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THIRD DRAFT

TO THE COUNCIL OF THE AMERICAN INSTITUTE OF ACCOUNTANTS:

Gentl emen:

Pursuant to its appointment the Special Committee on Audite
ing Procedure has reviewed certain phases of auditing procedures.and
related matters, It has taken cognizance of recent discussions regard-
ing such procedures, both within and without the profession} and now
submits its report and recommendations relating to the following:

Examination of Inventories

Exemination of Reeeivables

Appointment of Independent Certified Public
Accountants

Form of Independent Certified Publie
Accountants Report

Your Committee has limited its consideration of auditing
procedures and related‘matters to those cases in which financial
statements are accompanied by a report and opinion of an Independent
Certified Publiec Accountant, Accordingly, the réport which follows
should be read in the light of this limitation.

At the outset it is pertinent to state that, since the
recent disclosure of conditions existing in certain isolated cases,
certified public accountants have been considering possible implica-
tions which may arise therefrom in relation to theilr practice., The
committee desires to state.its opinion that auditing procedure has

kept, and continues to keep, pace with the growth and development

of industry and that the well established custom of making test-checks



and, beyond that, reliance upon the systom of internal check and
control after investigation of its adequacy and effectiveness, has,
except in a few isolated cases, proved sufficient for its purpose,

The real gquestion before the professicn is, shéll we extend procedures,
because of public interest and discussion in the press of the desire
ability of additional safeguards? In order to consider the question
intelligently there must first be some general understanding of
certain fundamentals,

Management itself has a direct responsibility for the
maintenance of an adequate and effective system of accounts, for the
proper recording of transactions in the books of account and for the
safeguarding of the assets of a concern. It is also charged with the
primary responsibility to stockholders and to creditors for the
substantial accuracy and adequacy of statements of financial position
and operations. The function of the Independent Certified Public
Accountant is to examine a concern's accounts and supportiﬁg data,
in certain matters to obtain outside coﬁfirmations, and to require
and consider supplementary explanations and information from the
management and employees, to the extent necessary to enable him to
form an opinion as to whether or not the accounts as submitted present
fairly the financial position and results of periodic opera-

Lions. In the performance of his duties as guditor the Independent
Certified Public Accountant holds himself out as one who is proficient
in accounting practice and esuditing procedure. Generally speaking,

his function is limited to reporting upon situations arising out



‘of business transactions that have taken place in the past. In no
gense is he an insurer or guarantor. In offering his opinion, the
Independent Certified Publie Accountant assumes heavy responsibilities.,
He must be skilled in his professional work and must have made a
reasonable examination of the accounts in order to warrant his expresse
ion of an opinion. He must state his opinion clearly and unequivocally.,
In order to qualify himself to carry out this funotion the
Independent Certified Public Accountant has completed a rigorous
course of professional study and training as a background to the
essential practical experience he must obtain, for it is only by
study, training, end practical experience, that the independent
auditor acquires good judgment in accounting and.related matters,
In the ordinary course of his day-to-day practice he encounters a
wide range of judgment on the part of management, varying from true
objective judgment thwough successive stages of optimism or OVere
optimism to deliberate misstatement. He is retained to examine and
report upon the affairs of a concern because, through his training
and experience, he has become not only skilled in accounting and
auditing but has acquired the ability and habit of applying dispassion=-
ate and independent judgment to the facts recorded in books of account
or otherwise disclosed by his cxamination and because, as a result,
his opinion provides reasonable assurance that a fair and adequate
presentation of pertinent information has been made in the financial
statements.
The imdepondent auditor must also excrcise sound judgment

in determining the seepe of his cxamination and in dociding whether
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the time and expense involved in the extension of any particular line
of inquiry is justified., Experience shows that, with few exceptions,
the personnel of business organizations is honest., The discovery of
relatively unimportant defalcations and errors has not been a direct
objective of an examination incident to the issuance of financial
statements accompanied by a report and opinion of an Independent
Certified Public Accountant. On the contrary, in a well organized
concern the principal reliance for the detection of such irregularities
is placed upon the maintenance of an adequate system of accounting
records with appropriate internal check and control., It is the duty
of the independent auditor to satisfy himself that the system of
internal check and control is adequate and sufficiently effective
to justify reliance thereon, To exhaust the possibility of exposure
of all cases of dishonesty or fraud, the independent auditor would
have to examine in detall all transactions, This would entail a
prohibitive cost to the great majority of business enterprises - a
cost which would pass all bounds of reasonable expectation of benefit
or safeguard therefrom, and place an undue burden on industry.

In carrying out his work the Independent Certified Public
Accountant must always be on his guard against collusive fraud and
be alert in detecting any sign of such collusion., However, on the
basis of his examination by tests and checks, he relies upon the
integrity of the client'!s organization unless in the course of his
examination suspicions are aroused, in which case he must extend his

procedures to determine whether or not such suspicions are justified,
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In the judgment of this committee the Independent Certified Public
Accountant should not express his opinion upon the financial statements
of a concern when the scope of the examination is less than he con-
siders reasonable under the circumstances,

Turning nOW_to consideration of the specific matters referred
to at the beginning of this report, it may be noted in passing that,
although it has not generally been considered normal procedure, there
has been a growing tendency for Independent Certified Public Account-
ants to make physical test~checks of inventory quantities and to
confirm receivables by direct communication with debtors, Such
physical tests of inventory, however, have usually been undertaken
as an additional procedure under arrangement with the client, while
confirmation of receivables by direct communication with debtors
has been undertaken where the accountant thought it an essential step
in a particular case or at the requést ef the client,

Your committee is of the opinion that recognition should be
given to the widespread demand for an extension of auditing procedures
with regard to inventories and receivables. However, it should be
noted that additional expense to business will be involved in the
added procedures and business concerns which are unwilling to have
them undertaken must recognize the necessity of disclosure of their

omission.



Inventories

The added steps that way well be taken to give greater
assurance with reguard to inventory quantities will vary in 4dif-
ferent circumstances but, however extensive these .aay be, the
training and experience of an Independent Certified Public Ac-
countant do not qualify him 25 a general appraiser, valuer, or
expert in materials. While he can take steps to warrant the
expression of his opinion as en accountant that certaln quanti-
ties of merchandise are cctuclly on hand, such procedure does
not invegt his opinion with ~n zuthority which he does not claim
for it, or impose upon hiu a responsibility ‘hich he is not
justified in assuaing.

Your coummittee belicves that, vhere practicable and
reasonable, corrobor.tion of inventory cucntities by physical tests
should be accepted as a general proceduarcs. The aanner ond ex-
tent therceof will necessarily voary with the circuastonces, be-
cause the independent cuditor is justified in giving considcra-
tion to thz effcetivencss of the internal check and control
as z2pplied to book records tnd to the procedurc of taking
physical inventories.

In coses vwhere the invenbtory is dcotormined solely by
aeccns of & physical count at the end of the period it will be
necessary for the indepeondent (uditor to aeke hiis test-chocks
of yuantities et that time. In some cinses it nry be pr&éticablc
and satisfnctory forhia to be present at the time of tzking the
inventory to see thnt a method, carefully thought out and cstob-

lished, ond providing adequate internal check £nd control, is in
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fact being followed; or to undertrke independent control, at
the time and on the spot, of the methods of teking the inven-
tory in lieu of physical tests. Another plan which would be
satisfactory where the circumstances perititted would be for the
auditor to encourzge throughout the year the continuous taking
and checking of parts of the inventoriles against stock records,
or other book records, by employees independent of the stock-
keeping departments, and for the suditor to examine in whole or
in part the reports on these portial checks and to participate
in some of them.

The genernl adoption of such added procedures regarding
physical quantities of inventorices will nccessitate some changes
on the part of clients. 8o meny corporctions closc their books
upon o calendar yeor brsis thot your Committee doubts that the
profession os at present orgrnized can undertake to mnke or in-
dependently control physical test-checks adequately and satis-
factorily on the last day of each year. uany corporations do
not have adequate perpetucl inventory records znd greater use
of them should be¢ encouraged. The cxtension of procedures re-
garding inventories would be grootly freilitrted if ench con-
cern cdopted its notural business yenr instead of the calendor
yvear as its fiscal year, or introduccd continuous well kept
perpetual inventory records. Such chinges will toke time to
bring about «nd your Committce is of the opinion thet in the
meantime the profession may well be frced with the necessity

of submitting gualified rceports in those cases in which it hos



been impracticable to carry out the added procedures.

Taken in consideration with the foregoing discussion
of audit procedures relating to inventories, your Committee
makes the following recommendations 1n'respect thereof:

(a) That it should be generally recognized as normal proced-
ure in the examination of a concern where inventories are a
material factor, where the Independent Certified Public Account-
ant intends to report on the financial statements to the con-
cern over his signature, and where

(1) such inventories zre physically taken at the
balance sheet date or

(8) such inventories are physically tzken at a date
" prior or subsequent to the balance sheet date
but within a reasonable time thereof, with ade-
quate records supporting the interim changes in
inventories, _
he shall, with reference to the represcntations of the concern
regarding ownership, quantities, description, quality, condi-
tion, marketability, and vajiuation of inventories, make audit-
ing tests and checks of the concern's books of account and
other available records'and data, and obtain appropriate infor-
mation and explanations from officers and employees of the
concern; also, he shall wherever practicable and reasonable
make, or independently control znd observe the making of, physi-
cal tests by count, weight, or measurement, for the purpose of
satisfying himself that the methods of inventory taking have
been carried out effcectively énd for the purpose of testing
the accuracy of the recording of guantities in the inventory
rebords;

(b) That in the case of a concern which does not customarily
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tcke a physical inventory =2t the balance sheet date but which
maintains well kept and controlled perpetual inventory records
supported by: (1) & complete physical inventory at a date not
coincident with the balance sheet date; or (2) physical inven-
tories of individual items from time to time so that the quanti-
ty on hand of each item is compared with the inventory record.
for that item at least once in each year; the Independent Certi-
fied Public Accountant shall wherever practicable and reasonable
make, or independently control and observe the making of, physi-
cal tests by count, weight, or uwezsurcment, &t any interim

date or dates selected by him for the purpose of satisfying him-
self as to the substantial accuracy of the perpetual inventory
records so that they may be relied upon to support the inventory
totals as showm on the balance sheet; and that such an examina-
tion be recognized as normal audit procedure;

(¢) That where the Independent Certified Public Accountant
has not made, or independently controlled and observed the making
of, physical tests by count, weight or measurement, either because
such tests in his opinion arc not pricticable or reasonable, or
because he has dep.arted froal normal cuditing procedure, he shall
make suitable explonation or exception in reporting on the fin-
ancial stotements of = concern over his signature;

(d) That in the case of inventories which in the ordinary
course of busineés arc in the hands of public warehouses or
other outside custodians, dircet confirmation in writing from
such custodians 1s acceptable as a procedure in lieu of physical

tests; except thot where the amount involved represents a signi-
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ficant preoportion of the current assets or of the total assets
of a concern the Independent Certified Public Accountant shall
make such supplementary inquiries «s he deems pertinent and prace-
ticable.

In making, or independently controlling and observing
the making of, physical tests by count, weight, or measurement,
the Independent Certified Public Accountant does not hold him-
self out as, or assume the responsibilities of, a general

apprajiser, valuer, or expert in materials
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Receivables

In regard to the gquestion of confirming receivables by direct
commurication with the debtor, your Committee makes the following
recommendations:

(a) That, in cases where the aggregate amount of notes and accounts
receivable represents a significant proportion of the current assets
or of the total assets of a concern, confirmation of notes and accounts
receivable by direoct communication with the debtors be regarded where-
ever practicable and reasonable, as a part of normal audit procedure
in the examination of the accounts of a concern whose financial state-
ments are accompanied by an Independent Certified Public Accountant!'s
report; and that the method, extent, and time of dotaining such con-
firmations in each engagement, and whether of all recelvables or a
part thercof, be determined by the Independent Certified Public
Accountant as in other pahses of procedurc requiring fhe cxercise of
his judgment;

(b) That, where the Independent Certified Public Accountant has
made no confirmation of notes and accounts receivable by direct com~
munication with the debtors, either because such confirmation or tests
are not practicable or reasonable, or because he has departed from
normal auditing procedure, he shall make suitable explanation or ex-

ception in his report.

Appointment of Independent Certificd Public Accountants

Apart from the specific phases of auditing procedure which
have been the subject of consideration, your committee is of the

opinion that the method of appointment of the indopendent auditor
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and his status in relatlion to the client are subjects of great im-
portance to stockholders and creditors.

Your'committee believes that the independent auditﬁr
should be engaged by others than the officers of the corporation
under examination and sugge;ts, therefore, that the directors, who
are the elected representatives of the stockholders and are familiar
with the affairs of the corporation, or a committee of the direcctors,
should appoint or at least nominate the auditor.

Some prominent corporations have adopted the practice of
having the independent aucitor elected annually by the stockholders.
Other corporations have providea that the stockholaers be given an
opportunity to ratify the selection made by the directors.

Your committee believes that the auaitor should be ap-
pointed early in cach fiscal year so that he may carry out part of

his work during the year.

Form of Independent Certified Public Accountant's Report

The services which independent auditors render usually
culminate in a report, which may take varying forms. In some cases
detailed reports are rendered which contain not only financial
statements and supporting scheaules but also supplementary comments;
in other cases the report is limitec to a concise statement of the
scope of the examination and the related‘opinion of the independent
auditor concerning the accompanying financial statements of the
client. For present purposes the discussion is confinea to the
latter. This short form of auditor's report is sometimes describec
as a certificate. The terms "report", "report and opinion", and
"certificate" have been usea interchangeably. As uniformity is cesir-

able the wora "report" is recommended for general- use anc has been
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adopted in the following comments.

In January, 1934, the Institute issued a pamphlet entitled
"Audits of Corporate Accounts", dealing with a standard form of
auditor'!s report. The short form of report then recommended, and
since widely adopted by the profession, met a long-felt need.

Developments during the fi&e years in which the standard
form of report has been used, indicate the need of revision in the
interest of clarity. If the revised short form recommended herein,
be adopted, the Independent Certified Public Accountant should
recognize that in some cases it may not be altogether appropriate.
For instance, there may be cases where the audifor may prefer to
alter the first sentence of the standard short form, substituting
some words to the effect that the accounting records (instead of the
financial étatements) have been examined. Obviously, also, it would
be erroneous to mention internal control if none existed. According-
ly, while the proposed form is submitted as a standard it is not
prescribed or recommended for invariable use but shoula be adapted
to the needs of the particular case. However, in the interest of
reasonable uniformity it is recommendea that the substance of appro-
priate phrases in the standard form be used unless clearly inappro-
priate.

The major changes recommended pertain to the description
of the scope of the examination, specifically to include reference
to the auditor'!s judgment of the system of internal control. The
phrasetobtained information and explanations from officers and em-
ployees of the company" has been omitted because it is inherent in
all auditing procedure to obtain information and explanations from
officers ana employees concerning the accounts, either as supplement-
ing information obtained from other sources or as constituting the
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only available information on the subject, In the latter case, the
auditor must decide, in view of all the circumstances, whether he
should rely upon such information without disclosure of the source.
The phrase in guestion has led to serious misconception as to the
degree of reliance on such information and explanations. The state-
ment "but we did not make a detailed audit of the transactions" has
also been omitteua from the revised form. It will be recalled that
this clause was includaed in the standard form of 1934, in orcer to
make clear that the auditor's usual nrocecdure consistcd of testing
and sampling rather than a detailed audit. It is believed that the
business and financial public now fully uncerstand that, in a well
organized concern, the detection of irregularities is primarily a
matter of internal procedure, and that testing and sampling, to
aetermine whether such procedure is adequate in scope and effective
in operation, is the usuzl practice of the independent auditor. The
negative statement disclaiming a detailed azucit, which has always
seemed anomalous to some and has puzzled nmany, may, therefore, well
be omitted. There has also been excluded the phrase "based upon such
examination”, as it is obvious that the Independent Certified Public
Accountant can express an opinion only after he has completed the
work set forth in the first paragraph of the report. Finally, in the
statem;nt of the auditor's opinion the phrase "accepted accounting
practices" is recommended to take the place of "accepted accounting
principles" with respect to which some confusion has been apparent.
As used in the proposed report, the word "procedure" means,
"the manner or method of proceding in a process or course of action®,
and the word "practice" means, "actual performance or application of

knowledge".
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The revised short form of report consists of two paragraphs.
The first contains a brief statement of the scope of the examination,
and the second deals with the auditor's opinion on the financial
statements of the client as a result of his eamination.

In considering the Independent Certified Public Accountants
opinion the reader should bear in mind one of the most important
underlying concepts bf financial statements, viz. that normally many
of the assets of a concern are not realizable in cash but are com-
monly stated at their historical cost or going-concern basis at
figures which are usually greater than the realizable value in forced
liquidation. Again, the truc profit or loss of a concern can be
determined with accuracy only over its entire existence. Therefore,
in any attempt to allocate to specific periods profit or loss applic-
able thereto, it must be recognized azmong other considerations that,
as many transactions are not fully completed within such periods, the
result as shown must contain many estimates ana approximations in the
endeavor to present fairly the operzting results of a period.

Assuming that normal procedures have been carried out it is
considered to be neither necessary nor generally desirable to describe
the details of the examination in this form of report. Any such
details as are given should be included in separate paragraphs of the
report. For example, reference may be made to procedures which the
accountant has adopted regarding the examination of inventory guan-
tities, and confirmation of receivables by direct communication with
debtors; also, it may be pertinent to mention the fact that certain
portions of the auditor's work have been carried out at different
times during the course of the year. This may be indicated by insert-

ing the words "at times" in the first paragraph of the short form of
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report immediately after the words "by methods".

It should be borne in mina that the financial statements,
with all supplemental descriptive and explanatory data, including
footnotes, should be the representations of the client. It is upon
all these representations that the Independent Certified Public
Accountant renders his opinion. 1If he considers explanations essen-
tial or desirable, and they have not been made in the financial state-
ments, it will be necessary for him to make such explonations in &
Separate paragraph of his report.

It is desirable ss a general rule that exceptions by the
Independent Certified Public Accountant be included in a paragraph
separate from all others in the report, ana be referrcd to specifical-
ly in the final paragraph in which the opinion is stated. Any excep-
tion shoula be expressed clearly and unequivocally, as to whether it
affects the scope of the work, any particular item of the financial
statements, the soundness of the compaﬁy's proccaures (as regards
either the books or the finencial statemcnts), or the consistency of
accounting practices where lack of consistency calls for cxception.

It is worthy of repetition that the extent of sampling ana
testing should be based upon the indepencdent zuditor's judgment as to
the effectiveness of internal control, arrived 2t as the result of
investigations, tests, and inguiries. Depending upon hils conclusions
in this respect, the Independent Certified Public Accountant should
extend or may restrict the degree of detailed exzmination. Conseguent-
ly, in some cases it may be necessary to modify or omit reference to
reliance upon the system of internal control. 1t follows also that
where a detailed examination is made no refercnce to intcrnal control

is necessary.
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It is contemplated that, before signing 2 report of the
short form type suggested, the Independent Certified Public Account-
ant will be satisfied that his examination is in conformity with the
proceaures and practices outlined in "Examination of Financial State-
ments”, & bulletin published by the American Institute of Accountants
in Jenuary, 1936 or in any subsequent revision thereof.

The report should be addressed to the Board of Lirectors
or the Stockholders if the appointment is made by them.

The description of the finuncizl statements iﬁ both para-
graphs should, of course, conform to the titles of the accompanying
statements.

Your committee recommends that, in consideration of the

foregoing remarks, the following short form of report be cdopted:
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Short form of Indecpendent Certifiec Public Accountant’s Report

TO THE XYZ COMPANY:

Ve have examined the balance sheet of The XYZ
Company as of April 30, 1959 and the statements of income
and surplus for the fiscal year then ended, have reviewed
the accounting procecures of the Company, wndg hive examinet
or tested accounting recoras of the Comparny cnd other sup-
porting evidence by methods osnd to the extent we deemed ap-
propriate in view of the system of internal control.

In cur opinion, the accomponying balance sheet
and related statements of income cnd surplus present fairly
the position of the X¥Y7Z Company &t April 30, 19349 ana the
results of its operations for the fiscal year, and reflcct
the application of accepted accounting practices on a

basis consistent with the preceding ycear.

R I R

In conclusion, your committee desires to stzte that it
has dealt only with the more importunt phases of auditing proced-

ures and related matters which have been the subject of public
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interest. A more extensive review of cuditing procedures is in

process.

Respectfully submitted,

SPECIAL COMMITTEE ON AUCITING PROCELURE

P. V. k. Glover, CHAIRMAN
Samuel J. Broad
George Cochrane
George P. Ellis
Stanley G. H. Fitch
Edwurd A. Kracke

J. K. Mathieson
Norman L. iicLuren
Maurice E. Peloubet
Walter A. Staub
Victor H. Stempf

C. Oliver Wellington

May 4, 1939
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