended to report more errors that were unfavorable to them
(overstatements of accounts receivable) than errors that were favorable to them
(understatements of accounts receivable).

« Detection and reporting of errors was generally better when the positive form was
used as compared to the negative form of confirmation request.

The evidence from these studies was used by the AICPA and the CICA in drafting
current audit guidelines on confirmations. However, auditors may wonder if the concerns
raised about confirmation reliability are valid. The evideﬁce from prior studies was limited
in scope due to the populations sampled. Two of the studies were conducted at a university
credit union and three were performed at banks. Few, if any, of the confirmees were
commercial companies. Presumably, the use of accounting departments, bookkeepers and
accounts payable personnel by commercial companies will enhance error detection. In
contrast, many individual consumers do not maintain any accounting records, which makes
verification more difficult. Furthermore, prior studies generally involved interest-bearing
accounts. Confirmees may have confused interest earned (or charged) with errors seeded by
the researchers. Also, confirmees in these studies probably were not used to receiving

confirmation requests, particularly the positive form, which may have contributed to the low

rates of error detection found.
idence on Co tion Reliabili si ade Accoun eceivab

A field experiment was performed during the annual audit of a steel warehousing
operation in New Jersey. The customers of the warehouse represented a broad spectrum of
industries, and most were small to medium-sized commercial companies located in New

-

York, New Jersey and Pennsylvania. A few of the customers were quite large and listed in



the Fortune 500. In many respects, the customers were typical of those found on most
audits of manufacturers, and thereby provided a "rich” audit environment for the study of
confirmation reliability.

Positive-form confirmation requests were sent to all of the customers with debit
balances, using the same form that had been used by the auditors in prior years. Return
envelopes were supplied directing all replies to the auditors. Customers were unaware that
they were involved in an experiment. The only difference between this experiment and
actual audit use of the confirmation procedure is that confirmation request balances were
altered for nearly 80% of the accounts. An equal number of overstatement and
understatement errors were randomly assigned to accounts. In addition, the size of the
errors varied, with adjustments of plus or minus 20% for large errors and 3% for small
errors. The remaining accounts were not seeded with errors, serving as both a control
group for the experiment and as the sample used by the auditors for the annual audit.

[Insert Exhibit 1 about here]

The results of the experiment are summarized in Exhibit 1. Confirmation reliability
should be assessed in terms of spedﬁc management assertions. Confirmations are
considered a primary source of evidence regarding the existence assertion. Approximately
two-thirds of the customers replied to the confirmation request, a response rate comparable
to other years. Yet, nearly one-third of the customers failed to reply to first or second
requests. Alternative audit procedures were therefore necessary for a significant number of
accounts to gain satisfaction regarding existence.

Confirmations are considered a secondary source of evidence regarding the valuation

assertion. Yet in this experiment, only 47.2% — less than half of the errors —-were detected
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and reported to the auditors. Using confirmation &idence to assess error rates would result
in severe underestimation of the actual number of errors. Furthermore, reporting bias of
the type suggested in auditing literature was detected. Customers were more likely to
report overstatement errors than understatement errors. Also, customers were more likely to
detect and report large errors than small errors.

Confirmations are also considered a secondary source of evidence regarding the
completeness assertion. Yet in this experiment, less than 42% of the large understatement
errors were detected and reported to the auditors. Thus confirmation evidence is not very
strong in terms of completeness.

One other result was significant in terms of the reliability of the confirmation
procedure. Standard confirmation request wording instructs customers to report any
exceptions directly to the auditors. In this experiment, nearly 5% of those customers
receiving requests with altered balances called the company under audit to investigate
exceptions. All of these calls were handled by the experimenter, who posed as an accounts
receivable clerk for control purposes. Several callers asked specifically what they should
write on the confirmation form. Although the percentage of customers who called is low,
the potential for undetected fraud is greater than if customers refrained from calling the
company.

Several otheg' factors were analyzed, but not found to be significant in explaining
confirmation response and detection of errors. These factors inclﬁde account balance age,
account balance size and transaction volume. Although account balance age was not
significant there were very few accounts that were past due in the population — only 17
customers had balances that were two or more months past due. The respon;e rate for

these customers was only 35%, about half the rate for the rest of the population.



Should Confirmation Standards Be Revised?

This study raises serious questions about the reliability of the confirmation procedure.
Unlike prior studies, the results come from a rich audit environment, based on trade
accounts receivable in an industrial setting. The following can be concluded regarding
specific management assertions:

 Confirmations are biased as a secondary source of evidence regarding the valuation
assertion. Overstatement errors are more likely to be reported to auditors than
understatements.

~» Confirmations are not very strong as a secondary source of evidence regarding the
valuation assertion. Less than half of the errors are reported to auditors due to "say
yes" behavior and response bias.

« Confirmations are not very strong as a secondary source of evidence regarding the
completeness assertion. Understatements of accounts receivable are less likely to be
reported to auditors.

 Even though confirmations are the primary source of evidence regarding the
existence assertion, much additional audit work is required. Overall response rates
are lower than desirable.

Despite the above shortcomings, the confirmation procedure has one great benefit — the
evidence is relatively inexpensive. Thus, in corisidering revised standards, the Auditing
Standards Board should weigh the cost of alternative procedures relative to the benefits.

Providing auditors with a choice of procedures is recommended because costs will vary
depending upon a client’s cash, accounts recejvable and sales systems. For example, at the
company where the field research was performed, it was very easy (and inexpensive) to
observe subsequent cash receipts when the mail arrived and was opened by the dient. In
these circumstances, a customer’s check provides evidence of existence that is just as reliable

as confirmation evidence, and far more reliable in terms of valuation.
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Auditing standards should be revised to highlight the weaknesses in the confirmation
procedure and thereby prevent over-reliance on confirmation evidence, particularly regarding
" the valuation and completeness assertions. Also, revised standards should make it clear that
confirmation of accounts receivable is not a mandatory procedure. A menu of alternative
procedures in lieu of conﬁrmati'on of accounts should be provided, thereby removing any

doubt about a de facto confirmation requirement.
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EXHIBIT 1
Summary Results of a Field Test
of Confirmation Reliability

Overall rate of response

Response rate from significantly past-due
accounts

Overall rate of error detection

Detection of large overstatement errors

Detection of large understatement errors

Detection of small overstatement errors

Detection of small understatement errors

Customers receiving requests with errors who
phoned the client instead of the auditors

68.6%

35.3%
47.2%
53.2%
41.9%
46.9%
46.7%

4.6%
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April 5, 1991 File Ref. No. 1120

To the Auditing Standards Board:

Re: Exposure Draft of proposed SAS, The Confirmation Process

Here are additional comment letters received to date on the
proposed SAS, The Confirmation Process.

Name/Affiliation Location
84. Paul Caster Los Angeles, California
University of Southern
California
85. Richard D. Johnson Des Moines, IOWA
National State Auditors
Association

TechniTal Manager
Auditing Standards Division
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Attachments
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS
THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Name and Affiliafion: Paul Caster, Assistant Professor, USC

In my opinion, the exposure draft does not go far enough in warning

auditors about just how unreliable confirmation evidence has been shown

to be. My research on accounts receivable confirmations has demonstrated

that confirmees detect and report less than half of all errors in the

accounts. Also, the reporting is biased such that confirmees are more

1ikely to report overstatement errors than understatement errors and

large errors than small errors. There is also a strong tendency for "say

yes" behavior, i.e., confirming as correct a balance without actually

checking the records and verifying the balance.

A11 of these weaknesses in confirmation reliability should be addressed

in the exposure draft. Paragraph 25 could be expanded to point out the

tendency for respondents to "say yes" and to report more errors that are

unfavorable to them than favorable. Paragraph 31 should contain similar

warnings to auditors when evaluating responses. - The exposure draft should

explicitly mention these potential biases in confirmation responses. Finally,

paragraph 33 should be eliminated. It unnecessarily ties auditors hands,

considering how unreliable accounts receivable evidence has been shown to

be.

Instructions for Response Form

This self-mailer may be used for comments or suggestions re!oting to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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March 13, 1991

Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division
File 2371

AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Sauter:

The National State Auditors Association (NSAA) is

?leased to submit the following comments on the American
nstitute of Certified Public Accountants’ {AICPA’S) proposed
Statement on Auditing Standards (SAS) entitled, "The
Confirmation Process." We certainly appreciate the
opportunity to res?ond to this proposed SAS. It should be
noted that the following comments are not intended to
represent a single response for all NSAA members
individually. The views of some members may not be fully in
concert with all of the comments presented here. Individual
State Auditors may wish to respond to this proposed SAS
separately.

Overall, the State Auditors agree with the content of
the pro?osed Statement and believe that it is comprehensive
and well written. We believe the guidance in the proposed
Statement is more complete and informative than the current
guidance in AU Sections 331.03-.08. Among the areas in which
the exposure draft (ED) provides new or expanded guidance
are:

1. The relationship of confirmation procedures to the
auditor’s risk assessments and the use of
confirmations to address specific financial
statement assertions.

2. The proger design of confirmation requests to meet
audit objectives, including factors that affect the
reliability of the requests.

3. Special risks associated with confirmation responses
received through nontraditional media and ,
considerations for alternative procedures when
responses to positive requests are not received.

4, Evaluation of the results of confirmation
procedures.

The discussion of the relationship of the confirmation
procedures to the auditor’s assessment of audit risk and the

Relmond P. Van Daniker, Executive Director for NASACT
2401 Regency Road, Suite 302, Lexington, Kentucky 40503, Telephone (606) 276-1147,
Fax (606) 278-0507 and 444 N. Capitoi Street, Washington, DC 20001
Telephone (202) 624-5451, Fax (202) 624-5473
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Mr. Douglas Sauter '
AICPA Auditin% Standards Division
March 13, 199

uidance on what the auditor should do when confirmations are not received should
e particularly helpful. Also, we were especially glad to see guidance on
facsimile responses since this is an area which the current standards do not
specifically address and one where guidance is needed. We do not expect the
proposed Statement to result in any significant implementation problems; rather,
it should assist State Auditors in using confirmation requests more effectively.
We do, however, offer the following comments and critiques in hope of further
improving the document.

Assertions Addressed by Confirmations

Paragraph 12 discusses the confirmation process and its relationship to the
completeness assertion. The example used is accounts payable. This is the only
reference in the ED to accounts payable confirmations and could be confusing
because accounts payable, at least in audits of governmental entities, are not
usually subjected to the confirmation procedures that are applied to other
accounts, such as accounts receivable. Generally, payables are confirmed when
internal controls are inadequate and other forms of evidence (such as detailed
vendors’ invoices) are not available or the auditor is concerned that liabilities
may be overstated. Although the point of the paragraph is that the testing must
come from the appropriate population, the point could be more relevant if the
example was from accounts receivable or some other account that is usually
subject to confirmations. ‘

Form of Confirmation Request

Paragraphs 16 to 21 discuss positive and negative confirmations. The ED
should be very clear that is permissible to use both types of confirmations on
the same audit, so long as the guidance of paragraphs 18 and 19 is followed.

Also, paragraphs 19 through 21 discuss the use and analysis of negative
confirmation requests; however, these paragraphs do not address the required
working ?aper documentation. Although we presume that the auditor woul
adequately document the confirmation process in accordance with the third
standard of field work, we noted that sFecific guidance is included in other
paragraphs of the proposed Statement. For example, paragraph 27 addresses
documentation of oral confirmations and paragraph 33 addresses documentation of
how the auditor overcame the presumption of confirmation of accounts receivable.
Therefore, for consistency within the document, we believe that paragraphs 19
through 21 should also address the working paper documentation required for the
negative confirmation process.

Prior Experience

The Tast sentence of paragraph 22 currently reads "For example, if the
auditor has experienced poor response rates to properly designed confirmation
requests in prior audits, the auditor may consider obtaining audit evidence from
other sources." We are uncertain whether the Board intends that the auditor
consider obtaining audit evidence from other sources in lieu of or in addition to
confirmation requests. To improve the clarity, we suggest that the Tast portion
of that sentence be revised, depending on the Board’s intent, to read either
“...may instead consider obtaining audit evidence from other sources" or "...may
consider obtaining additional audit evidence from other sources."

-2-



Mr. Douglas Sauter
AICPA Auditin? Standards Division
March 13, 199

Performing Confirmation Procedures

The Tast three sentences of paragraph 27, which address facsimile and other
nontraditional media responses, read "In addition, the auditor should consider
reggest1ng the purported sender to mail the original confirmation directly to the
auditor. Oral confirmations should be documented in the workpapers. If the
information in the oral confirmation is significant, the auditor should request
the parties involved to submit written confirmation of the specific information
directly to the auditor." The experience of some of the State Auditors indicates
that an increasing percentage of respondents are utilizing facsimile and other
nontraditional media to respond to confirmation requests. Therefore, to provide
more definitive guidance for circumstances in which a facsimile response should
be followed by return of the original confirmation and to improve clarity, we
suggest that the above three sentences be combined into two sentences that read
"Oral confirmations should be documented in the workpapers. If the information
in the facsimile or the oral confirmation is significant, the auditor should
reguest the parties involved to mail written confirmation of the specific
information directly to the auditor."

One other point that needs to be considered in paragraph 27, is the need to
Breserve the facsimile response when it is not followed up with the original copy
eing returned to the auditor. Some fax copies are not readily preserved and are
subject to deterioration. The article "Assessing the Risks of Fax Confirmations"
by Pearson and Sauter, March 1990 Journal of Accountancy suggests that fax
confirmations be preserved by photocopying them for the working papers.

Paragraph 28 currently consists of one sentence, which reads "When using
positive confirmation requests, the auditor should generally follow-up with a
second and sometimes a third request to those parties from whom replies have not
been received." Because poor confirmation response rates are typical in
practice, we suggest that the narrative in this paragraph be expanded to provide
the auditor with additional definitive guidance on follow-up requests, addressing
pertinent issues such as (1) appropriate time frames before/between fol]ow-u?
actions, (2) appropriate forms for follow-up requests, (3) when telephone follow-
up may be appropriate, and 44) when third requests may be appropriate.

Experience of some State Auditors indicates that telephone follow-up is usually
more efficient and effective than written second requests.

Evaluating the Results of Confirmation Procedures

The references to "alternative procedures" as "other procedures" in the
second and third sentences of paragraph 31 are somewhat confusing since the end
of the third sentence also refers to "other tests of details or analytical
procedures." For this reason, we suggest the following revisions:

In performing that evaluation, the auditor should consider (a) the
reliability of the confirmations and alternative procedures; (b) the
nature of any differences, including the implications--both

quantitative and qualitative--of those differences; (c) the evidence
provided by alternative procedures; and édg whether additional evidence is
needed. If the combined evidence provided by the confirmations and
alterative procedures is not sufficient, the auditor should request
additional confirmations or extend other tests of details or analytical
procedures. [emphasis added]



Mr. Douglas Sauter
AICPA Auditing Standards Division
March 13, 199

Confirmation of Accounts Receivable

We were pleased to read araﬁragh 32 which, in effect, acknowledges that
confirmation is not necessarily the best audit procedure for the types of
receivables mostly found in government, such as receivables from taxes or from
benefit overpayments. Nevertheless, we question the need for paragraph 33, which
requires the auditor to document why he or she decided to use a procedure other
than confirmation of accounts receivable.

. The general presumption of the proposed statement is that confirmations are
an inherently superior audit procedure because they involve external parties.
This logic may be true in theory, but it is not necessarily borne out in
practice. The auditor may encounter a host of problems in confirming certain
statement assertions, as you properly recognized. For this reason, the statement
should not reflect a presumption of superiority. Rather, confirmation should be
recognized as one of the audit procedures that may be the best procedure in some,
if not most, circumstances.

The objective of the audit process is to reduce the audit risk to an
acceptable level. The audit risk is influenced by the inherent risk and the
control risk, which in turn influence the acce?table detection risk. The
auditor’s selection of an audit procedure should be directly influenced by his or
her assessment of those risks. If documentation of the decision process is
desirable, the auditor should be required to document why he or she selected a
specific procedure rather than why he or she did not select a specific procedure.
F?r this geason, we believe that paragraph 33 should be modified, if not
eliminated.

Also, paragraph 32 states that the confirmation of accounts receivable is a
generally accepted auditing procedure and illustrates three specific
circumstances in which the auditor maz elect not to confirm receivables. Because
we interpret this language to imply that these three circumstances are all-
inclusive and not merely examples of potential circumstances, we believe the

uidance is too restrictive. In many audit engagements, particularly when the

ield work cannot be performed until several weeks after the end of the fiscal
year, it is much more efficient to perform alternative audit Brocedures (such as
examination of subsequent cash receipts), as provided for in Paragraph 30. Based
on the Board’s policy to always consider the cost/benefit relationship of the
proposed guidance, we suggest that a fourth specific circumstance be added to
paragraph 32, such as "The use of confirmations, due to the timing of the
engagement or other circumstances, would be inefficient as an audit procedure."
As an alternative, we suggest that the second illustrated circumstance in
paragraph 32 ("The use of confirmations would be ineffective as an audit
procedure") be expanded to also address the concept of inefficiency.

Editorial Comments

In addition to our comments above, we offer these editorial suggestions:

1. para. 16 - 1st sentence - "Confirmation request:" should be
"Confirmation requests:"

- 2nd sentence - "is in agreement" should be "agrees."

—4-
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March 13, 199

2. eara; 20 - 1st sentence

part (b) - "balances is" should be
balances are." .

- 2nd sentence

1st word - "Auditors" should be "Audits."

- 3rd sentence - "The auditor should give consideration to
performing..." should be "The auditor should consider
performing...

3. para. 34 - 1lst sentence - "statement" should be "statements."

* % k% % * ¥ & k¥ ¥ k % %

As always, NSAA is pleased to present these comments and we look forward to
providing a response on similar issues in the future. As stated earlier, the
State Auditors generally agree with the contents of the proposed SAS. The
comments presented in this response are intended to assist the AICPA’s Auditing
Standards Board in making this SAS a more clear, comprehensive and efficient
document. If you desire further information or _have any questions in this
matter, please contact Relmond P. Van Daniker, Executive Director of NASACT, at
(606) 276-1147 or myself at (515) 281-5835.

Sincerely,

210 fuu

Richard D. Johnson
President
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Certitied Public Accountants
and Consultants Altschuler, Melvoin and Glasser
30 South Wacker Drive, Chicago, Minois 60606-7494
(312) 207-2800 Fax (312) 207-2954

February 4, 1991

Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division
American Institute of CPAs

1211 Avenue of the Americas

New York, NY 10036

Via Facsimile

File Reference 2371
Exposure Draft (ED) - Proposed Statement of Auditing Standards
The Confirmation Process

We are pleased to sulmit our response to the request for caments on the above
Exposure Draft.

Depending upon how it is interpreted the proposed standard may have a significant
effect on a broad segment of current audit practice. The effect may not
necessarily be cost effective. Further, the summary in the exposure draft does
not necessarily highlight the potential impact on current practice for certain new
requirements, for example, the consequences of not applying alternate procedures
to all non responding confirmations. Our caments on this and other matters are
as follows:

Paragraph 29 in the ED allows the auditor flexibility and judgment in determining
the extent of altermative procedures to perform when it states "the auditor...
should employ alternate procedures to the nonresponses to adbtain the evidence
necessary to reduce audit risk to an acceptably low level.® However, this
flexibility and judgment is negated by the implication that for nonresponding
confirmations for which alternative procedures are not performed, the auditor must
project such account balances as a 100% misstatement to the total population.

Existing AU 331.05 and .08 and corresparding references to footnote 1 of those
paragraphs allows for flexibility and judgment by referring to "applying
procedures to significant (as defined in footnote 1 of AU 331) nonresponding
accounts"” without any implication to consider the remaining accounts misstatements
or that all nonresponding accounts must be subject to alternate procedures.

As a general rule, confirmations are an effective and efficient procedure to
gather evidence, however, alternate procedures performed to confirmation requests
are usually a time consuming and inefficient process. This is particularly true
in an audit where control risk is assessed at the maximm and softer alternate
procedures such as analytical procedures might not be considered sufficient
evidence. Alternate procedures such as subsequent cash, shipping document, etc.
currently are and should be permitted to contimie to be applied by the auditor
until he or she forms an opinion that sufficient evidence has been gathered to
reduce the risk that the account balance is materially misstated to an acceptably
low level.

Chicago * Los Angeles
Associated Worldwide With Summit International Associates, Inc.



The above camments notwithstanding, the paragraph 29 requirement to project as
100% misstatements those nonresponding confirmation requests is made regardless of
whetherormttheselectlmofitaxstobeomfumedisasamlemderSAs39.
Particularly when sampling is not the basis for the selection of items to confirm,
there should not be a requirement to project nonresponses to the total population
as misstatements.

Paragraph 28: "Should generally" is samewhat onerous and perhaps confusing as it
means "must sometimes"; perhaps the better language is "should considexr*.

Paragraph 20: Condition (a) refers to where "the assessed level of control risk is
low", this concept does not appear in SAS 55 or any other SAS. It appears only in
an AICPA Guide.

Carl Gross of our Firm would be pleased to answer any questions you may have on
our comments.

Sincerely,

flitie, Yobonin o o
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CERTIFIED PUBLIC ACCOUNTANTS

January 28, 1991

Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Div.-File 2371
1211 Avenue of the Americas

New York, NY 10036-8775

RE: Proposed Statement on Auditing
Standards

Dear Mr. Sauter:
The Confirmation Process:

Paragraph 25: "The requirement that the accountant confirm directly with the
official responsible for the client’s account of a financial
institution".

It is felt that the institution’s personnel responding to the
confirmation is: 1) an independent party, and 2) has privy to
relevant information regarding the nature of the client. The
contacting of an "official" may in fact result in represen-
tations of that party in lieu of the institution. The reliance
on oral conversations may result in more exposure to the
accountant. This would then negate your concerns regarding the
bias of parties contacted.

Paragraph 32: "Cases that the auditor would not confirm accounts receivable
" are listed".

It is felt that beyond it being ineffective for your stated
reasons, it may be irreievant and/or inefficient based on the
auditor’s professional judgement. It is felt that the
auditor’s judgement be allowed to function, rather than having
to utilize your limited examples to operate within.

Thank you for your consideration.
Sincerely,

McDERMOTT & MILLER, P.C.

ichael W. Wassinger, CPA
616 WEST 5TH STREET
HASTINGS, NE 68901

PH. 402-462-4154
FAX 402-462-5057

COUNCIL BLUFFS ® GRAND ISLAND * HASTINGS ® KEARNEY ® OMAHA
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ARTHUR ANDERSEN & Co.

69 WEST WASHINGTON STREET
CHICAGO, ILLINOIS 60602
(312) 580-0069

January 29, 1991

American Institute of
Certified Public Accountants
Auditing Standards Division
1211 Avenue of the Americas
New York, New York 10036-8775

Re: File 2371
Gentlemen:

This letter is in response to your request for comments on the proposed
Statement on Auditing Standards (SAS) entitled, "The Confirmation Process."

OVERALL COMMENT

Generally, we support the guidance contained in the proposed SAS not only
because it reaffirms the importance of the substantive audit procedure
described therein, but also because it demonstrates in a meaningful way (a)
how the auditor applies the concepts embodied in the risk model and (b) the
need to focus on the specific financial statement assertions in developing an
appropriate audit plan. A thorough understanding of this SAS should improve
the confirmation process and contribute to a more risk focused audit approach
by practitioners.

We do, however, have the following suggestions for your consideration which we
believe would facilitate a better understanding of the final pronouncement.

SPECIFIC COMMENTS

Paragraph 32 in the proposed SAS sets forth three conditions, the presence of
any one of which may overcome the presumption that the auditor will request
the confirmation of accounts receivables during an audit. While we agree with
the first and third, we are concerned that the second condition (i.e., the use
of confirmations would be ineffective) might be interpreted too loosely by
some practitioners.

When accounts receivable are material and the auditor's combined assessment of
inherent and control risk is high, we believe every effort should be made to
obtain reliable responses to confirmation requests. Sometimes this can be
accomplished by confirming individual items rather than merely the account
balance and contacting the appropriate party within the client customer's
organization that a response is needed (as pointed out earlier in the exposure
draft).
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Division

Consequently, we suggest that the second bullet in paragraph 32 be revised to
emphasize this point as follows,

"o The use of confirmations would be ineffective as an audit procedure
(the determination being made after giving proper consideration to
the design of the form of confirmation request and directing it to
the appropriate individual within the client customers' organization
[see paragraphs 23 and 25]) or,".

Separately, with the expanded guidance in paragraphs 32 - 33 on confirmation
of accounts receivable, we suggest that footnote 17 ("Circumstances...may make
it impossible for the auditor to accomplish these procedures") in SAS 58 be
revised to conform with that guidance. As presently written, footnote 17
could be interpreted as holding the auditor to a higher standard for omitting
confirmation of accounts receivable than the proposed SAS would require,

Paragraph 16 identifies and briefly describes the blank form as one type of
positive confirmation but provides no guidance as to when its use might be
appropriate. The primary use of the blank form is to address the completeness
assertion and the risk of understatement. For example, when an auditor
decides to confirm accounts payable, oftentimes the blank form of confirmation
request is used.

Consequently, we suggest that paragraph 16 acknowledge the usefulness of the
blank form in those circumstances., This could be accomplished by adding the
following sentence at the end of paragraph 16, "The use of the blank form is
particularly effective when the auditor wishes to address the completeness
assertion and/or the risk of understatement in an account balance, such as
accounts payable."

Paragraph 18 states that, "Although there is a risk that recipients of any
positive form of confirmation request may sign and return the confirmation
without considering it, the use of blank forms mitigates this risk." This
statement implies that the auditor should always consider the use of blank
forms. We believe that such a consideration is necessary only when, based on
current or past experience, the auditor concludes that there exists a risk
that recipients will sign and return the confirmation without verifying the
information set forth therein. Accordingly, we suggest that the first sentence
be revised to read as follows, "When the auditor concludes, based on current
or past experience (e.g., unreturned confirmations that contained information
known beforehand to be in error), that there is an unacceptable risk that
recipients of the positive form of confirmation request are likely to sign and
return the confirmation without considering it, the auditor should consider
the use of blank forms to mitigate this risk.,"
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We find the discussion in paragraphs 20 and 21 relative to negative confirma-
tion requests somewhat confusing. For example, the third sentence in paragraph
20 followed by a sentence which begins, "In such cases,...” does not follow
logically. Furthermore, the wording of these paragraphs, in our view, unduly
discredits any validity to the negative form of confirmation by using such
vords as "rarely provide significant evidence," and "do not provide explicit
evidence that...."

We would suggest that paragraphs 20 and 21 be revised to read as follows:

"20. Negative confirmation requests may be used for certain types of
entities when (a) the assessed level of control risk is low, (b) a large
number of small balances is involved and (c¢) the auditor has no reason to
believe that the recipients of the requests are unlikely to give them
adequate consideration. For example, in the examination of demand
deposit accounts in a financial institution, it may be appropriate for an
auditor to include negative requests with the customers' regular
statements when control risk is assessed as low and the auditor's past
experience indicates that the recipients consider such requests, In all
cases, the auditor should consider performing other substantive
procedures to supplement the use of negative confirmations.

"21. Returned negative confirmations may provide evidence about the
financjal statement assertions. For example, when the auditor sends a
large number of negative confirmation requests, the auditor normally
would expect to receive some responses indicating misstatements i1f such
misstatements are widespread, Furthermore, unreturned negative confir-
mation requests can provide evidence concerning certain aspects of the
existence assertion., For example, negative confirmations may provide
some evidence of the existence of third parties if they are not returned
with an indication that the addressees are unknown. However, unreturned
negative confirmations do not assure the auditor that the intended third
party received the confirmation request and verified whether the
information contained therein is correct."

The AICPA has recently changed in a significant manner the confirmation of
account balance information with financial institutions. Given the importance
of this change, we suggest that this subject, including confirming separately
other information by direct inquiry with a responsible bank officer, be dis-
cussed more extensively than merely making a reference to the new form (see
paragraph 13).
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The proposed SAS is organized in a way that treats the performance of
alternative procedures as separate from the confirmation process (see the
description of the process set forth in paragraph 4). Since the performance
of alternative procedures always depends upon the response rate to positive
confirmation requests, we suggest that (a) the definition of the confirmation
process in paragraph 4 be expanded to add another bullet that describes
alternative procedures as part of that process, (b) paragraph 14 be modified
to add, at the end the second sentence, the words, “"and any alternative pro-
cedures performed,” and (c) the heading above paragraph 29 be changed to a
subheading under the "Confirmation Process" heading. Also, since the defini-
tion of the confirmation process in paragraph 4 includes the evaluation phase,
the heading above paragraph 31 should be similarly revised.

Paragraph 9, in discussing how the auditor might respond to low assessed
levels of inherent risk and control risk, implies that a less effective test
is always less costly than a more effective audit procedure. Since this may
not be true in every instance, we would suggest that the parenthetical "but
costly" and "and less costly" phrases be deleted.

Furthermore, in order to re-enforce the importance of the requirement to
confirm accounts receivable, we suggest that the example in this paragraph be
changed. An alternative might be something along the following lines, "For
example, if inherent and control risks over unrecorded liabilities are
assessed as low, the auditor might perform substantive procedures other than
confirmation, such as inspecting subsequent payments and applying relevant
analytical procedures..."”

Paragraph 8 states, in part, that "In some cases, the evidence provided by
confirmation will not be sufficient and additional substantive procedures will
be necessary." However, it is unclear as to what factors the auditor should
consider in deciding whether additional substantive tests are necessary. We
suggest that this paragraph be revised to read as follows:

"8, The auditor should assess whether the evidence provided by confir-
mations reduces audit risk for the related assertions to an acceptably
low level. In making that assessment, the auditor should consider the
materiality of the account balance and his or her inherent and control
risk assessments. When the auditor concludes that confirmation alone is
not sufficient, additional substantive procedures should be performed.
For example, if inventories are held at public warehouses, the auditor
ordinarily would obtain direct confirmation from the custodian and,
depending on the materiality of such inventories and the auditor's risk
assessments concerning the existence assertion, may perform additional
procedures such as observing physical counts of the inventories."

Paragraph 29 describes the performance of alternative procedures. It also
provides guidance as to when omission of alternative procedures may be accept-
able. For clarity of wording, we suggest that this.guidance (the second
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sentence in paragraph 29) be revised to read as follows: However, the omission
of alternative procedures may be acceptable when (a) the auditor concludes that
the financial statements would not be materially misstated even if the nonre-
sponses in the aggregate were projected to the population as 100 percent
misstatements and (b) the nonresponses have not revealed any unusual qualita-
tive factors or systematic characteristics, for example, that all nonresponses
"pertain to year-end transactions."

Paragraph 24 discusses, in part, the need to confirm any oral modifications to
agreements. It also states that the auditor should make appropriate inquiries
concerning the existence and details of such modifications when there is a
moderate or high degree of risk, We agree with these statements but would
suggest such inquiries be directed only when the risk exists that there may be
significant oral modifications. Accordingly, we would suggest that the fifth
sentence in paragraph 24 be revised to read as follows, "When the auditor
believes there is a risk that there may be significant oral modifications he
or she should...."

Finally, paragraph 3 in the proposed SAS cites SAS 11 and SAS 12 as two other
pronouncements that presumably deal with confirmation procedures., However,
SAS 11 does not discuss confirmation; therefore, the reference to it should be
deleted. On the other hand, SAS 45 (Section 334, "Related Parties"™) and
Section 543, "Part of Audit Performed by Other Independent Auditors," both
contain a discussion of confirmation work and should be referenced here.

We would be pleased to discuss any questions you might have concerning our
comments and suggestions.

Very truly yours,

PR - .
(,4['2/(,7‘/(/(/1/\ l; t"-/.(’(, - Lty \V/&:

MT/7247w
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1211 Avenue of the Americas
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January 31, 1991

Re:  File 2371: Proposed Statement on Auditing Standards - The Confirmation Process
Dear Mr. Sauter:

In general, our firm supports the proposed Statement on Auditing Standards. However,
we believe that the guidance on the use of negative confirmations is unduly restrictive in several
respects.

1. We believe that the criteria that allow the use of negative confirmations should be
directed to the account balance being audited, regardless of the type of entity. Thus, we
believe the references in paragraph 20 of the exposure draft to certain types of entities
should be removed. Instead, examples of various types of account balances that may
meet the criteria (e.g. deposit liabilities of financial institutions and customer receivables
of utilities) should be presented.

2. We do not believe that an auditor should be required to assess control risk as low (and
thus be required to perform tests of controls) in order to use negative confirmations. We
know of no place in the auditing standards where a specific control risk assessment is
required for a type of procedure to be performed. In addition, the SAS No. 55 Audit
Guide uses the term "low" solely for illustrative purposes.

Prior to a conforming change made for SAS No. 55, AU paragraph 331.05, which relates
to receivables and inventories, stated, in part, that the negative form of confirmation, "is
useful particularly when internal control surrounding accounts receivable is considered to
be effective.” We believe that a criterion based upon this concept is preferable to the
criterion in the exposure draft. Such revised criterion might read, "when (a) the design
and operation of the intemal control structure policies and procedures surrounding the
account balance is considered to be effective.” This suggested language is consistent
with SAS No. 55. We believe that an auditor may consider the internal control structure
to be effective based upon his or her understanding of the nature of the client and the
client's industry, and his or her understanding of the internal control structure required by
SAS No. 55.

Additionally, the auditor may consider the effectiveness of analytical review and other
substantive procedures being applied to the account balance, and the assessment of
inherent risk for the account balance in determining whether to use negative
confirmations.



We are troubled by the example presented at the end of paragraph 20 of the exposure
draft. The example infers that the auditor must form a reason to believe that the
recipients will consider the negative requests based upon the auditor's past experience.
We believe this to be inconsistent with the criterion presented near the beginning of the
same paragraph.

We agree that unreturned negative confirmations do not provide explicit audit evidence.
We believe such confirmations provide indirect evidence as to various financial
statement assertions, depending upon the circumstances. Because the auditor has no
reason to believe that the recipients of the confirmation request are unlikely to give them
adequate consideration, he or she has an indirect indication as to the correctness of the
financial statement assertion(s) the confirmation request was designed to test. Therefore,
we believe it inappropriate to generalize that unreturned negative confirmation requests
rarely provide significant evidence conceming financial statement assertions other than
certain aspects of the existence assertion.

Additionally, we find no reference in the existing auditing literature to the concept of

“significant evidence," and believe such concept should not be introduced in a SAS on
confirmations.

If you have any questions concerning the foregoing, please do not hesitate to call myself,

Edward Nusbaum or Barry Barber in our New York office.

Very truly yours,

GRA

THORNTON

Howard Groveman
National Director of Accounting and Auditing
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Mr. Douglas P. Sauter, Technical Manager
AICPA Auditing Standards Division, File 2371
AICPA, 1211 Avenue of the Americas

New York, New York 10036-8775.

Dear Mr. Sauter:

The Accounting and Auditing Standards Committee of the Society
of Louisiana Certified: Public Accountants appreciates the
opportunity to respond to the exposure draft entitled "Proposed
Statement on Auditing Standards - The Confirmation Process" dated
November 13, 1990. '

The Committee received a total of twelve responses, of which
six generally agreed with the exposure draft as written. The other
six responses contained various comments which are summarized as
follows:

Paragraph #

20 Second sentence should be deleted or modified since
references have traditionally been interpreted as
restricting the reference material only to those industries
listed. An appropriate modification would be to add an
additional comment -- "however, this listing is not all
inclusive of appropriate applications”.

21 Last sentence appears to negate any validity in the use of
negative confirmations. Suggested wording --
"Since unreturned negative confirmations do not provide
explicit evidence that the intended third party received
the confirmation request and verified the information
therein, negative confirmations should be wused in
conjunction with other audit procedures, designed to
support the desired financial statement assertion.

28 As written the paragraph takes a procedure -- confirmation
follow-up -- that might be preferable, and shifts it in the
direction of being mandatory. The judgment as whether to
follow-up should be left to the auditor. Should substitute
the phrase "should evaluate the need to" in place of the
phrase "should generally".

¢ Metairie, Louislana 70001 ¢ Phone 504-835-1040
P. 0. Box 73307, Metairie, Louisiana 70033



Mr. Douglas P. Sauter

January
Page 2

29, 1991

Paragraph

29

32 &

Relating to the second sentence, the full comments are as
follows:

"Although all conditions referenced in this sentence may
be applicable, I feel that there could be circumstances
that a 100% misstatement assumption could be incorrect and
material. Specifically, if an account payable invoice is
held out of the data processing activities and it is
maintained by the client in such a fashion that appropriate
cut-off procedures would not ascertain its existence, it
is quite possible that a greater than 100% misstatement
could be created provided that item was included in the
non-responses to positive accounts payable confirmations.
I would recommend that Paragraph 29 be modified to only
include the first sentence and delete any additional
references contained therein."

33 More emphasis and guidance should be given relative
to alternative procedures when confirmation responses are
inadequate.

A positive statement acknowledging that in certain
circumstances confirmations may not be necessary. This
would alleviate some of the confusion as to what would be
sufficient justification for not performing confirmation
procedures.

In addition to the comments above, one additional comment was
received relating to adding certain specific information to be
requested when designing the confirmation request. The additional
information would be a request to confirm the aging of accounts
receivable. This may not be possible in all situations due to the
number of individual items that may make up the receivable balance;
but if possible would provide the auditor with additional
information to substantiate an appropriate reserve.

If you have any questions or additional information is needed,
please do not hesitate to call.

HIP/ebc

Yours very tryly,

HUGH J. PEZNER CHAIRMAN
ACCOUNTING & AUDITING
STANDARDS COMMITTEE
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325 WEST COLLEGE AVENUE e P.0O.BOX 5437 @ TALLAHASSEE, FLORIDA 32314
TELEPHONE (904) 224-2727 @ FAX (904) 222-8180

February 1, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division

File Reference: File 2371

American Institute of Certified Public Accountants
1221 Avenue of the Americas

New York, New York 10036-8775

Dear Mr. Sauter:

The Accounting Principles and Auditing Standards Committee of the
Florida Institute of Certified Public Accountants has met and
discussed the Exposure Draft, "Proposed Statement on Auditing
Standards: The Confirmation Process".

We hope this letter of comment will be useful to the Auditing
Standards Board in their deliberations about this proposed SAS.

The following comments were unanimously agreed to by the
committee members present at our discussion.

GENERAL STATEMENT
In general, we believe the proposed SAS represents improved
guidance and should be issued with some suggested revisions, as
discussed below.

PARAGRAPH 5

1. INHERENT RISK: We feel that more emphasis should be placed
on the need to consider external factors relating to the
industry, by specific reference in this paragraph.
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2. SAS 55: We feel that specific reference to SAS 55 should
also be made, due to the specific guidance and requirements
of that SAS.

PARAGRAPH 7

We feel this paragraph should specifically address or refer to
the requirements and guidance in SAS 55 regarding "assessing
control risk below the maximum®.

PARAGRAPH 13

We feel that this paragraph might be expanded by completing the
thought by stating that "the auditor should design, or utilize, a
confirmation to elicit a response on completeness, if that is an
objective of the confirmation. If so, then it should be sent to
a party who is likely, and able, to respond with the information
on completeness”.

PARAGRAPH 20

1. We feel that this paragraph either needs additional »
clarification, or the phrase "for certain types of entities"
should be deleted from the second and third lines of this
paragraph, since negative confirmations are acceptable in
those circumstances when (a), (b) and (c) exist.

2. ADDITIONAL USE OF TECHNIQUE: We suggest that this paragraph
also include a statement along the lines of: "The auditor
may wish to send out negative confirmations on small
balances to supplement evidence obtained from positive
confirmations".

3. SAS 39: A reference to SAS 39 would also be useful in this
paragraph. For example, if negative confirmations are used,
how should sample size be adjusted?

4. To clarify the intent of this paragraph, we believe it would
be helpful to acknowledge that the split between positive
and negative confirmations may be based on the "complexity
of the transactions rather than the dollar balances
involved". We feel that, possibly, too much emphasis might
be given to account balances and not enough to the
complexity of the individual transactions making up those
balances.
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5. INHERENT RISK: A reference—to, and/or discussion of,
inherent risk would be appropriate in this paragraph.

6. REWORDING OR CLARIFICATION: We feel that the last two
sentences (starting with "In such cases. . .") should be
reworded or clarified. The line beginning "misstatements if
such. . ." could be reworded to "misstatements if contrary

to the auditor's expectations such. . .".

PARAGRAPH 21

We suggest that the discussion of evaluating "returned" negative
confirmations be expanded. We are concerned whether the users of
this proposed SAS would feel that it would be appropriate to
extrapolate the results of unreturned confirmations (SAS 39 and
SAS 47) in evaluating the results of responses on negative
confirmations.

PARAGRAPH 25

We feel that a reference to related party transactions (SAS 45
[AU334) and possibly FASB 57) should be included in this
paragraph.

PARAGRAPH 26

The reference to SAS 9 should be updated for the new SAS on Using
the Work of Internal Auditors.

PARAGRAPH 32

We were not able to specifically reference a definition of
“generally accepted auditing procedure" in the literature. We
feel this term should either be defined or deleted.

GENERAL COMMENTS

The Committee was favorably impressed with this document. More
guidance in this area has been needed and this document does an
excellent job of providing that additional guidance. The above
comments are not intended as criticism. Instead, they should be
viewed as suggestions for enhancing an already excellent
document. -

* * *x % % %
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We appreciate the opportunity to provide comments in response to
this Exposure Draft. Representatives of our committee are
available to discuss these comments with the Board or its
representatives at their convenience.

Sincerely,
COMMITTEE ON ACCOUNTING PRINCIPLES AND

AUDITING STANDARDS - FLORIDA INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS

{ W«P@
Gary L. Holstrum, PhD, CPA
Chairman

(813)974-4186

Task Force to Draft Comment Letter:
Richard P. Reid, CPA
(305)591-8850

Richard H. Wiskeman, Jr., PhD, CPA
(305)348-3477

GLH:nan
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&Ly rand ) telephone (212) 536-2000
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February 1, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division
1211 Avenue of the Americas
New York, New York 10036-8775

RE: File 2371
Dear Mr. Sauter:

We are pleased to submit our comments on the proposed statement on auditing
standards, The Confirmation Process.

We support the proposed statement. We believe, however, that paragraphs 19 through
21, which discuss the purpose and use of negative confirmations, though not inaccurate,
provide insufficient guidance for the auditor.

Having read through the comment letters received to date, we noted that many responses
suggest the elimination of the negative confirmation. We disagree with this suggestion,
since we believe that the negative confirmation serves a purpose in the audit process.
However, we suggest this purpose be discussed in greater detail in the document to give
the auditor sufficient guidance regarding the appropriate use of the negative confirmation.

Attached are our suggested revisions to paragraphs 19 to 21 regarding negative
confirmation requests for your consideration. In addition, we have enclosed a paper we

developed on the subject of negative confirmation requests which underlie our suggested
revisions.

if you have any questions regarding our comments, please contact James S. Gerson
(212-536-2243) or A. J. Lorie (212-536-2119) in our National office.

Very truly yours,

C(,\?au-.\ T il\ﬂhw\
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The negative form requests the recipient to respond only if he or she disagrees with the
information stated on the request. The auditor should evaluate relevant information
provided by returned negative confirmations. Unreturned negative confirmations do not
provide explicit evidence that the intended third party received the confirmation request
and determined that the information contained on it was correct. As discussed in
paragraph 22, unreturned negative confirmations may provide some evidence about
financial statement assertions.

ragraph

Negative confirmations may generate responses indicating misstatements, and are more
likely to do so if such misstatements are widespread in a large population and if
confirmation requests are sent to a large proportion of the population. The financial
statements of entities in certain specialized industries (such as financial institutions,
utilities, and retail organizations) may contain accounts composed of a large number of
small balances. In those cases, negative confirmations may identify a problem when
none was expected and thereby assist the auditor in assessing the appropriateness of
conclusions previously reached and in determining whether additional evidence is needed.
Because the negative confirmation process does not provide evidence that requests to
non-respondents were received and reviewed, misstatements that are found to exist by
evaluating returned confirmations cannot be projected to the population from which the
confirmation requests were drawn and cannot serve to determine the dollar amount of the
aggregate account misstatement. Accordingly, responses from negative confirmations
indicating misstatements require the use of additional substantive tests of details to
determine the nature and amount of the misstatement.

Paragraph 21

Negative confirmation requests may also be returned by the post office with an indication
that the addressees are unknown. Negative confirmation requests that have been
returned with such an indication may lead to questions about the existence of third partnes
and require auditor follow-up to determine the underlying cause.

Paragraph 22

if zero or few negative confirmation requests are returned when the auditor has sent out
a large number of requests drawn from a large population, the auditor may conclude that
widespread misstatements probably do not exist. Evidence provided by the absence of
responses to requests drawn from a large population is not conclusive that material
misstatements do not exist, but it is indirect evidence to support such a belief.



The Purpose and Use of Negative Confirmation Requests

The positive and negative forms of confirmation requests have traditionally been viewed
as two types or variations of the same audit procedure, in that they share the same name
and are believed by many to serve the same purposes. This paper analyzes the
purposes of the two forms of confirmation requests and suggests possible uses for the
negative form. The paper does not discuss the mechanics of how confirmation
procedures should be applied or whether the authoritative auditing literature should
require the use of confirmations.

The positive form of confirmation is the process of obtaining and evaluating a direct
communication from a third party in response to a request for information related to one
or more assertions embodied in one or more financial statement accounts. Obtaining and
evaluating positive confirmations constitutes a substantive test of details of transactions
and/or balances, and provides direct evidence about one or more of those assertions.
Because positive confirmations provide evidence from third parties, that evidence provides
greater assurance of reliability (and, thus, lower detection risk) than evidence secured
solely within the entity.

The positive confirmation process provides audit evidence only when responses are
received from the third-party recipients. Auditing standards, as amended by the proposed
SAS, require that the auditor receive replies to all confirmation requests, apply alternative
procedures to the non-responses, or treat non-responses as 100 percent misstatements.
Therefore, the results of the positive confirmation process can be projected to the
population from which the confirmation requests were drawn.

The negative form of confirmation asks the recipient to respond only if he or she
disagrees with the information stated on the request. The auditor should evaluate relevant
information provided by returned negative confirmations. Unreturned negative
confirmations do not provide explicit evidence that the intended third party received the
confirmation request and determined that the information contained on it was correct. As
discussed below, unreturned negative confirmations may also provide some evidence
about financial statement assertions, and the auditor should evaluate that evidence as
well.

Negative confirmations may generate responses indicating misstatements, and are more
likely to do so if such misstatements are widespread in a large population and if
confirmation requests are sent to a large proportion of the population. In serving this
purpose, using negative confirmations is akin to using analytical procedures as
substantive tests (as compared to positive confirmations, which are substantive tests of
details). Like an analytical procedure that points out a problem when none was expected,
it can assist the auditor in assessing the appropriateness of conclusions previously

-1-



reached and in determining whether additional evidence is needed. Because the negative
confirmation process does not provide evidence that requests to non-respondents were
received and reviewed, misstatements that are found to exist by evaluating returned
confirmations cannot be projected to the population from which the confirmation requests
were drawn and cannot serve to determine the dollar amount of the aggregate account
misstatement.  Accordingly, responses from negative confirmations indicating
misstatements require the use of additional substantive tests of details to determine the
nature and amount of the misstatement.

Negative confirmations may also be returned by the post office with an indication that the
addressees are unknown. Negative confirmations that have been returned with such an
indication may also point out a problem and require auditor follow-up to determine the
underlying cause, in much the same way that the auditor should respond to an analytical
procedure that points out a problem when none was expected.

If zero or few negative confirmation requests are returned when the auditor has sent out
a large number of requests drawn from a large population, the auditor may conclude that
widespread material misstatements probably do not exist. Like evidence provided by an
analytical procedure that does not indicate a departure from the auditor’s expectations,
evidence provided by the absence of responses to requests drawn from a large
population is not conclusive that material misstatements do not exist, but it is indirect
evidence to support such a belief.

In summary, if (a) the population under audit consists of a large number of individual
items, (b) the auditor can efficiently send a large number of negative confirmation
requests, and (c) the auditor expects to receive some responses indicating misstatements
if such misstatements are widespread, then negative confirmation requests could provide
some level of assurance that (a) no material misstatements exist (if no or only a few
requests are returned), or (b) possibly material misstatements exist and further
investigation is warranted (if requests are returned either by the third party or by the post
office).
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Mr. Douglas P. Sauter, Technical Manager

AICPA Auditing Standards Division, File 2371
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Sauter:

We would like to comment on paragraphs 20 and 32 in the Proposed Statement on
Auditing Standards, The Confirmation Process.

Paragraph 20 lists conditions that must exist for an auditor to use negative
confirmations. A presumption is made that the use of positive confirmations
provides a greater level of audit assurance than the use of negative
confirmations, and that certain conditions must exist to justify this reduced
level of assurance. We agree that the level of assurance obtained from sending
a negative confirmation is less than the level of assurance obtained from
sending a positive confirmation. However, we object to the requirement that
control risk be assessed at low in order to use negative confirmations. We
believe factors other than the assessed level of control risk have an effect on
an auditor’s ability to use negative confirmations.

Assessed level of inherent risk.

The goal in designing and performing audit procedures on a specific
account balance is to reduce audit risk to an acceptably low level. Audit
risk is a function of three risk factors: inherent risk, control risk, and
detection risk. Detection risk relates to the nature and extent of audit
procedures. Since the level of detection risk varies inversely with the
combined levels of both inherent risk and control risk, assessing inherent
risk at low affects the nature and extent of audit procedures just as
assessing control risk at low does.

Inherent risk might be assessed at lcw for various reasons, including the
following:

1. The account balance may consist of a large number of small balances.
It may be deemed unlikely that a large number of those balances is
misstated, and, therefore, the risk that the account balance is
materially misstated would be small.

2. The account balance may be relatively immaterial in relation to the
financial statements taken as a whole,

3. Transactions affecting the account might not include complex
calculations or otherwise be prone to error.

MEMBERS OF
NP INTERNATIONAL
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ot inzeperdent Accouning
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INSTITUTE OF CERTIFIED
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The nature and extent of substantive audit procedures is affected by both
control risk and inherent risk. We feel that consideration of the
assessed level of inherent risk should be discussed in Paragraph 20. If
inherent risk is assessed at low, the use of negative confirmations should
be allowable, regardless of the assessed level of control risk.

Relative importance of sending negative confirmations as an audit
procedure.

Other substantive audit procedures are normally performed in conjunction
with sending confirmations when testing one or more assertions for an
account balance. Confirmation may be a relatively unimportant procedure
if other tests of details and effective analytical procedures are also
performed. In addition, confirmation procedures may include both negative
and positive confirmations. The use of positive confirmations on large
balances and negative confirmations on small balances is a common auditing
practice which is not addressed in the Exposure Draft.

Number of negative confirmations sent.

An auditor may adequately compensate for the fact that negative
confirmations are not as effective as positive confirmations, without
assessing control risk at low, by increasing the number of negative
confirmations sent over the number of positive confirmations that would
otherwise be sent.

As it is written in the Exposure Draft, the first sentence of paragraph 20
effectively prohibits the use of negative confirmations unless the assessed
level of control risk is low. The above factors may, in some circumstances,
negate the need to assess control risk at low. These factors should be
discussed in paragraph 20, and assessing control risk at low should not be a
requirement for using negative confirmations.

Peragraph 32 lists three factors tc consider in deterzining whether
confirmation procedures will be performed on accounts receivable. If none of
the three factors exist, it is presumed the auditor will request confirmation
of accounts receivable.

The third factor states "The auditor's combined assessment of inherent risk and
control risk is low, and that assessment, in conjunction with the evidence
expected to be provided by analytical procedures or other substantive tests of
details, is sufficient to reduce audit risk to an acceptably low level for the
applicable financial statement assertions.”™ We believe that, in certain
circumstances, substantive audit procedures other than confirmation may be
sufficient to reduce audit risk to an acceptably low level regardless of the
assessed levels of inherent risk and control risk. For example, subsequent
collection of most or all of the receivable balance may have occurred before
completion of audit fieldwork. This can occur if:

1. The auditor is engaged to perform the audit a number of months (or
years) after the balance sheet date.

.
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2., Credit terms are very short. We have audit clients with credit terms
of net 7 days.

In these circumstances, vouching subsequent receipts is an effective and
efficient procedure, regardless of the assessed level of inherent risk and
control risk. Analytical or other substantive procedures may by themselves be
sufficient to overcome the presumption that confirmation procedures are
necessary, This fact should be addressed in Paragraph 32.

Very truly yours,

CLIFTON, GUNDERSON & CO.

AN 74 Q‘n ' ,"/‘:
”fv)/,wau 7 L2 ww-/

William F. Drimel, C.P.A.
Assistant Director of Audlt and Accounting

n,
Gunderson&Co.
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Harvey E. Schock, Jr.
Product Assurances Consulting
30 Oak Ridge Drive
Haddonfield NJ 08033-3507
January 27, 1991

Auditing Standards Division
AICPA

1211 Avenue of the Americas
New York NY 10109-0004

Re AICPA Auditing Standards Board
Comments on EXPOSURE DRAFT 2371
TITLE: The Confirmation Process
November 13, 1990, Due February 1, 1991.

It is recommended the following be considered.

Par. 4. It would be desirable editorially to revise the FIRST bullet from:
Selecting items from which confirmations are to be requested.
10
Selecting items based on potential risk from which confirmations are to be requested.
REASON: The evaluation of potential inherent risk and control risk are obviously key in making
the determination of “"selecting”. Although covered in Par. 5, 7, and other references, it is
desirable to stress this activity as important basis of selection. This would appear to be
important as the word "selecting” is not used as a heading in the balance of the Statement.
Par. 4. It would be desirable editorially to revise the FOURTH bullet from:

Obtaining response from the third-party.
T0
Perform confirmation procedures.
REASON: Performing of confirmation procedures may consist of more than using a third-party.
For example, Note 1, Paragraph 26, states "does not preclude the use of internal auditors in the
confirmation process."

Thank you for the opportunity of providing this input.

Cordially.

A L

Product Assurances Consulting, per
Harvey E. Schock, Jr.
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January 25, 1991

Mr. Douglas P. Sauter, Technical Manager
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Re: File 2371
The Confirmation Process

Dear Doug:

The explanation of the auditor’s approach to information
about the respondent to a confirmation request seems to
lower the standards of customary practice and ignore the
lessons of litigation.

The proposed SAS acknowledges the importance of information
about the confirmation request respondent in the following
terms: "The respondent’s competence, knowledge, motivation,
ability, and willingness to respond, as well as the
respondent’s objectivity and freedom from bias with respect
to the audited entity, all affect the effectiveness of the
confirmation process" (paragraph 25).

In spite of the importance of the enumerated factors to the
effectiveness of confirmation, the proposed SAS goes on to
state: "Normally the auditor is not obligated to search for
information relative to these factors." This position is
difficult to reconcile with customary practice and the
stated stimulus of the project -- problems identified in
peer review, enforcement actions, and research.

The Equity Funding fraud provides a convenient relevant
example of the importance of obtaining information about the
respondent to a confirmation request. When the auditors

@
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requested to confirm $24 million of securities represented
as being held in safekeeping by a well-known bank, company
personnel involved in the fraud addressed the request to a
mail drop set up under a name similar to the bank. These
personnel received the request, signed the confirmation, and
returned it to the auditors who accepted it as adequate
evidence of the securities’ existence.

The AICPA’s "Report of the Special Committee on Equity
Funding," had the following comment on that aspect of the
fraud: "While this points up the need for auditors to
ascertain that valid addresses are used, such a step is
already a customary and integral part of confirmation
procedures." Unfortunately, this customary and integral part
of confirmation procedures is not mentioned by the proposed
SAS on the confirmation process. It is apparently one of
several factors that the proposed SAS takes the position is
a matter of awareness rather than investigation.

Another example relates to confirmation of securities in the
possession of a custodian. AU Section 332.04, on
investments, indicates that the existence, ownership and
carrying amount of investments in securities should be
corroborated "in appropriate circumstances by written
confirmation from an independent custodian of securities on
deposit, pledged, or in safekeeping." Note that the
confirmation is to be obtained from an independent
custodian. For example, when the custodian is a related
party, confirmation from the custodian is tantamount to a
management representation. The auditor undertakes to
identify related parties by applying a variety of
procedures. Once transactions with related parties are
identified, additional procedures are necessary.

AU Section 335.15, on related parties, suggests procedures
such as inspecting evidence in possession of the other party
to the transaction and reference to financial publications,
credit agencies, or other sources to help establish the
substance of the other party in appropriate circumstances.

Even when the custodian of securities is independent,
additional procedures are necessary in certain
circumstances. If the investment is material and the
custodian is not well known, customary practice is to obtain
evidence of the reputation and financial capability of the
custodian. Procedures may include obtaining recent audited
financial statements, inquiries of credit agencies, checking
financial or trade publications, or actually visiting the
premises and applying audit procedures, depending on the
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circumstances.

The auditor should always consider whether there is
sufficient basis for concluding that a confirmation request
is being sent to a valid respondent from whom a response
will be meaningful and provide competent evidential matter.
If there is not a sufficient basis for that conclusion, the
confirmation process is useless.

Very truly yours, t

Douglas R. Carmichael

DRC:cq



South Carolina Association
of Certified Public Accountants
570 Chris Drive

West Columbia, SC 29169
(803) 791-4181

January 25, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division, File 2371
AICPA

1211 Avenue of the Americas

New York, New York 10036-8775

Dear Mr. Sauter:

The Technical Standards Committee of the South Carolina
Association of Certified Public Accountants has reviewed the
Exposure Draft of the Proposed Statement on Auditing Standards "The
Confirmation Process". We believe the proposed statement will
provide useful guidance when applying the confirmation process in
engagements performed in accordance with generally accepted auditing
standards.

Our specific comments to the Exposure Draft ( the ED ) are in
two areas.

{1.) We suggest revision of paragraph 29 - Alternative Procedures.
The draft presently reads, in part - " the auditor may consider not
performing alternative procedures to nonresponses if (a) the
nonresponses in the aggregate, when projected as 100 percent
misstatements to the population, would not affect the auditor's
decision about whether the financial statements are materially
misstated ..."

As written, the ED could be construed to mean that nonresponses
are not errors. Such an interpretation is reasonable since the ED
excludes other unadjusted differences found during the engagement
from consideration regarding the auditor's decision about whether
the financial statements are materially misstated. As written, we
believe an interpreter could reascnably take the position that the
ED guidance is intended to solely provide a materiality gauge as to
the cost-effectiveness of performing further alternative procedures.

We believe that nonresponses to positive confirmations should
be considered errors requiring dispositioning as part of the audit
process. Specifically, nonresponses on which alternative procedures
are not performed should be considered with all other unadjusted
differences found during the course of the audit process.



We suggest changing the wording of the aforementioned sentence
to read, " if (a) the nonresponses in the aggregate, when projected
as 100 percent misstatements to the population and when added to the
sum of all other unadjusted differences, would not affect the
auditor's decision about whether the financial statements are
materially misstated..."

(2.) We suggest the Board reconsider the tone of the wording within
the two paragraphs concerning the negative form of confirmation. As
written, the guidance overly diminishes the value of the negative
form of confirmation. We believe the negative confirmation to be an
effective yet cost efficient procedure in many specific
circumstances.

While we concur that the auditor should carefully consider the
design of the negative confirmation and the likelihood of obtaining
significant evidence when planning the engagement, we do not believe
authoritative literature should cause the auditor to disregard the
value of the negative confirmation due to the tone of the written
guidance.

We concur with the remainder of the Exposure Draft as presently
written.

Thank you for the opportunity to comment.

Very truly,

Chwetitiony

James M. Holloway/J CPA

Chairman, Technical Standards Committee
South Carolina Association of

Certified Public Accountants

cc: Members of the Committee
C. John Wentzell, CPA
ILollie B. Coward, SCACPA
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Januvary 22, 1991

Mr. Douglas P. Sauter
Auditing Standards Division
File 2371

American Institute of CPAs
1211 Avenue of the Americas
New York, New York 10109-0004

Dear Mr. Sauter:

Ve are pleased to comment on a Proposed Statement of Auditing Standards,
"The Confirmation Process." Ve feel several matters should be revised.

Paragraph 20. This paragraph indicates when negative confirmations may be
used. One of the conditions required for their use is when "the assessed
level of control risk is low." Ve feel this is an inappropriate condition
for three reasons.

First, Statement of Auditing Standards No. 55 and its related audit guide
specifically decline to specify any terms to use for making a control risk
assessment below maximum or to specify how a given risk assessment may
relate to such terms if used. Refer to footnote 4 to SAS 55 and paragraph
4-9 of the related audit guide. Accordingly, under SAS 55 different
auditors may use varying concepts of control risk assessment such as
"lover", "below the maximum™, "minimum," "moderate," or various quantitative
expressions, and an assessment using the term "low" may not be formed.
Further, due to the lack of specific guidance on this topic in SAS 55 and
its related audit guide, one auditor’s "low" assessment may be another
auditor’s "moderate™ or "high" assessment. This standard should not
introduce a requirement to make a specific control risk assessment of "low",
hovever that is to be defined, where SAS 55 did not.

Second, it seems inappropriate for negative confirmations to be allowed only
vhen a control risk assessment is made at "low", or below the maximum. Such
an absolute restriction contradicts other guidance in the auditing standards
that discusses the audit risk model, -and would require an amendment of the
first sentence of AU 326.13 ("The nature, timing, and extent of the
procedures to be applied on a particular engagement are a matter of
professional judgment to be determined by the auditor, based on the specific
circumstances.") Also, Figure 4-5 in the SAS 55 Audit Guide would need to
be revised to indicate that the application of tests of details could not
include negative confirmations to supplement analytical and other procedures
except vwhen certain control risk assessments were made.

South Bend, Elkhart, Michigan City, Indianapolis, Merrillville, IN  Grand Rapids, Ml Oak Brook, It  Columbus, OH
Member of SUMMIT INTERNATIONAL Associates, Inc.. a world-wide affifiation of independent accounting firms



Mr. Douglas P. Sauter
January 22, 1991
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Ve feel that negative confirmations, when coupled with analytical procedures
and an inherent risk assessment, may provide enough evidence for the auditor
to conclude on specific assertions even if the control risk assessment is at
the maximum. In some audit situations, such as those described in (b) and
(c) of paragraph 20, we feel an auditor may properly decide to use negative
confirmations even if control risk is not assessed at "low." These
confirmations may be viewed, perhaps, as primarily a discovery technique or
as a supplement to extensive analytical review procedures. For example, an
auditor may decide that auditing 10,000 accounts should be done on a
primarily substantive basis without making a control risk assessment (for
efficiency reasons) and that the substantive test would be equally effective
by mailing either 100 positive confirmations or 10,000 negative
confirmations. (The cost of the negative confirmations might be minor since
the request could accompany a regular mailing to the customer.) This
standard should not prevent the auditor from applying a given procedure to
supplement other procedures when the auditor decides the additional evidence
from such a procedure will be useful and efficient to gather, regardless of
the level of the control risk assessment.

Third, negative confirmation procedures could, in some possible audit
situations, be considered tests of controls. However, since this proposal
requires a low assessed level of control risk to be done before using
negative confirmations, it appears to define negative confirmations as
substantive procedures, never as tests of controls. Ve do not think this
proposed SAS should always exclude negative confirmations from possibly
being considered as tests of controls. (Logically, if negative
confirmations were to be considered a test of controls, then this proposal
would only allow the negative confirmations to be used in a control risk
assessment when the results reduced the control risk assessment to "low" but
never when they reduced the assessment only to some intermediate point such
as "moderate". Negative confirmations would have to be ignored unless the
(resulting) control risk assessment was "low".)

Paragraph 20. We question why the terms "certain types of entities" and
"specialized industries" appears in the discussion. The use of negative
confirmations may be appropriate in specialized circumstances typically
present in the industries cited, but these situations may also appear in
other circumstances in other industries and may not be present in some
companies within these specialized industries. To avoid users of this
statement focusing on the specialized industries instead of on the peculiar
circumstances, the circumstances should be stressed, not the particular
industry where the circumstances often occur. Delete "certain types of
entities."

Paragraph 20. The third sentence ("The auditor should give
consideration...") appears to be misplaced, as it presents a thought
unrelated to the preceding or following sentence. The fourth sentence
ignores the third sentence and appears to relate to the second sentence.
The third sentence would be better placed in paragraph 21.



Mr. Douglas P. Sauter
January 22, 1991
Page 3

Paragraph 20. The last sentence indicates that the auditor makes a low
control risk assessment and has past experience that indicates the
recipients consider the requests. If this point remains (see earlier
comments on the "low" control risk assessment), more discussion is needed as
to hov an auditor is likely to determine that recipients will consider the
requests since, in a low control risk assessment situation, there are likely
to be few errors that would be reported and thus few responses. Howv does
the auditor know if the lack of responses is due to the low control risk or
due to low consideration by confirmees?

Paragraph 21. The discussion of "certain aspects of the existence
assertion" appears to imply that the auditor assesses risk by component of
an assertion. This may be an unintended, and certainly unneeded,

extension of SAS 31. This sentence should be changed to: "... rarely
provide significant evidence concerning financial statement assertions other
than the existence assertion and rarely provide conclusive evidence
regarding that assertion." This would then discuss the degree of evidence
provided as to the assertion, rather than subdividing the assertion.

Paragraph 22. This paragraph indicates the auditor may consider information
from prior audits or similar audits in determining the effectiveness and
efficiency of using confirmations. This should be revised to allow the
auditor to assess what he or she believes to be the current situation. An
auditor may be doing their first audit of a cable television company--should
that auditor be required to do confirmations because prior experience is not
available to him or her, whereas another auditor doing their second audit of
a similar company could take a different audit approach? The approach
should depend on the circumstances of the company and its customers, not on
hov much experience the auditor has.

Paragraph 22. This paragraph focuses too much on prior experience. The
close of this paragraph indicates the auditor may consider obtaining audit
evidence from "other sources" when poor response rates have occurred in
prior audits. Does this mean an auditor must-confirm accounts audit after
audit, until the auditor gets a poor response, at which point then the
auditor is freed from the othervise-effective restrictions and presumptions
in this proposed statement? VWhy must the auditor keep having to do
something until he once gets a poor response, and then be free to do other
procedures instead? We think the auditor should be able to assess the
existing circumstances of the company and its customers to determine the
best audit approach, as well as to use prior experience.

Paragraph 22. This entire paragraph does not fit under the section
"Designing the confirmation request™ but instead should be placed in a
section regarding "Deciding vhether to use confirmations."



Mr. Douglas P. Sauter
January 22, 1991
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Paragraph 27. The discussion of "special risks" on facsimile responses
notes the difficulty in determining the source of the response. Ve think
the discussion of the need to verify facsimile confirmations is too
detailed for a SAS and possibly could become dated. Further, vhile this
discussion is valid, there is also a chance that a written confirmation
could have been intercepted (such as through use of a fictitious address),
signed by a client’s employee, and then mailed to the auditor. If the
discussion remains as to the difficulty of determining the validity and
source of facsimile responses, it should also cover the possible difficulty
with written responses.

Paragraph 27. Delete the words "treat the confirmations as valid audit
evidence." That is not needed since the sentence already states "to reduce
the risk associated...". Further, since the auditor may merely consider
taking the precautions but need not actually take the precautions, then the
difference between "valid audit evidence" and "invalid audit evidence" will
be determined by whether the auditor thought about taking a precaution, not
on vhether he or she took the precaution. This should be deleted.

Paragraph 27. The last two sentences should be revised. They appear to
read that all significant oral contacts should be covered by a written
confirmation. If so, then oral confirmations should not be allowed since
they don’t count unless later received in writing. Ve think oral
confirmations can sometimes be useful and timely, and that they should be
allowved without the implication contained in this proposal that all
"significant" ones should be in writing to be useful as evidence.

Paragraph 29. Why does the second sentence begin with "However"? Isn’t the
second sentence explaining that, if audit risk is already reduced to an
acceptably low level, alternative procedures are not needed?

Paragraph 29. Condition (b) should be revised to an "or" condition, not an
"and" condition. Ve feel that if the nonresponses aren’t material when
projected to the population as 100% misstatements, then the decision as to
vhat procedures to perform to audit identified unusual qualitative factors
or systemic characteristics is better left to the auditor in the
circumstances, instead of prescribing that alternative procedures must be
performed on the nonresponses. For example, with an identified qualitative
problem regarding year-end sales, looking at all sales orders for year-end
shipments may be a more efficient and effective procedure than

performing alternative procedures on nonresponses to the year-end sales that
happen to have been confirmed. This procedure may not be better, but the
decision should be the auditor’s. This proposal requires performing
alternative procedures on the nonresponses vhich are stated to be not
material even when projected as 100% errors, although the problem has
apparently already been detected and the auditor may be aware that different
procedures (looking at all the sales orders at year-end) are needed. Why
must the auditor wrap-up the nonresponses in this fashion?
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Ve suggest paragraph 29 be rewritten as follows:

Vhen the auditor has not received replies to positive confirmation
requests, he or she should apply alternative procedures to obtain the
evidence necessary to reduce audit risk to an acceptably low level
unless the nonresponses, wvhen projected in the aggregate as 100%
misstatements to the population, would not affect the auditor’s
decision about whether the financial statements are materially
misstated. In addition, the auditor should consider any unusual
qualititative factors or systematic characteristics identified in the
nonresponses, such as that all nonresponses pertain to year-end
transactions, to determine if additional procedures are needed to
assess the impact of those factors or characteristics.

Paragraph 30. The discussion of confirmations as providing evidence
regarding valuation assertions appears to contradict paragraph 11 where this
proposal states typical confirmations are more useful for various assertions
other than the valuation assertion.

Paragraph 31. In the last sentence, add a mention of tests of controls. It
is also possible to extend tests of controls as well as the other tests
noted.

Paragraph 32. In the third bullet, an assessed level of control risk of
"lov" is discussed. See the comments made above for paragraph 20 as to the
problems with such an assessment level.

Paragraph 32. In the third bullet, this proposal suggests that both
confirmations and other substantive tests of details are needed in many
situations. The possibility of performing analytical procedures should also
be added.

Paragraph 34. Since some short-period audits for periods beginning January
1, 1991 or later may have occurred by the date of publication of a final

statement, the effective date of this statement should be revised so that it
is not effective before it can be issued.

Please contact Jim Brown if you have any questions.
Very truly yours,
)

Crowe, Chizek and Company



STATE OF ARIZONA

DOUGLAS R NORTON. CPA OFFICE OF THE LINDA J. BLESSING. CPA
AUDITOR GENERAL DEPUTY AUDITOR GENERAL

AUDITOR GENERAL
January 17, 1991

Mr. Douglas P. Sauter, Technical Manager
AICPA Auditing Standards Division

File 2371

AICPA

1211 Avenue of the Americas

New York, New York 10036-8775

RE: Exposure Draft - Proposed Statement on Auditing Standards - The
Confirmation Process

Dear Mr. Sauter:

Based on our review of subject document, we have no concerns about its
effect or suggestions for its improvement. Rather, we encourage the
issuance of this proposed SAS because it will provide, or further clarify,
authoritative guidance for auditors concerning the confirmation process.
The discussion of the relationship of the confirmation procedures to the
auditor's assessment of audit risk and the guidance on what the auditor
should do when confirmations are not received should be particularly
helpful.

Sincerely,

DRN/DIW/gf

cc: Kinney Poynter
National State Auditors Association

2700 NORTH CENTRAL AVE. ® SUITE 700 ® PHOENIX, ARIZONA 85004 @ (602) 2554385
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January 11, 1991

California
Society Douglas P. Sauter, Technical Manager:
’ AICPA Auditing Standards Division
Certified File 2371
Public American Institute of Cgrtified Public Accountants
Accountants 1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Sauter:

The California Society of Certified Public Accountant's
Accounting Principles and Auditing Standards (APAS) State
Committee takes this opportunity to comment on the exposure
draft of the Proposed Statement on Auditing Standards entitled
"The Confirmation Process."

The APAS Committee is the senior technical committee of
the California Society of Certified Public Accountants. The
1990/91 Committee is comprised of 40 members of which 20% are
from national CPA firms, 55% are from local or regional firms,
15% are sole practitioners in public practice, 3% are in
industry and 8% are in academia. The following comments
represent the results of the Committee's deliberation on the
proposed statement.

Basically we support the issuance of the proposed
statement. However, we have the following comment to make
about portions on if.

The first sentence of paragraph 20 states that "...
the assessed level on control risk is low, ..." Other
parts of the statement refer to both control risk and
inherent risk. It would appear to us that this sentence
should include inherent risk as well as control risk.

We believe that paragraphs 32 and 33 should be
deleted from the statement. We believe these paragraphs
send the wrong message to the auditor. To regquire the
auditor to confirm receivables when it is not effective
is wrong. The auditor should have the professional
discretion of choosing the method of meeting the
financial statement assertions as he or she would have

100 W Broadway with any other type of account balances. Highlighting

Suite 500
Glendale. CA
3210-000)]

(818) 246-6000
FAX: (818) 246-4017



Douglas P. Sauter, Technical Manager
January 9, 1991
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accounts receivable over other items is not appropriate.
To require the auditor to send out confirmations when it
is not effective is taking time away from more efficient
procedures. The auditor may give excess reliance on
confirmations when it is not warranted. The auditor
should not have to document the nonuse of confirmations
just as he or she is not required to document the nonuse
of audit procedures in other types of account balances.
Confirmations are an audit tool that should be heavily
considered by the auditor. It is not the only tool and
the auditor should use his or her discretion in deciding
which tool to use in a particular case and not have to
document the reason in the case of nonuse.

We appreciate the opportunity to comment on the statement
and will be available to further discuss the issues, if
needed.

Very truly yours,

e

Douglas L. Blensly, Chairman
Accounting Principles & Auditing
Standards State Committee
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Telephone: STATE OF CALIFORNIA Ac §u§ R. (S}joberg'
445-0255 D . cting Auditor Genera
16 Office of the Auditor General
660 J STREET, SUITE 300
SACRAMENTO, CA 95814

January 15, 1991

Douglas P. Sauter, Technical Manager
American Institute of CPAs, Inc.
Auditing Standards Division, File 2371
1211 Avenue of the Americas

New York, New York 10109-0004

Dear Mr. Sauter:

Our office would like to respond to your proposed statement on auditing
standards titled "The Confirmation Process” (File 2371). The proposed
statement 1is very well written and thought through. We were pleased to
read paragraph 32, which in effect acknowledges that confirmation is
not necessarily the best audit procedure for the types of receivables
mostly found in government, such as receivables from taxes or from
benefit overpayments. Nevertheless, we question the need for paragraph
33, which requires the auditor to document why he or she decided to use
a procedure other than confirmation of accounts receivable.

The general presumption of the proposed statement is that confirmations
are an inherently superior audit procedure because they involve
external parties. This logic may be true in theory, but it is not
necessarily borne out in practice. The auditor may encounter a host of
problems in confirming certain statement assertions, as you properly
recognized. For this reason, the statement should not reflect a
presumption of superiority. Rather, confirmation should be recognized
as one of the audit procedures that may be the best procedure in some,
if not most, circumstances.

The objective of the audit process is to reduce the audit risk to an
acceptable Tlevel. The audit risk is influenced by the inherent risk
and the control risk, which in turn influence the acceptable detection
risk. The auditor’s selection of an audit procedure should be directly
influenced by his or her assessment of those risks. If documentation
of the decision process is desirable, the auditor should be required to
document why he or she selected a specific procedure rather than why he
or she did not select a specific procedure. For this reason, we
believe that paragraph 33 should be eliminated.



We appreciate the opportunity to express our opinion on the proposed
statement. If you have any further questions, please contact me or
Curt Davis, deputy auditor general, at (916) 445-0255.

Sincerely,

Ko

KURT R. SJPPERG
Acting Auditor General



STATE OF NEW YORK @

OFFICE OF THE STATE COMPTROLLER
ALBANY, NEW YORK
12236

EDWARD V. REGAN
STATE COMPTROLLER

January 22, 1991

Douglas P. Sauter

Technical Manager

Auditing Standards Division, File 2371
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Sauter:

Overall, the guidance offered in the Exposure Draft "The
Confirmation Process”" 1is very well done and provides some
excellent insights that will enable auditors to gather the best
evidence possible.

The following comments on specific sections of the ED are
suggested to clarify or expand upon the guidance presented.

1. Paragraph 12 discusses the confirmation process and its
relationship to the completeness assertion. The example used is
for accounts payable. This is the only reference in the ED to
accounts payable confirmations and could be confusing because
accounts payable are not usually subjected to the same
confirmation procedures that are applied to other accounts, such
as accounts receivable. Generally, payables are confirmed only
when internal controls are inadequate, other forms of evidence
(such as detailed vendors' invoices) are not available or the
auditor is concerned that liabilities may be overstated.

The point of the paragraph is that the testing must come
from the appropriate population. This point would appear more
relevant if the example was for accounts receivable or some
other account that is usually subject to confirmations.

2. Paragraphs 16 to 21 discuss positive and negative
confirmations. The ED should be very clear +that it is
permissible +to wuse both types of confirmations on the same
audit, so 1long as the guidance in paragraphs 18 and 19 \is
followed.



3. The ED does not discuss confirmation procedures relating
to notes receivable. Usually, notes receivable are subject to
positive confirmations following the process for trades accounts
receivable. In practice negative confirmations are rarely used.

4. Paragraph 27 discusses the use of nontraditional media
in responding to confirmation requests. One example cited is
the wuse of facsimile machines. The guidance presented

concerning the identification of the sender is very relevant.

One other point that should be added is the need to preserve
the facsimile response when it 1is not followed up with the
original copy being returned to the auditor. Some fax copies
are not readily preserved and are subject to deterioration.
Recent articles have suggested that it is acceptable for fax
confirmations to be preserved by photocopying them for the
working papers. This ED should confirm this procedure as an
acceptable auditing documentation practice.

5. In paragraph 23, the audits of entities who do business
with governments could be used as an example of where accounting
systems often do not contain information in a form that would
allow the governments to confirm account balances but where
confirmation of specific transactions may be preferable. This
concept needs to be cross referenced with paragraph 30. The
guidance presented in paragraph 30 is only adequate to cover
those instances where the auditor does not receive replies to
the confirmation requests.

If we can expand upon any of the above comments or assist in
any other manner, please feel free to let me know.

Sincerely,

J. ht Hadl
Assi nt Deputy Comptroller

CC: P. Calder, GAAC
A. Young, AICPA
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This self-mailer may be used for comments or suggestions relating o any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significont points have been identified in the
summary that accompanies this exposure draft.
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January 14, 1991

Douglas P. Sauter

Technical Manager

Auditing Standards Division

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Re: The Confirmation Process
File Reference Number 2371

Dear Doug:

We believe that the guidance in paragraphs 1 through 31 is important to
auditors, but that paragraphs 32 and 33 should be deleted from the proposed
SAS.

Paragraph 32 is redundant in that it repeats guidance previously presented
within the proposed SAS. For example, a presumption that evidence obtained
from third parties will provide the auditor with higher quality audit
evidence than is typically available from within the entity is a notion
already discussed in paragraph 6. The notion that confirmations need not
be used if prior experience shows them to be ineffective is included in
paragraph 22. The notion that confirmations may not be required where
inherent and control risk are assessed as low, and sufficient evidence is
gained by other substantive tests, is discussed adequately in paragraph 9.
And finally, the notion that both confirmation procedures and other
substantive tests might be necessary to reduce audit risk to an acceptably
low level is discussed adequately in paragraph 8.

We believe that paragraph 33 will lead auditors to rely upon confirmation
of accounts receivable even for assertions where an application of the
guidance in paragraphs 1 through 31 might otherwise lead the auditor to
select a more effective test. We believe that this may prove particularly
troublesome in that not all assertions are adequately addressed by
confirmation, as the proposed SAS discussed in paragraphs 10 through 13,
and that auditors may place an unwarranted degree of reliance on the
confirmation process in the audit of accounts receivable simply because of
the importance placed upon this procedure.

A member of the AICPA Division for CPA Firms



Douglas P. Sauter January 14, 1991
American Institute of Certified Page Two

Public Accountants

We also believe that auditors will view the requirement of paragraph 33 as
placing a greater emphasis on the confirmation of accounts receivable than
currently exists in paragraph 1 of Section 331 of SAS No. 1. We find this
placement of greater emphasis inappropriate in light of the considerable
evidence provided to the Board as to the limited effectiveness of the
confirmation process to audit some assertions in accounts receivable. Even
though the audit may easily document how he or she overcame the presumption
that accounts receivable should be confirmed, the fact that this emphasis
may misdirect auditors to apply the inappropriate procedure is very

troublesome.
Yours very truly,

>4Z2?c}]52g,3lzic/t//

Stuart H. Harden, CPA
Shareholder

SHH/mb
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THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Name ond Affiliation: R% w E ) ROV%

Comments:
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Instructions for Response Form

This self-mailer moy be used for comments or suggestions re!oﬁn? to any ospect of the exposure draft
that is of concern or inferest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure droft.
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EXPOSURE DRAFT
PROPOSED STATEMENT ON AUDITING STANDARDS
THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

'Y

MAME AND AFFILIATION: Kenneth E. Larash, CPA
Grabush, Newman, & Co., P.A.
515 Fairmount Avenue, Suite 400
Baltimore, MD 21204

In reading the above exposure draft, several questions remain unanswered
and need to be addressed.

1. GUIDANCE IS NEEDED IN PERFORMING ALTERNATIVE PROCEDURES FOR
NON-REPLIES OF ACCOUNTS RECEIVABLE POSITIVE CONFIRMATIONS.

EXAMPLE: Positive confirmations are mailed to all customers in the audit
sample. Only about one-half of the confirmations are returned. Most of
the accounts are made up of a large amount of small invoices (say, for
example, 20 invoices at about $50 each).

QUESTION: Does the auditor have to perform alternative procedures
on 100% of the invoices for the non-reply accounts? Can these procedures be
performed on a test basis (e.g. 5% of the invoices comprising the balance)?
If a test basis used, what is the criteria for determining the extent of such
testing?

2. GUIDANCE IS NEEDED IN THE USE OF NEGATIVE ACCOUNTS RECEIVABLE
CONFIRMATIONS.

EXAMPLE: 1In determining the extent of substantive tests to be performed
on accounts receivable, an auditor arrives at a sample of 200 accounts to be
confirmed using positive confirmations.

QUESTION: Can the auditor substitute negative confirmations for
some of the positives in, say, a 2 for 1 or 3 for 1 substitution rate? Can
this be done if the auditor still sends out a minimum number of positive
confirmations? 1In the above example, would 100 positive confirmations and 300
negative confirmations be an acceptable alternative to 200 positives?
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Richard W, Culbertson, Jr. 1211 Avenue of the Americas
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Thomas F. Mills
Mountain Lakes
Dale K. Nelsor Dear Mr. Sauter:
Clark
P - Srahlin The New Jersey Society of CPAs appreciates the opportunity to
%:crﬂlzr)R Rochard comment on the proposed statement on auditing standards, "The
East Bromswich Confirmation Process". This letter was prepared by the Society's
grcafu[;crSb Auditing and Accounting Standards Committee and represents the
wall o RTe consensus of the Committee, as opposed to the views of any
Exccutive Director individual Committee member.
Robert L. Garnary
Chatham
Trustees The general discussion, particularly paragraphs 4-13 (and, to a
Jeftrey P. Bolson lesser extent, paragraphs 14-31), verges on material that would be
Woodehff Lake found in an auditing text. Because "standards overload" is to be
B oo nhe avoided, the Committee suggests that the Board avoid putting
E. Martin Davidoff textbook ‘material into standards and consider if some of this
i::”:: :‘k material could be eliminated or reduced to an auditing
Morristown interpretation.
.]\eiromi‘H. Koerman
:u:;u;_?umomowm The combination of confirmation theory (in paragraphs 4-31) and
Montclair specific standards on accounts receivable (paragraphs 32-33) is
sark L Lefkowiz awkward. If the Board decides that all of the exposure draft
Harold Leib material should be retained in a standard, the Committee suggests
f::ii’:ls Lo that a new AU section on Confirmations might be more appropriate
Roseland for the former, and that paragraphs 32-33 replace AU331.03-.08.
l\:;:xg:aw. Moore We also suggest that AU331.06 be retained, perhaps by working it

William . Morgan into the end of paragraph 21.

Morris Township

George R. Mossay We appreciate your consideration of our comments.
Ronald J. Pawlikowski .
Randolph Sincerely,
Linda }. Schaeffer .

Princeton i
Bernard Sobel

Livi ;
fvingston Michael J. gohen

Allan D. Weingarten .

Short Hills Chairman

ggzx;‘r;gnc\ Werss. Jr. Auditing and Accounting
. Standards Committee

Harmon Wise
Cherry Hill
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STATE OF MICHIGAN

OFFICE OF THE AUDITOR GENERAL
201 N. WASHINGTON SOUARE

AUDITOR GENERAL {si7) 334a-8050

- January 9, 1991

Mr. Douglas P. Sauter, Technical Manager
Auditing Standards Division, File 2371

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Dear Mr. Sauter:

We have reviewed the Exposure Draft of the proposed Statement
on Auditing Standards, entitled The Confirmation Process, and
submit the following five comments for consideration by the
AICPA Auditing Standards Board. As evidenced by the nature
and substance of our comments, we agree with the content of
the proposed Statement and believe that it is comprehensive and
well-written.

1.

Paragraphs 19 through 21 discuss the use and analysis of
negative confirmation requests; however, these paragraphs
do not address the required workpaper documentation.
Although we presume that the auditor would adequately
document the confirmation process in accordance with the
third standard of field work, we noted that specific
guidance is included in other paragraphs of the proposed
Statement. For example, Paragraph 27 addresses
documentation of oral confirmations and Paragraph 33
addresses documentation of how the auditor overcame the
presumption of confirmation of accounts .receivable.
Therefore, for consistency within the document, we believe
that Paragraphs 19 through 21 should also address the
workpaper documentation required for the negative
confirmation process.

The last sentence of Paragraph 22 currently reads "For
example, if the auditor has experienced poor response rates
to properly designed confirmation requests in prior audits,
the sauditor may consider obtaining audit evidence from
other sources." We are uncertain whether the Board
intends that the auditor consider obtaining audit evidence



Mr. Douglas P. Sauter
Page 2
January 9, 1991

from other sources in lieu of or in addition to confirmation
requests. To improve the clarity, we suggest that the last
portion of that sentence be revised, depending on the
Board's intent, to read either "...may instead consider
obtaining audit evidence from other sources" or "...may
consider obtaining additional audit evidence from other
sources."

The last three sentences of Paragraph 27, which addresses
facsimile and other nontraditional media responses, read "In
addition, the auditor should consider requesting the
purported sender to mail the original confirmation directly
to the auditor. Oral confirmations should be documented
in the workpapers. If the information in the oral
confirmation is significant, the auditor should request the
parties involved to submit written confirmation of the
specific information directly to the auditor." Our
experience indicates that an increasing percentage of
respondents are utilizing facsimile and other nontraditional
media to respond to our confirmation requests. Therefore,
to provide more definitive guidance for circumstances in
which a facsimile response should be followed by return of
the original confirmation and to improve clarity, we suggest
that the above three sentences be combined into two
sentences that read "Oral confirmations should be
documented in the workpapers. If the information in the
facsimile or the oral confirmation is significant, the auditor
should request the parties involved to mail written
confirmation of the specific information directly to the
auditor."

Paragraph 28 currently consists of one sentence, which
reads "When using positive confirmation requests, the
auditor should genersally follow up with a second and
sometimes a third request to those parties from whom
replies have not been received." Because poor confirmation
response rates are typical in practice, we suggest that the
narrative in this paragraph be expanded to provide the
auditor with additional definitive guidance on follow up
requests, addressing pertinent issues such as (1)
appropriate time frames before/between follow up actions,
(2) appropriate forms for follow up requests, (3) when



Mr. Douglaé P. Sauter
Page 3
January 9, 1991

telephone follow up may be appropriate, and (4) when third
requests may be appropriate. Our experience indicates
that telephone follow up is usually more efficlent and
effective than written second requests.

Paragraph 32 states that the confirmation of accounts
receivable is a generally accepted auditing procedure and
illustrates three specific circumstances in which the auditor
may elect not to confirm receivables. Because we interpret
this language to imply that these three circumstances are
all inclusive and not merely examples of potential
circumstances, we believe the guidance is too restrictive.
In many ' audit engagements, particularly when the field
work cannot be performed until several weeks after the end
of the fiscal year, it is much more efficient to perform
alternative audit procedures (such as examination of
subsequent cash receipts), as provided for in Paragraph
30. Based on the Board's policy to always consider the
cost/benefit relationship of proposed guidance, we suggest
that a fourth specific circumstance be added to Paragraph
32, such as "The use of confirmations, due to the timing
of the engagement or other circumstances, would be
inefficient as an audit procedure." As an alternative, we
suggest that the second illustrated circumstance in
Paragraph 32 ("The use of confirmations would be
ineffective as an audit procedure") be expanded to also
address the concept of inefficiency.

We appreciate this opportunity to comment on the proposed
Statement on Auditing Standards. Should you have any
questions, or desire further details on our comments, please
contact me or Jon Wise of my staff.

cC:

7oy

Thomas H. McTavish, C.P.A.
Auditor General

Wise
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PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Nome and Affiliation: Stanley F. Dole, C.P.A.

Commemﬁ believe that the new bank confirmation form described in the
October, 1990 CPA letter and referred to in Paragraph 13 of the

exposure draft loses sight of what T believe to be the main purpose
of sending a confirmation form to a bank, namely the attempt to

discover unrecorded bank accounts or loans. If this is no longer a
purpose, then I quesfiion if there is a purpose in the usual

situation where there is no need to request confirmation of the
terms of complex transactions. The only remaining purpose would

seem to be to verify that the bank statements and Ioan statements
in clients hands are not forged documents. I believe that it is

generally agreed that the auditor is not expected to verify that
documents given to him are not forgeries. 1In my practice I have

never encountered forged bank documents, but T have encountered
unrecorded bank accounts and loans. I realize that banks are not

doing much of a job in searching for such but will do no job at all
in that area if only asked to verify information furnished to them.

As it is, probably a third of bank confirmation replies I receive
are in error, some clerk merely ingquiring of the computer as to the

balance (often as of that day) and entering it. TIf the new form is
to become the official form, I believe I will discontinue bank

confirmation, except where I wish to confirm particular terms or
arrangements. I do believe that the point is well taken that such

information needs to be requested on a specific letter to a
specific individual rather than a standard form.
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STANLEY F. DOLE, C.P.A.

1538 EASTIAWN, S.E.
GRAND RAPIDS, MICH. 49508

Instructions for Response Form

This self-mailer may be used for comments or suggestions reloﬁn_g to any aspect of the exposure droft
that is of concern or interest to you. For convenience, the most significont points have been identified in the
summary that accompanies this exposure draft.
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EXPOSURE DRAFT FILE 2371
PROPOSED STATEMENT ON AUDITING STANDARDS

THE CONFIRMATION PROCESS

November 13, 1990
Comment Date: February 1, 1991

Nome and Affiliation:  James F. Camp, CPA CAMP & ASSOCIATES, P.C.
Comments:
Paragraph 32: There should be a provision that confirmations are

not required if the auditor can satisify himself by analytical procedures

or other substantive test of detail. For example, in auditing utilities

for many years we typically used negative confirmation for accounts receivable.

I've never had real comfort in this approach. Five or six years ago we quit

using negative confirmations and we now rely on subsequent payments.

By using subsequent payments and the reserve for bad debts, we are nearly

__always within the materiality level of the balances that remain. I personally

think this is a much more effective method of auditing accounts receivable of

__utilities with less cost to the client.

//Lﬂ‘v’ F(‘,7/

Instructions for Response Form

This self-moiler may be used for comments or suggestions reloﬁng to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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November 13, 1990
Comment Date: February 1, 1991

Paul M. Kurisko, Technical Director
Nome and Affiliation: Office of the State Auditor

Comments: __In general the exposure draft (E.D.) meets its stated objectives, however

we wish to comment on the following two issues.

.  The importance of confirmations as a generally accepted auditing procedure

(GAAP) and the independent auditor's responsibility for justifying any

deviation therefrom are stressed in the first paragraph of the current

A.U. 331. We are concerned that the importance of the confirmation procedure

may be diminished because of the placement of this information near the end

of the E.D. in paragraphs 32 and 33.

. A.U. 331 currently addresses the treatment of inventories held in public

warehouses as a separate item in paragraph 14. The E.D. incorporates this

item as part of the confirmation section (paragraph 8). The current A.U. is

clearer and more comprehensive and we believe that a continued separate

paragraph is warranted and suggest that, if necessary, another example be

used to illustrate instances where substantive procedures, in addition to

confirming, should be used.

Instructions for Response Form

This self-mailer may be used for comments or suggestions reloﬁn? to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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Instructions for Response Form

This self-moiler may be used for comments or suggestions relating to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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This self-mailer may be used for comments or suggestions re’otin? to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.




STATE AUDITOR OF MISSOURI

JeErFERSON CITY, MISSOURI 65102

MArRGARET KELLY, CPA
STATE AUDITOR (314) 751-4824

January 9, 1991 “

Mr. Douglas P, Sauter
Technical Manager
Auditing Standards Division, File 2371
American Institute of Certified
Public Accountants
1211 Avenue of the Americas ‘
New York, New York 10036-8775

Dear Mr. Sauter:

Enclosed are our comments on the AICPA's exposure draft of a proposed
Statement on Auditing Standards, "The Confirmation Process.”

If you have any questions regarding our comments, please contact Myrana
Gibler, Audit Manager, of my staff at (314) 751-4213,

Sincerely,

Margaret Kedly, CPA
State Auditor

Enclosure



COMMENTS — AICPA EXPOSURE DRAFT — PROPOSED STATEMENT ON AUDITING STANDARDS,
"THE CONFIRMATION PROCESS"

The Missouri State Auditor's Office appreciates the opportunity to
comment on the AICPA exposure draft.

We believe the guidance in the proposed Statement is more complete and
informative than the current guidance in AU Sections 331.03-.08. Among the
areas on which the exposure draft provides new or expanded gquidance are:

1, The relationship of confirmation procedures to the auditor's risk
assessments and the use of confirmations to address specific financial
statement assertions,

2. The proper design of confirmation requests to meet audit objectives,
including factors that affect the reliability of the requests.

3. Special risks associated with confirmation responses received through
nontraditional media and considerations for alternative procedures when
responses to positive requests are not received.

4. Evaluation of the results of confirmation procedures.

We do not expect the proposed Statement to result in any significant
implementation problems; rather, it should assist our auditors in using
confirmation requests more effectively.

Although we support the issuance of the proposed Statement, we noted two
paragraphs that may require clarification:

1. paragraph 20 - The first sentence of the paragraph discusses conditions
in which negative confirmation requests may be used. Based on that
sentence, the first word of the second sentence apparently should be
"audits" instead of "auditors" as follows: "Audits of financial
statements of entities in certain specialized industries (such as
financial institutions, utilities, and retail organizations) may meet
these conditions."

2. paragraph 31 - The references to "alternative procedures" as "other
procedures" in the second and third sentences of the paragraph are
somewhat confusing since the end of the third sentence also refers to
"other tests of details or analytical procedures."™ For this reason, we
suggest the following revisions:

In performing that evaluation, the auditor should consider
(a) the reliability of the confirmations and alternative
procedures; (b) the nature of any differences, including
the implications--both quantitative and qualitative--of
those differences; (c) the evidence provided by altermative
procedures; and (d) whether additional evidence is needed.
If the combined evidence provided by the confirmations and



alterative procedures is not sufficient, the auditor should
request additional confirmations or extend other tests of
details or analytical procedures. [emphasis added]

We have also enclosed a marked draft indicating several suggested
editorial revisions.
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Comment Date: February 1, 1991
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CERTIFIED PUBLIC ACCOUNTANTS

Equality State Bank Bldg., Suite 302
P.O. Box 6137
Cheyenne, Wyoming 82003-6137
(307) 635-0361

December 19, 1990

American Institute of CPA's, Inc.
Auditing Standards Division

File 2371

1211 Avenue of the Americas

New York, New York 10109-0004

Auditing Standards Board

Comments: I feel very strongly that the effectiveness of accounts receivable
confirmations (by itself) is highly overrated, especially for the smaller
clients. We are developing clones as auditors whose attitude is -
confirmation returned; it agrees; it must be correct; do no further work.

There are a few things wrong with this:

(1) Many times someone receives a confirmation - never checks it,
signs and returns as if OK. The old philosophy on positive
accounts receivable confirms that if it's wrong, recipients
will correct (especially if it is too high), doesn't hold water
anymore. People just don't care anymore and they don't take
the time to check before returning the confirmation.

(2) Recipient will sign a confirm, knowing it is incorrect, or maybe
not knowing for sure, because they know it will buy them some
time for payment. Seem strange? Happens more than I would
have ever imagined. Client will say something like "We're having
trouble collecting the Melmacian, Inc. account. Let us know
what they confirm." Auditor tells client the amount confirmed
and invariably client will ease off on collection, because they
seem to get a great deal of comfort from the information the
confirmation provided.

Another reason a recipient will sign an incorrect confirmation
is they don't want the auditor searching around for the amount
they really might owe.

(3) Many times we will send out confirmations and the recipient
will call up the client and say something like "I  just got

this confirmation from your auditors. Look up what I owe you
so I can sign this and return it to them." This happens all
the time.

For the first two, purposely send some incorrect confirmations and see
what happens. For the third one, ask the client. They will usually tell
you.

Members of: American Institute of CPAs and Wyoming and Colorado Society of CPAs
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My comments are primarily directed to exprerience with small to medium
audit clients. However, I know in the confirmations of loans receivable
by financial institutions, finance companies, etc., people sign positive
confirmations as correct because they have no idea what the true balance
owed is. Does this really give someone audit comfort?

I feel that this statement, if adopted, would be another example of making
it more difficult for the small practitioners to comply with GAAS. This
has been the trend since SAS #52 was issued in April of 1988 and the plethora
of statements that have followed.

While I don't necessarily object to the standards espoused by these
statements, I object to the additional documentation required if you don't
do some of these procedures. This puts added pressure on the small
practitioner.

For example, in the proposed statement, it states that there is a presumption
that the auditor will request confirmations of accounts receivable during
an audit. If the auditor doesn't request confirmations in the examination
of accounts receivable, the auditor must document as to why not. This
will primarily affect the small practitioner with small gudit clients.

I would feel much better about the proposed statement if it also contained
a specific requirement that if confirmations are used as the sole means
of obtaining audit evidence for accounts receivable, documentations must
be made as to why some additional procedures were not also used.
Confirmation by themselves do not work!

In conclusion, I object to the proposed statement because it creates as
many problems as it solves, because of the additional documentation
requirements., Also the proposed statement leaves the impression that the
confirmation process, when properly designed, performed and evaluted is
enough. I submit that in most cases it is not enough.

Respectfully submitted,

Wkl Yl

Micheal H. Hoenig, CPA
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Comments:
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Proposed Statement on Auditing Standards George D. Funk
The Confirmation Process Moss Adams CPA's

Comment:

As an overview, we assume the Board has given due consideration to whether this guidance
should be in its present form (as a statement on auditing standards) rather than being issued as
an audit guide, or possibly an auditing interpretation. If issued as proposed, it seems to us the
Board has regressed somewhat to procedural guidance rather than conceptual guidance. For
example, we consider Statements No. 31, 47, 563 and 56 to be in the category of conceptual
guidance while this proposed statement and, for example, Statements 48 and 57, are procedural
type guidance. We believe the Board should decide whether it should focus on conceptual
guidance or procedural guidance. We believe statements on auditing standards should deal
primarily with conceptual guidance, leaving it to the professional judgement of the auditor to
decide what procedures would be appropriate to meet the objective stated in the conceptual
guidance.

As to specific contents of the proposed statement, we believe the wording (if not the intent) of the
various references to confirmation of accounts receivable could be improved. Specifically, we
believe there is vagueness in the guidance provided in the third paragraph of the summary and
paragraphs 32 and 33 for the following reasons:

. The first sentence of the third paragraph in the summary states, "This proposed statement
retains the notion . . ." According to Webster's dictionary, "notion" is a broadly defined
word. We assume the Board would not object to use of the words "general concept”,
which is more definitive than "a notion". (However, as described below, one could
conclude that confirmation is neither a notion nor a general concept, but is an absolute
requirement.)

. The second sentence of paragraph 32 states, "Confirmation of accounts receivable is a
generally accepted auditing procedure”. This unequivocally requires confirmation.
However, in the following parts of paragraphs 32 and 33, the words state (a presumption)
-that accounts receivable confirmations will be requested. Obviously, there is a significant
difference between requesting and receiving a confirmation, or simply requesting one.
Assuming the Board knows what it wants the standard to be, paragraphs 32 and 33
should be corrected to indicate whether confirmation is required or whether a request for
confirmation is required.

. The first sentence in the third bullet in paragraph 32 is entirely consistent with the
conceptual guidance in SAS 47. However, the next sentence in that paragraph sends a
contrary signal. If the Board wants to send a contrary signal to a conceptual type
standard (SAS 47), it should define (in this procedural standard) what constitutes those
kinds of "many situations”. If the Board cannot elaborate on how many is "many” or what
constitutes such “situations”, it should remove the second sentence from the third bullet
in paragraph 32 from the standard.

Paragraph 33 of the proposed standard deals with documentation. We believe the Board should
be extremely sensitive to the matter of documentation. Statement 41 is a conceptual statement
dealing with working papers (documentation). Pure logic suggests that documentation should and
will vary, depending on factors such as the experience level of persons performing the audit (i.e.,
a partner or an entry level staff), the extent of supervision and review (presumably, covered by
the firm's quality control policies and procedures) and the auditor's evaluation of audit risk. We
are categorically opposed to the Auditing Standards Board writing standards that require
documentation solely for the purpose of providing a basis for conclusions by peer reviewers or
other third parties. Accordingly, we want paragraph 33 deleted from the proposed standard.
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WILLIS Aa. SMITH \-/)
815 Norgate Drive
Ridgewood, N.J. 07450

Tel: C201) 444-4754
December 27, 1990

Mr. Douglas P, Sauter

Technical Manager

AICPA Auditing Standards Division, File 237}

American Institute of Certified Public Accountants -
1211 Avenue of the Americas

New York, N. Y. 10036-8775

Dear Mr. Sauter:

Re: Exposure Draft - Proposed Statement on Auditing Standards
The Confirmation Process

Thank you for the opportunity to comment on the above Exposure Draft.

1t is my opinion that this proposed statement in trying to cover all forms of
confirmation in an audit engagement loses the effectiveness that is precent in AU
Section 331,03 to 331.08. The proposed statement jumps back and forth from
confirmation of receivables and inventories in public warehouses to confirmations
with financial institution ofticials. Although there may be a common term -
confirmation - the form that it takes is very different.

Statements on Auditing Standards should be written in such manner that they will
give guidance to the smallest auditing practice as well as the largest. I recommend
that the Statement should be reorganized with a preface about audit risk,
materiality, etc. and the need for the confirmation process. Then there should be
individual sections on confirmation of transactions with financial institutions,
confirmations of transactions with customers, confirmation of transactions with
custodians of inventories and confirmation of transactions with suppliers,

In the proposed statement, 1 could not find any mention of the important statement
contained in the present statement (Par. 331,04) that ®in many situations a
combination of the two forms (positive and negative) may be appropriate, with the
positive form used for large balances and the negative form used for small
balances.” 1 also could not find any mention in the proposed statement of the need
for a follow-up of second and third requests in connection with a positive
confirmation and of the type of procedures that would be required when a reply is
not received from a positive confirmation (Par., 331.08).

The proposed statement in paragraph 32 gives an "out” to the auditor to not to
confirm. This should not be. The auditor should always “try" to confirm. There
always should be evidence in the worKing papers of the confirmation attempt and the
alternative procedures used to verify the amounts. To not *try® could subject the
auditor to criticism and possible liability.

I hope that Auditing Standards Board will see merit in my comments.
Very truly yours,
—.\l s -
H V. , A—, E . e

Willis A. Smith
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VERNMENT
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February 1, 1991

Douglas P. Sauter, Technical Manager
Auditing Standards Division, File 2371
AICPA

1211 Avenue of the Americas .

New York, New York 10036-8775

Dear Mr. Sauter:

Attached is a response to the Exposure Draft "Proposed Statement
on Auditing Standards: The Confirmation Process" dated November
13, 1990. This response is submitted on behalf of the
Association of Government Accountants (AGA). The AGA represents
over 13,000 individuals who have an interest in government
accounting, either as a user, preparer or attestor. Our members
come from the federal, state and local levels of government and
academia.

This response was prepared by the Financial Management Standards
Committee which has the primary responsibility for responding to
issues that affect government accounting and reporting. Attached
is a listing of the members of the Committee. :

If you have any questions concerning our response, please address
them to me at 208/236-4292.

Respectfully,

LZia (Kitty) D. Pumpzrey, Chair

Financial Management Standards Committee

601 Wythe Street ® Suite 204 » Alexandria, Virginia 22314 * (703) 684-6931




Comments on

Proposed Statement on Auditing Standards
The Confirmation Process

Prepared by
Association of Government Accountants

The Committee believes that the document is basically

acceptable. The Committee does, however, have a few comments
which are related more to clarification than to criticism.

1.

Paragraphs 16-21 discuss negative and positive confirmations.
We believe that it is important to indicate than both types
are permissible and that, under the appropriate circumstances,
both types might be used in the same engagement, so long as
the guidance in paragraphs 18 and 19 is followed.

The proposed statement frequently mentions accounts receivable
in the discussion of confirmation, but neglects mention of
notes receivable which are also subject to the confirmation
process. We believe that the confirmation procedures relevant
to notes receivable should also be discussed in this proposed
statement.

Paragraph 27 addresses nontraditional media means of obtaining
confirmations. One example cited is the use of facsimile
machines. Facsimile copies often deteriorate after a short
period of time. If facsimile copies are permitted as audit
evidence (We believe that, under certain circumstances, they
should be permitted) then it should be permissible to store
such evidence in other forms, such as xerographic copies of
facsimile copies, to preserve the evidence. Perhaps the
exposure draft should address this type of problem in more
general terms so as to be applicable to all types of audit
evidence which can deteriorate over short periods of time.

Paragraph 23 addresses the design of confirmation requests. A
good example of an entity which can generally provide
confirmation of single transactions rather than entire account
balances is a government entity. This should be used as an
example. This concept should be cross-referenced to paragraph
30. The guidance presented in paragraph 30 is only adequate
to cover those instances where the auditor does not receive
replies to the confirmation requests.
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Financial Management Standards Committee
Membership List
1990-1991

Lela D. Pumphrey, Chair
Acting Associate Dean
College of Business
Idaho State University
Campus Box 8020
Pocatello, ID 83209-8020
208/236-4292

Margaret "Peggy" Veatch

Department of Health & Human Services
Office of the Inspector General
Three Financial Center, Suite 510

900 Shackleford Road

Little Rock, Arkansas 72211-3850
501/324-5862

J. Dwight Hadley
State of New York
Office of Controller
AESOB - 10th Floor
Albany, NY 12236
518/474-4005

Pete Rose

Finance Director

City of Upper Arlington
3600 Tremont Road

Upper Arlington, OH 43221
617/457-5080

John Hummel

KPMG Peat Marwick
2001 M Street NW
Washington, DC 20036
202/467-3139

Larry Stout

U.S. Department of Treasury
Financial Management Service
Federal Finance Account Group
941 N. Capitol Street, N.E.
Washington, D.C. 20227
202/208-2446



g’] ERNST& YOUNG & 2000 National City Center & Phone: 216 861 5000

Cleveland, Ohio 44114
February 5, 1991

Auditing Standards Board

American Institute of Certified
Public Accountants

1211 Avenue of the Americas

New York, New York 10036-8775

The Confirmation Process

Ernst & Young supports the above-captioned proposed statement on auditing standards.
We believe the proposed statement provides useful guidance about the relationship of
confirmation procedures to the assessment of audit risk, the design of confirmation requests,
the performance of alternative procedures, and the evaluation of confirmation results.
However, we believe the proposed statement could be improved as described below.

Sufficiency of Evidence Provided by Confirmation Procedures

Paragraph 8 uses the example of inventory held at public warehouses to illustrate that
evidence provided by confirmations may not be sufficient. This situation is specifically
addressed in SAS 1 (AU Section 331.14), and therefore the example does not provide
additional guidance. We suggest that a different example be provided, such as the following:
to achieve an appropriately low level of audit risk relating to the existence of accounts
receivable, an auditor normally performs sales cutoff tests in addition to confirming accounts
receivable.

Use of Negative Confirmations

Paragraph 20 describes three conditions for use of negative confirmations. We agree with
these conditions, but believe that the third condition should be worded positively; that is,
“the auditor has reason to believe that the recipients of the requests are likely to give them
adequate consideration." We also believe guidance should be provided regarding how an
auditor might obtain the basis for such a belief. For example, the following sentence could
be added following condition (c):

To become satisfied that recipients are likely to give the negative requests adequate
consideration, the auditor might consider the results of positive confirmation
procedures performed in prior years on the engagement or on similar engagements,
or sending some positive confirmation requests as well as the negative confirmation
requests.
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We also believe the Statement should provide practical guidance about the extent of
procedures when using negative confirmations, similar to the last sentence in AU section
331.05. Such practical guidance might be worded along the following lines:

If the negative rather than the positive method of confirmation is used, the number
of requests sent or the extent of other auditing procedures applied to the related
financial statement assertion should normally be greater for the auditor to obtain the
same degree of satisfaction with respect to that assertion.

In addition, we believe that referring to specialized industries where negative confirmations
may be used might lead readers of the Statement to incorrectly conclude that the use of
. negative confirmations in the identified industries is appropriate in all circumstances or that
the use of negative confirmations in other industries is not appropriate. Therefore, we
suggest that the second sentence in paragraph 20 be deleted as well as the words "for certain
types of entities" in the first sentence.

Respondent Considerations

Paragraph 25 describes various factors relating to a respondent, such as the respondent’s
competence, knowledge, and freedom from bias with respect to the audited entity, that affect
the effectiveness of the confirmation process. The fourth sentence in this paragraph states,
"Normally, the auditor is not obligated to search for information relative to these factors."
The word "normally" implies that, in certain circumstances, the auditor is obligated to search
for such information. We believe the word "normally" should be deleted, or the Statement
should explain when an auditor should search for this information.

* * * * *

We would be pleased to discuss our comments with members of the Board or its staff.

Sincerely,

émtfm
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Society of Louisiana
Certified Public Accountants

February 5, 1991

Mr. Douglas P. Sauter, Technical Manager
AICPA Auditing Standards Division, File 2371
AICPA, 1211 Avenue of the Americas

New York, New York 10036-8775 '

Dear Mr. Sauter:

The Accounting and Auditing Standards Committee of the Society of
Louisiana Certified Public Accountants submitted on January 29,
1991, its response to the exposure draft entitled "Proposed
Statement on Auditing Standards - The Confirmation Process" dated
November 13, 1990.

Please find attached the response from one of the members of the
Committee that was not received in time to be included in the
January 29, 1991, response. Please include this response with the
response from the Society of Louisiana Certified Public
Accountants.

If you have any questions or additional information is needed,
please do not hesitate to call.

Yours very truly,

HUGH (J%‘\IESNER CHATRMAN
ACCOUNTING & AUDITING

STANDARDS COMMITTEE

HJIP/ebc
Enclosure

S
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J. M. FRIED, JR. DERBES

7444 JADE STREET
NEW ORLEANS, LOUISIANA 70124

Telephone (504) 282-0821

January 29, 1991

T0: Hugh Fosner, Chairman, SLCPA Accounting % Auditing Standards
Committee
copy: Al Suffrin, Staff Liaison

RE: ASE Exposure Draft - The Confirmation Frocess

Committee meeting, January 21, 1921

The following comments are my understanding of suggestions made at
the meeting on the referenced exposure draft, including comments of
othere as well as my commente.

FPARAGRAFH 20:

Suggestion 1: Delete the second sentence which reads, "Auditors
of financial statements of entities in certain specialized indust-
ries (such as financial institutions, utilities, and retail organiza-
tions) may meet these conditions."

Reason for Suggestion 1: Entities in the industries listed are
no more likely to meet the criteria (&) and (c) of the first para-
graph than are any other entities. In fact, in many cases, all but
the large retail organizations probably have a control risk in this
area which cannct be evaluated as low and a large percentage of cus-
tomers of large as well as small retailers are among those who are
unlikely to give cenftirmation requeste adequate consideratioen. Rela-
tive to financial institutions, certainly the customers of small loan
companies are among those not likely to give confirmation requests
adequate consideration and, tc some extent, not likely to understand
them completely. Credit card customers of banks would, to a large
extent, probably have the same tendencies relative to the considera-
tion of confirmation requests as customers of retailers or small loan
companies.

Suggestion 2: Add wording to the paragraph to the effect that,
where the first and/or the third criteria in the first sentence of
the paragraph are not met., the auditor may still receive some
assurance by using negative confirmations but should consider perform-
ing other substantive procedures toc a greater extent than in the cases
where both of the criteiria are met. If this wording is added, then it
would be helpful to use the deleted wording above (Suggestion 1) as an
example of conditions that may meet the conditions described in

- Suggestion Z.



Hugh Posner Fage 2 January 20, 1991

Reason for Suggestion 2: It is a common and meaningful procedure
to send a large number of negative confirmations in the audits of
entities when a large number of small balances is envolved, despite
the fact that control risk is not low and/or the auditor has some
doubt relative to the consideration the confirmation requests will
receive. Faragraph 20 of the exposure draft appears to eliminate
entirely the use of negative confirmation under such circumstances.

NEW FARAGRAFH 21

Suggestion Z: Add a paragraph between the present Paragraph 20
and Faragraph 21 setting forth the use of stratification to send some
positive and some negative confirmations in situations where there
are a large number of small balances. 8tratification is discussed in
other SASs and reference teo them can be made. (0f course, adding a
paragraph at this point would require renumbering subsequent
paragraphs.)

Reason for Suggestion I: Because stratification is a common and
decsirable procedure in many instances where confirmations are used,
it should be discussed in the pronouncement on "The Confirmation
Frocess. "



llinois CPA Society

Martin H. Rosenberg Ernest R. Wish
Executive Director President

February 1, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Exposure Draft - Proposed Statement on Auditing Standards
"The Confirmation Process"
File Reference #2371

Dear Mr. Sauter:

The Auditing Procedures and Accounting and Review Services
Committee of the Illinois CPA Society is pleased to submit its
response to the request for comments on the above Exposure Draft.

In certain sections of the proposed statement, references are made
to procedures which are required under generally accepted auditing
standards (e.g., the example presented in paragraph 8 regarding
confirmation of inventories held at public warehouses). We believe
that, where appropriate, reference should be made to the
appropriate section within the AICPA Professional Standards which
mandates the use of that procedure.

In discussing the conditions under which negative confirmation
requests may be used, a reference is made to a "low" assessed level
of control risk. SAS #55 does not introduce the term "low" in
describing the assessed level of control risk. The statement does
refer to "maximum" and "below maximum", and Appendix B of the
statement refers to the assessed level of control risk varying
along a range from "maximum to minimum". We believe that the
proposed statement should use terms consistent with those used in
SAS #55 or, alternatively, the term "low" should be defined within
the proposed statement.

Paragraph 25 of the proposed statement discusses factors associated
with the respondent to a confirmation which impacts the
effectiveness of the confirmation process. This paragraph states
that "Normally, the auditor is not obligated to search for
information relative to these factors." oOur committee believes
that the use of the word "normally" implies that under certain
circumstances the auditor is obligated to search for such
information. Prior auditing standards do not require any such

222 S. Riverside Plaza e Chicago, Illinois 60606 ¢ 312/993-0393 ¢ FAX 312/993-9954



procedure. If it is the AICPA’s intention to add this requirement
to the current standards, then additional guidance should be
included within the proposed statement. It is our opinion that
such a requirement should not be spelled out. Given the difficulty
of such a procedure, the word "normally" should be eliminated so
as to express the positive statement that such a search is not
required.

In many situations where the auditor requests positive
confirmations, sampling may result in the mailing of requests to
confirm relatively immaterial balances. The requirement in
paragraph 28 that "...the auditor should generally follow up with
a second and sometimes a third request..." may result in the
inefficient application of audit procedures. We believe that this
paragraph should be modified by the use of terminology such as "in
light of the availability and effectiveness of alternative
procedures, and the assessed level of audit risk..." This would
permit the auditor to deal with immaterial amounts according to his
or her judgement as to their implications to the assertion being
tested.

The above represents the views of the Illinois CPA Society rather
than that of any of the individual members of the Committee or any
of the firms or organizations with which they are associated.

Please do not hesitate to contact me at 708/291-9600 should you
need any additional information.

Very truly yours,
STEVEN F. SAWATSKI, Chairman

Auditing Procedures and Accounting
and Review Services Comnittee

SFS:jh
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. = _ . = : 1211 Avenue of the Americas

Division for CPA Firms New York. N, 100368775
(212) 575-6200

American Institute of Certified Public Accountants Facsimile: (212) 575-3846

February 4, 1991

Douglas P. Sauter, CPA

AICPA Auditing Standards Division
File 2371

American Institute of CPAs

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Sauter:

Re: Proposed Statement on Auditing Standards, The Confirmation
Process

One of the objectives that Council established for the Private Companies
Practice Section (PCPS) is to "provide a better means for member firms
to make known their views on professional matters, including the
establishment of technical standards." We are submitting these comments
in accordance with that objective.

Good, Practical Guidance

We commend the Auditing Standards Board for developing this practical
guidance which should be very useful to local practitioners, especially
the portions dealing with confirmation of single transactions and the
establishment of a rebuttable presumption regarding a requirement for
confirmation of accounts receivable. We believe, however, that some
clarification would be helpful in the following areas.

Negative Confirmations

Our discussions with Board and staff members indicated that the intent
of paragraph 20 1is to discourage reliance solely upon negative
confirmations except under very restrictive conditions. The (a)
condition requires an assessment of control risk at a "low" 1level, a
term currently not defined in SAS 55. We believe that the proposed SAS
could be clarified through the use of terminology which more closely
follows the guidance in SAS 55. Also, it would be beneficial to state
that the use of negative confirmations as a supplement to positive
confirmations may be an inexpensive means of providing additional audit
evidence.



Information About the Respondent

Paragraph 25 describes the characteristics of respondents which may
impact the effectiveness of the confirmation process, including the
respondent’s objectivity and freedom from bias with respect to the
audited entity. While it states that the auditor is not normally
obligated to search for such information, the proposed SAS offers no
guidance for auditors who become aware that such characteristics exist.
It would be helpful if the SAS were to include guidance for such
situations and when an auditor becomes aware oOf collusion between the
client and the respondent. A reference to SAS 53 might also be
appropriate.

A similar but far more common scenario for small firms relates to the
confirmation of related party transactions. We believe the SAS could be
significantly improved by including <guidance on increasing the
effectiveness of confirmations from related parties.

Confirmation of Accounts Receivable

As previously stated, we appreciate the establishment of a rebuttable
presumption that the confirmation of accounts receivable is a required
audit procedure. However, paragraph 32 does not make it clear that any
one of the three conditions 1listed would be sufficient to negate the
requirement to confirm. We suggest adding the underscored passage to
the sentence introducing the three conditions:

"...the auditor will request the confirmation of accounts
receivable during an audit unless any of the following conditions
exist --"

Also, paragraph 32 1is unclear as to when an auditor should apply
alternative procedures if any of the conditions described in the three
bullets exist. The conditions in the first and third bullets (i.e.
accounts receivable are immaterial, and the combination of low risk and
other procedures 1is sufficient) apparently do not require additional
audit procedures, while they may be needed when the condition in the
second bullet (the use of confirmations would be ineffective) 1is met.
We believe this section should make clear when alternative procedures
should be considered and perhaps refer the reader to paragraphs 29-30.

Effective Date

It appears customary for auditing standards to be made effective for
audits of financial statements for periods beginning on or after a
specified date. Local practitioners, for a variety of reasons, -are
often requested to audit short period financial statements.
Consequently, we are sometimes forced to implement new auditing
standards before we have an opportunity to become properly prepared to
do so. We would appreciate the Board’s consideration of making this and



all future pronouncements effective for audits of financial statements
for periods ending on or after a specified date.

* %* *

We appreciate this opportunity to present these comments on behalf of
the PCPS. Members of our Committee would be glad to discuss any aspect
of them with you or any Board representatives.

Sincerely,

Judith H. O’Dell, CPA
Chair
PCPS Technical Issues Committee

JHD:dt
File 2221

cc: Dan Guy
PCPS Executive and Technical Issues Committees



PCRI

Public

540 Madison Avenue (212) 486-2448

Oversight New York, NY 10022 Fax: (212) 758-5603
Board

SEC Practice Section

February 5, 1991

American Institute of
Certified Public Accountants

BOARD:

CPACC.

Auditing Standards Division
American Institute of CPAs

1211 Avenue of the Americas
New York, NY 10036

Re: Proposed Statement on Auditing Standards--The Confirmation
Process--File 2371

Gentlemen:

The staff of the Public Oversight Board supports the issuance
of a statement of auditing standards providing additional guidance
to practitioners on the use of confirmations. We have two
recommendations directed to clarifying the guidance included in the
exposure draft.

The exposure draft specifically addresses the confirmation of
accounts receivables in Paragraphs 32 and 33. However, guidance in
all other paragraphs of the exposure draft could be intended as
equally applicable to both the confirmation of accounts receivables
as well as confirmation of other accounts and transactions. This
is particularly true of Paragraphs 10-30. However, arguably the
broad guidance about the assessment of inherent risk and control
risk in Paragraphs 7-9 could be intended as relating only to
confirmations other than accounts receivable; since guidance about
the auditor's combined assessment of inherent risk and control
risk, as well as his consideration of other factors, when reaching
a decision whether to confirm accounts receivables is specific in
Paragraph 32. In any event, if the guidance in Paragraphs 7-9 was
intended to apply to accounts receivable confirmations, it is
redundant and furthermore, ncne of the examples in those paragraphs
involves accounts receivables. Therefore, we suggest Paragraph 32
and 33 be relocated in the document immediately after Paragraph 6
with the same heading "“Confirmation of Accounts Receivable."
Immediately after those two relocated paragraphs we suggest a
heading "Confirmation of Other Account Balances and Transactions,"
to be followed by Paragraphs 7-9. Paragraphs 10-30 would then be
clearly applicable to the entire confirmation process.

Paragraph 20 includes the sentence "In such cases, when the
auditor sends a large number of negative confirmation requests, the
auditor normally expects to receive some responses indicating
misstatements if such misstatements are widespread." We question
the placement of that sentence. Does the phrase "in such cases"
refer to the auditor giving consideration to performing other
substantive procedures as discussed in the preceding sentence or

A.A. SOMMER, JR., Chairman ~ ROBERT K. MAUTZ, Vice Chairman ~ ROBERT £, FROEHLKE ~ MELVIN R. LAIRD ~ PAUL W. McCRACKEN
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conditions (a), (b) and (c¢) as discussed in an earlier sentence?
The sentence in question does not appear to relate to any of the
foregoing discussion. Furthermore, the example sentence that
follows had no relationship to the sentence in question.

Sincerely,

E?QM?}‘£>‘4lbﬂiada1</mﬁl

Jerry D. Sullivan
Executive Director

JDS/mb
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February 12, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division, File 2371
1211 Avenue of the Americas

New York, New York 10036-8775

RE: PROPOSED STATEMENT ON AUDITING STANDARDS -
THE CONFIRMATION PROCESS

Dear Mr. Sauter:

We are enclosing the comments of the New York State Society
of Certified Public Accountants in response to the above AICPA
exposure. draft. These comments were prepared by the Society's
Auditing Standards & Procedures Committee.

Thank you for your consideration.
Very truly yours,

et D WM

Walter M. Primoff, CPA
Director of Professional
Programs

WMP/er
enc.

cc: Accounting & Auditing Chairmen



We appreciate this opportunity to provide our
observations and recommendations on the exposure draft
entitled Proposed Statement on Auditing Standards - The
Confirmation Process.

Paragraph 7.

The next to last sentence that begins with the word
“"Furthermore, " addresses unusual and complex transactions.
This appears to be redundant. The first two sentences of the
paragraph addressed inherent and control risk. It would seem
that unusual and complex transactions are transactions that
have high inherent risk. Since the statement already says
that when there is increased inherent risk, the auditor
should consider using confirmations, it would seem that
saying the auditor should consider using confirmations for
complex and unusual transactions is saying the same thing
again.

Paragraph 10.

The paragraph addresses the assertions in SAS No. 31.
It has been the opinion of many auditors that the assertions
of cut off and accuracy are missing from that SAS. Mentioning
these assertions creates yet another standard that will need
to be corrected when SAS No. 31 is revised. The statement
should just make general allusion to those assertions and not
mention them by name.

Paragraph 14.

SAS No. 53, paragraph 21 attempts to define professional
skepticism. It does not address a questioning attitude
directly, instead it states that if the results of a test
vary from expectations, the auditor should re-assess risk.
This paragraph should indicate that confirmations should be
designed in such a way that respondents will be easily able
to express and explain exceptions. This would give the
auditor opportunity to exercise professional skepticism by
eliciting exceptions.

Paragraph 20.

The last sentence ends with the phase, "past experience
indicates that the recipients consider the reguest."” This
appears to be at odds with point (¢) which states, " the
recipients of the requests are unlikely to give them adequate
consideration.” The last sentence needs to be changed to be
consistent or made more clear.

Faracraph 28.

Sending second reguests has been procedure used by most
zuditors. This paragraph should contain an explanation as to
why; for example, it is cheaper to send another confirmation
to increase the probability of a response than to perform

alternative procedures. This guidance would be helpful in the
decision to send second or more requests.



Paragraph 33.

This paragraprh ends with the phrase "this presumption.”
Because of the amount of verbiage between this word and the
the word "presumed,” it refers to in paragraph 32, it would
be better to say "this presumption that the evidence obtained
from third parties will provide higher-quality audit evidence
than that which is typically available from within the
entity.

Paragraph 34.

“"Permissible” should be changed to "encouraged” to give
a more positive reinforcement of the guidance provided in
this standard.
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February 21, 1991

Donald L. Neebes, CPA
Chairman

Auditing Standards Board
American Institute of CPAs
1211 Avenue of the Americas
New York, NY 10036-8775

Subject: Exposure Draft Proposed Statement on Auditing Standards
The Confirmation Process (November 13, 1990)

Dear Mr. Neebes:

The SEC Practice Section of the AiCPA Division for CPA Firms

established the Quality Control Inquiry Committee ("QCIC") to assist

in the section's efforts to improve the quality of practice before

the Securities and Exchange Commission. One objective of the QCIC's

investigative procedures is to determine if a reconsideration ofb
relevanf professional standards is warranted. In that connection,

the QCIC has reviewed the above mentioned Exposure Draft (the

"Draft"), proposed by the Auditing Sfaﬁdards Board ("ASB"). The QCIC
believes thé Draft represents a significant improvement over present
standards. Moreover, the QCiC has s&me further observations on this

subject that the ASB may wish to consider. The following comments

are based on the QCIC's consideration of litigation matters that have

been on its agenda and supplement the discussions we have previously

had on this subject.



Donald L. Neebes, CPA
February 21, 1991
Page 2

Relationship of Confirmation Procedures to the Auditor's Assessment

of Audit Risk Paragraph eight of the Draft states that the evidence

provided by confirmations may sometimes have to be supplemented with
additional audit procedures. The QCIC concurs in this and encourages
that the guidance emphasize this fact to a greater extent,
particularly when confirmations are used in connection with the audit
consideration of significant or unusual transactions. Such
additional emphasis may further reduce the risk of over-reliance on

confirmations as audit evidence.

The Confirmation Process Paragraph fourteen states +that the

auditor should exercise an appropriate 1level of professional
skepticism throughout the confirmation process and directs the

auditor's attention to SAS No. 53, The Auditor's Responsibility to

Detect and Report Errors and Irregularities. The QCIC believes this

guidance may be too general - professional skepticism is a concept
that pervades the entire audit process. The Draft would be improved
by inclusion of examples of transactions - that merit special
attention, (e.g., related party transactions, those occurring near
year-end, bill‘ and hold sales, sales recorded in anticipation of

future orders, to name a few).

In some cases, the auditor may wish to include a positive affirmation
in the client representation letter that no undisclosed side

agreements exist with respect to transactions and arrangements.



Donald L. Neebes, CPA
February 21, 1991
Page 3

Alternative Procedures The Draft contains a discussion on the

application of alternative procedures. The QCIC feels that guidance
on alternative procedures will be of 1limited benefit to auditors
unless it is supplemented with descriptions of specific alternative
procedures and their application. For example, the reference to
examination of subsequent cash receipts would be more meaningful if
it outlined procedures used to verify the cash received and stressed
the importance of matching such receipts with the actual year-end

balances.

The Draft does not discuss the relative strengths and weaknesses of
various alternative procedures. The QCIC believes auditors would
benefit from guidance on the varying degrees of assurance different
alternative procedures provide. For example, the review of
subsequent cash receipts will generally provide stronger audit
evidence than the review of shipping records or the review of third
party shipping documents will provide stronger evidence than those
generated internally. Such ‘a discussion would encourage the use of

audit procedures that appropriately address existing risk levels.

Confirmation of Accounts Receivable Paragraph thirty-two states

that the confirmation of accounts receivablé is a generally accepted
auditing procedure and that there is a presumption the auditor will
confirm accounts receivable. Paragraph thirty-three adds that an
auditor who has not confirmed accounts receivable should document how

he or she overcame this presumption. The QCIC believes it would be



Donald L. Neebes, CPA
February 21, 1991
Page 4

helpful to specify that alternative procedures alone, in 1lieu of
confirmation procedures, provide only limited assurance of existence
at the balance sheet date. For example, a review of subsequent cash
receipts may strongly support the valuation assertion, but provides
limited assurance of existence unless other procedures are applied to

ensure that a proper cut-off was made at period end.

Please do not hesitate to contact me or the SECPS staff if you would

like to discuss these comments further.

Sincerely,

William D. Hall, CPA

Chairman
Quality Control Inquiry Committee

WDH:al



&t Peat Marwick

Certified Public Accountants .

767 Fifth Avenue Telephone 212 309 5000 Telecopier 212 909 5299

New York, NY 10153

March 6, 1991

Mr. Douglas P. Sauter

Technical Manager

AICPA Auditing Standards Division
1211 Avenue of Americas

New York, New York 10036-8775

Re: File 2371 AICPA
Proposed Statement on Auditing Standards
The Confirmation Process

Dear Mr. Sauter:

KPMG Peat Marwick agrees with the guidance contained in the Auditing Standards
Board's proposed statement on auditing standards, The Confirmation Process. However,
we have the following comments regarding negative confirmations and the criteria for
overcoming the presumption that the auditor will request the confirmation of accounts
receivable.

EGATIVE NFIRMATION

Paragraph 20 states that negative confirmation requests may be used for certain types of
entities when (a) the assessed level of control risk is low, (b) a large number of small
balances is involved, and (c) the auditor has no reason to believe that the recipients of the
requests are unlikely to give them adequate consideration. The example given in paragraph
20 states that it may be appropriate for the auditor to send negative confirmation requests to
customers for demand deposit accounts in a financial institution when control risk is
assessed to be low and the auditor's past experience indicates that the recipients consider
the requests. We believe less emphasis should be placed on low control risk when liability
accounts are to be confirmed. This could be accomplished by changing the first sentence in
paragraph 20 to the following two sentences and by changing the last sentence in paragraph
20 as follows:

First Sentence

Negative confirmation requests may be used for certain types of entities when justified by
the circumstances. For example, negative confirmation requests may be appropriate when
(a) the assessed level of control risk is low, (b) a large number of small balances is
involved, and (c) the auditor has no reason to believe that the recipients of the requests are
unlikely to give them adequate consideration.

lember Firm of
Khimvald Paat Marwink (Snardaler
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Last Sentence

For example, in the examination of demand deposit accounts in a financial institution, it
may be appropriate for an auditor to include negative confirmation requests with the
customers' regular statements when there are a large number of small balances and the
auditor's past experience gives him no reason to believe that the recipients do not consider
the requests.

ACCOUNTS RECEIVABLE CONFIRMATIONS

Paragraph 32 states there is a presumption that the auditor will request confirmation of
accounts receivable during an audit unless...the auditor's combined assessment of inherent
risk and control risk is low, and that assessment, in conjunction with the evidence expected
to be provided by analytical procedures or other substantive tests of details, is sufficient to
reduce audit risk to an acceptably low level for the applicable financial statement assertions.
We believe that there should be few occasions for overcoming the presumption of accounts
receivable confirmations. We suggest that the last sentence of paragraph 32 be changed to
the following three sentences:

There is a presumption that the auditor will request confirmation of accounts receivable
during an audit. The auditor who issues an opinion when he has not confirmed accounts
receivable has the burden of justifying the opinion expressed. For example, accounts
receivable confirmations may not be considered necessary (a) when the accounts receivable
are immaterial to the financial statements or (b) when the use of confirmations would be
ineffective as an audit procedure.

We would be pleased to discuss any questions which you may have regarding our
comments.

Very truly yours,

yPmg At

KPMG Peat Marwick
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