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CHAPTER I
THE PROBLEM A?n:) DEFINITIONS OF T.ilRMS HSrTD
Accounting la relative ^nd progressive.

The events

which form its subject matter are constantly changing.
Older methods become less effective under altered condlI

j tlons; earlier ideals become Irrelevant in the face of new
• problema.

Thus, surrounding conditiona bring freah ideas

and stimulate the advice of new methods.
There are two kinds of relativity in accounting.
• • > ' ! " • . •

The first of these la the relationship of accounting to
present day problems, the power of accounting to contribute the current solutions. The second kind of relativity
associates the past developments of accounting with its
historical surroundings in an attempt to explain its origins,
• •,m\

This pfiqper la devlaed to ahow how these relative con-

ditions, both past and present, have affected the evolution
of the short foiro report,
I.

THE PROBLEM

Statement of the problem.

It has been the purpose

of this atudy (1) to evolutionize the short form report,
especially the phraseology of said report, aa it has changed
through the years to meet the requirements of client and
stockholder (or special groups, such as Securities and
L Exchange Commlsaion) and (2) to diacuaa the causes that

brought about more clarity and uniformity to the short
fonn report.
Importance of the atudy,

Nowadaya reporta play a

large part in public and corporate affaira,
Plnaacial reporta are varied to meet the needs of
several groups.

Probably the statement of report most fre-

quently seen la the ao-called short form report, which is
attached to the financial statements.
There has been a marked development and improvement
In the short form report, especially from the standpoint of
clarity.

This, In part, may be attributed to the efforts

of the American Institute of Accountants in cooperation
with the Securities and Fxchange Commission,
In this study, an attempt has been made to analyze
the changes in the short form report and the relative causes
of those changes,
II,

DEFINITIONS OF T^RMS USED

The definitions jiven have been stated by the Committee on Terminology of the American Institute of Accountants and are the definitions I feel will be helpful in the
study of this paper.
Accounting!
le act of recording, classifying, and summarizing
in a significant manner and in terms of money, transactions and events which are, in part at least, of a
financial character, and interpreting the reaults there
of.

/

Audit:
Tn general, an examination of an accounting document
and of supporting evidence for the purpose of reaching
an Informed opinion concerning its propriety.
Auditor's Report (or Certificate)i
A document In whlcii an Independent accountant (or
auditor) indicates briefly the nature and scope of the
examination (audit) which he haa made and expreaaed
the opinion which he has formed in respect of the financial statements.
Balance Sheet;
A tabular statement or summary of balances (debit
and credit) carried forward after an actual or constructive closing of books of accounta kept by doubleentry methods, according to the rules or principles of
accounting. The items reflected on the two sides of
the balance-sheet are commonly called aaaeta and liabilities, reapectively.
Income Account, (or Income Statement):
An account or statement which shows the principal
elements, positive and negative, in the derivation of
income or loss, the claims againat income, and the resulting net income or loss of the accounting unit.
Principle (pf accounting):
(1) Initially, a postulate derived from experience
and reaaon,
(2) More especially, such postulates as have proved
useful and have become generally accepted.
Public Accounting;
The practice of this art (accounting) by men whose
services are available to the public for compensation.
It may consist in the performance of original work, in
the examination and revision of the original work of
others (auditing) or in rendering of collateral services
for which a knowledge of the art and experience in its
practice create a special fitness,^

i Committee on Accounting Procedure, Am-arican Institute of Accountants, "Report of the Committee on Terminology"f (Accounting Research Bulletlna, Bulletin No, 9, May

1941, pp. 83-85.

Practicable;
The primary meaning of practicable la capable of
being put into practice, done, or effected, especially
with the available means or with reason or prudence.
Reasonable:
The primary meaning of reasonable is endowed with
reason, or rational, having or exercising sound Judgment, or sensible,^
Tests:
Teats in this context means the use of the sampling
method and auch sampling may be on as larf,e or small a
acale as the auditor considers necessary under the circumstances*

'^ Committee on Auditing Procedure, American Institute
of Accountants, ^^Inventories and Paceivables of Department
Stores, Instalment Houses, Chain Stores, and Other Retainers". (Statements on Auditing Procedure No. 3» February,

19U0), p. 17#

CHAPTER II
BACKGROUND OF BRITISH AUDITING
The present resourcefulness in financial investigation and the Independence of mind which is now expected of
every public accountant were not quickly achieved, nor was
a really professional status easily established.

Yet re-

aourcefulneaa haa grown and a profeaaional atanding has
been achieved.
Attention must be turned to Great Britain, for it
was there that auditing made an early appearance, and public
accounting began the movement for a professional status
which still continues to grow.

The origin of the profeaaion

of accounting in Great Britain is difficult to trace; auditors of accounts were of very early existence, being mentioned as officers of importance in the statutes of Westminster in the reign of Edward I,^ Such auditing as then
existed was designed to verify the honesty of persons
charged with fiscal, rather than managerial responaibllities.

The records of the Chamberlains of the City of

London aa early as 1311 were subject to audit.

Town treas-

urers in Ireland, II4.56, and government officers under a
-*• TJie bncyclopaedia Britannlca (New York; The
Encyclopaedia ferltannlca Company, 1910, Vol 1, p, 123.

statute of James I In Scotland, 1^35, had to submit their
accounts to audit*

Nor were public officers subject to audit

to the exoluslon of officers In private enterprise; the
I
financial officers of the Worshipful Company of Pewterers
of the City of London kept records which were periodically
audited*
I

So also were the records of the "recelvors-g«jneral"

In aome of the large manors of the sixteenth century.2 These
various officers collected funds as governmental officers
did, and their accountability was subjected to much the same
sort of tests or audits*
Auditors In Nobleman's Manor*

Perhaps the best pic-

ture of organized accounting practice in sixteenth-century
England la 'to be found In the household books and accounts
of the mandrs of the period, such as those of Sir John
Howard and Sir William Howard*

The manor of that day was

a large establishment and needed several officers to manage
its financial affairs and practical business operations*
Three offloors In particular were charged with weighty
responsibilities*

The "surveyor" must know in ietall the

character and location of the lord's lands and tenants*
From this knowledge he assembled a book of rentals, tolls
and fees —

an accounting, in fact, of the sourcea of

^ A* C, Littleton, Accounting Evolution to 1900*
(Ngw Yorlf: American Institute Publishing Co., 1933)t p. 260
pp.)

7
revenue*

This rental book was passed to the "recelvor-gen-

eral", who collected the revenue, recorded It by sources,
and made payments therefrom upon signed warrants from his
lordship*

The ** audi tor" examined in detail the accounts of

receipts and expenses prepared by the receivor-goneral and
summarized them, after giving close consideration, no doubt,
to supporting documents such as the rental book prepared
by the surveyor and to his lordship's warrants*^
Since the issue was usually one of honest discharge
of fiscal responsibility, the purpose of these audits were
to test the proper adralnlstration of that responsibility.
To accomplish this purpose, the facts In the case must be
laid before persons who would recognize error or omission
when present*

In the early days this usually Involved

"hearing the accounts" for few could read and very few
could write; the word "audit** itself means to hoar*
That the auditor at the nobleman's manor was endowed
with adequate authority is demonstrated by a statute of
Edward I In 128$ which provided that servants found "In
arrearages upon the account could be sent to prison by the
testimony of the auditor*"

Certain it is that the auditor

of the manorial accounts of this time most carefully
examined the details of the records by scrutiny, and then
^ Ibid,, p, 261,

8
later held a "declaration of audit",^ that la an oral reporting upon the accounts. In the presence of the lord of the
manor and the various officers who sat In the domestic council.
Auditor's reports in the sixteenth century.

Reports

of city audits in the middle of the sixteenth century Indicate in such phrases as "heard by their auditors undersigned", "rhe auditors hsard the footing of Robert Young's
count", and "The charge ^tnd discharge being seen, heard, .nd
understood" that hearing the accounts was still customary.
Other phrases of similar import could almost be considered
I
as audit certificates, as for example (City of Aberdeen
Audits, 1586-1587);

"Heard, seen, considerit, calculat,

and allowlt by the auditors", and "futlt, calcul^xt and endlt
by Auditors*"

The "footings" probably called for specific

mention In the report because not everyone was equal to th«
task of correctly adding the Roman numerals which were still
In use In the accounts; consequently, such adding constituted one of the important tests of correctness*-*
Early accounting literature*
k Ibid*, p, 263.
5 Loc, Clt*
«•••••»

mmmmmm

The art of accountancy

V
on a scientific principle must certainly have been xinderstood In Italy before ll4.95»

The earliest printed book on

double-entry bookkeeping is credited to an Italian, Luca
Pacloli, a Franclacan monk, who was an authority on mathematics, and his book, Stunma De Arithmetlca, Geometria,
Proportionl, et Proportionalita (Everything about Arithmetic, Geometry, and Proportion), waa intended to summarize
I&-

the existing knowledge of mathematics.

A tractate entitled

De Computis et Scripturis (concerning accounting and recording) was included as Pacloli said, "In order that the subjects of the most gracious Duke of Urbina may have complete
instructions in the conduct of business,"

This book was

published in A,D, 11^91^- and contained the essentials of bookkeeping as we know it today.
The second published book on bookkeeping was written
by Grammateus, who, like Pacloli, combined algebra and bookkeeping.

His book was published in I5l8 and was the first

publication in Germany on either algebra or bookkeeping.
The first known English book on the science waa published in London by John Gouge or Gough in 15314-. It is
described as & Profitable Treatyce called the Instrument or
Boke to learn to knowe the good order of the kepyng of the
^ George Hillis Newlove, Leo Cecil Haynes, John Arch
W)iltrt, Elementary Accounting, (Dallas; D, C. Heath and Company, 1930). P. 3.
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famouse reconynge, called in Latin, Dore, and Habere and in
inglyshe. Debitor and Creditor,

A short book of instruction

was also published in 1588 by John Mellls of Southwork, in
which he says, "I am but the renuer and reviver of an
auncient old copie printed here in London the 1I4. of August
15U3J

Collected, published, made, and set forth by one Hugh

Oldoastle, Scholemaster, who as appeareth by his treatise,
then taught Arithmetike, and this booke in Saint Ollaves
Parish in Marke Lane,"7

John Mellla refers to the fact that

the principle of accounts he explains (which la a almple
system of double entry) is after the fonn of Venice,

The

very interesting and able book described as The Merchant's
Mirrour or directions for the perfect ordering and keeping
of his accounts; fraimed by way of Debitor and Creditor,
after the Italian manner, by Richard Dafforne, accountant,
published in l635t contains many referencea to early books
on the science of accountancy.

In a chapter of this book,

headed "Opinion of Book-keeping'a Antiquity", the author
states, on the authority of another writer, that the form
of book-keeping referred to had been in use In Italy about
two hundred years, "but this, was used in the time of
Julius Caesar and in Rome long before,"

He gives quotations

of Latin book-keeping terms in use in ancient times and adds
^ The Encyclopaedia Britannlca,

Op. Clt,, p, 123,
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"That the one side of their booke was used for Debitor,
the other for Creditor,"^

There wore several editions of

Richard Jaffome's book printed —

the second edition having

beon published in I636, the third in 1656 and another was
issued In 1681^*

The book is a very complete treatise on

scientific accountancy. It was beautifully preptired and
contains elaborate explanations.

The numerous editions

tend to prove that the science was hi-^hly appreciated in
the 17th century.

From this time there has been a continu-

ous supply of literature on the subject, many of the authors
styling themselves accountants and teachers of the art, and
thus proving that the professional accoimtant was then known
and employed*

Very early In the l8th century the services

of an accountant practicing In the City of

London were

made use of In th<ii course of an investigation into the
transactions of a director of the South Sea Company, who
had been dealing In the company's stock*

During this

investigation the accountant appears to have examined
the books of at least two firms of merchants.

His report

is described as observations made upon examining the book
of Sawbridge and Company, by Charles 3nell, Vrltlng Master
and Accountant in Foster Lane, London*^
^ Loc, Clt,
9 Ibid,, p, 12l|,
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Beginning of Business*

During the seventeenth and

eighteenth centuries the center of economic life shifted
from the self-sufficient manors where reaponaibllitiea were
highly centralized in one man —

the lord of the manor —

and where accountabilitiea were separately delegated to
numerous persons of lower rank.

Towns took the place of

msuiora aa the important centers, and small manufacturers
employing hand workers for wages in factories took the place
of closely regulated guild craftsmen.

In place of community

isolation, a sea-borne trade, following hard upon explorations which opened new lands, had brought unparalleled
expanaion of contact with new marketa and new aourcea of
aupply.

With theae beginnings of centralized manufactur-

ing and far-flung commerce, banking and insurance rapidly
developed to keep pace with new conditiona.
beginning of business,

It was the

With the beginning of buaineaa,

there came the accounting problems attendant upon the
ownership of property and the calculation of profits and
loaaea.

In contraat with the manorial practice, in which

there was an officer called an auditor, the development
of business in the seventeenth and eighteenth centin^les
only slowly gave rise to a definite occupation worthy of
the designation.

Bookkeeping was this new occupation and

men especially skilled in this field were called upon
frequently to give aid in their leisure time to merchants
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and others who could not themselves keep their records
satisfactorily.

But such men were Jioing bookkeeping work

for hire in addition to their regular employments rather
than practicing professionally.

These men were not audi-

tors in a strictly modem sense, but they did engage In
various semi-professional activities, and in a sense they
do link the past to the present, connecting the medieval
auditor in a single nobleman's household with the present
day chartered accountant, who holds himself out to the
general public for whatever expert services may be required
within his field.lO
Growth of accountancy in eighteenth century*

Some

glimpses of the status of accounting in hn^^land toward the
end of the eighteenth century and onward into the early
nineteenth century are to be had from the studies which
have been made of the old directories*

Th3 title "ac-

comptant"^^ or the like is not met in the Jirectories of
1766, but from 1773 onward the title either alone or in
combination with others is met with Incroasint^ frequency.
The number of entries under these titles in the eighteenthcentury directories is Indicative of the slow growth of
10 Arthur W, lolmes. Auditing Principles and Procedure* (Chicago; Richard D, Xrwln, I n c , 19M.5» p. h^
^^ Littleton, o£. clt,, p, 267.

Ik
public practice,

Kven in the early part of the nineteenth

century the growth was sr.iH slow.

With the oxceptlon of

London (with 210 accountants in I8I4.5) none of the cities
prior to 1850 had as many as one hundred men publicly listing themselves as accountants*

Only London,

dinburgh,

Liverpool and Manchester passed the fifty mark by mid-century, and it was not until the seventies that the last two
named passed a hundred.

For convcsnience in comparison and

z^:-':.reference the directory figures, shown on the following
jpage, are summarized In order of date,-^*^
Thus in a period measured by little more than two
generations, or wltiin the span of a sin le lifetima of
three score and ten, there had developed a bidy of independent practitioners offering sVrllled services to the
public,
I

Summary*

Auditors In Great Brlt-^in were of fairly

early orl :inj being one of the three officers charged with
responsibility in the nobleman's manor.

This usually in-

volved hearing the aiccounts, as very few could read or
write; the word audit itself ns ans to hear.

An oral re-

porting upon the accounts, called a declaration of audit,
was held In the presence of the lord of the manor and the
Various officers who sat in the council*
12 Ibid.* p. 268*

An example of
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audit certificate of that day is "Heard, seen, considerit,
calculat and allowlt by the auditors."^3
The first accounting literature to be printed was
by Pacloli, an Italian, in lU9U«

Since the seventeenth

century in England there has been a continuous supply of
books published on the subject.
During the seventeenth and eighteenth centuries the
center of life moved from the manors to small towns with
small manufacturers employing hand workers.

Sea borne

trade brought contact with new markets that developed into
the beginnings of business.

The profession of accountancy

grew as evidenced by the number listed in the directories
of the eighteenth century.
The development of accountancy was slow but there
was developing a body of independent practitioners offering
their services to the public.

J>J Ibid,, p. 269.

CHAPTER III
EARLY ENaLISH oTATUTES AFFLCTING AUDITING
In the half century between the close of the Napoleonic War and the end of the American Civil War, England
experienced a number of significant financial crises and
industrial depressions which, with the accompanying commercial failures, created a demand for men who were experienced in accounts. The years which stand out most strikingly are l8l5, 1836, 1857, and I866,
\

The Napoleonic War led to England's crisis of l8l5.

i

During the years of warfare her territory was not in actual
conflict and her supremacy on the sea was unquestioned.
was free to build up her industry and commerce.

?he

The pros-

pect of peace seemed to promise a greater demand for goods
when the continental blockade should be lifted and production was increased.

However, after peace the continental

countries were able to compete with

ngland in offering

supplies to the market and buying power was also weakened
throughout Europe,

Engl^^nd could not sell her accumulated

goods and depression resulted.

After another decade still

another panic hit the country.

Three explanations of the

trouble of I836 advanced by an early writer were continued
speculations in joint-stock compaines, including joint-stock

18
banks, of which about two hundred appeared between I826 and
1836; an over-extension of joint-stock banks in the United
States and land speculation In the west, all of which led
to over-trading in America; and the development of credit
on open account in America,
worked Itself out.

But by 18144. the situation had

In 1857 another crisis caused by British

Investments in America spread to England and resulted in
the closing of many factories in the textiles trades and
the extinguishing of many blast furnaces.

Again in I866,

when business was barely recovered from the last blow, it
was once more in a desperate condition.

This situation

was partly due to speculation and partly the result of the
Civil War in the United States."^
Bankruptcy regulations throu^^^h 1705.

These were the

conditions which periodically brought bankruptcy regulations
before Parliament for revision.

These statutes with their

background of economic causation, will repay consideration
because certain sections in them made work for men who were
offering themselves to the public as expert accountants.
The English statutes before I8OO are of little present
interest.

They merely laid the foundation of bankruptcy

procedure and may be passed by with the briefest mention.
The earliest statute was enacted in l5i4-2 and simply gave
^ Ibid,, p, 273.
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the Lord Chancellor the power to seize and sell property
of persons who obtained other men's goods —
to pay.

not intending

The property so seized was to be divided ratably

among the creditors, but they still had a right against the
debtor for any unsettled portion of the debt.

Under Queen

t

Sllzabeth (1570) Parliament extended the act to any merchant
who committed acts to the Intent and purpose to defraud or
hinder any of his creditors.

In I60I4., under James I,

another statute extended the description of a bankrupt by
including anyone who made a fraudulent conveyance of lands,
goods or chattels with Intent to defeat or delay the creditors' recovery of their debts.

Power was given to commission-

ers of the courts to call witnesses, examine the bankrupt's
goods and assign his debts if necessary.

In I623 the

bankrupt, under certain' conditions, was made subject to the
punishment of being pilloried for two hours and having one
ear cut off.

In l662 Parliament ruled that no stockholder

of a joint-stock company should be deemed a merchant exercising the trade of merchandise within the meaning of any
statute of bankruptcy.

The statute of 1705 gave full dis-

charge of the debt when the law had been complied with and
made felons of bankrupts who did comply within thirty days.
Bankruptcy statutes through 1869.

No other English

statutes on bankruptcy appeared until more than one hxindred

20
years later.

But during that time many social and indus-

trial changes had taken place, and when attention was again
directed to the laws of bankruptcy, several new statutes
followed one another in rapid succession.

In a little more

than half a century seven important bankruptcy statutes were
passed by Parliament,

In I8I4.9 all the bankruptcy laws were

consolidated and amended to such an extent that the new
act fills a hundred pages in the Statutes at Large,

All

the matters of composition require more or less work with
accounting statements, but more to the point for the
present purpose are the several sections which deal directly
with accounting.

The bankrupt is required to deliver

his records and books of account to the official assignee
and to assist the latter in making out the statement of his
estate.

Passing the last hearing in court was contingent

upon a favorable report by the official assignee as to the
accuracy of the accounts.

As a consequence it was the

regular practice to employ an accountant to insure correctness of the statements.

Correct and convincing statements

were not easy to make for courts and officers who were inclined to view the bankrupt as practically a criminal.

It

was necessary to show the court by means of the statements
the reason for Insolvency,

The need for the services of

men equipped with a knowledge of bookkeeping is evident.
It is believed that the disastrous period of l8U7-^8 did
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more than anything else to place professional accountancy
on a solid and substantial basis.

In I869 all the bank-

ruptcy acts were combined cxrxi the creditors were given full
power to agree as saemed best without intervention of the
courts.

It is evident that men well acquainted with book-

keeping would be serviceable as trustees under the deeds of
arrangement by which informal liquidation proceded.

That

such men were available has been shown In the directory
statistics but within a few years after the act accountants
doubled In numbers.
various sorts —

The accountants were also agents of

auctioneers, bailiffs, brokers, debt

collectors, clerks to law solicitors, hatters, tailors,
publicans, keepers of refreshment rooms and so on.

It is

no wonder that skilled accountants applied for a charter
so that distinction might be made between skilled accountants and others.

In I883 another bankruptcy statute

placed the debtors' affairs under the eyes of the courts.
The new law reinforced the use of fair and reasonable compositions by strengthening In its details the prescribed
report, statement of affairs.

The statement was a definite

part of the accounting practice of the day and the statute
was in all probability only recognizing this custom.
The discussion of the development of bankruptcy
statutes has shown that commercial crisis led to bankruptcy
laws and that the laws made work for men skilled in book-
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keeping*

It has been shown how attempts to reduce the evils

of officialism in English bankruptcy procedure so loosened
the restraint of the courts that new evils developed.

Out

of these evils came the conflict which led men of recognized skill in accounting matters to band themselves together
for their mutual good and for the better protection of the
public against the activities of men technically less
qualified.

Corporations and companies were formed to

carry out large operations previously either left to the
state or not undertaken, and for the development of trades
and manufacturers which were becoming less profitable when
carried on by hand labor and with limited capital.

The

services of public accountanits were necessarily required
for the corporations to devijse systems of accounts and
methods of control, and to enable the results of the
various transactions carried on to be ascertained with the
least waste of power or chance of loss by negligence or
fraud.

The large number of companies formed in l8l|3 and

18144., when a great amount of capital was invested in railways and extensive speculation resulted, also added to the
demand for the services of professional accountants.
Companies Act of iBUlj.. British experience with
^ Ibid., p. 281|.,
3 The Encyclopaedia Britannlca. op. clt., p. 125.
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joint-stock companies in the past had not been a happy one.
The extensive frauds in early eighteenth century speculation in shares brought so severe a reaction as to place
company formation practically under a ban for a hundred
years.

In the first half of the nineteenth century, the

advantages of joint-stock companies were impressed upon
Parliament, with the result that after preliminary legislation in 1825 and I837 a new act was passed in 18141.,
setting up the conditions imder which companies with a
joint stock might be legally formed by complying with
certain rules concerning public registration.

Particular

care was taken to establish safe-guar.is against uncontrolled actions of promoters and directors such as had
contributed so much to earlier disasters.

The act re-

quired the registration of all joint-stock companies and
prohibited the formation of any without registration.
Registration made necessary a certain amount of publicity
and official scrutiny of the contemplated pro^^ect between
the first provisional registration and the completed
registration.

That this formality had some effect is shown

by the table on the following page, of the large number of
companies which were proposed but never completely registered.

With a like intention of establishing a check or

control over directors, the act contained certain sections

2k

TABLE I I
nU^'B^^R OF COBfPANIL^S REGISTERED

I I

10/44 -1053 , lUCLU .31 Vxi

•)

,

Year

n

11
11

No. Companies
provisionally
registered

No, Compan i e s
not comple t i n g
registration

l4,Ol4.9

3,08U

965

119
1,520
292
215
123
165
159
211

119
1,14.63
180
117
60
97
102

. .

, Total

1814;
I8k5
18U6
I8k7
18U8

I8li9

1850
1 1851

1 1852
1853
185U
1855

1; Source:

klk

—

339
239
253

IW

30^!215
107
172

No. companies
completing
registration

57
112
98
63
68

57

63
119

1214.
132
81

A, C. L i t t l e t o n , Accounting Evolu t i o n t o 1900

p . 285.

25
providing for the keeping of accounts by the directors
and for the audit of the accounts by persons other than
the directors of their clerks;

No certificate of complete

registration was to be granted unless the stockholders in
their original agreement appointed one or more audlt<5 *3;
i subsequent auditors were to be appointed at the annual
I

shareholders' meeting.

Account books were to be kept,

and the directors were also required to make up a full and
fair balance-sheet, sign it and deliver it to the auditors.
The directors were also required to send a printed copy of
the balance-sheet and the auditors' report on it to the
shareholders ten days before the general meeting and also
to the registrar of joint-stock companies.
Companies Clauses Consolidation Act of 1814-5. Within a few months the statute of I8i4.l4. was revised and repassed as the Companies Clauses Consolidation Act of 1814.5.
It provided In more detail for the keeping of accoimts and
preparation of statements by directors, and added the
specific qualification that every auditor shall have at
least one share in the undertaking, and shall not hold any
office in the company, nor be in any other manner interested in its concerns, except as a shareholder.

In another

section the statute opened the way for the outside expert
in these words:
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It shall be lawful for the auditors to employ such
accountants and other persons as they may think proper,
at the expense of the company, and they shall either
make a special report on the said accounts, or simply
confirm the same and such report or confirmation shall
be read together with, the report of the directors at
the ordinary meeting,^
Parliament's distrust of directors is shown by the
care taken to be sure that the auditors should be representatives of the stockholders and subject to their control.

The auditors referred to in the statute were

amateurs, so to speak, not professionals; they were to be
shareholders, but permission was granted to employ professional assistance.

Inadequate and amateurish as share-

holders' audits must have been, they were far better than
no check at all upon the directors.

The statutes of l8l^

and I8I4.5 laid a solid foundation for the development of
a class of professional accountants,
Ccanpanies Act of 1862,

The Companies Act of 1862

concerned Itself with the formation of companies and their
winding-up, with the legal relationship which arose among
the various parties concerned.

Briefly summarized the

accounting clauses were as follows:

No dividends should

be payable except out of the profits arising from the
business of the company.

The directors should cause true

accounts to be kept of the goods, of money received and
k Littleton, o£. clt,, p, 289.
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expended, and of c r e d i t o r s and l i a b i l i t i e s and once a year
should make out a b a l a n c e - s h o e t and stattJTient of Income and
expenditures and l a y them before the general meeting of the
shareholders*

Once a year, at l e a s t , the accounts of the

company should be examined and the c o r r e c t n e s s of the
b a l a n c e - s h o e t a s c e r t a i n e d by ona or more a u d i t o r s who might
be raombers of the company an*l, a f t e r the f i r s t

appointment

by the d i r e c t o r s , should be appointed by the company i n
general meeting.

Every a u d i t o r was t o be s u p p l i e d with a

copy of the b a l a n c e - s h e e t , and i t should be h i s duty to
examine i t , with the accounts and vouchers r e l a t i n g t o i t .
These a u d i t o r s were to rap or t to the Berbers "whether i n
t h e i r opinion the b a l a n c e - s h e e t I s a f u l l and f a i r b a l a n c e s h e e t c o n t a i n i n g the p a r t i c u l a r s required by these r e g u l a t i o n s and p r o p e r l y drawn up s o as t o e x h i b i t a true and cor»r e c t view of the s t a t e of the company's a f f a i r s ' * .

To

aeoomplish t h i s the a u d i t o r s might o'?^ploy accountants or
other persons a t the expense of the company to a s s i s t i n
i n v e s t i g a t i n g t h e accounts*5
From t h e s e p r o v i s i o n s i t i s s e e n that the main
accounting f e a t u r e s In the laws of I8I44.-I6I4.5 w^re kept and
even strengthened*
Audit C e r t i f i c a t e of 1862*
5 Tbld*, p , 292*

These s t a t u t e s which
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r e q u i r e d J o i n t - s t o c k companies to be audited did not a t
f i r s t c a l l f o r an audit c e r t i f i c a t e *

The :;ompanles Act

of 1862 and the Banking and J o i n t - s t o c k Companies Act of
l879» however, c a l l e d for an a u d i t o r ' s r e p o r t to the s h a r e h o l d e r whether or not In t h e i r opinion the balance-shtiet
was a f u l l and f a i r b a l a n c e - s h e e t , properly drawn up so as
t o e x h i b i t a true and c o r r e c t view of the s t a t e of the company's a f f a i r s as shown by the books of the company*
in effect constituted a certificate.
criticism.

This

But i t did meet with

The l a s t c l a u s e seamed t o imply that l i t t l e

need

be done by the a u d i t o r except a formal examination of
vouchors and a comparison of the Items i n the statement
with the l e d g e r .

Such a simple examination would l e a v e

the p o s s i b i l i t i e s of irregul*. r l t i e s very l a r g e l y u n i n v e s t i gated and the a u d i t would be of very l i t t l e v a l u e ,
Suoh a c r i t i c i s m i s understandable when some of the
contemporary (I883) c e r t i f i c a t e s are read*

"Examined the

s e c u r i t i e s and found them t o be i n accord with the books
and accounts of the bank^'r "We have compared the b a l a n c e s
s e t f o r t h In t h i s b a l a n c e - s h e e t with the books and found
the same c o r r e c t " ; "Ws eomparod the above statement with
the books and vouchers and found the cash, b i l l s and l o a n s
of the b a l a n c e - s h e e t to be i n accord therewith***

6 M d . . p. 31U.
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These certificates were very little better than the
**futlt, calculat and endlt"7 certificates of the sixteenth
century*

Usually the auditors did more than was stated in

the wording of the certificate.

The last clause was put in

the statute to relieve the auditors of any responsibility
as to the affairs of the company kept out of the books and
concealed from thom, but not to confine it to a mere statement of the correspondence with the entries in the books.
Since the number of practicing accountants was
steadily increasing and thalr services appreciated, the
necessity for controling those exercising the profession
and for improving its status naturally became apparent, and
the first i^nportant steps in t*iis direction were taken by
the accountants in Scotland,

The Society of Accountants

In Edinburgh was Incorporated by Royal Charter in l85lu
Similar societies in Glasgow and Aberdeen were also incorporated by charter in 1855 and 186?.

The Institute of

Accountants was fomned in London in I87O, but did not
receive a Royal Charter until the 11th of R^ay, I88O, when
all the then existing accountants' societies and Institutes
in England were incorporated as the Institute of Chartered

I Ibid*, p* 263.
® John Arch White, Elementary Accounting, (Dallas 1
D. C* Heath and Company, l9W)f p . 5 (pp* O^b)*
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Acootmtants In England and Wales, and means were provided
by which all the then practicing accountants in these
countries could claim membership thereof*

In 1888 an Insti-

tute of Chartered Accountants was formed in Ireland, and a
great many institutes were fonned in the British colonies
and tn the United States, some of which received local
chartsrs*°
Comparison of British and American practice*
•^mmmmmmmtmimmmmmmmmmmmmmmmmm «•«<•«•»
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British audit procedure were co:npared with American audit,
this baekgrouaid may take on an additional significance*
The British auditing practice, as it developed during the
•

nineteenth century, had nothing to do with a proposed
request by the company for the extension of credit.

No

particular Interest, therefore, had to be placed upon the
liquidity of the firms' financial condition.

It is signi-

ficant also that the audit was not particularly directed
toward an examination of the internal control of operations
for the better guidance of the manager's efficiency.

The

management was Itself under financial scrutiny; the audit
was an Instrument for the shareholders' control over the
discharge of the responsibilities which they had undertaken*
The whole discussion of the development of British auditing
stresses the subject of outside control and the ever-present
^ The Encyclopc.edia Britannlca, op. clt,, p, I2I4.,
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background of governmental interest in the reduction of
fraud in promotion, management and liquidation of business
enterprises.

It is not difficult to understand why public

accounting became a profession.

There was little of com-

petitive trade about its activities and there was more than
a touch of public service.

Its practitioners co\ild be just-

ly proud of their independence and could take a half-lawful
attitude toward their duties.
Summary,

The British statutory audit came into being

through a series of bankruptcy laws and companies acts. Due
to the formation of corporations and companies during this
period when there were many business failures and much
fraud. Parliament, In order to control the organization of
companies and to check on their management, passed these
statutes.

The audit certificate did not improve much

as the result of this legislation; but the Companies Act
of 1862 did call for a report to the members as to whether
in their opinion the balance-sheet was a full and fair
balance-sheet containing the particulars required by these
regulations and properly drawn up so as to exhibit a true
and correct view of the state of the company's affairs.
Because of the necessity of controling the new profession, societies were formed and given Royal Charters,

CHAPTEr. IV
ERA OF A*^'AKENING (1900-1937)
Inefficiency cri^.iclsed*

In I89I4. one writer stated

that It was curious that the people of the United States
would look calmly on without raising a dissenting voice,
and see their savings swept i^way from time to time, because of the lack of a proper system of examining accounts.
Bank examiners were incompetent*

It was unfortunately true

that men were frequently appointed as examiners through
poll tied, influence —

men with absolutely no banking

experience, no knowledge of figures, or even the elementary
principles of bookkeeping, and who scarcely knew the debit
from the credit side of the ledger.

They were not only in-

competent, but sometimes men of dissipated habits, who not
only neglected their duties, but were too ready to make
accommodating reports for a considered tion.
in the hands of receivers*

Railroads were

If their accounts had been

audited by Independent professional auditors, the cause of
Insolvency might have been avoided*
Remedy recommended*

As to a remedy for the situation

the writer compared the English system of audit with the
audit in the United States*

He also discussed the profes-

sional status of accountants In that country*

He explained
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the method used by the Inglish to become a Chartered
Accountant*

A premium of five hundred guineas (about

|2,600) was paid by the novitiate to the chartered accountants on signing Articles of Indenture; an apprenticeship
had to be served and the candidaite had to pass several
stiff examinations before he could receive his diploma and
practice as a chartered accountant*^

The scope of these

examinations is indicated by the following outline of
subjects:
Preliminary examination -Writing from dictation, writing', a short English composition, arithmetic, algebra, -uclld, pioo^raphy,
history of .:.ngland, elementary Lutln, options: two
of the following — Latin, Greek, Franoh, German,
physics, chemistry, animal physiology, electricity,
magnetism, light, geology, hi^^her m^thamatics.
Intermediate examination —
Bookkeeping, accounting, audltine;, adjustment of
partnership and executorship accounts, rights ^nd
duties of trustees, liquidation and Pcjcelvers,
Pinal /".xa.T4lnatlon —
In addition to further questions on the topics in
the intermediate examination, principles of the law
of bankruptcy. Joint-stock companies, mercantile
practices, arbitration and award,^
The apprentice had to study hard, and In his period
of probation he became acquainted with intricate ^lethods of
accounting as well as many phases of human character*

He

was Impressed with the necessity of keeping his own counsel,
^ J* Linday Re id, **A Needed Profession**, Journal of
Accountancy, I59t5l0-5l0, July to December, 189^,
2 Littleton, o£, cit,, p, 317.
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He was taught that his duties carry grave responsibilities,
and ho had to exercise the greatest care in the preparation
of balance sheets and certificates of profit, as ho was
liable in damages for any errors of commission or omisslonr^
Aocountanoy associations estoiblished.

In the United

States the profession was still In its infancy, but was
steadily growing*

One of the evidences of growth was the

formation of Associations of Accountants.

The first asso-

ciation of accountants in this country was organized in
New York in 1882,^'

It was originally a society of individ-

ual and direct membership, but its functions were largely
social and, except in one direction, its effects upon the
general public were not far-reaching*

In I896 its members

were responsible for the introduction of the first legislative measure deslgntjd to ragulate the professional practice of accountancy.

This was a bill providing for the

certification of accountants under the legal designation,
certified public accountants, in the State of New York*
The bill became law and thus began a movement for certification which has spread to ©very state.

In 190U an inter-

national congress of accountants was held at St, Louis,
T"RJT37~O£.

elt*, p. 5lU»

^ Newlove, Haynes, and White, o£. clt:,, p* 5«
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Missouri*

There were representatives of the leading

American, British, and Canadian societies and of t'^e principal state societies which had sprung up with the spread
of C. P, A, legislation,

I'be American vssoclatlon and the

Federation of Societies of Public Accountants werj the only
American organizations of njitlonal scope and it was su^rgeated that they should be merged as there was practically no
difference between their purposes.

This idea was carried

out in 1905 whan the American Association absorbed the other
organization and so amended its constitution and by-laws
to admit, with certain extremely liberal limitations, the
members and associates of state societies to similar classes
of membership in the American Association*

From 1905 to

1915 the association developed in numbers and influence;
however, it suffered from some inherent weaknesses which
prevented the full extent of progress which, without them,
would have been possible.

The chief difficulties were the

practical 1 possibility of inflicting discipline upon a
mambershlp derived and continued through local and independent societies; the divided allegicLnce of dole^^ates
appointed by state societies to a national organization;
the widely differing standards of state laws and regulations, which made membership in the association a thing of
varying significance and the whole no stronger than the
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weakest part; and sore other less sorlo is conditions which
are no longer memorable.

The rapidly increasing number

of state C, P. A. laws, with no approach to unlfomity umonr;
them, and the wide variety in administration of these laws
threatened to destroy utterly the meaning of the C. P. A,
certificate.

Some states had good laws badly administered;

some, good laws well administered; some, weak laws and
weaker administrations; and some, weak laws whose evil was
partly offset by honast administration.

In all states the

regulation of the profession was subject directly or indirectly to the whim and uncertainty of political influence.
Formation of American Institute of Accountants*

For

the above reasons and a few others of minor importance, the
\

American Association in 1915 appointed a special committee
to Investigate the conditions and, if it seomed desirable,
to report a plan for reorganization which would overcome the
difficulties confronting the prof cession and do away with
.•orae of the chaos which menaced the practice and its regulation*

The Committee reported that it had reviewed the

history and existing conditions of the profession with
great care, and it recommended that a new organization be
created to which the membership of the association could
be transirred by individual ictlon of each member within
a certain limit of time*
1»

The committee recormnonded th^Lt

^f^^^^^^l^
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the new organisation should be incorporated in the District
of Columbia; its membership, after the charter members,
should be admitted only by examination conducted by its
own board of examiners; each member should be directly
accountable to discipline for professional conduct; and no
controls or. influence, overt or secret, should be exerted
upon the organization by any political authority whatsoever.

The committee suggested the incorporation of the

Institute of Accountants In the United States of America
which was consummated in May 191^.

In September of the same

year the American Association of Public Accountants by
unanimous action approved the report of the committee.
The Institute thereafter carried on the work of the
national organization, although the charter of the American
Association has n&Yer been relinquished.

The name of the

new society was changed shortly afterwards to American
Institute of Accountants.

Briefly this nives a record of

professional organization in America before the beginning
of the Institute's activity.
Purposes of the Institute,

The first article of

the Constitution of the Institute set forth its principal
purposes*

The objects of the Institute were to unite the

accountancy profession of the United States; to promote
and maintain high professional snd Tioral standards; to
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safeguard the interests of public accountants; to advance
the science of accountancy; to develop and iT-prove accountancy education; to provide for the examination of candidates for membership, and to encourage cordial intercourse
among accountants practicing in the United States of
Amdrloa*5
Growth of Institute,

In 1916, at its inception, it

inherited 1,115 members and 61^ associates from the ATierican
Association of Public Accountants,

After a period of ten

years, it had 1,^4.7 members and 39I4. asaociates,^
Value of Accountant's Certificate*

With the rapid

growth of the profession of the public accountancy came an
ever increasing importance In the question of the value of
an Accountant's Certificate attached to a statement of
financial condition*

The public quite rightly deserved to

know the true significance of a certificate and to what
extent investors, creditors and others might depend upon
the accuracy and corapreheaslvaness of the conclusions
reached by an auditor followinr; investigation of a company's
condition*

In order to facilitate and condense the labors

> A, P, Richardson, "American Institute of Accountants, Report of the Secretary," Journal of Accountancy,
U2i3l49-363» November 1926*
^ W, Sanders Davies, "Growth and nims of the Instltu^®*** J'>urnal of Accountancy, U2:105-lll» August 1926*
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of the accountant the s o - c a l l e d b a l a n c e - s h e e t audit came
i n t o p o p u l a r i t y and the question aroset

What i s the

d i f f e r e n c e between a f u l l d e t a i l e d a u d i t and a b a l a n c e s h e e t audit?

Prior to 1926 thti i^'ederal Reserve Board

published a statement of what a b a l a n c e - s h e e t uudit should
c o n t a i n and the document was the a u t h o r i t y upon which
accountants must r e l y .

The pamphlet was prepared by the

American I n s t i t u t e of Accountants at the request of the
Federal Trade Commission and submitted to the Board,

It

was adopted as a s e m i - o f f i c i a l pronouncement of what i s
regarded as the minim\jmi requirements i n balance s h e e t
audits*

I t i s thought that probably h a l f of the

investi-

g a t i o n s of f i n a n c i a l c o n d i t i o n s of corporations of that
day were i n the nature of a b a l a n c e - s h e e t ^ u d i t ,

A

b a l a n c e - s h e e t ^ u d i t , i n i t s b a r e s t form, was regarded a s
the v e r i f i c a t i o n of .a company's f i n a n c i a l st-^tus at a g i v e n
d a t e , w i t h no i n v e s t i g a t i o n of the t r a n s a c t i o n s during the
f i s c a l p e r i o d then ended, e x c e p t suoh d e t a i l s as e n t e r
d i r e c t l y i n t o the b a l a n c e - s h e e t *

I t was more than a mere

t r a n s c r i p t i o n of the company's books.

Accountants were of

the opinion t h a t the f u l l y d e t a i l e d audit was of

little

value t o the banks or c r e d i t o r s u n l e s s i t contained as the
component of major Importance a l l the substance of a
balanoe-shaet audit.

The b a l a n c e - s h e e t a u i i t was frowned

ko
upon by some because of the misuse of the expression,
*'balance-sh et audit" to describe a mere verification of
data supplied by a client*^
Accountants Certificates of 1926* . Before going
further, we should consider what was meant by an accountant's certificate at that date. The certificate was
considered to bo the well known form which appeared at
the foot of financial statements or accompanied them, which
began, "We hereby certify"*

Yet, the accountants of that

day were baglnning to realize that an accountant practically never presented a statement which he could certify as
being in all respects correct,

Thjy also realized that

some standardization was needed in credit statements, but
with a frae hand to deal with special conditions.
structive action was taken by the New York Stock

Conxchange

in requiring that companies in listing securities must
agree to publish their reports substantially in the form
in which the listing statements are submitted to the
•xohange.

The stock exchange authorities were working

toward uniformity In type of information required*

Some

accountants felt that this resulted, in some cases, in
^ A* P, Richardson, "Significance of an accountant's Certificate", Journal of Accountancy, Ul!33-3h»
January, 1924^
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having the form of stato-^jnt which want to the exchjnge
not as wall adapted to the peculiar affairs of the particular company as was the form of state'^ent previously in
use; but that the newer forrni followed the line of least
resistance.

It was needless to say that the right form

of statement would help to simplify the question of the
accountant's certificate.
Form of N^w York Curb y.arkv.rt Certificate,

The

form of certificate which the New York Curb Market
suggested is as follows!
I have examined the minutes of all meetings of the
stockholders and board of directors and have audited
ths books and the accounts of the .... Company and
hereby certify that the accompanying balance-snoet,
more fully shown in he detailed -jxhlbits and schedules
which are a part thereof, truly repre.-ivints he condition of the said corapaiiy as at
^
Qualified Certificates*

thirty years prior to this

time audit certificates seldom assumed any special importance.

They were regarded as rather frames which helped

to set off the flna cial picture.

It was decided better

to present a picture unfrarned than a frame showln^r^ bare
spots from which the gilt had disappeared, and so the
demand was for an unqualified certificate or none at all,
Many investors did not read every word of the certificate,
A Henry 3, Fernald, "Accountant's Certificates",
Journal of Accountancy. l|2:25U-268, October, 1926,
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They noted that it was signed by an accountant and thought
that good enough*

That was an unreasonable position, but

there was a time when all certificates printed were unqualified because qualified certificates were wrongly
regarded as valueless and promptly suppressed,

l^ven then

the Impracticability of the suggestion that only unqualified certificates should be given was apparent,^
The credit «en' of banks had been thinking a good
deal about the meaning of the language in which an accountant expressed his opinion of the conditions of a company
or other business entity, and there seemed to be a rapidly
developing demand that the words used should be so cljar,
so devoid of ambiguity, that the simplest reader woull not
be deceived.

Any qualification of a ciirtifIcate in these

simple terms need not represent an a tempt by the accountant to limit his responsibility, but should represent
necessary comments regarding any features of thi accounts
as to which the flat-footed, unqualified certificate could
not be c^4von.

It seemed that the word, qualification, was

not an altogether happy description of some of the expressions used in writing certificates jspecially when the
purpose of the writer was evidently to evade,

^'odificatlon

^ George Oliver May, Twenty-five Years of Accounting Responsibility, (New YorCl American Institute PubllshIng CO., inc., 1936). UlO pp.
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would have been a better word,

A wan shadow of words was

employed sometimes in the writing of a certificate, and he
who read it felt intuitivoly that it really made no difference what the phraseology might be: there was nothing
in it*

It would not be fair to say that the man who wrote

such a certificate was wilfully dishonest.

He might be

one of those mentally formless folk who cannot be positive
about anything, "
Call for action by Institute concerning oartificate*
Forms of certificates which might mean much or little were
often written in the past, but durinf^ this time there is
gratifying evidence of a steadily Increasing clarity in
reports and certificates.

However, they were not entirely

rid of the certificate which would come under Theodore
.{oosevilt's description "Weasel words — words which suck
the meaning out of the body of the document".

During this

time a prospectus was issued by two well-known and reputable firms of investment bankers preparatory to an issuance
of common stock*

The announcement described the management,

history, assets, earnings, dividends, and then presented
what was described as a preliminary balance-sheet to which
was appended a certificate to the following effect: **Wo
"
rtrXTTr Richardson, "Ciuallfled Certificates",
Journal of Accountancy, !42t285-2f7, October, 1926,
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have practically completed our exaTiinatlon of the books of
account and record of ,,,* as of .,..,.y, and we have prepared therefrom the foregoing preliminary balance-sheet
after giving effect to transactions to be consummated aa
above, stated, "^1

One wonders i^y it was necessary to pre-

sent a preliminary balance-sheet, and what degree of responsibility the auditors contemplated assuming*

If upon

oompletion of the examination facts not disclosed In th«
preliminary statement were discovered, would the accountants be able to repudiate all responsibility of any rrlsconceptlons which might follow the publication of the
preliminary statement?

The time seemed ripe for definite

action by the American Institute of Accountants to
discourage and, if possible, prevent certificates in suoh
Indefinite form,^^
Protection of Reports*

One of the constantly re-

curring difficulties of the accountant was the protection
of his report and certificate, and many of the profession
r

believed that the time was coming when it would be necessary to call for laws which would make it a misdemeanor,
11 A, P. Richardson, "The Accounts Have Been
Audited"^ Journal of Accountancy* 39t393-39U, June, 1925.
12 A, F. Richardson, "To Protect the Integrity of
Reports", Journal of Accountancy* 39:393-3914., Juno, 1925.

U5
if not worse, to alter in any way whatever the report of
the accountant without his written consent.

It was dread-

fully easy to change the whole meaninr- of a state-nent by
condensing phraseology or by omittlr^ altogether some of
the vital portions of it.

The excuse was always the same.

We cannot give the whole report without expending an
extravagant amount of space and money, and so we must
abridge."13

This is one of the dissatisfactions that led

to the more general use of the short form report.
Value of Certificate*

Strlkinr testimony to the

increasing value of accountants' certificates was given at
a meeting of the London Members of the Institute of
Chartered Accountants of ingland and Wales (1928) by
F, C. Ooodenough, Chairman of the Barclays Bank, Limited*
Barclays Bank, at that time, was one of the largest and
most powerful of the financial institutions of Great
Britain, and anything which the chairman of that bank said
was worthy of careful and prayerful attention*

With the

single exception of the Bank of England Itself there was
no bank in the British dominions which exercised an influence :^reater thain Barclays*

Mr* Ooodenough refrained

from reading a lesson to his hearers*

He was not bent

upon lecturing the accountants nor upon pointing out to
1^ lioc, Cit*
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them what they should or should not do to make plain and
easy the task of the banker.

What he said was nore a

massage to the banker to avail himself to the full of the
help which the accountant alone could render.
the gist

Here is

of his remarks: •

"Vhut has always attracted me most of all in your
many-sided profession has been the constructive opportunities which it offers from a business point of view,
and this it shares in common with the bankers. To my
mind the chief attraction in the business of the banker
lies in the knowledge that, provided the banker manages
his own business well and carefully, he has the power of
rendering great service to the community as a whole, by
creating, improving and encouraging business,
"It is in these days of slow but sure recovery from
deep depression that constructive ability will be of
tho greatest service,
"I have seen tho business of Barclays Bank increase,
within a period of thirty years, from assets of a value
of 30,000,000 pounds to a figure exceeding 350,000,000
pounds, apart from a further 1,000,000 pounds of assets
belonging to its subsidiaries, and our institution today
is infinitely stronger and more effective than at any
previous time in Its history, whilst the services which
it has rendered throughout to tru public is gjneral and
the business community in particular are i-measurably
great. Other institutions h ve doubtless had the like
experience, and I am not claiming th^t the experience of
Barclays Dank is in any way Sonique.
"In all these great movements thci chartered accountant has played a great and important part, and I have
had the handling of many constructive propositions of
great importance and have solved many intricate problems of figures with the help of the chartered accountants*
"In those days of great business institutions which
are forced upon us by competition, th3 work of audi -ors
is of the utmost value not only to th^ shareholders and
to the public, but also to those who may be carrying on

k7
tho business*
The bankers toda^ place Increasing reliance upon
the expert analysis of their own and their customers'
accounts which is undertaken by their auditors,
"I feel myself that these investi,,ations and the
auditors' certificates fcrc deserving of greo^ter weight
and Importance in the ey^s of the public and of the
shareholders than an over-elaborate statement of details which may not convey much to the reader but may
be prejudicial to the interests of the business to which
it relates* It is, of course, understood th-t the
accountants cannot undertake the responsibility of valuing certain classes of assets that appear in the balancesheet, in regard to which they have no expert knowledge,
but they would take vory reasonable care to satisfy
themselves that the assets stand in the balance-sheet at
a figure which is not more than a fair and le/i^itimate
value, "1*4Thls address showed the tendency toward a favorable valuation of the certificate rather than depending entirely upon
the lengthy details.
Responsibility for inventory verification*

In

December, 1927» there was a regrettable lack of uniformity
among members of the accountancy profession in practice
on the subject of the responsibility the public accountant
should take In verifying and certifying to inventories as
part of the balance-sh^et*

On one side they had the belief

that verification of physical inventories was not within
the competence of auditors; and on the other several
statements by well-known accountants that indicated a
ik A, P, Richardson, "Value of Accountants Certificates", Journal of Accountancy, I4.61H9-5O, Tuly, 1928,
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desire to accep;t greater responsibilities for inventory
vorificution.

It was generally considered that if tho

auditor WoiS not permitted to take steps to V3rify the
Inventory, his only recourse was to qualify his certificate
so as to indicate unmistakably that his determination of
the true financifid condition was limited by acceptance of
the Inventory as determined by the client,^
Bank requirements of auditors*

Accountants of this

period could still remember when the request for audited
st.a.tements as a basis for loans was considered as a direct
reflection on tho borrower.

Many businessmen prided them-

selves that they had never furnished any financial statements to their bankers*
brought many problems*

These changes have inevitably
It was a hopeful sign that credit

executives and accountants considered the accountants'
certificates a real problem*

The fact that bankers and

the Institute both had committees working on the certificate
was proof of the problem.

But the accountant found it

impossible to persuade the client that he should have a
full audit made of his affairs when the client found the
banker entirely ready and willing to accept certificates
•*-i> C, 0. Willlngton, "Accountants' Responsibility
for Inventory Verification", Journal of Accountancy,
U6tl79-193, September, 1928*
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of limited audit*^^
I I

->ftrly history o£ the, bulletin. Verification of
Financial Statements.

Accoiintants in all parts of the

country had waited with a great deal of i^pa-ience for the
publication of the bull^^tin, Varification of Finaicial
statements.

Bankers and crjdit tion had also expressed an

Interest in the opinions which it was known the text would
convey.

There had probably n-ver been an utterance upon

accounting more widely excepted as this. The title is
now ;.nd certainly better than the old, approved Methods
for the Preparation of Balance-sheet Statements, to which
there had been a good deal of opposition*

Some critics

felt that the old title was misleading or not sufficiently
comprehensive.

At the time it w^is made, it was believed

that every Important addition to the original matter,
required by changed conditions of business or by Inadequacy
in the first text revealed during an experience of twelve
years was made*

Some of the alterations suggested by

accountants, bankers, and others were accepted and embodied
in the report.

Others were carefully considered and re-

jected because they did not seam applicable except in
speelfio and perhaps infrequent cases.

The report was the

i^ Henry E, Fernald, "Accountants Certificates,"
Journal of Aocountancy. 147:1-19, January, 1929.
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most representative pronouncement upon the vital question
of accounting procedure which had been made in this
country,17
American business had jumped into international
affairs and vast prosperity was at its door*

America was

very much like a man with a huge sum of money in the bank
and no knowledge of chenue writing.

Someone was needed

to Inculcate tho fundamental principles of trade, commerce
and Industry*

The Federal Trade Commission had the

vision to discern the conditions and the needs.

It was

through the efforts of the first chairman of the Federal
Trade Conmilssion, Edward K, Hurley, that the first bulletin was written,

Mr. Hurley was a fir:i believer in the

theory that the accounts of a business should be so kept
and so audited that creditors and shareholders might have
the comfortable assurance of the probability of accuracy
and safety.

He knew that there was no uniformity in the

methods and thoroughness of accounts, and he was suffloieritly ahead of his time to think that there should be
an irreducible minimum of investigation and verification
before oertifleation of any financial matter.

It was,

and always will be, impossible, to devise a plan which
^( A, P, Richardson, "Instructions for Verification
of Financial Statements", Journal of Accountancy, U7s355362, May, 1929.
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would meet the necesuities of evory kind of enterprise.
In 1925 and 1926 the Institute's Committee on education undertook a survey of the whole field of accountancy,
T'hey gave special consideration to classificcxtion of services which account..nts are expected to rander in the pursuit
of thL3ir professional calling.

The committee presented a

report proposinp; a schcm^i of classification which involved
some rather controversial questlor.s. The committee itself
did not agree unanimously.

The report was jrlven before the

general meeting of the Institvite In September, -1926, and
provoked much argument.

Because of the differences of

opinion the committee sent out ""uestlonnaires to the
members.

The replies were so varied that a special commit-

tee was appointed to take up the whole question of classification.

Several of the most eminent and also the busiest

accountants gave of their time r^nd talent to the accomplishment of the task set before them.

The report was signed by

Arthur W, Teele (chairman), member of the council of the
Institute, partner, Patterson, Teele, and Dennis; William
B, Campbell, Chairman of the Institute's special committee
on cooperation with bankers, partner. Price, Waterhouse
and Co.} VV, Sanders Davies, first president of the American
Institute, member of council, partner, Davies and Davies;
p, H, Hurdman, president of the American Institute, partner.

^2
Hurdman and Cranstoun; Wllllaai H, ' sst, past president
of the American Institute, member of council, partner,
f^est, Flint and Co,, and John R, ^ildman, chairman of
the Institute's committee on aducixtion, partner, Raskins
and Sells*
The new bulletin contained almost everything that
the old bulletin. Approved Methods for the Preparation of
Balance-sheet Statements, but the whole thing had been rewritten, and was in effect an old and valued friend fitted
out In new habiliments suited to the times and the seasons.
The instructions were not regarded as complete, but they
did provide an Indication of those things which the accoun- ,
tant must not leave undone if he is to certify that a
statement of accounts in his opinion correctly portrays
the financial condition of a business,1°
Form of Auditor's certificate as set forth in the
bulletin. Verification of Financial Stat-j.r.ents, The
auditor's certificate, according to the bulletin, should
be as concise as may be consistent with a correct statement of the facts.

If qualifications are necessary the

auditor must state them clearly.

The balance-sheet, the

profit-and-loss statijnient, the auditor's certificate and
any report or memorandum containing- reservations as to the
i^ Ibid,, p. 355.
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auditor's responsibility, any qualiXicatlons as to the
accounts, or any raferjnce to facts materially affecting
the financial position of the concern should be connected
In such a way as to ensure thisir use conjointly.
If the auditor is convinced that his examination
has been adequate and in conformity with these general
instructions, that the balanc j-sheet r-nd the profit-andloss statement are correct, the following form of certificate may be useds
I have examined the accounts of
company for
the period from ____^ to
.
I certify that the accompanying balance-sheet and
statement of profit-and-loss, in my opinion, set forth
the financial condition of the company at
and
the results of op5rations for the period,iP
Meaningless forms*

Not long after the printing

of the bulletin. Verification of Finc.ncial i:jtatements, the
attention of the accountants was directed to the expression, "I certify that the accounts are in accordance with
the books"^ or words to that effect.

To begin with, it

was dangerous to say that the accounts were in accordance
with the books because It was always possible that somewhere hidden away in a remote page of a ledger there mi.^t
be an entry which is not reflected in the published ac^y Ibid,, p. 362

^^ A, p, Richardson, "Meaningless Forms of Languafre^
Journal of Accountancy. 52:86-88, August, 1931.
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counts, and if there was even so small a mat ter as a cent
misrepresented in tho accounts there rnlght be lawyers who
would affirm that a stata-iont of the kind quoted was inaccurate.

Technically thoy would have been right. The

tendency at this time was to avoid any attempt to certify
to the absolute Identity of the figures in books and published accounts.

There were some who hoped the word

"certify" might be done away with as the result of litigation or merely as the result of development.

They thought

that accountants should report, not certify.

It was be-

lieved accountancy was going through a period of transition.

Mr, Richardson felt that it would be desirable to

hear no more the foolish expression, "I certify that in
my opinion", and the equally ridiculous, "I certify that
the balance-sheet and profit-and-loss account are in
accordance with the books".

Instead, he thought It would

be well to have a sinf5)le straightforward statement to tho
client that "I or we, the accountant or accountants, have
examined the records of the company both in the books and
elsewhere and as a result of our Investigations we believe
that the condition of affairs of the company is correctly
shown in the accompanying statements."

He wanted to leave

ritual, get down off the rostrum and mingle with the
multitude,^

21 IMa:*, p, 88,
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Argument whether to use word certify*

Mr, ?.ichard-

son was answered with an argument in favor of the use of
the word, certify,

.Valter Mucklow, a member of the Council

of the American Institute of Accountants, felt that an
accountant could both report and certify.

He felt that an

accountant's work consisted of three phases: naking an
examination, preparln--; a report thereof, and drawing a
certificate indicating the extent of ^nd the result of the
examination.

He thought that the word, certificate, was

one that the English-speaking business world was accustomed
to from birth to death.

He admitted that it was a ritual

but did not favor abandoning It,

Mr, Richardson replied

that ritual and tradition served a purpose when they did
not conflict with reason and common-sense.

The fact that

he had meant to convey was that one could not certify an
opinion*

The fact that It was an opinion precluded the

possibility of certification*

H^ wanted to see the adop-

tion of reasonable termilnology rather than the adherence
op

to a misleading convention**'''
An exa-nple of the type of audit certificate about
which they were writing taken from a textbook of that time
follows:
*"
22 A, P, Richardson, "To Certify or Not", Journal
of Accountancy, 52|09-Ul0, December, 1931.
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To the Jirectors of
Blank and Blank, Inc,
We have made, an audit of the accounts of your
company for the year ending December 31, 1925 and
We Hereby Certify, that, in our opinion, subject
to no provision having been made for Federal income
taxes for the year, the statement of Income, end
Profit and Loss, correctly reflect, respectively,
the financial condition of the company at Jecember
31, 1925» and the result of its Oi-eri*tlons for the
year ended that date.
White and i^hlte
Certified Public Accountants, ^3
The phrase "subject to no provision having been made for
Federal income taxes for the year" did not exactly mean
a qualification.

Federal income taxes were so new that

this was considered almost standard for an audit certificate*
Judgment of New York Court of Appeals*

In 1931,

the New York Court of appeals judged that an accountant's
liability for negligence was bounded by the contract.
This judgmant was received with a satisfaction that comes
of c nfirmation of what is believed to be right, reasonable
and just.

The doctrine of privity of contract was upheld

in the decision, which had a beneficial effect on further
attempts to enlarge the legitimate boundaries of an
^i Wesley James McCarty and L. Cleveland Amldon,
Survey Course In Accounting, New York: Proneice Hall,

Inc, 1920, P.TJ63

(1^70 pp.)
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accountant's responsibilities, as it reafflmied his firmly
grounded right to that same measure of protaction as the
law affords to every party In a contract.
An auditor was not an Insurer; but as James Hall
stated in an address delivered at the annual meetinp; of the
American Institute of Accountants, -.here should be no attempt to minimize an accountant's responsibility for gross
negligence to his employer.

Mr. Hall stated that at the

completion of an audit the accountant was expected to make
a report of his conclusions,

Sometimes this took tho form

of a report making detailed references to the various assets and liabilities dealt with, also to thd results of
the operations, but the more or less common practice was to
give a report, commonly called a certificate, wherein it
was stated that the examination was made and that, in the
opinion of the accountant, based on his examination and
Informaton furnished to him, the accounts presented set
forth the financial conditions and the results of the
opidrations*

Any informative or qualifyinp: statement which

the accountant considered essentliil was, of course, incorporated.

Such a report or certificate was someti'^es de-

scribed as the "short" form to distinguish it from the
form described as the "long" form, in which was included
all that appeared in the short form and in addition brief
references to cash, accounts raoeivable, inventories, fixed
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assets and dopraciation applicable thereto.

The long

form was intended to be inforrr.ative, but it had limitations.
It could not be as informative as a Jetalled report. The
adoption of the British and Canadian practice of a short
form of report (without necessarily adopting th^ir wording)
seemed preferable.

It would not be possible to explain in

either the short or long form all that the accountant had
done to satisfy himself regarding the statements presented.
The attitude of the client should be that he believed the
accountant had carried out his audit work in the usual professional way before reporting and that there would be no
naed for more than a formal report,
Mr* Hall submitted his suggestion as to the fonn of
report (certificate):
Form of raport for balance-sheet examinations
To the president (or To the board of directors, or
the stockholders, or To A, 3. C. Company, Inc*, or
as otherwise required):
A. B, C, Company, Inc,
New York, N, Y,
We hcxve examined ch® accounts relating to the assets
and liabilities of the A. 3. C, Company, Inc, as at
December 31, 1930* In our opinion, based on our examination and information furnished to us, the accompanying balance-sheet sets forth the financial condition of
thtt company at that date*
(Signauure)
New York
^,
March 1, 1931^^
'
^^ James Hall, "Accountant's Audit Certificate or
Report In Rolatlpn to, Kls Responsibllitl;3s", Journal of
Accountancy, 52iIl20-UU3, December, 1931.
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Federal Securities Act of 1933.

The Federal Securi-

ties Act of 1933 dealt with the issue of new securities to
be sold in interstate commerce and stipulated that information be furnished, so that the buying public might be fully
aware of the essentici.1 elements necessary to exercise prudence in the purchase of such securities.

The passage of

that act gave added importance and recognition to the work
of public accounting and was regarded as the most important
legislation affecting the growth and practice of the profession in the United States since the passage of the State
C. P. A. laws.
Security Exchange Act of 19314-. The Security Exchange
Act of 193)+ dealt with the regulation and control of the
security exchanges as well as over-the-counter markets, the
registration of securities, periodic reports from registrants and their officers and the control of margins and
loans.

Prior to the passage of this act the administration

of the Securities xict was in the hands of the Federal Trade
Commission, but the Securities Exchange Act created a new
commission, known as the Securities and Exchange Commission
which was empowered to administer both the Federal Securities Act of 1933 and the Securities h^xchange Act of 193^.
There were various investigations conducted by Congress in 1932 emphaslBlng the necessity of regulating the
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conduct of the stock exchange and their members, as well
as the need for greater publicity and information regarding
the affairs of corporations whose securities were listed
on such stock exchanges.

Although the Securities Act of

1933» dealin^-: with new issues, was tho first passed by
Congreas, the re^-ulations listed under the Sec irities
Exchange Act had been under consideration at the same time,
Vost of the sections of the Securities Exchange Act concerned the buying and selling of securities and tho registration
and regulation of the security exchanges and their irembers.
The act forbade the use of the Hixils In interstate comnerce
to any exchange which was not registered, and using this
as a basia for the regulation of over-the-counter markets,
empowered the commission to provide for the registration
of dealers in non-listed and over-the-counter securities
members*

Brokers and dealers were prohibited from enter-

ing into any transaction on a security exchange unless tho
security was either exempted or registered under the act
and it Is principally in such registrations that the practice of public accounting was affected.
Section affecting auditor's report*

Section 18 of

the Securities Exohango Act of 193U» reproduced below,
affected the auditor's report*
"Any person who shall in any application, report or
document filed pursuant to this tltla or any rule or
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regulation thereunder, which statement was at the time
and In tho light of circumstances under which it was
made false or misleading with respect to any material
fact, shall be liable to any person (not knowing that
such statement was false or Tiisleading) who, in reliance
upon such statement, shall have purchased or sold a
security at a price which was affected by such statement, for damages caused by such reliance, unless the
person sued shall prove that he acted in good faith and
had no knowledge that such statement was false or TISleadlng"*25
This section differs from Section 11 of the Federal •
Securities Act of 1933» which stated that an accountant may
be sued by any person acquiring a security In case the
statement or report prepared or certified by him contained
an untrue statement of a material fact or omitted a
material fact required to be stated therein or necessary to
make tho statement therein not misleading.
Form 10 provided that the financial statements with
the registration statement should be accompanied by a
certificate of Independent public or independent certified
public accountant.

The regulations issued under the Fed-

eral Securities Act of 1933 prescribed the concluding paragraph of tho accountant's certificate to be attached to
the balance-sheet and profit-and-loss accounts required in
Form 1-A*

This was amended and the specifications outlined

for accountant's certificates under both are identical.

York i

O De Witt Carl E^^leston, Auditing Procedure, (New
John Wiley and Sons, I n c , 1935)f p . " ^ TppT U77).
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Tho former requirement that a partner si;:ning the partnership name should also slrn his own name was omitted.

The

principal specifications of the certificate were that it
should be dated, be reasonably compr-rihensive as to scope;
should state the opinion of the accountant in resr ect to
tho financial statements and the accounting principles and
procedures followed by the registrant.
The American Institute of Accountants, through Its
special committee In cooperation with the Security and
Exchange Commission, expressed the hope that the suggested
form of accountants reports agreed upon by the special
committee of the Institute, could be used substantially
as a basis for the accountant's certificate under the
various regulations of the coimnission.
The practice of accountancy under these requirements was beneficially affected not only by the recognition of the advantages to stockholders of requiring examinations by public accountants but also by the enunciation
by a government agency of certain accounting principles
without attempting uniformity.

No longer must tho public

accountant work singlehanded against the prejudicial
desires of tho officers of clients for what he believes to
be fair and oorreot presentation of facts in the financial
statements*

Whether tho client bo a registrant of securi-

ties on tho exohango or not tho published rules of the
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commission based on these federal laws proved an important
ally for the practicing accountants,26
Examination of Financial Statements by Independent
Public Accountants.

Durin:^, this time developments of

accounting practice was in the direction of increased
emphasis on accounting principles and consistency in their
application, and of fuller disclosure of the basis on which
the accounts were stated.

These developments were acceler-

ated by the prominence to such matter in the regulations
of tho Securities and Exchange Conraission dealing with
financial statements and also in correspondence during
the years 1932 and 193^ between the imerican Institute of
Accountants and the Committee on Stock List of the New
York Stock Exchange,^^
The trend was definitely In the direction of increasing objectivity in the approach to both accounting
and auditing problems, Ih 193U for the first time opinions were expressed in reports as to whether tho financial
statements were prepared to conform with accepted principles of accounting*

There was discussion of the word

"acceptable" as well as the word "accepted", and the choice
'^o Albert J* Watson, "Practice Unier the Securities
Exchange Aot", Journal of Accountancy, 59:l4-3U-UU5t June,
1935.
^
27 'George 0. May, Financial Accounting, (Now Yorki
Tho MaoMillan Company, Igli^i) |^. 60 (PH^, M}H.
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rested on "accepted" which required reference to principles
which had already received acceptance,2°
The American Institute of Accountants thought it
desirable to revise the bulletin prepared by the Institute
in 1929 and published by the Federal Reserve Board under
the title "Verification of Financial Statements", and approved the work of a special committee in preparing a new
bulletin to take its place.

The new bulletin was titled

"Examination of Financial Statements by Independent Public
Accountants".
The new bulletin dealt with the accountant's
examination of the balance sheet of a business enterprise
at a specified date and of the profit and loss and surplus
accounts for the period under review, and also with the
accountant's review of the accounting procedure for the
purpose of ascertaining the accounting principles followed
and the adequacy of the system of internal check and control.
According to the bulletin "Examination of Financial
Statements by Independent Public Accountants", the accountant's report or certificate should be as concise as is
consistent with a clear statement of his opinion on tho
"
<^o "Audits of Corporate Accounts", Correspondence
between tho American Institute of Accountants Committee on
Cooperation with Stock Exchanges and the Committee on Stock
List of tho New York Stock Exchange, 1932-193U» P. ^7.
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financial statements submitted*

Fjcplanations and dis-

closures which be believed to be desirable regarding accounting principles adopted shotdd be inserted in tho
financial statements or in his report*

Any qualifications

should be stated clearly and concisely*

Distinction should

be made between those comments intended to be merely informative, suoh as where part of the work had been performed
by other accoxmtants, and those whidi indicate dissent from
particular practices of the company.

It was advised that

care should be taken to avoid making any statement that was
,not literally true, or which might give rise to unwarranted
implications*

The suggested form for the accountant's re-

port according to this bulletin follows:
To the XYZ Company:
We have made an examination of the balance sheet of
tho XYZ Company as at December 31f 1935 and of tho
statement of income and surplus for the year 1935. In
connection therewith, we examined or tested accounting
records of the Company and other supporting evidence
and obtained Information and explanations from officers
and employees of the Company; we also made a general
review of the accounting methods and of the operating
and income accounts for the year, but we did not make
a detailed audit of the transactions*
In our opinion, based upon such examination, tho accompanying balance sheet and related state^ient of income and surplus fairly present, in accordance with
accepted principles of accounting consistently maintalnod by the XYZ Company during the year under review,
its position at Doce^iber 31, 1935» '-nd the result of
its operations for the year*29
^y American Institute of accountants, "Examination
of Finanoial Statement, by Independent Public Accountants",
January, 1936, pp, 5o-lil*
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It was suggested in the bulletin that before signing
a report of this type, the accountant should be satisfied
that his examination had been adequate and in conformity
with the principles outlined in the bulletin*

The report

should be addressed to whomever appointed the accountant,
whether to directors or stockholders*

The statement as

to what had been examined would be the same as tho titles
of the accounts or statements reported upon*

In the second

sentence, any special forms of confirmation could bo mentioned*

This certificate should be given only if the ac-

counting for the year was consistent in basis with that
for the year before.

If there had been any material

change either In accounting principles or in the manner
of their application, the change should be explained,

Tho

form of the report was changed when and as necessary to
embody any qualifications, reservations or supplementary
explanations.

Every effort should be made to render the

report truly Informative as to the accountant's opinion —
and perhaps raaders would become more aware of the importance of tho accountant's report*30
Summary*

Tho American Institute of Accountants

celebrated in the year 1937 tho fiftieth anniversary of
-^ D, L, Trouant, Financial Audits. (New York: American Institute Publishing Co,, Inc,, 1937), p. l8l (pp 235).
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the founding of its predecessor organization, the Am rican
Association of Public Accountants, and these fifty years
may be said to cover the life of professional accountancy
in the United States,

The development of the profession

grew at a steadily accelerating pace.

The developments

of the twenty-five years before 1937 were of much greater
importance than those of the preceding twenty-five years,
and the duties and responsibilities of the accountant increased more rapidly In the five years before 1937 than in
any other period prior to that date.
The imposition of a Federal tax on incomes, the increased requirements of banks and credit grantors for full
and informing statements, the constant effort of the New
York Stock Exchange and other exchanges to make financial
reports more valuable to the investor and the business
public, and particularly the requirements of the Socurities
and Exchange Commission both for registration of new
issues and for listing on registered stock exchanges, increased the demands upon accountants.

7/hile they did not

set up any standards of integrity or responsibility higher
than the best practice formerly required, they did to a
considerable extent formulate and codify this responsibility.

They went far toward making higber standards of

accounting responsibility compulsory for all that part of
industry and finance which appealed to the public for the

68
capital necessary to the conduct of its affairs.
No longer was it possible for one man to keep in
personal touch with all phases of even a comparatively
small business, to say nothing of a great corporation or
a complicated governmental department.
upon the auditor's report.

Hence, the emphasis

Accuracy, thoroughness, con-

ciseness and proper emphasis were some of the qualities
sought.

The bulletin "Examination of financial Statements

by Independent Public Accountants" did much to set forth
those qualities desired; and to lay the groundwork for
further improvement to follow in the near future.

in.

CHAPTER V
NEW DcVCLOPML^HTS IN THE

JHORT

FORM R:..PORT

Brief background of extensions of auditing procedure.
Although there was some similarity in many of the auditors' reports attached to financial statements before 1917»
and although the Institute bulletins published in that year
and revised in 1929 recommended model forms, the first
effective endeavor to standardize the short-form report
began shortly before 1936, Incident to the further revision
of the bulletin issued under the title "Examination of
Financial Statements".

Judging by published statements,

the form approved in 1936 met with general acceptance in
tho case of largo companies, and one had every reason to
believe that the accountants who used it In such engagements adopted it in most other cases. Nevertheless, it was
known that the form fell short of universal application;
many still persisted in tho conviction that no standard
short form oould be adapted to general use in small engagements irtiloh probably represented the majority, in number,
of reports submitted for commercial and Industrial credit
purposes*

Consenting on the standard form, one writer said:

"Tho patient is not ill, he does not require a major opera-
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tion, but some minor correctives are needed,!
Those who believed in a standard form did not assert
that it should be used Inflexibly; nor did they suggest that
any short form could be devised which, without alteration,
omission, or substitution could cover the entire field of
examination undertaken by Independent certified public accountants.

Obviously, there would always be situations in

which explanations, exceptions, or both, might be required,
and many cases in which some phrase or two in the standard
form might bo utterly Inappropriate*

What the sponsors did

say, was that every audit report required at least one paragraph of comments by the certified public accountant concoming the scope of the examination, and another paragraph
embodying either the auditor's opinion or a frank statement
of the reasons why he was unable to express an opinion concenilng the fairness of the related financial statements.
No audit report covering any typo of examination serves the
purpose for which it was sought unless it does both of
these things*
The scope and opinion paragraphs state the essential
aspects of tho auditor's professional engagement, and largely govern his rosponsibility.

It was obvious that these

1 Samuel J, Broad, "The Accountants' Report and
Cortlfioato", Journal of Accountancy, 68:17-22, July,

1939.
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should be stated clearly and concisely in language which
had a reasonable background of general acceptance as to
its intent*

It lay clcjarly within the prerogative and duty

of a profession to define for itself and tho public tho
nature and scope of the technical service which it sought
to perform and to agree upon a statement of these characteristics in language which its members agreed did express
the acknowledged intent*
The responsibilities of the independent certified
public accountant were those determined by his own profession; whether or not he had perfonned his work competently should bo determined by what his equals would have
done under like circumstances, according to the standards
set by the profession.

No one could expect the independent

certified public accountant to assume a legal responsibility which went beyond tho function which he had declared
himself competent to servo*

That normal function clearly

Imposed upon him the responsibility to satisfy himself
by ganarally accepted auditing procedure that tho representations of management, set forth in related financial
statements, were fair and in conformity with generally
aooopted accounting principles consistently applied*
Some criticized the short-form report on grounds
that it seeked to shield the accountant.

It proposed to
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protoet him against false and far-fetched pretext, to dof«id him against the infliction of obligations which he
never presumed to assume; but it reared no immunity for tho
certified public accountant as to the responsibilities which
wore rightly his, and which he had declared himself competent to bear.

It was needed to continue a steady and

determined program of education within the profession and
of public Information without the group, to establish clearly standards in professional behavior, accounting principles, auditing procedure, financial statements, and shortform reports.
Committee on auditing procedure formed*

The most

drastic changes in auditing requirements resulted from the
issuance of Extensions of Auditing Procedure in 1939. This
group of prc»iiulgations stemmed from tho McKesson and Robbins
oaso of tho late 1930's.

In that celebrated instance tho

published balance-sheet of a nationally-known concern, audited and certified to by a widely respected national firm
of accountants, was found to include Jl9»000,000 of wholly
fictitious inventories and receivables out of a total of
#87,000,000 in assets*

No case in the histoiy of accoun-

tancy brought the profession more publicity —

all bad*

Tho missing inventories and rooeivables had been audited
by roforenoo to documentary evidence, but some of it was
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forged*

Thoy had not been iudited by physical inspection

and independent confirmation,. Dramatically illustrated
was tho inadequacy of auditing by reference to the books
j and records alone,. Yet it was shown that -en rally accepted auditing procedures of the day could be restricted to
chocking of internal consistency of written records, by,
proving that the statements a.^ree with the books, but not
I establishing that the statements agree with the facts,^
I

Before 1939 there had been no committee of the

American Institute of Accountants whose luty.lt was continuously to deal with auditing questions.

The comraittoo

on auditing procedure was formed in 1939 and was granted
considerable authority on behalf of the Institute to deal
with questions which arose and to issue bulletins thereon*"^
Rocommended auditor's short-form report of 1939*
Auditing procedure did not change so much, but there had
been a gradual change of emphasis,

Tho bulletin "Exten-

sions of Auditing Procedure"'^^ issued in October, 1939#
^ Arthur M, Cannon, "Significanoe of Auditing Statement 23 in Relation to Accountant's Liability", Journal of
Accountancy* 90:373:378, November, 1950.
3 Samuel J, Broad, "Trends in Auditing and Reporting", Chapter 11, Contemporary Accounting, (New York: Institute Publishing Co., l9iv5)f p. 2*
k Committee on Auditing Procedure, American Institute of Accountants, "Extensions of Auditing Procedure", ^^
193y»_ (J^P^ntodas Statements on Audltin^^ Procedure No. I)
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called.for extended procedures in regard to inventory
quantities, direct confirmation of accounts recoivablo,
and placed increased amphasis on a review of the effectiveness of internal control.

Certain changes were recommend-

I od in the form of the auditor's report, principally in
the interests of clarity*

The short form recommended

i follows:
To the Board of Directors (or Stockholders) of the
XYZ Company:
We have examined the balance-sheet of tho XYZ
Company as of April 30, 1939» and the statements of
Income and surplus for the fiscal year then ended,
have reviewed the system of internal control and the
accounting procedures of the company and, without
making a Jetalled audit of the transactions, have
examined or tested accounting records of the company
and other supporting evidence, by methods and to the
extent we deemed appropriate.
In our opinion, the accompanying balance-sheet and
related statements of income ani surplus present fairly the position of the XYZ Company at April 30, 1939,
and the results of its operations for the fiscal year,
in conformity with generally accepted accounting
prlnoiplas applied on a basis consistent with that of
the preceding year,5
Changes in scope paragraph*

^hon comparing the form

of report of 1936 with that of 1939 we find that, in tho
opening clause, "We have made an examination" has been
changed to "We have examined".

The indefinite article an

led some to an indefinite assumption that a more or less
Indefinite type of ©xamination may have been made. The
^ lt)ld,, p, 12,
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chango e l i m i n a t e d any reasonable r-round for such an i n t e r I pretatlon*

The old form c l o s e d the opening r e f e r e n c e s t o

tho examination of tho f i n a n c i a l statartients with a p e r i o d .
The next sentence sought to describe b r i e f l y the scope of
the examination, and concluded with the c l a u s e :

"but we

did not make a d e t a i l e d audit of the t r a n s a c t i o n s " ,

Tho

d r a f t i n g eoramlttee o r i - l n a l l y recommended that the clause
be dropped, but l a t e r r o i n t r o i u c e d I t i n the modified
forms

"without making a d e t a i l e d audit of the t r a n s a o -

t l o n s " , to continue a p o l i c y of p u b l i c information which
emphasized the f a c t t h a t . In l a r g e measure, modem a u d i t ing i s based upon t e s t i n g and samplin;?.

Some promlnant

I

accountants r e t a i n e d the "but" phrase, and some others
dropped the r e f e r e n c e , 6
I

Although the old (1936) forr irado no d i r e c t

refer-

ence to i n t e r n a l c o n t r o l , r e l i a n c e thereon was J e f i n i t e l y
s t a t e d as p a r t of tho a c c o u n t a n t ' s procedure i n the 1939
b u l l e t i n , and i t had been an i n t e g r a l part of a u d i t i n g
procoduro f o r many y e a r s .

S u f f i c i e n t evidence was found

during the p e r i o d of d e l i b e r a t i o n t o demonstrate t h a t tho
informed p u b l i c lacked information on t h i s matter*

Spe-

c i f i c reference t o i n t e r n a l control was introduced i n
^ Carmen 0 , Blough, "Accounting Reports and Thair
l^eaning t o the P u b l i c " , Journal of Accountancy* 6 8 : 1 6 2 l 6 8 , September, 1939*
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the new form*
Tho independent certified public accountant undertook an examination of tho financial statements and the
underlying accounting records and supporting data; but he
did not rrlve up the opportunity to obtain information and
explanations from officers and employees, . Such evidence
might be valuable in supporting or denylnr the credibility ,
of recorded interpretations of transactions.

He received

suoh information and explanations from various sources;
he puts it all together with his examination of records
In arriving at his conclusions; rarely, if ever, did he
rely solely on such inquiries and then only if better
Information was not available.

The phrase caused some

serious rrisunderstanding as to the iei^ree of reliance upon
suoh information and explanations.

To remove this source

of miaundorstanding the j)hraso was bodily removed from the
now form and tho related clause of tho scope paragraph
now reads;

"have examined or tested accounting records

of the company and othervsupporting ovldenco,"
In tho period of change between the adoption of tho
1936 and 1939 forms of report, a number of accountants
changed tho scope section to include roforence to the
time, manner, and extent of procedures applied*

The need

for such reference was recognised in th: oxprossion, "by
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methods and to tho extent we deemed appropriate"*

The

bulletin on extensions said that it was appropriate to
refer to the time of applying tests v :n r:;lyln,j on testing and sampllnr; at periods other than the close of the
fiscal year*7

There was iissatlsfaction with the words:

"we deemed appropriate", on the grounds that they imply
an unlimited reliance upon the judgment of the auditor.
Discussions by the Institute's Committee on auditing procedure pointed to the fact that it might be best to
distinguish between normal auditin^^ procedure and generally
accepted auditing procedure.

The observation of inventories

was normal, although th© omission of the step might be
justified when it was neither practical nor reasonable
I

to attompt it.

When these steps wers practicable and

reasonable but had been omitted, a cl:.ar-cut exception had
to bo made in tho auditor's report,"

It was contended

that in any event, whon generally accepted auditing procoduro permits th© omission of a normal step, the omission
should be the subject of explanation.

Some accountants

met this hurdle by an affirmative reference to the application of these tests in all reports, tho inference being
that the omission of the procedures in any case would
i "Extensions of Auditing Procedure", o£, clt,, p.ia
j

^ Ibid*, p*.ll*
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require explanation or exception depending upon clrcumstanoos*
Changes in tho opinion paragraph*

Reforonoo to tho

consistent application of generally accepted accounting
principles had been retained as an essential, but tho position of the expression has been changed as had also its
form*

Tho position of this expression, as in tho case of

the word "fairly", was purely a matter of taste and preference In tho use of English, agreed upon by the committee,
approved by tho council and adopted by the convention.
Despite tho fact that tho I936 bulletin declared
tho words "consistently maintained during tho year \mder
rovlow" appropriate only if the accounting for tho year
was consistent with that of tho preceding year, there
existed consldorablo misunderstanding within and without
the profession as to tho intent of tho expression, and the
committee thought it desirable to chango the wording to say
Just what it meant to say*

The words "maintained by tho

Company" wore dropped deliberately*

The intent of tho

phraoo, as used by the profession, has always been that
the finanolal statoments, to which tho report was appended,
wore prepared on a basis (in respect to the application of
gonorally aooopted accounting principles) consistent with
tho finanolal statoments of tho preceding year*

There
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arose in I9I4.O in the S. E. C, an interpretation of tho
phrase "maintained by the company" which implied that the
company Itself in the maintenance of its own records, from
day to day, week to week and month to month, throughout the
year, had observed consistently such principles, without
error, adjustment or correction,9

it was agreed that it was

an obligation of meuiagement to maintain respectable accounting records and that the circumstantial or intentional
absence of such records demanded an explanation or exception
In the auditor's report.

However, the implication should

not be extended to cover routine correction*

The exclusion

'of this phrase was also explained in the bulletin as duo to
the obvious fact that the accountant could express an
opinion only after he had completed the work described in
tho scope paragraph of the report; with the underlying
thought that the use of the standard short-form report
was Justified only if generally accepted auditing procoduro
as outlined in the bulletin "Examination of Financial Statements" had been observed; and that if the examination had
been less in scope, suitable exceptions should be stated.
When the cumulative effect of the auditor's exceptions was
so material as to negate an opinion, he should express none,
limiting his report to a naration of the character and
'""
^ tnltod States Securities and Exchange Commission,
Ajjcountlng Series Release No, 13, February, 19^0.
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extent of his examination; concluding with a statement that
tho limitations or exceptions wore such as to prevent tho
expression of an opinion as to the fairness of the financial
statomont as a whole*^^
Two of the advantages of the standard short form of
report were that it indicated the nature of tho audit and
facilitated comparison between the financial statements of
different companies,

.Vide adoption of the standard form

would ollrainate the purely capricious variations in phraseology in reports written by different accountants, variations generally without significance but nonetheless puszling to investment analysts attempting to weigh the merits
of different companies by study of their financial reports.
In Pebruary, 19^1» the Securities and Exchange
Commission, in Accounting Series Release No, 21, announced
an amendment to its Rtil© 2-02 which contained new requirements for accountants' "certificates" filed with tho Commission*

Tho amended rule la;

"(a) Technical roquiremonts
The accountant's certificate shall be dated, shall be
signed manually, and shall identify without detailed
enumeration tho financial statements covered by tho
oortlfloato.
"^

A^ "Extensions of Auditing Procedure", loc* cit,

11 John L* Carey, "Standard Auditor's Raport",
Journal pf Acoountancy, 69:81-62, February, 19^0,
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"(b) Representations as to the audit
Tho accountant's certificate (1) shall contain a reasonably comprehensive statement as to the scope of the
audit made including, if with respect to significant
items in the financial statements any auditing procedure
generally recognized as normal have boon omitted, a
specific designation of such procedures and of tho
reasons for their omission; (2) shall state whether tho
audit was made in accordance with generally accepted
auditing standards applicable in tho circumstances; and
(3) shall Stat© whether the audit made omitted any procedure doomed necessary by the accountant under th-j
circumstances of thj particular case.
In detormlnlng the scope of tho audit necessary, appropriate consideration shall be -^iven to the adequacy
of the system of Internal check and control. Duo
weight may bo given to an internal system of audit
regularly maintained by means of auditors employed on
tho registrant's own staff. The accountant shall review the accounting procedure followed by the person or
persons whose statements are certified and by appropriate measures shall satisfy himself that such aooountlng
procedures are in fact being followed*
Nothing In this rule shall be construed to imply
authority for tho omission of any procedure which independent accountants would ordinarily amploy in tho
course of an audit made for the purpose of expressing
the opinions required by paragraph (c) of this rule*
"(o) Opinions to be expressed
The accountant's certificate shall stato clearly:
(1) tho opinion of the accountant in respect of tho
financial statement covered by the certificate and the
accounting principles and practices reflected therein;
{2) tho opinion of tho accountant as to any changes
in accounting principles or practices, or adjustments
of the accounts, required to bo set forth by Rule 3-07
and
(3) the nature of and the opinion of tho accountant
as to, any significant differences between tho accounting principles and practices reflected in the financial
statements and those reflected in tho accounts after
tho entry of adjustments for the period under review,
"(d) Bxooptlons
Any matters to which the accountant takes exceptions
shall be clearly identified, the exception thereto
specifloally and clearly stated, and, to tho extent

H2
practicable, tho effect of each suoh e<ceptlon on tho
related financial statements 3iven*"12
After the adoption of this rule, the Committee on
Auditing Procedure recommended that an additional sentence
be added to the scope paragraph of tho standard form of the
auditor's raport.

The amonded form is bolow, (new sentence

underlined):
"Wo have examined the balance sheet of tho XYZ Company as of February 28, I9I1.I, and the statements of
income and surplus for the fiscal year then.ended, have
reviewed the system of internal control and the accounting procedure of the compeuiy and, without making a detailed audit of the transactions, have examined or
tested accounting records of the company and other
supporting evidence, by methods and to the extent we
deemed appropriate. Our examination was made in accordance with generally accepted auditing^standards applicable in tne circumstances and includina; all procedure's
which we considered necessary^
"In our opinion, the accompanying balance-sheet and
related statements of income and surplus present fairly
tho position of tho XYZ Company at Febru-^ry 28, 19^1,
and the results of its operations for the fiscal yoar,
in conformity with generally accepted accounting principles applied on a basis consistent with that of tho
preceding yoar*"13
In I9I4.3 tho Committee on Auditing Procedure appointed
a subcommittoo to consider whether to revise tho suggested
short form of accountant's report*

Some accountants thought

that tho added sentence rendered unnecessary part of the
1^ Securities and Exchange Commission, Rule 2-02 as
amondod^ln Amendment No* 3 to Regulation S-X-,Accounting
Series Release No* 21, effective March 1, 19'4l.
I3 Committee on Auditing Procedure, American Institute
<>f ^^^'^SSJt^'^ft'i "r*^e Revised S.E,C* Rule on Accountants' CortlficatM", |3tatofflents on Auditing Procedure No. 5» Pebru-
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sentence before it in the standard form*

The subcommittee

brought in a report which was a valuable contribution on
tho subject*

The subcommittee agreed that it was unneces-

sary to propose a new form for general adoption at that
time, because when tho standard form was suggested, it was
made clear that it was not mandatory and could bo changed
as long as the substance remained the same*

They did

quote the scope paragraph in general use by two firms represented on th© subcommittee*
(1) "We have oxaminud the balance sheet of Blank Company as of December 31» 19^42, and the related statement
of profit and loss and earned surplus for tho fiscal
yoar then ended. Our examination was made in accordance with generally accepted auditing standards applicable in the circumstances, and included such tests
of the accounting records and other supporting evidence
and such other procedures as we considered necessary,
(2) "We have examined the balance sheet of the Blank
Company as of Docamber 31, 19^2, and the related statement of profit and loss and surplus for the year ended
on that date, have reviewed the accounting procedures
of the company, and have examined their accounting
records and other evidence in support of such financial
statoments. Our examination was made in accordance
with generally accepted auditing standards applicable
In tho circumstances and included all auditing procedures we considered necessary, which procedures were
applied by tests to the extent we deemed appropriate
in view of the system of internal control*'lU
Th© subcommittee also pointed out that both of
these forms omitted any reference to the fact that tho
"
1^ Suboommlttoo of tho Committee on Auditing Procedure, "Accountant's Report and 0 inion". Journal of Accoun77r227-229, March, 19i|l4.

oxamlnatlon did not include a detailed audit which tho
respective firms thought was adequately covered by ths
phrase "generally aooopted auditing standards applicable
in the circumstances*

Another member of tho committee

thought that tho phrase "without making a detailed audit
of tho transactions"should be included.

Neither of tho

forms referred to "a review of tho system pf internal
control"*

The first one made no reference to Internal

control; the second referred ^o it merely as a measure of
the extent to which tests were used*

Some have suggested

that making specific reference to a "review of the system
of internal check"carried with it a responsibility to
include a report on any weakness found.
Another chango in the scope paragraph of the accountants* short form of report was regarding the extended
auditing procedure relating to inventories and receivables
called for by "'Extensions of Auditing Procedure",

If tho

accountant thought it not practicable or reasonable to
undertake auditing procedures called for in tho bulletin
regarding inventories and receivables and satisfied himself
some other way ho was not required to give an explanation
in his report.

But if physical test of inventories or

confirmation of rooeivables was praotlcablo and was omitted,
he had to make an oxooptlon in his report.

The reader of

tho accountant's report did not know whether tho procoduro
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had boon undertaken or not.

In order to supply the desired

Information tho Committee on Auditing; Procedure, in a report to coxmcii; proposed an amendment to "Extensions of
Auditing Procedure"requirin^^ disclosure on that point:
"Accordingly, the Committee on Auditing Procoduro
hereby recommends that hereafter disclosure be required
in tho short form of independent accountant's report or
opinion in all cases In which the extended procedures
regarding inventories and receivables sot forth In
"Extensions of Auditing Procedure" are not carried out,
regardless of whether they are practicable and reasonable, and even though t^e independent accountant may
have satisfiad himself by other methods."15
Exceptions substantial enough to withhold opinion*
Three bulletins, in a series of case studios, have been
issued by tho Committee on Auditing Procedure dealing with
the propriety or otherwise of an auditor expressing an
opinion on the basis of a restricted examination,

Tho

first bulletin of the series dealt with a case whore examination of a company having substantial assets at its
branches was restricted to the head office records; where
a test confirmation of receivables, material in amount,
was not made by communication with the debtors; and #iero
generally accepted auditing procedures with regard to
physical quantities of inventories had been omitted.

The

"""
1!> Committoo on Auditing Procedure, American Institute of Accountants, "Amendment to Extensions of Auditing
Prooodurf", (Statomonts on Auditing Procedure No* 12,
October, I9I4.2) p, 89*

0(

company was managed well, its accounts were believed to bo
stated in a conservative manner and the company had an
internal auditing staff which furnished reports on the
branch accoiints. Because of the materiality of tho assets
and transactions involved, the Committee concluded that
the exceptions which would have to be made with regard
to the scope of the examination wero sufficiently material
to noi^atlve th© expression of an opinion, and that accordingly, tho auditors should refrain from expressing one,l^
"Statement on Auditing Procedure No, 11", issued in
Soptembor, 19l|-2, dealt with the case of a savings and loan
association operating under the rul^^s and regulations set
up for such associations by th© Federal Home Loan Bank
Board*

In that case a particular and important auditing

procoduro, confirmation of mortgage loans, share loans,
and shareholders' accounts, had been omitted; and they
represented a substantial portion of the total assets*

The

Committoo stated that even though particular and Important
auditing procedure was omitted, under cerTain circumstances
other ovldenco available might be of sufficient weif^ht to
justify tho auditor to express a qualified opinion*
A6 Committoo on Auditing Procedure, American Institute of Accountants, "Tho Auditor's Opinion on tho Basis
of a Hestrlotod Examination". (Statements on Auditing Procedure No. 2, Dooombor, 1939) P* 15«
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Thoy stressed the fact that such a qualified opinion might
not be acceptable to the Federal Home Loan Bank Board and
that the accountant would assume the responsibility for
any restricted opinion he expressed.^"^
The third case study by the Committee in this
series is contained in Statement No. 13 issued in December,
I9U2.

It was the case of a company issuing face amount

certificates.

The auditors had been precluded from going

into the adequacy of the reserves.

It was the opinion of

the Committee that the exception as to the scope was
sufficiently material that the auditor would not be justified in expressing even a qualified opinion.1"
Another statement which has to do with negative
opinions is "Statement on Auditing Procedure No. 23".
Statement No, 23 holds that whenever an independent certified public accountant permits his name to be associated
with financial statements, he should clearly indicate
whether or not or to what extent he has made an audit thereof, and whether or not he has an expert opinion thereon,
and if so, what it is,

"Extensions on Auditing Procoduro"

17 Committee on Auditing Procedure, iAmerican
^^ „Instl^
tuto of Accountants, "The Auditor's Opinion on the Basis of
(Statements on .kudltlng
a Restricted Examination (No. 2J". (Stater-^
Procedure No, 11, Septomber, 194-2) p. 81,
16 Committoo on Auditing Procedure, American Institute of Accountants, "Tho Auditor's Opinion on tho Basis of
a Restricted Examination (No. "3)", (Statements on Auditing
Procedure No, I3, December, 19U.2), p. 93.

•8,

wore changed from "accountant should limit his report to a
statement of his findings and, if appropriate, his reason
for omitting un expression of opinion" to "state that he is
not in a position to express an opinion on the financial
statements and indicate clearly his reason therefor.

Ho

may also, if appropriate, comment further as to compliance
of tho statements with generally accepted accounting principles in respects other than those which require the denial
of an over-all opinion",1^ "Statement No* 23 (Revised)^ was
published in Oocembor 19^9.

It stated that "whenever finan-

cial statements prepared without audit are presented on tho
accountants' stationery without comment by the accountant,
a warning, such as Prepared from the Books '//it'tout Audit,
appearing prominently on each page of the financial statements is considered sufficient"*^0
Exceptions havlnp; to do with Inventories*

The Com-

mlttoe indicated in Statement No. 1 that "flThen the Independent Certified Public Accountant intends to raport over
his signature on the financial statements of a concern in
whloh inventories ar© a material factor, it should bo
19 Committoo on Auditing Procedure, American Institute of Accountants, "Clarification of Accountant's Report
When Opinion Is Omitted" (Statements on Auditing Procoduro
No. 23, Deoembor, 19^7), p. I6I.
20 Ibid*, p, 162 (a).

^^9
$tinor«lly accepted auditing procedure that, in addition t o
making auditing t e s t s a-id oheoks of tho inventory accounts
and records, he s h a l l wherever practicable and reasonable
bo present, e i t h e r in person, or by h i s reprosentativos, at
tho inventory taking"*21

In an amendment to "Extensions of

Auditing Proooduro So, I," Statomont No, 3, issued in February, I9I4O, stated that when ^^enerally aooeptod auditing
procedures wore applloable and the auditor had not used
thom but had s a t i s f i e d himself by other methods his oxooptlon would bo plaood in tho scope of his opinion*
The ftBidarentaldifference batwoon the taking of
physical inventories by a o l i s n t and the obsarvatlon of i n ventory taking or th^i testln^; of the inventories by tho
Independent o o r t l f i o u public accountant was emphasized by
the committoo.

The dot rmlnation of inventory quantities

and adjust*/iont of invontories through tho year in oonneot i o n with porpotuttl-inventory records i s an important part
Of tho aooountlng function of a corporation in reporting
I t s f i n a n c i a l p o s i t i o n and tha r e s u l t s of i t s operation*
I t i s the c l i e n t ' s r e s p o n s i b i l i t y to determine tho amount
of inventory to bo used i n h i s f i n a n c i a l statements*

It i s

tho o o r t l f l o d public accountant's r e s p o n s i b i l i t y to s a t i s f y
himself as to tho " o r e d l b l l i t y of the roprosontations made
^A "Sxtonaiohs of Auditing Procoduro", og* clt* p* 6,
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by tho olicnt"22 and this should in no way take the place
of physical inventory by tho client.
The time, method, and extent of the observation will
vary with tho circumstances.

Statement No. l6 discusses a

number of situations presenting problems to tho independent
public accountant in observing physical inventory-taking,
Tho Committee points out that physical stock-taking is not
tho solo evidence upon which the auditor bases his opinion*
The physical stock-taking and the records are complementary
to each other*

In general, emphasis is plaood upon internal

ohook in keeping the inventory records and in taking tho
physical count so as to permit satisfactory observation by
the accountant*23
Exceptions having to do with receivables* "Extensions
of Auditing Procedure" contained a provision that wherever
practicable and reasonable and whore the whole amount of receivables represents a significant proportion of the current
or total assets, confirmation of notes and accounts receivable by direct communication with the debtors is a required
procedure, the method, extent, and time of confirmation to
^^ Committee on Auditing Procedure, American Institute of Accountants, "Physical Inventories in Vartime"*
(Statements on Auditing Procedure No, 17» Dt^cembor, I9U2),
p* 120*
23 CoBunitteo on auditing Procoduro, American Instlments on AucBftlng ?focoSuro No* 10,^December, I91I2) p,l09.
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bo dotorminod by tho auditor*^^

The October, I9I4.2, amend-

ment to "Extensions of Auditing Procoduro" in Statement on
Auditing Procedure No. 12, mentioned above, required dlsolosure in all cases in which such extended procedures were
not carried out, "Regardless of #iether they were practicable and reasonable and even though the independent aco6untant may have satisfied himself by other methods*"^5
As production increased and the work of the accounting departments of the government became heavier, it became
more difficult to obtain confirmations from departments aid
agencies of the government of amounts owed by tho government
to contractors and others*

At the same time, the percentage

of tho rooeivables had increased*

This situation was dealt

with by tho Committee in "Statement on Auditing Procedure
No* 18" issued in January, 19U3»

The Committee pointed out

that in most cases the auditor might be able to satisfy
himself on a tost basis as to the correctness of the receivables and gave suggested wording for the accountants' report
to road:

"Kxcept that it was not practicable to confiim

receivables from tho United States Government departments
(and agenelos, if applicable), as to which we have satisfied

^

'Extensions of Auditing Procoduro", o£* cit*, p,7.

^? "Amendment to Extensions of Auditing Procoduro",
op* cit* p, 89
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ourselves by means of other auditing procedures, our examination was made in accordance with generally accepted
auditing standards applicable in the circumstances and included all procedures which we considered necessary*"26
This wording was modified again by a subcommittee
of tho Committoo by the suggestion that they insert a
period or semicolon after tho phrase "our examination was
made In accordance with generally accepted auditing standards applicable in the circumstances and included all procedures which we considered necessary".
adding tho sentence:

They suggested

"Confirmation of receivables from

United States Government Departments wero not obtainable
but satisfied ourselves by other means as to these items,"^7
Final changes in auditors' short-form report*
Changes wero again made in the standard short form report
in October, 19Wf when the Committee on Auditing Procedure
issued Statement No, 2U, and this statement recommends the
exclusion of reference to the review of the system of
internal control and to the omission of a detailed audit
and ad(^ts a change in wording so that tho phrase "appll^^ Committee on Auditing Procedure, American Institute of Accountants, "Confirmation of Receivables from tho
Govommont" (Statements on .-lUditlng Procedure No* 18, January, 19li3), p* 128,
27 "Accountant's Report and Opinion", o£. cit„p, 228,
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cable i n the circumstances" i s r e l a t e d to a u d i t procedures
r a t h o r than audit standards.

The recommended c e r t i f i c a t e

now r o a d s :
t o have examined the b a l a n c e - s h e e t of X Company
as of Jecember 3 1 , 19 , and the r e l a t e d statement ( s )
of income and surplus"Tor the year then ended. Our
examination was made in accordance with g e n e r a l l y
accepted a u d i t i n g standards, and accordingly included
suoh t e s t s of the accounting records and such other
a u d i t i n g procedures as we considered necessary i n tho
circumstances*
In our o p i n i o n , the accompanying b a l a n c e - s h e e t and
statement ( s ) of income and surplus present f a i r l y the
f i n a n c i a l p o s i t i o n of X Company at jecember 31, 19
,
and tho r e s u l t s of I t s operations for the year then
ended, in conformity with g e n e r a l l y accepted accounting
p r i n c i p l e s applied on a b a s i s c o n s i s t e n t with that of
tho preceding y e a r , 2 8
There was a new b o o k l e t , "Audits by C e r t i f i e d Public
Accountants" i s s u e d i n October, 19)47, that

Incorporates

the p r i n c i p l e s s t a t e d in the older b u l l e t i n s , as w e l l as
the "Statoments on ^^udltln,;; Procedure" which have appeared
s i n c e 1939> i n c l u d i n g No, 1 - 'Extensions of

ajdlting Fro-

cedure through No, 23 - C l a r i f i c a t i o n of Acco\mtant's
Report Whon Opinion i s Omitted and a l s o the T e n t a t i v e Statomont of Auditing Standards*

It is a concise,

authoritative

and u p - t o - d a t e d e s c r i p t i o n of the usual f i n a n c i a l

state-

ments, tho o t j r t l f l o d p u b l i c accountant's report, a u d i t i n g
^o Commfttoo on Auditing Procedure, American I n s t i t u t e of Accountants, "Revision i n Short-form accountant's
Raport or C e r t i f i c a t e " (Statements on Auditing Procoduro
No* 2U, October, 1914-8), p , I6U,

9k
p h i l o s o p h y , and a u d i t i n g procedures,

%y i s s u i n g t h i s frank

summary of what a u d i t i n g i s and what can bo expected of tho
a u d i t o r , tho I n s t i t u t e has done the p u b l i c and tho accounting p r o f e s s i o n a great s e r v i c e .

Hiding behind t e c h n i c a l

terms w i l l not bring about public confidence in audited
f i n a n c i a l statements and confidences are not only e s s e n t i a l
to the continuance of tho accounting p r o f e s s i o n but a l s o
t o c r e d i t and finance*29
In a survey of s t o c k h o l d e r ' s opinion the research
d i v i s i o n of Hartwell, Jobson, and Kibble found that out of
tho t w o - t h i r d s of tho s h a r e h o l l e r s t h a t read the a u d i t o r ' s
r e p o r t , f i f t y - n i n e percent thought i t guaranteed the financ i a l statements.

Only eleven per cent did not think s o . 3 0

From t h i s I t was concluded that the one-third that did not
read the a u d i t o r ' s report and the g r e a t majority who t h o i ^
i t guaranteed the f i n a n c i a l statements need education on
th© s u b j e c t of tho a u d i t o r ' s r e p o r t ,
<

How much uniformity and comparability can bo a t t a i n ed?

Tho debate of the problem of how much u n i f o i m l t y and

comparability can bo a t t a i n e d i n f i n a n c i a l reports has been
5^9 t , L, B r l g g s , Fiditor, "'AThat i s .un Audit", Accounting DlRost, Quarterly, U n i v e r s i t y of Vermont, B u r l i n g t o n , Vormoni, Vol* 1 6 : p , 6, Stjptombor, 1950*
^^ John L* Carey, S d i t o r , "Tho Koaning of Indopondont A u d i t o r ' s Report", Journal of Accountancy, 83:277-278,
A p r i l , 19M.7.
—
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going on for a long time. No one with any understanding
of accounting would even suggest that there could be
absolute uniformity in accounting for all tho many different kinds of business interprises and transactions. Ho
would not want accounting methods or forms of reports
frozen so as not to adapt to changing conditions. But he
would not deny that there la unnecessary variation in
financial reporting.

The fundamental question is. How

much standardization, comparability, ani clarification
of accounts can be attained without misrepresenting the
true differences in the business transactions the accounts
plcturo?31

That question remains to be answered through

the experience of certified public accotintants in their
relationship with their clients.

^ John L. Caroy, Editor, "Uniformity and Comparability in Financial Statoments", Journal oT Accountancy,

90tl-2, July, 1950,

CHAPTER VI
SUMMARY
Accounting is relative and progressive.

This state-

ment was made in the first chapter and this paper has tried
to show how the auditor's short-form report has evolved
because of the relative changes and auditors' attempts to
keep in step with these changes.
In the early nineteenth century an increasing
pressure was apparent in England in favor of incorporation.

The resistence of the government slowly weakened

and an approach was made in the second quarter of the
century to permit incorporation through compliance with
a general statute.

The pressure of expanding commerce

led to incorporation by companies acts.
The companies act prescribed an audit,

England's

unpleasant experience with stock speculation in the early
eighteenth century led to certain safeguarding clauses
in the companies acts of the nineteenth century, including
an audit, in the interest of inactive shareholders.

Why

was an audit prescribed instead of some other protective
device?

England's experience in feudal days provided a

suitable method for effectively supervising delegated
responsibilities —

the audit.

The idea was easily adapted
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to the nineteenth-century need and an audit was therefore
prescribed for all joint-stock companies.
The men, who were to grow into professional experts,
were first bookkeepers. Bookkeeping was basic to auditing.
The shareholder's knowledge of his company's affairs had to
come from bookkeeping data prepared for him by his own representatives.

When the audit committees, consisting only

of stockholders, began to realize how complicated was the
task assigned them, they sought assistance.

They wore

presently permitted by statute to employ accountants. No
doubt in some cases these outside assistants were simply
bookkeepers who were not associated with the entei?prise.
But in many cases someone of more experience was needed,
i

i These men were found in the rank of those who worked with
accounts in bankruptcies and therefore had a deeper knowledge of ways and means than could have been had from
merely writing up transactions.

This bankruptcy work

arose from the statutes irtiich sought to protect business
creditors when their debtors became Insolvent,

Insolvency

was directly connected with the long series of financial
crises which England experienced.

It is evident that

business crises of tho nineteenth century were contributing factors to the development of professional auditing.

Because corporations were aggregates of capital

under delegated management, it was necessary to substitute
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a knowledge of figures for direct knowledge of investors,
Financial Statements became the medium of stockholders'
knowledge of their affairs and thus gave added importance
to well chosen account classification which would make the
statements clear and the auditor's report understandable.
Because of the increase in accountants, they began
to form societies to improve the status of their profession.
Before I9OO the accounting profession in America
hardly existed.

But by 1905 all of the societies formed

before that time had merged into one. The American Association of Accountants which later changed its name to American Institute of Accountants,

Through the influence of

the Institute, accounting began to take on a more professional attitude.

With the growth of the profession, tho

question of the value of the auditor's report (or certificate) gained Importance.

The word "certify" used in

tho certificate began to be questioned and accountants
began to realize the importance of standardizing tho
report,
As early as 1926, the New York Stock Exchange became concerned with the lack of uniformity in the applications of accounting principles by large corporations,

Tho

Exohango appointed an executive assistant to its committee

L L
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on stock list and assigned to him a large part of tho responsibility for the development of principles which companies whose securities were listed might be required to
observe.

In 1930, a special committee of the American.

Institute of Accountants was appointed to cooperate in
this project, and in 1932, this committee issued a preliminary statement outlining four major objectives recommended to the attention of the Exchange,
In 1932, all corporations applying for listing of
securities upon the New York Stock Exchange were asked
to enter into an agreement to the effect that their future
annual financial statements would be audited by independent public accountants qualified under the law of some
state or country, with the further provision that this
audit would be accompanied by a certificate of the accountants showing the scope of the audit and the qualifications
if any, made by them.

At this time, the form of auditors'

certificates varied widely, but after further study by
the Institute's committee the first draft of the present
standard forai of report was adopted in 193i|.
In I9I4I., the Securities Exchange Commission issued
rule 2-02,

This rule resulted in a modification of the

first paragraph of Vhe standard form of auditor's report,
tho principal effect of which was to include the statement
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that "our examination was made in accordance with generally
aooopted auditing standards applicable in the circumstances
and Included all procedures which are considered necessary."
While the regulations of the Securities Exchange
Commission are not applicable to business enterprises not
required by law to register with it and comply with its
rulings, there is a constantly growing tendency to apply
the standards set by the Commission to all audits.
Any document issued by a public accountant which
claims to be an audit report and in which the public
accountant expresses his opinion with regard to the financial statements involved, should comply with the requirements of the bulletins of the American Institute of Accountants entitled "Sxaraination of financial Statements
and Extensions of Auditing Procedure," and with the other
statements of the Institute's Committee on Auditing Procedure in 1939.

Several of these bulletins deal with tho

question of restricted or incomplete examinations.

It may

be said that where the extent of the auditor's examination is not sufficient to enable him to form an opinion
on tho accounts as a whole, he should not issue an opinion.
It is stated in these bulletins that he may issue an
informative report describing what he has done, but he is
warned not t6 use tho standard form of report and trust to
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escape rosponsibility by so-called qualifications if tho
items are large enough to require definite knowledge on
his part in order to enable him to form an opinion.
Evolution of short-form report by use of examples.
In order to compare the changes made in the short form
report these examples are riven.
certificate of 18)46,

The first example is a

It is a very good certificate for

its day and is of interest for its quaint phraseology and
also for the accuracy and intelli -Ibility of its construction,
January 2, I8i4.6
We have exarainod the treasure account for tho year
I8I4.5 as stated on this page and find tho same rightly
charged, well vouched and properly cast and balanced
and there is now duo frcHn the treasurer the sum of
ton thousand, two hundred forty-two dollars and fortynine cents (which he will carry to new account with tho
corporation).
Signed by four Directors,!
The next cortlfioato is headed Model (?) Certificate 1
Port Allen, La,, Jecember 29,l87l4.
We, tho undersigned, having been appointed a committoo
to audit the books of tho treasurer of the Paydess
fund, horoby certify that wo have examined all his
books and assets and find them correct in every particular*
"Peter (X) Washington (his mark)"
"George (<) Steptoe (his -r'.ark)"2
* Editorial, "Auditor's Certificate", Journal of
Accountancy. 28:1^56-1457, Deoombor, 1919.
,,.,*^Liii I*# RJ-S^^ardson, "Model Certificate", Journal of
Aocountanoy^ Il2tl22, August, 1926*
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Tho auditors, Washington and Steptoo, being unable
to road or write fixed their respective marks*

It will be

noted that they had exarrined all books and accounts*

This

«

may be a perfectly correct statement, but it does not -nean
that they have read any portion of the books or accounts'.
In a Certificate of Audit of 1925 we note that tho
word "certify" was still used, 'By this time accountants
wore beginning to question the use of the wordt
Certificate of Audit
To the Directors of
Blank and Blank, Inc,
Wo have made an audit of the accounts of your company
for tho yoar ending December 31f 1925 and
Wo hereby Certify, that, in bur opinion, subject to no
provision having been made for Federal income taxes
for the yoar, tho Statement of Income, and Profit and
Loss, correctly reflect, respectively the financial
condition of tho company at Deoombor 31» 1925f and tho
result of its operations for tho year ended that date*
White and White
Certified Public Accountants3
Th© following form of certificate was prescribed by
the bulletin "Verifications of Financial Statoments":
I have examined tho accounts — — Company for tho
parlod from ...^^.^ to
•
I certify that the accompanying balance-sheet and
statement of profit and loss. In my opinion, set forth
the financial condition of the company at.
and
tho results of operations for tho period**^
""

3 koCarty and Amldon, o£. clt,, p. I4.63.

'^ A, p, Richardson, "Instructions for Verification
of Financial Statements", o£, cit*, p, 362,
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In the accountant's report recommended by the
bulletin "Examination of Financial Statement of 1936"
was used tho oxprossion "in accordance with accepted
principles of accounting consistently maintained by the
company".

It also included "but w.i did not -nake a de-

tailed audit of tho transactions" to help instruct the
public on what a balance sheet audit was. The word
"certify" did not appear at all because it was impossible
for an auditor to insure the statements in the report*
To the XYZ Company:
We have made an examination of the balance sheet of
tho XYZ Company as at December 31, 1935, and of the
statomont of income and surplus for the year 1935. In
connection therewith, we examined or tested accounting
records of the Company and other supporting evidence
and obtained information and explanations from officers
and employees of the Company; we also made a general
review of the accounting methods and of the operating
and income accounts for t-^e year, but we did not make
a detailed audit of tho transactions
In our opinion, based upon such examination, the
accompanying balance sheet and related statement of
Income and surplus fairly present in accordance with
accepted principles of accounting consistently main*
tainod by tho <YZ Company during the yoar under review,
its position at Jecember 31»^1935» an«i the results of
its operations for tho year*5
Tho next change was in the "Statements on Auditing
Procoduro No* 1" issued in October, 1939.
To the Board of -directors (or Stockholders) of tho XYZ
Company:
We have examined the balance-sh et of the XYZ
Company as of April 30, 1939, and tho statements of
^ "iilxamlnation of Financial Statements" o£*cU, p.ljl.
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income and surplus for the fiscal year then ended,
have reviewed the system of internal control and the
accounting procedure of the company and without making
a dotailod audit of tho transactions, have examined or
tested accounting records of the company and other
supporting evidence by methods and to the extent we
doemod appropriate.
In our opinion, the accompanying balance-sheet and
related statements of income and surplus present fairly the position of tho XYZ Company at April 30, 1939f
and tho results of its operations for tiie fiscal year,
in conformity with generally accepted accounting
principles applied on a basis consistent with that of
the preceding year*6
In 19l(>X as an amendment to the above report, in
order to ocmiply with Security Exchange Commission regulations added the following sentence to the first parof^raph:
Our examination was made in accordance with generally
accepted auditing standards applicable in the circumstances and including all procedures which we considered neo©asary*7
Tho last change recommended by the Conmittee on
Auditing Procedure was in the "Statements on Auditing
Procoduro No. 2I4." issued in October, 19^8.
Wo have oxarined the balance-sheet of X Company
as of Deoombor 31, 19
and the related statement (s)
of Incorao and surplusTor the year then ended* Our
examination was made in accordance with generally
aooopted auditing standards, and accordingly included
suoh tests of the accounting records and such other
auditing procedures as we cohsidorod necessary in
the circumstances.
In our opinion, tho accompanying balance-sheet and
statomont <s)of income and surplus present fairly tho
Extensions of Auditing Procedure", o£. clt* p.lZ
7 "The Revised S*S*C, Rule on Accountant's Certifloatos", o£^ clt, p, I6I1,

idk
financial position of X Company at Jecember 31» 1 9 _ ,
A A
^*»^^s of its operations for thj year then
ended, in conformity with generally accepted accounting principles applied on a basis consistent with that
of tho preceding year,®
Those reports that have been recommended by tho Institute are all unqualified auditors' reports and have been
discussed in a preceding chapter*

A qualified Short Pons

of Auditor's Opinion is included below to clarify tho
meaning of a qualified report. An entire qualified report
has not been stated in the paper.
To tho Stockholders and Bo^rd of Directors,
S, I, du Pont de Nemours and Company
We have examined tho consolidated balance shoot of
B, I, du Pont do Nemours and Company and its wholly
owned subsidiary companies as of Jecember 31, 19U7,
and the related statements of consolidated income oind
surplus for the year then ended, have reviewed the
systems of internal control and the accountin^^ procoduro of the companies and, without making detailed
audits of tho transactions, have exarinod or tested
accounting records of the companies and other supporting ovldonoo, by methods and to the extent we doomed
appropriate. Our examination was made in accordance
with generally accepted auditing standards and included all procedures which we considered necessary in the
circumstances.
In acoordanoo with a procedure instituted by tho
Company early in 19kl$ 4^nd reflectod in its published
Itorim statomonts during 19U7, the Company has made
provision for excessive construction costs in tho
amount of #20,900,000 and has deducted suoh provisions
from not operating and other income in arriving at net
Income for 19U7. In tha latter part of 19U7f tho
American Institute of Accountants' Committee on Accounting Procedure published a statement in which it
said "the committee disapproves immediate write-downs
,^,^ "Revision in Short-Form accountant's Report or
Cortificato", o£* clt*, p. l6U.
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of plant cost by charges against current income in
amounts believed to represent excessive or abnormal
costs occasioned by current price levels"*
Except as indicated in the procoding paragraph, in
our opinion, the accompanying consolidated balance
sheet and related statements of consolidated income
and surplus present fairly the consolidated position
of E, I, du Pont de Nemours and Company and its
irtiolly owned subsidiary companies at Jecember 31»
I9U7, and the consolidated results of their operationi
for the year then ended, in conformity with generally
accepted accounting principles applied on a basis
consistent with that of the preceding year*
ii

Lybrand, Ross Bros, and
4
Vontgomery9
Philadelphia, Penna*
February 16, I9U6*

I 1

^ Thomas W, Byrnes, K. Lannoau Baker, and C* ^^^/^J
Smithy Auditing (Now Yorkt Tho Ronald Press Company, 19Uo)

p* 53!i.
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APPENDIX
The term auditing standards is a comparatively
recent one in accounting literature*

This term has

played a very important part in tho devalopment of tho
short-form report,

I believe in order to enlighten the

reader of this paper that a listing, as brief as possible, of these standards is necessary
These standards are quoted from Samuel J, Bro*id
as the auditing standards he bolioves "have been sufficiently established by professional and other authority
to have attained the rank of generally accepted auditing
standards,
"General
(1) Consideration should be given throughout tho
course of examination to the accounting practices
applied with a view to reaching a conclusion as to
whether they are in accordance with generally
accepted accounting principles; and lAiother suoh
principles woro applied on a basis consistent with
that of tho procoding period,
(2) The scope of the auditor's tests of authenticated vouchors, documents, and other supporting data
should be sufficient to satisfy him that trsnsaotions
recorded actually occurred, and that the accounting
values which resulted from these transactions are
proporly statod*
(3) Documentary ovldonoo or othor authorizations
should bo soon in respect of those acts or transaotlona involving tho accounts which require formal
approval by the stato, tho stockholders or directors,
or other authority*
(U) Throughout the course of his work, whether in
examining or testing vouchors or in specific inquiries
on tho subject, tho auditor should endeavor to satlafy
himself as to the reasonable adequacy and offoctlvonoss

112
of tho system of Internal check and control in the
light of the conditions encountered in the particular
enterprise; whether tho system, in principle, should
produce reliable results; whether it functions satisfactorily as planned and whether it does produce
reliable results as indicated by the tests made* This
Involves knowledge of duties assigned to individuals
whoso reports form the basis for accounting entries,
the scope of their duties, and the exteat of their
authority. If weak spots are encountered, tho auditor should decide whether his testing or sampling of
the particular typo of transactions should be extended*
(5) Consideration should ce given to the Internal
auditing program, if any, carried on within the
client's own organization, the degree of reliance
plaood on suoh auditing being dependent on the indepondonce and skill of the internal auditing personnel,
Tho objective should,be to economize effort and to
increase the reliability of the financial data through
proper planning and coordination of the two auditing
efforts*
"Assots
(0) Inquiries should be made to ascertain whether
the assots are free or are hypothecated or subject to
lien or othor encumbrances.
"Cash
4.7) The examination of cash on hand and in banks
should bo undertaken as at tho same time that securities, bank loans, ete., are counted, taken under
control, or confirmed,
(8) Count or direct confirmation with independent
holders should be made of all material balances. The
auditor should bo satisfied as to the reconciliation
of all difforancos between the amounts as confirmed
and as shown by tho books and that the cash in banks
la hold in a bona fide bank; and should ascertain
if thoro are any restrictions on withdrawal,
"Reoolvabloa
(9) Tho Indlviiual accountants should be examined
or analyzed and tho system under whloh thoy are maintained reviowod to the extent necessary to support
tho conclusion that tho accounts represent real receivables and to enable tho auditor to form an
opinion as to tho approximate amount which they may
be expootod to roaliao*
(10) Whorovor praotlcablo and reasonable, confirmation of reoolvablos should bo made by direct coramunica*
tion with the debtors, tho method and extent thereof
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to bo determined by the circumstances,
"Invontories
(11) The Auditor's opinion as to the inventories
must be based on his examination of the accounts,
the stock records (if any), and other data supporting
tho inventories, supplemented by his review of the
methods .*nd basis of taking and pricing th© physical
inventory itself,
(12) Tho examin«ttion should Include inquiry into
and a review of the instructions for detorraining inventory quantities to see whether they are such as may
be expected to produce a reasonably careful determination of quantities, quality, and condition. Consideration should be given to the methods adopted for
cut-off purposes, 1. e,, the coordination, as to tho
receipt and shipments of goods and as to goods on
consignment, e t c , of the books of account with the
physical Inventories,
(13) Wherever practicable and reasonable, tho
auditor should attend the inventory-taking and observe
the prooodures followed (or ^.aice test checks) to a
sufficient exteat to ascertain whether the methods
actually used for inventory purposes are conducive
to a careful inventory, Where a material amount of
tho Inventory is held by outside custodians, written
confirtiation thereof should be obtained direct from
tho custodians,
Hk) The auditor should make 1 iquiries and
sufficient test of inventory prices to justify opinions whether tho basis of pricing adopted conforms
to generally aooopted accounting principles and
whether (a) tho work has been carefully and conscientiously done; (b) adequate recognition has been
given to market prices whore these are below cost;
and (c) reasonable consideration has been given in
pricing to slow moving or obsolete stock*
"Securities
(15) ike auditor should satisfy himself that tho
basis on whloh securities are stated Is in conformity
with generally accepted accounting principles and
that allowance for shrinkage has boon made where required,
(16) Securities should bo confimed by inspection
or by oonfinnation from Independent holders*
(17) Plant and i^ulpment^* Tho basis on which plant
and equipment are carried in the accounts should bo
ascortainod, and tho accounting policies as to tho
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treatment of depreciation, bstterraents, additions,
retirements, repairs, and replacexants, and whether
these are dealt with in accordance with generally
accepted accounting principles. Sufficient test
should be made to ascertain whether the basis used
and the policies adopted have been followed consistently in the accounts,
(16) Deferred Charges, The auditor should satisfy
himself, by documantary or othor evidence, whether
amounts carried forward as deferred charges are properly allocable to future periods and whether the
policy and pnctice as to amortization of tho
respective items ara in accordance with generally
aooopted accounting principles,
"Liabilities
(19) The auditor should adopt procedures necessary
in the circumstances, with due consideration to tho
system of internal check and control, to obtain
reasonable assurance that no significant liabilities
have been omitted and that reasonable provision has
been made for accrued liabilities,
(20) Liabilities to banks, trustees, and mortgagors
should be confirmed by direct communication with
creditors, and liabilities to others if considered
necessary, in the circumstances,
(21) Continp:ent Liabilities* Inquiries should be
mad© of tho moat authoritative sources reasonably
accessible as to the existence of contingent llabilitios such as tiotes discounted, litigation, guarantees,
endorsements, etc; also as to the situation regarding
commitments and whether there are indicated or prospective losses,
"Hesorvos* Ths auditor should analyze the reserve
accouints, investigate their reasonable adequacy for
tho iurpose for whloh provided and see whether they
are being utilized for purposes other than those for
which thoy were created or in any manner violating
genercxlly accepted accounting principles.
Capital Stock
(23) A raview should bo made of tho minutes and
othor corporate records In support of transactions
effected, iucludlng the authorization and issuance
of capital stock, stock options, warrants, rights,
and conversion privllogos, giving du© consideration
to statutory requirements. Securities issued should
bo confirmed by communication with tho registrar and/
or transfer agent or by reference to capital-stock
records.
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"Surplus
(2I4.) To the extent practicable the nature of the
surplus should be determined, 1. e., whether it represents undistributed profits, p-».id-in surplus or other
type of capital surplus; and whether any restrictions
on surplus exist affecting the payment of dividends,
etc,
(25) The auditor should consider the propriety of
all charges and credits to the various surplus
accounts with special emphasis on whether proper
distinction is made between profit and loss, earned
surplus, and other surplus.
^26) Income and Expense Accounts, The test or check
of the operating and profit-and-loss accounts should
be sufficient, combined with or supplemented by the
corroborative evidence of th© internal check and control and the examination of balance-sheet accounts,
to support the genuineness of transactions recorded,
their reasonable accuracy, and their proper classification. If the accounts are poorly kept or the system of control defective or ineffective, the examination should be extended until the auditor is satisfied whether or not the accounts are fairly presented.
Comparisons with previous periods ani other statistical
methods will be useful in bringing to light such
matters as merit special attention.1

1 ^onteinporary Accounting, op. cit., Ch. 11, p. 89.

