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CHAPTER I 

INTRCDUCTION 

Purpose and Scope 

The purpose of this thesis is to study and analyze published 

audit reports in order to determine if audit reports are being pre

pared in accordance with current recommendations of the American In

stitute of Accountants. Management, creditors, stockholders, the pub

lic, the government, and many other segments of our society use audit 

reports daily for innumerable reasons. These different groups repre

sent businesses of every size from gigantic corporations to small sole 

proprietorships. 

The accounting profession has a tremendous responsibility to 

these groups of people. An attempt is made to present the response 

that the profession has given to the vast challenges placed before it 

by the extensive use of its audit reports. Current thinking and ac

tions are woven together and contrasted to ascertain the advancement 

of published audit reports. Current thinking is derived from Auditing 

and Accounting Books, American Institute of Accountants' Bulletins and 

Statements, and Professional Periodicals. Current actions referred to 

are taken from the examination of audit reports contained in the annual 

reports issued by corporations. The main portion of the material is 

taken primarily from these sources. 

Statistical data are derived from the examination of audit re

ports. Two hundred annual reports (page 46of the appendix) were se-



l«cted as a sample of published audit reports and were taken at random 

from the files of Dr. Reginald Rushing, Head, Department of Accounting, 

Texas Technological College. 

Oldest reports in the sample are for the year ended December 31, 

1952 and the most recent ones are for the year ended September 30, 1956, 

Sizes of companies represented extend from a medium size partnership to 

some of the largest corporations) types of enterprises represented are 

as varied as Industry in the United States. Auditing and accounting 

firms making the reports portray all types of firms from diminutive lo

cal firms to extensive national firms. 

Nature of Audit Reports 

An audit report contains information as to the scope of the en

gagement and the auditor's opinion of the financial statements. 

The audit report is the end product of an audit. It is 
a permanent, signed record by which the auditor's reputa
tion and that of his client may stand or fall.^ 

Only certain aspects of an audit engagement are brought out in conjunc

tion with the discussion of audit reports. Therefore, standards and 

procedures of auditing will not be detailed but will be utilized in 

association with related data in the audit reports. Reference to audit 

reports will signify published audit reports unless otherwise stated. 

There are two major types of audit reports, long-form and 

short-form. The long-form report is used primarily for reporting to 

Jennie M. Palen, Report Writing for Accountantsy New Yorkt 
Prentice-Hall, Inc., ( 1 9 5 5 T 7 P « !• 



management and potential creditors. Tne long-form report does not have 

more essential information than the short-form, usually only additional 

information for a special reader or group of readers. Tne short-form 

report is a condensed long-form report with the additional information 

left out. 

AUDIT - The examination of the statements and records already 

prepared by the client. 

BALANCE SHEET AUDIT - Has the same meaning as the term, audit. 

DETAILED AUDIT - A detailed examination of all or substantially 

all transactions of the books of account. 

AUDIT REPORT - The statement in which the Certified Public Ac

countant sets forth the scope of the audit and in v^ich he expresses 

his independent professional opinion concerning the client's accompany

ing financial statements. Also, called "audit certificate," or "audi

tors' statement.* 

SHORT-FORM REPORT - For the purpose of this thesis any audit re

port with a scope paragraph, an opinion paragraph, and an explanation 

paragraph or less. 

LONG-FORM REPORT - For the purpose of this thesis any audit re

port with more thani a scope paragraph, an opinion paragraph, and an 

explanation paragraph. 



CHAPTER II 

HISTORY OF THE AID IT REPORT 

Early Auditing in Grept Britain 

Auditing in Great Britain has a very early origin, as the first 

audit reports were made in the thirteenth century. 

The records of the Chamberlains of the City of London 
as early as 1311 were subject to audit. Town treasurers 
in Ireland, 1456, and government officers under a statute 
of James I in Scotland, 1535, had to submit their accounts 
to audit*1 

During the seventeenth and eighteenth centuries accounting 

(mostly bookkeeping) grew with the gradual change from the feudalistic 

system to the industrial system. Development of the independent prac

titioner was slow but gradually gained momentum. In each instance 

where accounts were audited there was always a report, mostly oral. 

Industrial development in the nineteenth century and laws pro

tecting the creditors and in many other ways controlling business 

brought about a greater demand for independent accountants. This also 

produced a need for more written reports, because up to this time most 

audit reports were given orally by the auditor to the client. Because 

of the increased amount of written reports more attention became fo

cused on the form and content of the reports. 

Milton R. Conine, The Historical Development of the Short-
Form Reportf (Texas Technological College Library, Lubbock, Texas, 
1951, No. 20), pp. 5-6. 



Early Progress in The United States 

In the United States, the profession of accountancy was just 

beginning to expand at the close of the nineteenth century. A law 

providing for certification of public accountants was passed in 1896, 

in New York. This started a movement which engulfed every state and 

helped the profession to grow into a true profession. The American 

Institute of Accountants grew out of a much weaker parent organization 

in 1916 and have put accountants in a professional status that has in

fluenced accounts, audits, and audit reports immensely. 

Immediately after the American Institute of Accountants was 

founded, differences of opinion as to the type of audit to be made and 

the pattern of the audit reports appeared. Half of the audits were 

detailed and half were balance sheet. In audit reports, the account

ants certified to the correctness of financial statements. Some ac

countants were not convinced that they could certify everything in the 

statements was correct. Ambiguous reports were all too common in the 

early twenties. Words were put in to hedge on the writer's responsi

bility and, thereby, annuling any commendable features the reports con

tained. 

The American Institute of Accountants published the bulletin. 

Verification of Financia;L Statements, in 1929. It stressed clear, un

equivocal reports, being as concise as possible and yet maintaining a 

correct statement of facts. If the auditor has examined the statements 

properly and found them correct, the following certificate may be usedi 



I have examined the accounts of Company for 
the period from to . 

I certify that the acconpanying balance-sheet and state
ment of profit-and-loss, in my opinion, set forth the finan
cial condition of the conpany at and the results 
of operations for the period.2 

The Federal Securities Act of 1933 was regarded as an important 

milestone in the growth of the profession. It stipulated that infor

mation be furnished, so that the public would be fully aware of the 

essential elements necessary to exercise discretion in the purchase of 

such securities. 

The American Institute of Accountants published its next bulle

tin concerning audit reports in 1935. It represented a new concept in 

reports and obviously left out "certify", which had become very con

troversial. The recommended form in the bulletin was as follows: 

To the XYZ Companyt 

We have made an examination of the balance sheet of the 
XYZ Company as at December 31, 19 and of the statement of 
income and surplus for the year 19 • In connection there
with, we examined or tested accounting records of the Com
pany and other supporting evidence and obtained information 
and explanations from officers and employees of the Companyj 
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, the accom
panying balance sheet and related statement of income and 
surplus fairly present, in accordance with accepted princi
ples of accounting consistently maintained by the XYZ Com
pany during the year under review, its position at December 

2 
A. P. Richardson,"Instructions for Verification of Financial 

Statements." Journal of Accountancy,> (May, 1929), pp« 355-362. 
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31, 19 , and the result of its operations for the year. 

Influence of The Committee on Audj>tinq Procedure 

Stock exchanges and the Securities and Exchange Commission put 

forth a constant effort to make the audit reports more useful. Banks 

and other credit grantors increased their requirements for a more fully 

informative report. Exterior forces such as these and others induced 

the profession to be cognizant of the obligation to ameliorate the au

dit report as well as the audit. 

The Committee on Auditing Procedure, formed in 1939, responded 

with a clearer recommended short-form report as follows: 

To the Board of Directors (or Stockholders) of 
The XYZ Company I 

We have examined the balance-sheet of the XYZ Company 
as of April 30, 1939, and the statements of income and sur
plus for the fiscal year then ended, have reviewed the sys
tem of internal control and the accounting procedures of 
the company 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. 

In our opinion, the accompanying balance-sheet and re
lated statements of income and surplus present fairly the 
position of the XYZ Company at April 30, 1939, and the re
sults of its operations for the fiscal year, in conformity 
with generally accepted accounting principles applied on a 
basis consistent with that of the preceding year.^ 

3 
American Institute of Accountants, Examination of Financial 

gtatement bv Independent Public Accountants. (January, 1936), pp. 40-41 
4 
Committee on Auditing Procedure, American Institute of Ac

countants, Extensions of Auditin9 Procedure. (1939, reprinted as 
Statements on Auditing Procedure }to» l). 



Although reliance on internal control was a part of an audit, it was 

not referred to in the audit reports until this bulletin. Internal 

control, accounting principles, auditing standards and procedures be

came an integral part of the profession and influenced current think

ing involving the audit report. 

The Committee on Auditing Procedure recoiranended a new sentence 

be added to the scope paragraph (first) of the audit report after the 

Securities and Exchange Commission had issued its "Accounting Series 

Release No. 21." The new sentence is as followsi 

Our examination was made in accordance with generally 
accepted auditing standards applicable in the circumstances 
and including all procedures which we considered necessary.^ 

Full disclosure was the concept that created many rules and 

requirements subsequently adopted. One of the first to actually men

tion disclosure was bulletin No. 12j 

Accordingly, the Committee on Auditing Procedure hereby 
recommends that hereafter disclosure be required in the 
short form of independent accountant's report or opinion 
in all cases in which the extended procedures regarding in
ventories and receivables set forth in "Extensions of Audit
ing Procedure" are not carried out, regardless of whether 
they are practicable and reasonable, and even though the in
dependent accountant may have satisfied himself by other 
methods.6 

5 
Committee on Auditing Procedure, American Institute of Ac

countants, StatglMntS on AydiUnq PrOCgdyrt NQ, ̂ . (February, 1941), 
p. 40. 

Committee on Auditing Procedure, American Institute of Ac
countants, Amendment to Extensions of Auditing Procedure^ (Statements 
on Auditing Procedure No. 12, October, 1942), p. 89« 



Subsequent Statements on Auditing Fl^cedures, up to and includ

ing No. 23, dealt with inventories, receivables, and other material all 

immensely enhancing the prestige of the audit report. They also, so

lidified the profession as to the method of treating numerous condi

tions. Uniformity and standardization grew, but not enough to jeopar

dize the independence of reasoning and action. 

All of the effort and endeavor to ameliorate and promote better 

accounting and auditing, resulted partially in the last revision of the 

reconinended audit report. A tribute to the merit of this revision is 

the fact that it has not been altered since. The recommended certifi

cate now reads: 

We have examined the balance-sheet of X Company as of 
December 31, 19 , and the related statement (s) of income 
and surplus for the year then ended. Our examination was 
made in accordance with generally accepted auditing stan
dards, and accordingly included such tests of the account
ing records and such other auditing procedures as we con
sidered necessary in the circumstances. 

In our opinion, the accompanying balance-sheet and state
ment (s) of income and surplus present fairly the financial 
position of X Company at December 31, 19_ . and the results 
of its operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a 
basis consistent with that of the preceding year."^ 

The revision displays the importance placed on the use of auditing 

standards and procedures. Generally accepted principles and consis

tency are the other prime factors comprising the basis of the report-

7 
Committee on Auditing Procedure, American Institute of Ac

countants, Revision in Short-form Accountant's Report or Certifical;^^ 
(Statements on Auditing Procedure No. 24, October, 1943), p. 164. 
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Since the 1948 revision of the audit report, there have been 

many bulletins affecting auditing standards and procedures but only 

the terminology has been changed in the report itself. Although all 

of the reports shown have been short-form reports the rules and rec

ommendations apply to the long-form report as well. A pronounced 

movement to the short-form report can be seen in that ninety-seven per

cent of the reports examined for this thesis were short-form reports. 

This should not be taken to infer that ninety^seven percent of all 

reports are short-form, because this thesis only deals with published 

audit reports. 



CHAPTER III 

TYPES OF AUDIT REPORTS 

Numerous factors are involved in the decision as to the type of 

the report to be made. One of the most important factors involved is 

the finding of the audit, as this may force use of the long-form report 

for adequate disclosure, or the short-form may be used if the finding 

permits. Purpose of the audit will have a definite bearing on the re

port to be made; vrfiether for stockholders, creditors, labor, manage

ment, or the government. 

The reports may be detailed, slightly condensed, or greatly 

condensed, depending on the intended use, but they should contain all 

material information essential to a fair presentation of the financial 

position and the results of operations. 

Some reports are all-purpose reports. Others are ex
panded or condensed to suit special needs. Tnese varia
tions are legitimate so long as one important rule is 
strictly adhered to» there must be no misstatement of a 
material fact and no omission of information necessary 
to make the statements not misleading. Once a report is 
issued its use cannot be controlled. It should be a fair 
statement of what it purports to present, whether that be 
financial position and results of operations or the amount 
of a payment due under a profit-sharing plan.l 

When a conventional short-form report co-exists with a long-form 

1 
Jennie M. Palen, CPA, Report Writing for Accountar^t^^ Engl< 

wood Cliffs, N. J., (1955), p. 30. 

11 
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report, two questions conspicuously arises (l) Does the long-form 

report contain information which if omitted from the short-form report 

might support a contention that the short-form report is misleading 

because of the Inadequate disclosure of material facts known to the 

accountant? (2) Do any of the comments or supplementary data in the 

long-form report lend themselves to a contention that they constitute 

qualifications or exceptions, instead of mere explanations? 

These valid questions and the possibility of added legal lia

bility makes the practice of issuing co-existing long-fozm and short-

form reports hazardous and undesirable. The additional comments in 

the report could be construed as being factual representations which 

are important to the report itself instead of explanations. 

We must continually be alert to the possible problems 
inherent in the issuance of co-existing short and long-
form reports. Care should be exercised to designate 
clearly the supplementary data as explanatory details 
and to avoid any implications that such details are nec
essary to a complete understanding of the basic finan
cial statements.2 

A short short-form report has been used extensively in the last 

few years by Price V.'aterhouse & Company. It is as followst 

To the Stockholders and Directors of 
THE PACIFIC COAST COMPANY 

In our opinion, the acconpanying consolidated financial 
statements, together with the notes thereto, present fairly 

2 
R« A. Lile, "Significance of Statement Number 23 In Relation 

to The Long-Form Report," Journal of Accountancy. (June 1956), p. 37. 
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the position of the Pacific Coast Company and subsidiary 
companies at December 31, 1935 and the results of their 
operations for the year then ended, in conformity with 
generally accepted accounting principles applied on a 
basis consistent with that of the preceding year. Our 
examination of such statements was made in accordance 
with generally accepted auditing standards and accordingly 
included such tests of the accounting records and such 
other auditing procedures as we considered necessary in 
the circumstances. 

PRICE WATERHOUSE & CO.^ 

This type of report constituted sixteen per cent of the reports exa

mined and the standard short-form consisted of eighty-one per cent, 

making the short-form report account for ninety-seven per cent. 

A typical example of the regular short-form report being cur

rently prepared is as follows: 

To the Boaixi of Directors and Stockholders of 
LIBBY, McNEILL & LIBBY: 

We have examined the consolidated balance sheet of 
Libby, McIIeill & Libby and subsidiary companies at June 
2, 1956 and the related statement of consolidated in
come and earned surplus for the fiscal year then ended. 
Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included 
such tests of the accounting records and such other au
diting procedures as we considered necessary in the 
circumstances. 

In our opinion, the accompanying consolidated bal
ance sheet and statement of consolidated income and 
earned surplus present fairly the financial position 
of Libby, McNeill & Libby and subsidiary companies at 
June 2, 1956 and the results of their operations for 
the fiscal year then ended, in conformity with generally 

3 
The Pacific Coast Company, 19^6 Annual Repor^y p. 7. 
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accepted accounting principles applied on a basis con
sistent with that of the preceding fiscal year. 

ARTHUR YOUNG & COMPANY^ 

Often an explanation paragraph is placed between the scope 

paragraph and the opinion paragraph to disclose information not con

nected with the scope of the audit or the opinion to be expressed. 

An example of this is found in the audit report of Inspiration Con

solidated Copper Company, prepared by Pogson, Peloubet 6. Company, 

Certified Public Accountants. 

The practice of the Company in computing its net in
come or net loss without deduction for depletion of metal 
mines is in accordance with accepted accounting procedures 
in the copper mining industry, and is in agreement with 
long established and consistently maintained accounting 
practices and procedures of the company and others similarly 
situated, and the Company is advised by Counsel that such 
procedure is In accordance with legal requirements."5 

Of the two hundred reports examined; two consisted of four 

paragraphs, two contained five paragraphs, one had seven paragraphs, 

and one contained eight paragraphs. The longest report examined was 

the C.I.T. Financial Corporation report, prepared by Touche, Niven, 

Bailey and Smart, Accountants and Auditors. Six of the eight para

graphs In the report were devoted to an explanation of the audit work 

performed. This is the second paragraph of the report. 

4 
Libby, McNeill, and Libby, 1956 Annual Report, (Chicago 9, 

Illinois), p. 26. 

5 
Inspiration Consolidated Copper Company, 1955 Annual RepQ;rty 

(25 Broadway, Nev/York), p. 13* 
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Xath has baen confirmed by direct correspondence with 
the banks. Marketable securities have been examined or 
they have been confirmed by direct correspondence with 
banks or other custodians; they are stated at cost plus 
accrued Interest."^ 

This is completely unnecessary in that in the first paragraph this 

sentence, 'Dur examination was made in accordance with generally ac

cepted auditing standards, and accordingly included such tests of the 

accounting records and such other auditing procedures as we considered 

necessary in the circumstances," takes care of the procedures employed 

in the audit and does not need a detailed list in the audit report. 

Dating the Audit Report 

Every report, whether long-form or short-form, should be dated. 

The Committee on Auditing Procedure of the American Institute of Ac

countants recommends that the date used be approximately that on which 

all important audit procedures are completed, vî ich in most cases coin

cide with the completion of the work in the client's office. Although, 

he cannot always be able to render his report promptly upon completion 

of the field work, his opportunity for securing information of post-

balance-sheet events which might materially affect the financial state

ments normally ceases at that date. If he dates his report much later 

than this he should state that the examination was completed at an 

earlier date* It is impossible to ascertain the date used in dating 

6 
C.I.T. Financial Corporation, 1953 Annual Report. (New York), 

p. 18. 
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the audit reports examined, so it will be assumed that the recommended 

date was used. The following analysis is concerned with the time ex

pired between the statement date and the date of the audit report. 

The average amount of time elasped between statement date and 

the audit report date was 56.3 days, with the shortest being six days 

and the longest being one hundred and sixteen days. Sixteen per cent 

of the reports were dated more than two and one-half months after the 

statement date, with seven per cent being over three months. This re

presents about one-fourth of the subsequent period already passed be

fore the previous period's report is completed. Consequently there is 

an added burden of ascertaining vtien a material event happens during 

the delayed period beyond the normal audit report date. The greatest 

concentration of report dates is between forty-five and fifty days 

when sixteen per cent were dated, whereas, between fifty-six and sixty-

one days only seven per cent were dated. Seven and one-half per cent 

were dated within the first month, fifty-three per cent in the second 

month, thirty-three per cent in the third month, and seven and one-

half per cent in the fourth month. 



CHAPTER IV 

THE SCOPE SECTIOM OF THE REPORT 

Auditing Standards 

The most important aspect of an audit report is the opinion 

given, indicating the amount of reliance that can be based upon the 

financial statements. Exceptions and qualifications in the scope sec

tion and opinion section further identify the fairness of tae finan

cial statements in the report. The second sentence of tne scope para

graph in a normal short-form report is similar to this: "Our examina

tion was made in accordance with generally accepted auditing standards, 

and accordingly included such tests of the accounting records and such 

other auditing procedures as we considered necessary in the circum

stances." Any generally accepted auditing standaiti not carried out in 

the audit affects the opinion and should be mentioned as an exception 

or qualification in the report. 

A definite and unmistakable difference should be made between 

an explanation and an exception or qualification. Ambiguous expres

sions and statements such as 'subject to the foregoing' and 'subject 

to the footnotes to the financial statements' should be avoided be

cause the reader may be in doubt as to the actual opinion expressed. 

Clarity of content is a sign of a well-prepared audit report. An ex

planation should be stated in such a way as to eliminate any doubt as 

to the intention of the writer and exceptions or qualifications should 

clearly show their effect on the financial statements as a whole. 

17 
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Malcom M. Devore, CPA, brings out a few points that are helpful 

in "Explanations and Qualifications in the Accountants Certificate". 

"(I) We should aim so to present our qualifications or explanations 

that their significance and application will be clearly understood." 

In this he points out that the meaning of the qualifications or ex

planations when applied to the financial statements should be easily 

understood. "(2) Qualifications or explanations should be placed as 

close as practicable to the assertions which they are intended to 

qualify or explain. (3) Our objective should be to have our certifi

cate as complete and self-contained as practicable. (4) We should 

strive for clarity in expression." The audit report should be thor

ough, should be easy to comprehend, and should not leave any question 

as to its declaration. 

The omission of a generally accepted auditing standard in the 

audit has to be disclosed in the scope paragraph of the audit report. 

However, (and this is important), if you have been able to apply satis

factory alternative procedures, the reference becomes an explanation 

rather than a qualification. When it becomes an explanation and not a 

qualification, no reference is required in the opinion paragraph be

cause the auditor has satisfied himself as to the fairness of the par

ticular item, even though by other than generally accepted auditing 

standards. When a generally accepted auditing standard is not applied 

to an item because it is not practicable to employ such standard, there 

remains the necessity of reporting in the scope paragraph the omission 

of this procedure even though satisfaction as to its fairness has been 

obtained by other procedures. 



19 

Accounts Receivable 

Confirmation of accounts receivables is a generally accepted 

auditing procedure and omission of the confirmation of receivables 

would have to be referred to in the scope section of the audit report, 

Where the independent certified public accountant in
tends to report over his signature on financial state
ments in v^ich notes and accounts receivable are a signif
icant factor, confirmation by direct communication iirith 
the debtors shall, where practicable and reasonable, be a 
part of generally accepted auditing procedures; the method, 
extent, and time of obtaining such confirmations in each 
engagement, and whether of all receivables or a part there
of, shall be determined by the independent certified public 
accountant as in other phases of procedure requiring the 
exercise of his judgment.^ 

There was no instance in the examination of the reports v^ich reported 

that accounts receivable were not confirmed, except for receivables 

from the United States Government. 

Receivables from the United States Government are difficult to 

confirm because of the method of accounting the government uses. Seven 

per cent of the reports examined did not confirm receivables from the 

government but satisfied themselves by other means. Because of the 

difficulty of confirming governmental receivables many certified public 

accountants have taken for granted that they cannot be confirmed, 

therefore, they do not try to confirm them. Numerous times receivables 

from the government could be confirmed if the certified public 

1 
Committee on Auditing Procedure, American Institute of Ac

countants, Codification of Statements on Auditing Procedure^ (1951), 
p. 25. 
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accountant would co-operate with the governmental agencies and give 

them the information that is essential for confirmation. This could 

save the client money and the certified public accountant valuable time 

that he spends satisfying himself by other means. It is left up to the 

individual practitioners, vho have this problem in any of their audits, 

to try to create a better understanding between the governmental agencies 

and the profession; also, learn how to help them in confirming the re

ceivables by finding out the exact information they need. The govern

ment's system of recording payables should be studied so that the nec

essary information may be given. 

• the accounting profession must not take it for 
granted that the Federal Government will not confirm re
ceivables . . • 

. • • there appears to be a growing number of federal 
government agencies that are willing to comply with con
firmation requests if only those v^o make such requests 
will provide the information necessary to make it possible. 
Co-operation with these agencies by certified public ac
countants will not only result in better audits but should 
in time convince other government agencies as to the feasi
bility and desirability of following in their footsteps."^ 

Confirmation of receivables from the United States Government 

would materially lessen audits of many companies who deal with the 

government extensively. The American Bosch Arma Corporation, audited 

by Arthur Anderson and Company, in 1954 had United States Government 

receivables totalling fifty-five per cent of current assets and 

2 
Joseph R. Hock, "A Stigma on the Reputation of Federal Gov

ernment Accountants", The Federal Accountant^ (June 1955). 
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forty-seven per cent of fixed assets. The United States Lines Company, 

audited by Price Waterhouse and Company had receivables from Maritime 

Administration, Department of Commerce, amounting to forty-eight per 

cent of current assets in 1952, Other material amounts of receivables 

from the government were found in the seven per cent that did not con

firm the receivables. In each of these cases the audit could have 

been lessened if the receivables had been confirmed. 

Receivables from the United States Government should be con

firmed, however, if it is not practicable and, therefore, are not con

firmed, then reference should be made to this in the scope section of 

the audit report. If the auditor satisfies himself by other means 

and clearly states so in the scope section, it becomes an explanation 

and does not have to be referred to in the opinion. The recommended 

statement in the scope section is somewhat as follows: 

Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances; 
however, it was not practicable to confirm receivables from 
United States Government departments (and agencies, if ap
plicable), as to which we have satisfied ourselves by means 
of other auditing procedures.3 

The verification of inventories has been the main subject of 

numerous discussions and frequent printed articles. It is one of the 

3 
Committee on Auditing Procedure, American Institute of Account' 

ants. Codification of Statements on Auditing Procedure^ (1951), p. 25. 



most difficult of the generally accepted auditing standards to ac

curately ascertain the physical quantity of and the value to be placed 

thereon. Inventories frequently constitute the largest current asset 

of a business and is one of material importance compared with the to

tal of all assets, jusiness has become more conscious of inventories, 

a condition assisted by advanced discussion and application of various 

methods of pricing inventory in order to allocate net incomes more 

accurately to their proper fiscal periods. Better accounting proce

dure and keener competition has accelerated this condition. 

By proper testing, the auditor should satisfy himself that the 

inventory is priced according to a recognized basis; and, if the same 

basis was not used in the preceding period, the effect of the change 

should be shown in the financial statements. Allied Kid Company, au

dited by Ernst and Ernst^changed their method of valuing inventory in 

1956 to last-in first-out, causing net income to be three per cent less 

than had they continued using the previous basis of valuing inventory. 

General Electric, audited by Peat, Warwick, Mitchell and Company, 

changed their method of valuing inventory in 1955 to the last-in first-

out method, causing net income to be four per cent less than if inven

tories had been valued consistently. In order to satisfy himself that 

the counting of the inventory is done carefully and accurately the 

certified public accountant is required by generally accepted auditing 

practice to be present at the inventory-taking, when it is practicable 

and reasonable to do so and the amount of the inventory is significant, 

in order to observe the effectiveness of the counting procedures. When 
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It is not praetieable or reasonable to observe the inventory-taking 

process thtrt is doubt that the auditor can satisfy himsolf as to the 

Invontorios. 

In some rare cases, he may bo able to adopt other, special 
auditing procedures which he ftels give sufficient assurance 
as to the reliability of the Inventory amounts to ptzvit the 
expression of an opinion. If not, and the amounts involved 
are material, he oust refrain from expressing an opinion* 
However, rogaxxiless of whether or not he has satisflod him
self by other auditing procedures, tho CPA must explain in 
his report that the counting of the inventory was not ob
served*^ 

Northern Redwood Lumber Company audited by Robinson, Nowell, and 

Company, had inventories that were sixty-four per cent of current as

sets. The auditors were not present at the Invontorytaking, but sat

isfied themselves by other auditing procedures; however, thty qualified 

their opinion in the audit report as recommended by the American Insti

tute of Accountants. One audit report was qualified because inventories 

were not verified due to scope of audit* Including the above mentioned 

reportsI the following rosults were obtained in the examination of the 

audit reports J (1) two reports - were not prosent at inventory-

taking, but satisfied themselves by other means, (qualified opinion); 

(2) one roport did not verify inventories at all due to scope of the 

engagomtnt (qualifiod opinion); (3) two reports - could not accu-

ratoly vorify Invontories at the btglnning of the year as It was the 

first audit ^qualified opinion). This represented only two and one 

4 
Aatrlcan Institute of Accountants, Audits by Certified Publig 

•^ccoyntantif (X950), p . 40, 
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half per cent of the reports examined. 

A difficult problem encountered in the first audit of a firm is 

verification of beginning inventory. It is rarely possible for au

ditors to be present when the inventory is taken at the beginning of 

the year because they are not engaged that far in advance. If the 

periodical method is used it is much more difficult for the auditor to 

satisfy himself enough to give an opinion, than when accurate perpetual 

records are kept. Three stores merged and formed Colonial Stores, In

corporated, audited by Peat, Marwick, Mitchell and Company. One of 

the stores did not take a physical inventory at the beginning of the 

year; however, the auditors felt that the amount of the possible varia

tion from the estimated inventory was not material enough to have to 

disclaim an opinion on the report, so they only qualified the report. 

o,t^^y ri|:><ja.nq^ 

The audit report of five companies covered a period of two 

years, instead of the usual one year period. A typical example is the 

audit report of Main and Company as follows /italics mirvfl/: 

To the Board of Directors of 
El Paso Natural Gas Company: 

We have examined the consolidated balance sheet of 
El Paso Natural Gas Company and subsidiary companies as 
of Decembey 31. 1955 and December 31. 1954. and the re
lated income and earned surplus statements for the years 
then ended. We have also examined the consolidated bal
ance sheet of Utah Natural Gas Company and subsidiary 
company as of such dates, and the related income and 
earned surplus statements for the years then ended. Our 
examination was made in accordance with generally ac
cepted auditing standards, and accordingly included such 
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tests of the accounting records and such other auditing 
procedures as we considered necessary in the circum
stances.^ 

Two statements found in two audit reports were taken from the 

recommended report in 1939, but which \';ere left out of the revision 

in 1948. The two statements, taken from the report prepared by Adolf 

C. Meyer, CPA, are as follows ̂ Ttalics min^: 

The Board of Directors 
Alaska Juneau Gold Mining Company 

We have examined the Balance Sheets of the Alaska 
Juneau Gold Mining Company and its subsidiaries, the 
Pacific Mining Co. and the Harvard Gold Mining Company 
at December 31, 1955, and the Statements of Income and 
Surplus for the year then ended, have reviewed the sys
tem of interna; control and the accounting procedures 
of the companies and, without making a detailed audit 
of the l^rqnsactions^ have examined or tested accounting 
records of the companies and other supporting evidence 
1^ methods and to the extent we deemed appropriate. 
Our examination of the records in your San Francisco 
office was made in accordance with generally accepted 
auditing standards applicable in the circumstances and 
included all procedures which we considered necessary.^ 

The Statements were not used in the recommended report in 1948 because 

generally accepted auditing standards require a review of the system 

of internal control and a detailed audit is not generally accepted 

auditing procedure. A detailed audit is not required unless it is 

5 
El Paso Natural Gas Company, 1955 Annual Report^ (El Paso, 

Texas), p. 29. 

Alaska Juneau Gold Mining Company, 1955 Annual Reoorty (San 
Francisco, California), p. 6. 
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the only way the auditor can satisfy himself enough to give an opinion 

or the client wants a detailed audit because of suspected fraud or 

other reasons. 

Specific reference to a generally accepted auditing procedure 

performed in the audit is shown in this portion of an audit report by 

Price Waterhouse and Company Dalies min̂ Ĵ , 

To the Board of Directors and Stockholders of 
THE LEHfAATJ CORPORATIONS 

We have examined the balance sheet of The Lehman Cor
poration as at June 30, 1955 and the related operating 
and surplus statements for the fiscal year ending on that 
date. In connection therewith, we have examined account
ing records of the Corporation and other supporting evi
dence, have obtained confirmation of the cash at June 30. 
1955 bv correspondence with the depositaries and have re
ceived confirmation from the custodian. Bankers Trust 
Company^ of securities owned at that date,, except for se-

which were duly accounted for. Our examination was r.-ade 
in accordance with generally accepted auditing standards 
and accordingly included all auditing procedures v^ich 
we considered necessary in the circumstances.^ 

Reference to some of the auditing procedures applied, and not to all 

of them, leaves the impression that these were the only generally ac

cepted auditing standards applicable to this audit. 3esides being mis

leading, the statements are repetitious and unnecessary when the state

ment, "Our examination was made in accordance with generally accepted 

auditing standards and accordingly included all auditing procedures 

we considered necessary in the circumstances", is included in the 

report. 

•7 

The Lehman Corporation, 1955 Annual Report. (New York 4, :4ew 
York), p. IB. 



27 

An unessential sentence added to eight per cent of the audit 

reports was somewhat as followst "We made an examination for the pre

vious year*. This sentence may be informative, and would not likely 

be misleading; but, it is not needed to clarify or improve the report. 



CHAPTER V 

THE OPINION SECTION OF THE REPORT 

The Opinion 

The principal purpose of an examination of financial statements 

by an independent certified public accountant is to enable him to ex

press an opinion as to the fairness of the statements, their compliance 

with generally accepted accounting principles, and the consistency of 

the application of those principles with that of the preceding period. 

The opinion of the Suditor on these points should be distinctly pre

sented so as to leave no doubt in the reader's mind vihich would null

ify the usefulness of the report. One of the most difficult distinc

tions the auditor has to make in the report is between an explanation 

and a qualification. In a report that is to be unqualified there is 

usually very little difficulty in preparing it in a clear and concise 

manner. Ninety-three and one-half per cent of the reports examined 

were unqualified, with only a few of them having some type of explana

tion. Examples of an unqualified report and explanations in the re

port were presented in Chapter Three. 

When the certified public accountant has not been satisfied 

on some point, or when he feels that some part of the financial posi

tion or the result thereof is not fairly presented, but under the 

circumstances the matter in question is not of sufficient significance 

as to forbid the expression of an opinion on the statements as a whole, 

he may express a qualified opinion, indicating the nature of the ex

ception. Five and one-half per cent of the reports examined were 

28 
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qualified. Limitation of the scope of the audit was the reason this 

report was qualified italics minfi7» 

To the Board of Directors 
FIR-TEX INSULATING BOARD COMPANY 

We have examined the balance sheet of the Fir-Tex In
sulating Board Co. as of December 31, 1954, and the re
lated statement of income for the year then ended. Our 
examination was made in accordance with generally ac
cepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances, 
except that the scope of our examination did not include 
verification of inventory quantities. 

In our opinion, subject to the limitation of the scope 
of our examination set forth in the preceding paragraph, 
the accompanying balance sheet and statement of income 
present fairly the financial position of the Fir-Tex In
sulating Board Co. at December 31, 1954, and the results 
of its operations for the year then ended, in conformity 
with generally accepted accounting principles applied on 
a basis consistent with that of the preceding year. 

I. D. Wood & Co. 
Certified Public Accountants^ 

In this report the inventories were forty per cent of current assets 

and twelve per cent of fixed assets. In the opinion of the auditor 

this was not enough to disclaim an opinion; however, a qualification 

was made. 

The following audit report leaves doubt as to v^ether the 

report was qualified, or that an explanation was all that was need

ed. 

1 
Fir-Tex Insulating Board Company, 1954 Annual Report^ (St. 

Helens, Oregon), p. 4. 
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To the Shareholders and Board of Directors 
AMERICAN & FOREIGN POWER C0̂ PA1>IY, INC. 

We have examined the balance sheet of American & Foreign 
Power Company, Inc., and the consolidated balance sheet of 
American & Foreign Power Company, Inc. and its subsidiaries 
as of December 31, 1955 and the related statements of income 
and summaries of earned surplus for the year then ended. 
Our examination was made in accordance with generally ac
cepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing pro
cedures as we considered necessary in the circumstances. 
We have previously made similar annual examinations since 
January 1, 1932. 

The practice followed by the companies in making approp
riations for retirement of plant property is explained in 
the statement on pages 40 and 41. In the absence of engi
neering studies of property it is impracticable to deter
mine whether the companies' reserves and current appropria
tions for property retirements would meet depreciation ac
counting requirements, but we have no reason to believe 
that the current appropriations and consolidated reserves 
relating to fixed capital would be inadequate to meet such 
requirements. 

In our opinion, with the foregoing explanation, the ac
companying balance sheet of the Company and tĥ ; consoli
dated balance sheet of the Company and its subsidiaries as 
of December 31, 1955 and the related statements of income 
and summaries of earned surplus, with their notes and ex
planations, present fairly the financial position of the 
companies at December 31, 1955 and the results of tneir 
operations for the year then ended, in conformity with 
generally accepted accounting principles applied on a basis 
consistent with that of the preceding year. 

HASKINS M€ SELLS^ 

The statement, "with the foregoing explanation", indicates that it 

was only an explanation, but it was in the opinion section of the re

port, therefore, it would normally be a qualification. Also, it stated 

American and Foreign Power Company Inc., 1955 Annual Reooyt,, 
(Two Rector Street, New York 6, New York), p. 43. 
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**• • • we have no reason to boliove that • • • would be inadequate**• 

Auditing standards requires that the auditor satisfy himself or qualify 

his rtport; not state that he has no reason to bolieve that It would be 

inadoquato If ongineering studies were made* The auditor cannot sat

isfy himself if it is impractical to determine without engineering 

studios* 

Accounting Principles 

The opinion, rather than the financial statements, is the place 

for references to infractions of generally aceeptod accounting princi-

plos* Footnotes to the financial statements may describe the princi

ples followed in their preparation, but the exceptions to these princi

ples taken by the auditors logically appear in the report. The wording 

should make clear the nature of the exception, its significance, and, 

if possible, its effect on the operating results and financial posi

tion* An example of a qualified statement because generally accepted 

accounting principles were not followed is showi below: 

TO LACLEDE GAS COMPANY: 

We have examined the balance sheet of Laclede Gas Cost-
pany as of Soptombor 30, 1953 and the related statements 
of income and surplus for the twelve months thon ended. 
Our examination was made in accordance with generally ac-
otptod auditing standards, and accordingly included such 
tests of the accounting records and such other auditing 
pvoctduros as wt considered necessary in the cireumstancos. 

Tho Company uses the rttlrement-resorve method of pro
viding for property rttlrements the purpose of which is to 
•qualizo tho burden of rotirement losses from year to year* 
As stated in Note 3 of tho notes to financial statements, 
tho presently accumulated rotiroment reserve is materially 
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less than a depreciation reserve conqsuted on a straight-
line or service life basis. 

The costs incurred in converting consumers' appliances 
in 1949 to burn natural gas are being written off by char
ges to operating expenses pursuant to an order of the Pub
lic Service Commission of Missouri whereby the amount writ
ten off in each year may be varied, subject to approval of 
the Commission, but shall not be less than $200,000. The 
amount written off during the fiscal year ended September 
30, 1953 amounted to $200,000 as compared with $400,000 
written off during the precedtnn fiscal year. 

In our opinion, except for the effect of the matters 
referred to above, the accompanying balance sheet and 
statements of income and surplus, as supplemented by the 
accompanying notes, present fairly the financial position 
of Laclede Gas Company at September 30, 1953 and the results 
of its operations for the twelve months then ended, in con
formity with generally accepted accounting principles ap
plied on a basis consistent with that of the preceding 
twelve months. 

HASKINS & SELLS 
Certified Public Accountants^ 

Qualified reports which stated that generally accepted accounting prin

ciples were not followed were one and one-half per cent of the reports 

examined. 

Consistency 

Variations in the application of generally accepted accounting 

principles are permitted. For instance, there is more than one ac

cepted basis for pricing inventories and there is more than one method 

of computing depreciation. Even though approved, a change in basis 

affects the final results. Disclosure of the change and its effect on 

3 , 
Laclede Gas Company, 1953 Annual Report. (St. Louis, Missouri), 

p. 17. 
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the financial statements is necessary to a proper conparison with 

prior-period statements. The net result of the change referred to in 

the following statement is a fourteen per cent reduction in net Income. 

This brings out the need for full disclosure in case of a change ital

ics mingy. 

To the Stockholder of 
AIR REDUCTION COMPANY, INCORPORATED: 

We have examined the consolidated balance sheet of Air 
Reduction Company, Incorporated and wholly-owned subsidiary 
companies as of December 31, 1954 and the related statements 
of consolidated income and retained earnings for the year 
then ended. Our examination was made in accordance with 
generally accepted auditing standards, and accordingly in
cluded such tests of the accounting records and such other 
auditing procedures as we considered necessary in the cir
cumstances. 

In our opinion, the accompanying consolidated balance 
sheet and statements of consolidated income and retained 
earnings present fairly the financial position of the com
panies at December 31, 1954 and the results of their opera
tions for the year then ended, in conformity with generally 
accepted accounting principles applied (ex(?ept for the ac
crual of estimated expenses as set forth in Note F of notes 
%Q financial statements/ which change we approve) on a ba
sis consistent with that of the preceding year. 

HASKINS & SELLS'* 

Ten and one-half per cent of the reports examined had exceptions due 

to consistency. Four per cent of the changes were for tax reasons, 

and two per cent were changes in inventory valuation methods to the 

last-in, first-out method. 

4 
Air Reduction Company, Incorporated, ^954 Annual Repor;̂ , (60 

East 42nd Street, New York 17, New York), p. 15. 
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Disclaiming fn Qp^nl»" 

An auditor may have an unfavorable opinion or not have an opin

ion at all. For example, an auditor who has not tested inventory 

quantities or confirmed receivables, when both are of material amounts, 

and has not satisfied himself as to these assets by other procedures 

is not in a position to express an opinion as to the overall fairness 

of the financial statements. The certified public accountant must re

frain from expressing either an unqualified opinion or one that is 

qualified because of the limitations on the scope of his audit. In the 

following report neither the company nor the auditor was responsible 

for the limitation in the scope but the auditor could not express an 

opinion because of the forced limitations. 

To the Board of Directors and the Snareholders of 
PATINO f̂ INES & EfTTERPRISES CONSOLIDATED (INCORPORATED) 

V/e have examined the attached statement of net assets other 
than Bolivian net assets of Patino Mines & Enterprises Consol
idated (Incorporated) as of December 31, 1954 and have reviewed 
the notes thereto. 

There are also attached a statement of capital and surplus 
and supporting statements expressed in U. S. dollars with per
tinent notes thereto. 

The corporation's properties in Bolivia were nationalized 
as of October 31, 1952, and for this and other reasons the re
cords in that country subsequently could not be examined. Our 
examination of the records maintained in the United States was 
made in accordance with generally accepted auditing standards 
and accordingly included such tests of the accounting records 
and such other auditing procedures as we considered necessary 
in the circumstances. 

The conq>any is negotiating with the authorities in the mat
ters of compensation of the properties nationalized and of 
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claims concurrently asserted against the corporation as ex
plained in the notes to the statement. 

The possible effect of the matters referred to in the 
preceding paragraph and the limitations of the examina
tion of the Bolivian records prevent us from expressing 
an opinion on the financial position of the corporation 
as a whole; as to the net assets of the corporation other 
than Bolivian net assets, we report that the statement 
when read in conjunction with the notes thereto, sets 
forth those assets as of December 31, 1954. 

PRICE WATERHOUSE & CO.^ 

If the auditor has made an adequate examination and his excep

tions or reservations would be such as to destroy the significance of 

the opinion on the statements taken as a whole, the certified public 

accountant is obligated to indicate that he is not in a position to 

express an opinion on the over-all fairness of the financial statements 

and to give his reasons why. He may, if he considers it suitable, ex

press an opinion limited to those parts of the financial statements 

with which he is satisfied. However, when he does so, he first makes 

it absolutely clear that he is not expressing an opinion on the overall 

fairness of the financial statements. The following report of Mr. 

Lester T. Doyle, Trustee in Reorganization of Third Avenue Transit 

Corporation, is an example of this type of audit report. 

In view of the uncertainties as to the final disposition 
of the foregoing very material items, it is not possible for 
us to express any over-all opinion as to the financial state
ments. As a result of our examination, however, it is our 
opinion that the current assets, cash and securities on 

5 
Patino Mines and Enterprises Consolidated (Incorporated), 

;954 Annual Report, (Wilmington, Delaware), p . 5 . 
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deposit, unamortized debt discount and expense, equipment ob
ligations due within one year, notes payable—trade, accounts 
payable—trade, wages payable, injury and damage claims, com
pensation claims, long-term debt, capital stock and capital 
surplus as shown in the attached consolidated balance sheet 
fairly reflect these items at December 31, 1953 and, subject 
to the effect thereon, if any, of the final disposition of 
items (1) to (7), inclusive, referred to herein, that the 
attached statement of consolidated income (loss) fairly re
flects the results of operations for the year ended December 
31, 1953 and the attached statement of consolidated deficit 
in earned surplus fairly reflects the 1953 transactions in
cluded therein, in conformity with generally accepted ac
counting principles applied on a basis consistent in all 
material respects with that of the preceding year. 

ARTHUR YOUNG & COMPANY^ 

The two preceding reports, representing one per cent of the reports 

examined, were the only reports that disclaimed an opinion. 

Other Findings 

In the opinion section the statement "together with explanatory 

footnotes'* or "together with the footnotes to the financial statements", 

was found in twenty and one-half per cent of the reports examined. 

Basically, notes to the financial statements serve the purpose of pro

viding information essential to the understanding of the statements, 

information which cannot conveniently be included in the statements 

themselves* They are intended to have the same significance as if they 

were in the body of the statements and, therefore, are an integral 

part thereof. It is obvious then, that notes are only a tool for full 

disclosure of the essential information. 

6 
Lester T. Doyle, Trustee in Reorganization of Third Avenue 

Transit Corporation, 1953 Annual Report^ (New York 5, N. Y.), p. 36* 
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While the CPA is aware that the notes are essential to 
proper understanding of the statements, it is his obliga
tion to see that readers of the statements also are on 
notice that they must read the notes. The means employed 
are not too important as long as the reader is warned; 
after all, they are the client's statements and notes and 
the CPA is asked only to express an opinion on the fair
ness thereof. 

"urther, it seems to have been the practice in the past 
to include a reference to the notes in the report somewhat 
as follows: 'In our opinion, the accompanying balance 
sheet and statements of profit and loss and earned surplus, 
together vdth the notes thereto, present fairly, etc' 
This wording seems to have been largely abandoned and is 
now more the exception than the rule.7 

Five national accounting firms accounted for all of the reports 

which used the reference to the footnotes in the opinion. Letters 

were sent to each of these firms asking the policy of their firm as to 

v\̂ en and why the phrase was included in the report. Only three of the 

firms replied, with each using the phrase differently and for dis

similar reasons. Scovell, Wellington, and Company stated their policy 

as such; "When notes are used, their existence is always referred to in 

the opinion paragraph of the report, because such notes are regarded 

as a part of the presentation of financial position and results of 

operation".8 Haskins and Sells stated it this way. 

It is the general practice of our firm not to refer, 
in our opinions, to the notes to the related financial 
statements inasmuch as we consider such notes to be an 
integral part of the statements themselves. In some 

7 
F. B. Forderhase, "Notes to Financial Statements", Journal of 

Accountancy^ (October, 1955), p. 50. 
8 

Letter from Scovell, Wellington, and Company, February 8, 1957, 
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Instancos, howovor, we may refer to tho notes as a moans of 
oophasizlng the Importance of matters discussed therein.^ 

Price Watorhouso and Company replied with this: 

In the early years of the thirties, possibly as a con
sequence of the newness of the securities regulatory acts, 
it became a general practice for corporations to provide 
explanatory notes to their accounts. Much of the material 
contained in these notes was not previously deemed necessary 
for adequate financial disclosure; on the other hand, other 
items included In the notes represented material previously 
shown in the balance sheet but transferred to the notes for 
purpose of brevity or clarity. In view of the novelty of 
the use of notes some of our partners felt that specific 
attention should be drawn in the accountants' opinion to 
the material included in the notes in order that the reader 
of the financial statements might have available to him all 
the required information for a proper understanding of the 
statements* In this way the phraseology "together with the 
explanatory notes** developed* 

Later on some companies began to omit reference to spe
cific notes in the financial statements in many cases in 
a desire to improve the appearance of the statements. In 
such cases the inclusion of the phraseology In our opinion 
drew specific attention to notes which we felt were required 
for a proper understanding of the statements* As the public 
grew familiar with the use of notes more and more of our 
partners reached the conclusion that a specific reference 
in the opinion to the notes was no longer necessary* How
ever, in our firm the decision as to whether the phrase
ology is required or not lies in the hands of the indivi
dual partner signing the accounts* It is our general belief 
that there has been a decline in recent years in reference 
to the notes in our opinions*^^ 

Since notes to financial statements have become a permanent, 

inseparable part of the financial statements, it is repetitious to 

make reference to the financial statements and then refer to the notes 

9 
Letter from Haskins and Sells, February 11, 1957. 

10 
Letter from Price Waterhouse and Company, February 5, 1957. 
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of the financial statements in a separate phrase* The phrase is not 

usually necessary for complete understanding of the report nor does it 

serve for greater clarity in the report* 



CHAPTER VI 

SUMMARY AND CONCLUSION 

At the close of the nineteenth century, the profession of ac

countancy was just beginning to expand in the United States* The Amer

ican Institute of Accountants, founded early In the twentieth century, 

furnished the leadership for the profession in its effort to ameliorate 

the audit report* The Committee on Auditing Procedure, American Insti

tute of Accountants, was formed in 1939 and has improved the recom

mended audit report immensely. The present recommended audit report 

was presented by the Committee on Auditing Procedure in 1948* 

The short-form report, as shown in Chapter Three, is used ex

tensively in published annual reports* One of the main reasons for 

use of the short-form report Is that it is clear and easily under

stood by non-accountants reading the report* Most of the reports ex

amined were clear and unambiguous and followed the recommended short-

form report of the American Institute of Accountants* The other re

ports examined were essentially the same, except, that in some of the 

reports the wording had been rearranged and some of the reports were 

condensed or expanded* Of the few that were obscure as to the meaning 

or ideas, the principal fault lay in the selection of terminology that 

confused the readers rather than present them with Intelligible re

ports* However, if the audit report did not communicate to the reader 

the Infomation for W\ieh It is intended, the whole audit report was 

40 
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useless* This brings out the point that considerable thought and prep

aration should be put Into every report, so that the report will not be 

wasted due to the lack of communication between the auditor and the 

readers of the report. 

Statements in an audit report should be stated in such a way as 

to reveal the intended meaning, whether an explanation or an exception* 

An exception in the scope section has to be made if a generally accept

ed auditing standard has been omitted, however, if the auditor has sat

isfied himself by other means only an explanation is given* An excep

tion affects the opinion given, but an explanation does not* Of the 

reports examined, two and one-half per cent had exceptions in the scope 

section and three and one-half per cent had explanations. The excep

tions in the reports examined were the result of problems in the ver

ification of inventory and the explanations were due to the lack of 

confirmation of government accounts receivables* 

The auditors' opinion as to the fairness of the statements, 

their compliance with generally accepted accounting principles, and 

the consistency of the application of those principles with that of 

the preceding period are included in the opinion section of the audit 

report* Five and one-half per cent of the reports examined were quali

fied and one per cent disclaimed an opinion* Reports qualified be

cause generally accepted accounting principles were not followed con

stituted one and one-half per cent of the reports examined* Of the 

reports examined, ten and one-half per cent had exceptions due to in

consistency in the application of generally accepted accounting prin

ciples* 
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Conclusion 

As a whole, the accounting profession has been very responsive 

to the vast challenges placed before it by the extensive use of its 

audit reports. The Committee on Auditing Procedure has led the way to 

improve the audit report with recommendations, and in practice, most 

Certified Public Accountants have followed the recommendations. Tnree 

audit reports of the two hundred examined did not follow the recom

mended procedure in their audit report. An additional eiuht per cent 

of the reports examined could have been improved with better termi

nology and clearer statements that would have eliminated the uncertain

ty as to whether they were explanations or exceptions. 

Changing conditions in individual businesses and each industry 

create new problems that are to be solved by the Certified Public Ac

countants in order to uphold the faith and trust placed in them through 

the use of reliance upon their audit reports. The results of the exam

ination showed that past problems have been solved and that audit re

ports are being prepared in accordance with the recommendations of the 

American Institute of Accountants, with only one and one-half per cent 

exceptions. Also, the results of the examination justified the con

tinuance of the confidence placed in Certified Public Accountants and 

their reports. 
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ACCOUNTING FIW/IS MAKIN3 THE AUDIT REPORTS 

Name Number Examined 

Price Waterhouse and Company 
Haskins and Sells 
Lybrand, Ross Bros., and Montgomery 
Ernst and Ernst 
Arthur Andersen and Company 
Peat, Marwick, Mitchell and Company 
Touche, Niven, Bally and Smart 
Arthur Young and Company 
S. D. Leldesdorf and Company 
Pogson, Peloubet and Company 
Scovell, Wellington and Company 
Loomls, Sufferln and Fernald 
Stagg, Mather, and Hough 
Main and Company 
Adolf C. Meyer 
Frank, Hannon and Withey 
Frazer and Torbet 
Griffith, Wiles and Company 
Robert H. Gulliver 
Harris, Kerr, Forster and Company 
Hurdman and Cranstown 
F. W. Lafrentz and Company 
Leslie, Banks and Company 
filler, Donaldson and Company 
Robinson, Nov/ell and Company 
Snyder, Farr and Company 
Wilson, Shults and Company 
I. D. Wood and Company 

41 
23 
22 
21 
18 
17 
10 
9 
7 
5 
4 
3 
3 
2 
2 

200 
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FIRf̂ S TO WHOM THE AUDIT REPORTS 'VFRH MADE 

A C F Industries, Inc., 30 Church Street, New York 8, New York, Annual 
Report of 1955. 

Air Reduction Company, Inc., 60 East 42nd Street, New York 17, New 
York, Annual Reports of 1953 and 1955, 

Alaska Juneau Gold Mining Company, San Francisco, California, Annual 
Reports of 1954 and 1955. 

Alco Products, Inc., 30 Church Street, New York 8, New York, Annual 
Report of 1955. 

Allied Kid Company,209 South Street, Boston 11, Massachusetts, Annual 
Reports of 1955 and 1956. 

Allied Stores Corporation, 401 Fifth Avenue, New York 16, New York, 
Annual Report of 1954. 

American Agricultural Chemical Company, The, 50 Church Street, New 
York, New York, Annual Report of 1956. 

American Bosch Arma Corporation, Garden City, New York, Annual Report 
of 1954. 

American Brake Shoe Company, 230 Park Avenue, New York 17, New York, 
Annual Report of 1955. 

American Broadcasting Paramount Theatres, Inc., New York 36, New York, 
Annual Report of 1955. 

American and Foreign Power Company, Inc., Two Rector Street, New York 
6, New York, Annual Report of 1955. 

American Home Products Corporation, New York 16, New York, Annual 
Report of 1953. 

American Institute of Accountants, 270 Madison Avenue, New York 16, 
New York, Annual Reports of 1953 and 1954. 

American Machine and Foundry Company, 261 Madison Avenue, New York 16, 
New York, Annual Report of 1955. 

American Safety Razor Corporation, 380 Madison Avenue, New York 17, 
New York, Annual Report of 1955. 

American Ship Building Company, The, Cleveland 2, Ohio, Annual Report 
of 1955. 
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American Tobacco Company, The, 111 5th Avenue, New York 3, New York, 
Annual Report of 1955. 

American Zinc, Lead and Smelting Company, 477 Congress Street, Port
land 3, Maine, Annual Report of 1955. 

Anaconda Company, The, Anaconda, Montana, Annual Report of 1955. 

Andes Copper Mining Company, Wilmington, Delaware, Annual Report of 
1954. 

Associates Investment Company, South Bend, Indiana, Annual Reports of 
1953 and 1955. 

Atchison, Topeka and Santa Fe Railway Company, The, Chicago 4, Illinois, 
Annual Report of 1955. 

Austin, Nichols and Conpany, Brooklyn 11, New York, Annual Report of 
1955. 

Beatrice Foods Company, 120 La Salle Street, Chicago 3, Illinois, 
Annual Report of 1955. 

Beneficial Financial System, Wilmington, Delaware, Annual Report of 
1955. 

Borg-Wamer Corporation, Chicago 4, Illinois, Annual Report of 1954. 

Bridgeport Brass Company, Bridgeport 2, Connecticut, Annual Report of 
1955. 

Brooklyn Union Gas Company, The, 176 Remsen Street, Brooklyn 1, New 
York, Annual Report of 1955. 

Callahan Zinc-Lead Company, Inc., Annual Report of 1953. 

Celanese Corporation of America, New York 16, New York, Annual Report 
of 1955. 

Cerro De Pasco Corporation, New York 22, New York, Annual Report of 
1955. 

Certain-teed Products Corporation, Ardmore, Pennsylvania, Annual Re
port of 1954. 

Champion Paper and Fibre Company, The, Hamilton, Ohio, Annual Report 
of 1955. 

Checker Cab Manufacturing Corporation, Kalamazoo, Mlchlga, Annual Re
port of 1955. 
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Chill Copper Company, Wilmington, Delaware, Annual Reports of 1954 and 
1955. 

C. I. T. Financial Corporation, New York, New York, Annual Reports 
of 1953 and 1956. 

City Products Corporation, 33 3outh Clark Street, Chicago 3, Illinois, 
Annual Report of 1955. 

Cleveland Electric Illuminating Company, The, 75 Public Square, 
Cleveland 1, Ohio, Annual Report of 1955. 

Clevlte Corporation, Cleveland, Ohio, Annual Reports of 1952 and 1955* 

Coca-Cola Company, The, New York, New York, Annual Report of 1955. 

Colonial Stores Incorporated, Atlanta, Georgia, Annual Report of 1955. 

Columbia Pictures Corporation, 711 Fifth Avenue, New York 22, New York, 
Annual Report of 1956. 

C/>nunercial Credit Company, Baltimore 2, Maryland, Annual Report of 1955. 

Consolidated Railroads of Cuba, Havana, Cuba, Annual Report of 1953. 

Continental Can Company, Inc., 100 East 42nd Street, New York 17, New 
York, Annual Report of 1955. 

Coty International Corporation, Wilmington, Delaware, Annual Report of 
1954* 

Crown Central Petroleum Corporation, Baltimore 3, Maryland, Annual 
Reports of 1954 and 1955. 

Crown Cork and Seal Company, Inc., 60 East 42nd Street, New York, New 
York, Annual Report of 1955. 

Crucible Steel Company of America, Oliver Building, Pittsburgh 22, 
Pennsylvania, Annual Report of 1955. 

Cuba Railroad Company, The, New York, New York, Annual Report of 1953. 

Cudahy Packing Company, The, Omaha, Nebraska, Annual Report of 1956. 

Detroit Edison Company, The, Detroit 26, Michigan, Annual Report of 
1955. 

Diamond T. Motor Company, Chicago, Illinois, Annual Report of 1955. 

Doyle, Lester T., As Trustee in Reorganization of Third Avenue Transit 
Corporation, New York, New York, Annual Report of 1953. 
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Eastern Air Lines, Inc*, N«w York 20, New York, Annual Report of 1955* 

El Pi«so Natural Gas CoofMnyt El Paso, Texas, Annual Repozt of 1954 and 
1955. 

E)r-Collo-0 Cozporatlon, Dotroit 32, Michigan, Annual Roport of 1955. 

Fodorated Department Storos, Inc., Cincinnati 2, Ohio, Annual Report of 
1955* 

Fir-Tox Insulating Board Co*, St. Helens, Oregon, Annual Roport of 1954* 

First National Storos, Somerville, Maasachusttts, Annual Report of 1956* 

Ford Motor Company, 3000 Schaefer Rd*, Dearborn, Michigan,Annual Roport 
of 1955* 

Gonoral Cigar Company, Inc., New York 18, New York, Annual Report of 
1955* 

General Dynamics, Now York 22, New York, Annual Report of 1955* 

General Electric, Schenectady, Now York, Annual Report of 1955* 

Gtnoral Foods Corporation, 250 North Plains Street, White Plains, Now 
Y6rk, Annual Roport of 1956* 

General Prtcislon Equipment COiporatlon, New York 38, New York, Annual 
Roport of 1955. 

Gtnoral Public Utilitlos Corporation, 67 Broad Stroot, Now York 4, Now 
York, Annual Report of 1955* 

Gonoral Railway Signal Company, Roehostor, Now York, Annual Roport of 
1954. 

Gtnoral Rofractorios Company, Philadolphia, Pennsylvania, Annual Re
ports of 1954 and 1955. 

CSraco, W. R* and Company, 7 Hanovor Squaro, New Y>rk 5, Now York, An
nual Roports of 1954 and 1955. 

Groat Northern Iron Ore Properties, St* Paul 1, F^lnnesota, Annual Rt
port of 1955* 

Htnna, Tho M. A., Company, Cltvtland, Ohio, Annual Roport of 1954. 

Hasol*Atlto Glaat Company, Whotllng, Wost Virginia, Annual Report of 
1953. 

Higbot Coiipany, Th9, Cltvtland, Ohio, Annual Rtport of 1955. 
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Holland Furnace Company, Holland, Michigan, Annual Report of 1954* 

Household Finance Corporation, Chicago 11, Illinois, Annual Rtport of 
1953* 

Humble Oil and Refining Company, Houston, Texas, Annual Report of 1955. 

Industrial Rayon Corporation, Cleveland, Ohio, Annual Report of 1955. 

Inspiration Consolidated Copper Company, New York 4, New York, Annual 
Report of 1955. 

Interchemical Corporation, 67 West 44th St., New York 36, New York, 
Annual Report of 1955. 

International Harvester Company, Chicago, Illinois, Annual Report of 
1954. 

International Hydro-Electric System, Boston 16, Massachusetts, Annual 
Report of 1955. 

International Paper Company, 220 East 42nd Street, New York 17, New 
York, Annual Reports of 1954 and 1955. 

International Telephone and Telegraph Corporation, 67 Broad Street, 
Now York 4, New York, Annual Report of 1955. 

Interstate Department Stores, Inc., New York, New York, Annual Report 
of 1954. 

Island Creek Coal Company, Huntington, West Virginia, Annual Report of 
1955. 

Kansas City Power and Light Company, Kansas City 41, Missouri, Annual 
Report of 1955. 

Kelsey-Hayes Wheel Company, Detroit 32, Michigan, Annual Report of 1956, 

Kendall Company, The, Boston 10, Massachusetts, Annual Report of 1955. 

Kinney Company, G. R., Inc., 221 Fourth Avenue, New York 3, New York, 
Annual Report of 1955. 

Laclede Gas Company, St. Louis, Missouri, Annual Report of 1953. 

Lehman Corporation, The, New York 4, New York, Annual Report of 1955. 

Libby, McNeill and Libby, Chicago 9, Illinois, Annual Report of 1956. 

Lily Tulip Corporation, 122 East 42nd Street, New York 17, New York, 
Annual Roport of 1955* 
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L«0«F. Glass Fibers Company, Toledo 1, Ohio, Annual Report of 1955. 

Lone Star Cement Corporation, 100 Park Avenue, New York 17, New York, 
Annual Report of 1955. 

Lone Star Gas Company and Subsidiary Company, Dallas, Texas, Annual 
Reportsof 1954 and 1955. 

Long-Bell Lumber Corporation, Kansas City, Missouri, Annual Report of 
1955. 

Louisville Gas and Electric Company, Louisville, Kentucky, Annual Re
port of 1954* 

MacAndrews and Forbes Company, 200 Fifth Avenue, New York 10, New York, 
Annual Report of 1954. 

Madison Square Garden Corporation, New York 19, New York, Annual Re
port of 1953. 

Magic Chef, Inc., St. Louis, Missouri, Annual Report of 1953* 

Manhattan Shirt Company, The, 444 Madison Avenue, New York, New York, 
Annual Report of 1955* 

Marshall Field and Company, 25 East Washington Street, Chicago 2, 
Illinois, Annual Report of 1956* 

Maytag Company, The, Newton, Ohio, Annual Report of 1953* 

McCall Corporation, New York 17, New York, Annual Report of 1955. 

McKesson and Robblns, 155 East 44th Street, New York 17, New York, 
Annual Reports of 1953 and 1956* 

Mead Corporation, The, Dayton 2, Ohio, Annual Report of 1955. 

Mangel Company, The, Louisville, Kentucky, Annual Report of 1954. 

Mlnneaspolls-Mollne, Minneapolis 1, Minnesota, Annual Report of 1953. 

Mission Corporation, Wilmington, Delaware, Annual Reportsof 1954 and 
1955. 

Mahasco Industries, Inc*, Amsterdam, New York, Annual Rtport of 1955. 

Murray Corporation of Amtrica, Tht, Detroit 3, Michigan, Annual Report 
of 1956* 
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Naahvillt, Chattanooga and St. Louis Railway, The, 930 Broadway, Nash
ville, Tennessee, Annual Report of 1953. 

National Food Products Corporation, 24 Federal Street, Boston 10, 
Massachusetts, Annual Report of 1955. 

Nelsner Brothers, Inc., 49 East Avenue, Rochester, New York, Annual 
Report of 1953. 

Ne¥dt)trry Company, J. J., 245 Fifth Avenue, New York, New York, Annual 
Report of 1954. 

New York City Omnibus Corporation, New York 27, New York, Annual Report 
of 1955. 

Nickel Plate Road, Cleveland, Ohio, Annual Report of 1955. 

North American Aviation, Inc*, Los Angeles 45, California, Annual Re
port of 1956. 

Northern Rtdwood Lumber Company, 225 Bush Street, San Francisco, 
California, Annual Report of 1954. 

Otis Elevator Company, 260 Eleventh Avenue, New York, New York, Annual 
Rtport of 1955* 

Pabeo Products Inc., San Francisco 19, California, Annual Report of 
1954. 

Pacific Amtrican Fishtrits, Inc., Belllngham, Washington, Annual Report 
of 1955. 

Pacific Coast Co., Tht, Annual Report of 1955. Portland, Oregon* 

Pacific Lighting Corporation, San Francisco 8, California, Annual Rt
port of 1955. 

Pacific Power & Light Company, Portland 4, Oregon, Annual Report of 
1955. 

Pan American World Airways, New York, New York, Annual Report of 1955* 

Paramount Pictures Corporation, 1501 Broadway, New York 36, New York, 
Annual Report of 1955* 

Parmtltt Transportation Company, 300 N. Desplaines St., Chicago, 
Illinois, Annual Report of 1955* 

Patino Mines and Enttrprlsts Consolidated (Inc.), Wilmington, Delaware, 
Annual Rtport of 1954. 
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Ptnn-Oixie Cement Corporation, 60 East 42nd Street, New York 17, New 
York, Annual Report of 1953. 

Peoples Drug Stores, Inc., Washington, D. C , Annual Report of 1954. 

Peoples Gas Light and Coke Company, The, Chicago 3, Illinois, Annual 
Report of 1953. 

Philadelphia Transportation Company, Philadelphia, Pennsylvania, Annual 
Report of 1955. 

Phillips Petroleum Company, Bartlesville, Oklahoma, Annual Reports of 
1953 and 1955. 

Pillsbury Mills, Inc., Minneapolis, ?4innesota. Annual Reports of 1956 
and 1956. 

Pittsburgh Consolidated Coal Company, Pittsburgh 19, Pennsylvania, 
Annual Report of 1955. 

Poor and Company, Chicago, Illinois, Annual Report of 1955. 

Prudential Insurance Company of America, The, Newark, New Jersey, Annual 
Report of 1955. 

Radio Corporation of America, 30 Rockefeller Plaza, New York 20, New 
York, Annual Report of 1953. 

Revere Copper and Brass Incorporated, 230 Park Avenue, New York 17, 
New York, Annual Reports of 1954 and 1955. 

Richfield Oil Corporation, Los Angeles 17, California, Annual Report 
of 1954* 

Safeway Stores, Incorporated, 4th and Jackson Streets, Oakland, Califor
nia, Annual Report of 1955. 

St. Joseph Lead Company, New York, New York, Annual Report of 1955. 

Sayre and Fisher Brick Company, SayreviUe, New Jersey, Annual Report 
of 1954* 

Sheaffer's Pen Company, Fort Madison, Iowa, Annual Report of 1956. 

Shell Oil Company, New York 20, New York, Annual Reports of 1952 and 
1955. 

Sheraton Corporation of America, New York, New York, Annual Report of 
1954. 
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Socony Mobile Oil Company, Inc., 26 Broadway, New York 4, New York, 
Annual Roport of 1955. 

Spiegel, Inc., Chicago 9, Illinois, Annual Report of 1955. 

Standard Brands, Inc., 595 Madison Avenue, New York 22, Now York, 
Annual Report of 1955* 

Standard Oil Company (New Jersey), 30 Rockefeller Plaza, New York 20, 
New York, Annual Reports of 1954 and 1955. 

Texas Industries, Inc., Dallas, Texas, Annual Report of 1954. 

Thompson Products, Inc., Cleveland 17, Ohio, Annual Report of 1955* 

Tide Water Associated Oil Company, 805 Walker Avenue, Houston, Texas, 
Annual Report of 1954* 

Trl-Continental Corporation, 65 Broadway, New York 6, New York, Annual 
Report of 1953* 

Twentieth Ctntury^Fox, Ntw York, New York, Annual Report of 1955. 

Union Carbide and Carbon Corporation, New York 17, New York, Annual 
Report of 1955. 

Union Electric Company of Missouri, St. Louis, Missouri, Annual Report 
of 1955. 

Union Oil Company of California, 617 W. 7th St., Los Angeles 17, Cali
fornia, Annual Report of 1955. 

Union Securities Corporation, New York, New York, Annual Report of 
1953. 

United Aircraft Corporation, East Hartford, Connecticut, Annual Report 
of 1955. 

United Air Lines, Chicago 38, Illinois, Annual Report of 1955* 

United Fruit Company, 80 Federal Street, Boston, Massachusetts, Annual 
Report of 1955* 

United Gas Inprovement Company, The Philadelphia 5, Pennsylvania, 
Annual Report of 1954. 

United States Freight Company, 345 Hudson Strttt, Ntw York 14, New 
York, Annual Report of 1955* 

United Statts Hoffman Machintry Corporation, Ntw York, Ntw York, An
nual Rtport of 1955. 
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Unlttd States Lines Conpany, 1 Broadway, New York 4, New York, Annual 
Reports of 1952, 1954, and 1955. 

United States Steel Corporation, 71 Broadway, New York 6, New York, 
Annual Report of 1955. 

Virginia-Carolina Chemical Corporation, Richmond, Virginia, Annual Re
ports of 1953 and 1954* 

Virginian Railway Company, Tht, Norfolk 10, Virginia, Annual Rtport of 
1955. 

Warntr Brothers, Pictures, Inc*, 321 West 44th Street, New York 36, 
New York, Annual Report of 1954. 

Warren Brothers Company, Cambridge, Massachusetts, Annual Report of 
1955. 

Wesson Oil and Snowdrift Company, 210 Baronne Street, New Orleans 12, 
Louisiana, Annual Report of 1953. 

Young Spring and Wire Corporation, L. A., 9200 Russell Street, Detroit, 
Michigan, Annual Report of 1953. 




