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Q. I see. Now, under what circumstances, if any, would you think
that confirmation is particularly desirable in accordance with this
sentence, or is necessary, perhaps?

A. When you are not entirely satisfied with the system of control
or perhaps hear some suspicion of irregularities.

Q. Suppose that a large percentage in value of the accounts recelv-
able are concentrated in a few accounts, comparatively speaking;
would that be a situation in which you think confirmation would be
necessary

A. Well, I can think of a company which does business with rail-
roads and public utilities and also general business and miscellaneous.
I would not think it any more necessary to confirm the public utilities
or railroad accounts which are much heavier than I would the others.
T would expect to find less trouble with those accounts, I think.

Q. Do you think it would cost very much to confirm, say, where you
found this condition of concentration, to confirm the larger accounts?

A. Noj; you could confirm, in many cases, in large proportions in
total amount with a comparatively small number of items.

Q. Do you feel that a sample check of that sort would be a desirable
addition to the audit program?

A. T hope that there will be more of it in the future.

Q. Now, you have indicated that under some circumstances con-
firmation might, in your opinion, be necessary. How would you say
the cash credit and adjustment record of the individual accounts
affects the desirability or necessity of confirmation, or doesn’t it have
anything to do with it? ,

A. Well, if a customer is paying up promptly and regularly, I
think I°d have less suspicion of the accounts than otherwise. Does
that answer your question?

Q. That answers the first half. How about the last half, the ad-
justment record. I mean, through a customer who is continually re-
turning merchandise or giving allowances.

A. T recently went over a group of accounts receivable where there
were a lot of adjustments, claims and, of course, it showed up in the
analysis of the accounts receivable. It had more bearing on the
amount of reserve for uncollectible accounts than it had on my feeling
of authenticity of the accounts.

Q. I see. Suppose at the time you come into the audit that the
accounts receivable at the balance sheet date have been shown as
collected in the records. Would that affect your judgment as to the
desirability ? '

A. T wouldn’t feel it necessary to confirm those that were indicated
as having been collected.

Q. Now, I understand there are several methods of confirming re-
ceivables. First, the positive method whereby you get an ansiwer,
or try to get an answer, from as many of the customers as is possible;
second, a positive confirmation of either a fair sample or all the large
accounts and a sample of the rest, and finally, a negative confirmation
in which you don’t expect to get an answer unless something is wrong.
How do you feel about the relative value of those methods?

A. Youmean the relative value in relation to cost?

Q. Can we do it both ways? Could you indicate the relative cost
of the three methods? Which would be most expensive?
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A. Well, the second one, positive confirmation of a fair sample
of all the large accounts and a sample of the others, would probably
not be very costly and would be reasonable; circumstantial evidence
as to the remaining accounts,

A negative confirmation of all accounts would not be very ex-
pensive, nor, in my opinion, particularly valuable. I say particularly
valuable, it has quite a value but it has not as much value as a
positive confirmation.

Q. And you would say it is better than nothing, though?

A. Better than nothing. Positive confirmation of a large group
of accounts is quite an expensive process.

We were speaking a moment ago of the effect of payment before
you complete your audit on the desirability of confirming. Y am
not quite clear. Suppose you are confirming acccunts as of Decem-
ber 81. Would the number, or percentage, that are paid up between
January 1 and February 15, we'll say, the time at which you come
into the audit, have any bearing on your decision as to whethen
the accounts outstanding as of December 31 should be confirmed ?

A. I think your decision as to whether the accounts at December 31
were to be confirmed would be long before February 15. It would
probably be made and done within a day or two of December 31,
As a matter of fact, you usually could not consider—you could not
get confirmations from customers, I don’t think, to any extent, if you
send out the requests 6 weeks after the date of the accounts you wish
to have confirmed.

I thinl if accounts are to be confirmed, they might better be con-
firmed some other date than December 81. The surprise element
comes in,

Q. And now, at page 8 of this pamphlet, and again at page 34,
under accounts receivable, there is a reference made to safeguards
surrounding the handling of incoming mail and remittances and to
the mailing of menthly statements to customers. In this connection,
what inquiries or tests would you make to see that such safeguards
are established ?

A. Well, if incoming mail was controlled, and the receipts listed
at the time the mail was opened, we sometimes will check the prelimi-
nary lists later against the cash book. Make some test checks. That
would indicate to us, of course, that lists had been prepared.

Q. T see.

A. Mailing of statements to customers. That is another example
of these exceptional steps which indicate a lower proportion of checlk-
ing than the general program set forth here. It is also & reduction
rather than increase the other way.

Q. I see. Now, on page 84, a reference is made that you can make
a relatively limited test of the individual customers’ aceounts:

If there are large numbers of customers and the customers’ ledgers are kept
by employees who do not have access to incoming cash or cashiers’ records,
who do not mail out the monthly statements, nor initiate credits for returned
goods or allowances, a relatively limited test of the individual customers’
accounts may suffice,

What do you indicate by, “a relatively limited test” there? What
is meant by that?
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A. Well, that relates to some of the tests made by the auditor which
are directed to the disclosure of irregularities. For example, the ap-
proval of credits to customers, the approval of bad debts written off,
inquiries with regard to claims, and so on.

Q. Now, if you should determine not to confirm the accounts re-
ceivable, would this control your decision as to whether to confirm
notes receivable which arose out of open accounts?

A. Generally; yes. In that case you would inspect the notes. That
is a little more confirmation than you have on the receivable, but you
would not usually confirm.

Q. You would not usually confirm them? At the bottom of page 33
it states that:

Large installment companies have thousands of notes receivable which are
controlled by a satisfactory internal check.

Would you consider it desirable to confirm them under those cir-
cumstances ?

A. No.

Q. What is meant by, “Satisfactory features”, in the system of in-
ternal check in that regard?

A. There are two or three questions on our questionnaire on internal
control of notes receivable, the answers to which, I think, would answer
your question:

How often are notes balanced with the control accounts and by whom are

notes and related collateral inspected by the company’s aunditing staff? If so, at
what interval?

Who are the authorized custodians and others having access to notes and
collateral?

Do custodians control or have access to accounting records?

Q. Did you have something further on that question?
A. No.

D. INVENTORIES

Q. I am sorry. Now, turning to inventories, Mr. Broad. In your
opinion, is an accountant responsible for pricing of inventory in ac-
corcance with generally accepted accounting principles?

A. I would say he is not responsible for pricing. I would say he is
responsible to satisfy himself.

Q. That is the mechanical details of making the first pricing, the
accountant would not do?

A. No.

Q. But he would satisfy himself that pricing was made in accord-
ance with accepted accounting principles?

A. Yes, sir.

Q. One of the commonly accepted methods is perhaps cost or mar-
ket, whichever is lower. What 1s meant in that case by market price
in your opinion?

A. The price at which the company could buy the relative quantities
from sources to which it had access and from which it customarily can
or does buy.

Q. What do you, or what procedures do you follow to determine
that market prices used are actually applicable as to grade and quan-
tity and other circumstances of the type of purchase?

A. The invoice costs of current purchases is probably as reliable a
guide as any unless there has been a marked change in the market
within a few weeks. For commodities—quotations are quite reliable
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for commodities that are freely dealt in, such as wheat or sugar or
cotton and perhaps packing-house products.

Another measure 1s selling price, less the allowance for selling, ad-
ministrative expenses, and a margin of profit. Selling prices subse-
quent to the date of the inventories.

Q. If you used any quoted prices, do you follow any procedure to
ascertain whether or not these other conditions are pertinent? That
is, quantity, grade, credit, terms, and so forth ?

A. Would you read that question, please ?

(Whereupon, the reporter read the last question.)

A. If the company is buying in the open market, I think those
quoted prices would be applicable. If you are buying pig iron by the
carload lot, for example, quoted prices would apply there. If you are
buying a small quantity, they wouldn’t.

Q. Now, turning to items 9 and 10 under the inventory procedure,
what procedure do you follow in determining that goods held or
shipped to the company on consignment are properly treated in their
inventory ?

A. Goods shipped on consignment, first you would want to find
out that they were not included in the accounts receivable, but they
were included in the inventory.

Q. How would you go about doing that ?

A. They would appear, as an asset, somewhere on the company’s
books, as goods under “Goods on consignment,” or “Accounts receiv-
able.” In the latter case you would determine it by going over ac-
counts receivable with the credit man, manager, or somebody else. If
it is carried as a separate item on the company’s books, it is compara-
tively simple. Goods held on consignment, the difficulty is to deter-
mine that the company owns the goods which are included in its in-
ventories. For that, I think you usually rely on your inventory con-
trol or on the stock records which form a check on the listed inventory
taken by the company’s employees. Goods not owned could not ord;-
narily find their way into the inventory control or into the stock
records.

In addition, it is our practice to obtain a certificate from the re-
sponsible official with regard to ownership in addition to what in-
quiries we male ourselves. It is a somewhat dificult problem.

Q. Where you discover that goods Have been shipped by the com-
pany on consignment, do you attempt to confirm that direct from the
consignee ?

A. If the item is relatively important. Otherwise, you would be
prepared to accept the regular monthly signed statements from the
consignes.

Q. I'see. How do you determine that the goods actually, said to be
on consignment, have actually been shipped? Do you make any tests
to determine that?

A. T think that the fact that the consignee acknowledges that he
has received and holds the goods, we usually accept.

Q. You would accept that?

A. Yes.

Q. Now, what procedure do you follow to determine that there
have not been included in sales, goods which were shipped during
the subsequent period to that under review? What evidence do you
rely on there?
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A, Well, we usually stress what we call the cut-off date. That is
the date before which all shipments are taken out of the inventory,
and after which shipments made do not come out of the inventory.
We make some check of a few days’ shipping records, both before and
after the balance sheet, to the record of shipments billed. Here again
it depends upon the size of the organization, and so on.

Q. What evidence do you rely on that shipment was made or was
not made?

A. The shipping record, which is an official document, and is usually
a numbered document, controlled, signed, and dated.

Q. You mean by official document, regular document of the
company ?

A. Yes.

Q. Do you examine any other supporting evidence ?

A. As a rule, not.

Q. Suppose the goods are carried outside of the—in warehouses or
other places beyond the immediate plant; how do you determine it
in that case, or 1s there any special determination made?

A. You mean if a company has two plants, and the second plant—
the procedure would probably be the same as in the first.

Q. Suppose it is under someone else’s control. Let us take an
independent warehouse over which the company has no control. How
would you determine that goods had actually been shipped in that
case?

A. Well, instead of having the signature of the company employee
who shipped the goods, I would have the signature of somebody on
the outside, who shipped the goods.

Q. That signature would appear where?

A. On a report from them that they had shipped the goods.

Q. Would that be an individual report as to each of the items, in
order to correlate it with the cut-off date?

A. On goods in outside warehouse, I would probably have my
own stock records, controlling those goods, and on those I would enter
reports of shipments. _

On the other hand, from the outside warehouse, I would have the
reports of shipments, and a statement of what is left on hand at the
end of the month. One acts as a check on the other.

Q. I see. Do you make any verifications of the accuracy of inven-
tory footings and extensions in the inventory records of the company

A. Ob, yes.

Q. Do you use comptometer operators for that?

A. Where the volume of work is large, it is almost essential to use
a comptometer operator.

Q. Would you say that was a desirable practice or not?

A. As a practical proposition, today, it is almost essential. It
possibly has certain weaknesses, but T think you can overcome them.

Q. Would you indicate what the weakness might be there?

A. Well, comptometer operators are usually temporary help. To
some extent there is not the same possibility of checking their work,
unless you want to use one comptometer operator to check another.

Q. Isthat done?

A. Only where you perhaps have reason for question. T think of
one case where the operators were not finding very many errors, and
we wondered why. We kept a record of them, to see whether one
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was doing better than the other. We did a little cross-checking. It
developed that the company had checked and cross-checked so many
times before we got there that there were no errors.

Q. I see. Now, what inquiries or tests do you customarily make to
determine that purchase invoices for stock included in inventory have
been entered on the books?

A. Well, primarily, you have the inventory control, which may be
on the basis of stock records, or may be on the basis of a cost system,
tied up with the general ledger controlling account.

If there are differences between that and the physical inventory
that 1s made, they have to be traced down. Invoices for stock included
in the inventory not entered up in the books would result in a differ-
ence between the stock records and the physical inventory.

That is just a general over-all check. It is customary to review in-
voices subsequent to the date of the balance sheets that have gone
through the purchase records, or whatever they do gothrough, or on
hand if they have not gone through any records, to see from the
receiving slip what date the goods were received.

If they were received before the end of the year, you would naturally
have to make an adjusting entry for them. Somefimes you will check
a few of the larger items in the receiving records, toward the end of
the year, to see that invoices have gone through for them.

In the case of a commodity business, you could perhaps check your
total commodities, in total for the year, reconcile the opening figure
with the end of the year figure, with the invoices that have gone
through the year. These are just indicative of the kind of checks that
an auditor can and does make, depending on the circumstances.

Q. That is, he would adapt his checks to the circumstances that he
found ?

A. Yes.

Q. Isee. Now, suppose that you have completed, as to inventories,
the procedure which this bullefin outlines, to your own satisfaction,
Do you include in the accountant’s report, or the statements, a qualifi-
cation as to your responsibility for the quantity, quality, or condition
of inventories?

A. We do not include it in our report. We vequest the company
to state in the statements how the inventory was determined.

We regard the statements as the statements of the company, and.
any indication, any comments made on those statements are comments
by the company rather than a qualification by us.

Q. You do not feel that that is a qualification on your responsibility ?

A. Noj although it is our custom to ask the company to put it in
there,

Q. Now, do you feel that the inclusion of such a statement on the
part of the company relieves the auditor of the necessity of making
such tests and inquiries as are indicated by the last sentence in item 3%

That sentence reads as follows:

Make reasonable inquiries and tests to ascertain that quantities have been
carefully determined, and that quality and condition have received due con-
sideration,

A. Well, the auditor should certainly make such tests and nquiries.

Q. That is, whether or not that appears—

A. Yes,

Q. He makes the same test ?
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A. That doesn’t make any difference.

Q. What tests and what inquiries does this sentence contemplate,
Mpr. Broad, in your opinion?

A, I‘hat ig a large order,

Q. Well, let us say this now: What sort of test does it contemplate?

A. T think T can answer that question by reading a few items from
our Guide for Preparation of Programs.

Your question divides itself into two. T irst, was quantities, The
first item you referred to was quantities.

I will read these items:

Obtain a copy of the company’s inventory instructions, and compare with the’
instructions at the beginning of the period. Make notes of any material changes.

Review the procedure for receiving, recording, and issuing stock.

Prepare comparative schedules showing amounts by which the book inventories
at the beginning, during, and at the clese of the year were adjusted to physical
inventories. HExplain material differences.

Test the final inventory shcets by comparison with the originals, and with
tickets, cards, or other means used in recording the original count.

Reconcile, if possible, quantities in inventories at balance sheet date with
quantities in inventories at opening date.

Make a test comparison of the inventories with the stock records, in support
of quantities, prices, and values. Investigate differences.

That is indicative of the kinds of checks you can make as to quan-
tities, depending on the circumstances.

Now, with 1e0‘1rd to quality and conditions:

Obtain or prepare if practicable statements showing number of months’ pui-
clhases, or production in inventory, and discuss any item which seems abnormal.

You would ordinarily obtain that from the stock records. It gives
you an idea as to whether there was slow moving stock:

Inquire if company has discontinued any products, and consider reserve for
anticipated loss.

That is particularly applicable in the case of style goods:

Apply gross profit tests by departments, or major products, if possible, and
compare gross profits with that of previous periods.

The result of tests of this kind will give you a basis on which to go
further, if you want to, or to form some kind of a general opinion as
to whether these questions of quality and condition have been ade-
quately considered.

Q. May I inquire who would make these tests? That is, the survey
test that you have been speaking of, such as the gross profit—would
that be the supervisor or senior in charge, or the partner?

A. It would probably

Q. Or collaborator?

A. The senior or supervisor. It might be reviewed by the partner.

Q. It might be reviewed?

A. If it were not made up by him in the first place, to get their
departmental check would be quite a task, unless the ﬁoures were
readily available. They would have tc be obtained as a specml item
to get them, for the partner to obtain them.

Q. Is that guide your own guide that you are referring to there,
Mr. Broad?

A. Yes.

Q. It is not a public document?

A. No.
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Q. Now, you mentioned that you would review the methods of
taking inventory that the company follows. Would you indicate
the important features of what you consider to be a satisfactory
- method of taking inventory, speaking now of the client’s taking of
the inventory?

A. Yes. A lot depends on the class of the business, but take a
manufacturing concern: Usually there is one group of men that
will go around and list the merchandise, and put it down on tags,
which they will initial.

Later, another group, independently, will go around and check
‘that, and perhaps then, or at a later time, somebody else will come
and list those tags.

Of coutse, that second check is the real inventory check on the
first one. If there are differences disclosed, sometimes they will
have a third group to check those.

At each different step, each man doing a particular piece of work
should Initial or sign for the work he has done, for his responsibility.

Q. Is he supposed to know what—take the case of the counter:
Is he supposed to know what the first crew found as the count when
they made the first checlk?

A. It would be better if he didn’t, but usually he does. Also, I
would say that it would be better in theory if somebody entirely
out of the particular department took the inventory of that depart-
ment, but 1 practice, I don’t think that would work out, because
a man from another department would not know what the goods
were.

Q. How do you establish the fact that the client has observed these
points you are mentioning? What do you rely on there?

A. Well, in the past we relied more or less upon the signatures for
the different operations on the sheets. Recently, T have in one or
two cases tried out a procedure to see whether it is practicable, of
talking to one or two of the people who have done the work, to
see what they did, and how they did it; also, to make a check to
see that the people whose signatures appear, or whose initials appear
on the sheets, are actually on the pay roll.

That is a recent development. I do not know how far it will
be adopted, or whether it will be adopted.

Q. Just this year?

A Yes.

Q. Now, suppose that you find that the methods used by the client
In taking its inventory are wholly unsatisfactory, what do you do
under such circumstances?

A. Well, there have been cases, I think, where we have required
a second inventory. That would be very extreme.

Q. Would you supervise that inventory yourself in that case?

A. No; not necessarily. Carelessness does not mean dishonesty.
We would want to offset the carelessness.

Q. Now, in your answer——

A. Perhaps I could expand that last one.

Q. I beg your pardon.

A. In a case lhike that that you have mentioned, the auditor has
something besides a physical inventory to go on. If he has, he can
rely perhaps on stock records, or on fests, to satisfy himself, except
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in a very bad case, whether the inventory is substantially correct,
even though it may have been carelessly taken, or may not have had
the usual steps of internal check and control applied in its taking.

Q. Isee. Would you in such cases, then, make any special qualitica-
tion of your accountant’s report, inasmuch as the inventory system
was not particularly good, or would you simply go ahead until you
were satisfied that the figures were substantially right? -

A. T think, if it is a particularly bad case, you would qualify
your report, or perhaps not give a report until you had a satisfactory
mventory. From that extreme down to where you have an accurate
inventory, there is a long range, and you have to draw the line some-
where on that range.

Q. I see. But 1f you—can we put it this way: That you either
satisfy yourself or put a clear qualification in your report?

A. Yes; of course, there are different degrees of satisfaction, too.

Q. Now, in your answer to one of the earlier questions, you stated
that you would examine the methods of shipping, receiving, and stock-
keeping. What would you say would be a satisfactory condition
to be found here? That is, does the segregation of the dutles in
regard to these matters—is that of importance?

A. I think it would be better if the stock-keeping department did
not have any part in receiving or shipping stock, if it was truly
independent. That, of course, is impossible 11 a small organization.
In a small organization, the same man may be shipping and receiving
goods, and somebody in its employ, under him, keeping the records.

Q. Would you vary your checks if you found that condition
existing ?

A. T think you would not rely on the stock records to the same
extent.

Q. I see. Now, do you expect the man or the men who work on
the inventory to be reasonably familiar with the products of signifi-
cance in that inventory?

A. Yes; as accountants.

Q. As accountants?

AL Yes,

Q. What does that mean—as accountants?

A. Well, I think that an accountant usnally obtains a certain
amount of general information abouc the product of the company
with whom he is dealing, but his knowledge is the knowledge of an
accountant and not the knowledge of a merchandise specialist.

Q. Could you explain just what you have in mind there a little
more fully? What do you mean? What is the knowledge that an
accountant has? Put it that way. )

A. Well, T am charged, let me say, with the responsibility of check-
ing prices of a steel inventory. I want to know generally what proc-
esses the raw material goes through until it comes out as the finished
product. That is very general knowledge.

I perhaps see the machinery, and at least some of the different—
some of the material in its different stages. When those goods are
listed on the inventory, I need to know at what stage they are, and I
need to be able to intelligently clheck the cost records up to that stage.

That does not mean that I know a piece of finished steel is good
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or bad, has a crack or a flaw in it, that it is of certain constitution,
and things of that kind.

That applies more particularly, T think, in style goods than it
does in perhaps the steel industry.

Q. I see. You are using that, the steel industry, as an example,
and I presume you would have the same things m mind, or com-
parable things, as to other industries?

A. Yes.

Q. Isee. Now, is it your practice to make spot tests of the physi-
cal quantities of the inventories under any particular circumstances?

A. Not as a requirement.

Q. Not as a requirement?

A. In some cases we do do it, in cases where we think we can
properly do it, and have the necessary knowledge to do it.

Q. What do you mean by the necessary knowledge?

A. I know a pair of shoes when I see it, where I might not know
some other product.

Q. You mean in those cases, you feel that you could satisfactorily
count the pairs of shoes?

A. Yes.

Q. But without determining that they were——

A. Saleable, or otherwise.

Q. Mismatched, for example, in each case?

A. That’s right, or that they were up-to-date styles, as distinet
from something that is a year old.

Q. You would expect to be able to distinguish obviously out-of-
style mechandise—for example, high buttoned shoes in greaf volume,
or something of that kind ?

A. Yes; or red pumps.

Q. Do you make any—is it your practice to make any over-all
tests of the reasonableness of inventory quantities? For example, by
comparisons with warehouse capacities, average consumption, trade
statistics, imports, tax payments, insurance coverage, and so forth?

A. Yes; I would say yes to some of them, and no to some others.

Q. Will you indicate that please?

A. Warehouse capacities—I would rely more on a test as to the
amount of inventory in relation to the business being done than I
would to the size of the warchouse. I don’t think T have ever related
it to warehouse capacity. I am speaking now personally.

Average consumption and purchase—I think you direct that to
the particular business, do you not?

Q. Yes.

A. Yes; I have used that in some cases, particularly where com-
modities were involved, where it could readily be done.

Trade statistics of production—I do not think I have ever run
across a case where the company does such a large proportion of
business in a particular line of business that that would have applied.

The same applies to consumption and imports.

Tax payments—I do not regard them as a reliable check on inven-
tory quantities.

Insurance coverage—yes; particularly small and moderate-sized
companies,

I think that covers your question.
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Q. Yes. Earlier you referred to the use of the gross profit test
as a method of checking up on some of these factors. What exactly
do you have in mind when you are using that test? What are you
trying to bring out?

A. Well, if the company shows greater gross profits this year than
it did last, let us say, I wonder whether that is because the inventory
is overstated, and if cost of sales is understated. If there is an indi-
cation that the inventory may be overstated, it is worth locking into,
to get a satisfactory explanation.

Q. Is there any other purpose that it serves there?

A. Why, I think your further inquiries give you somewhat of a
general picture of the business, whether it is more profitable than it
was, or less profitable.

Q. Do you attempt to trace back, if those things are uncovered,
for example, that a business has become distinctly more profitable
or less profitable ?

A. Well, in a grocery business, for example, if you are working
in it for 2 or 8 weeks, you have a general idea whether prices have been
increasing or going down, from how the people talk generally, and
your average gross profit may be 1 or 2 percent more, and it may be
very readily accounted for.

g{. Do you apply the same test, say, as to the volume of sales, if
they show a large volume of sales on their records, and you are in
there, and there does not seem to be much business done, from your
examination.

You just indicated that you take notice of the fact that prices
have gone up or have gone down. Do you do the same thing as to
volume?

A. T think so, yes. You know whether business is—you get a gen-
eral picture as to whether the business has been good or has been
bad by the way people talk—their mental attitude.

Q. Now, turning to inventories that are not held at the principal
place of business, or under the company’s control, what is your
procedure of verifying the quantity of merchandise held in inde-
pendent warehouses, or in the vendor’s establishment?

. Direct confirmation in each case.

. Do you require financial responsibility in such cases?

. I would not.

. Or evidence of them?

. It would depend, of course, on the materiality of the item.
. Yes, I mean only significant items.

. If the goods had been paid for—of course, there the question
of financial responsibility comes in. If they have not been paid for,
if they have been just billed, of course, you would not worry about
financial responsibility. If they couldn’t ship the goods, and you
haven’t been paid for them, you have lost nothing.

Now, In cases where goods have been paid for, and held to very
material extent at somebody eclse’s warehouse—that is somewhat
unusnal. T think the first one I came across was within the last 6
months, where it ran into several million dollars, and in that case
I wanted to find out about the financial responsibility, but that was—
it 1s an unusual situation.

145917—30—4
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I would not say that T have ever run across it personally before, or
that there is any general practice with regard to it.

Q. T see.

The Examiner. How did you determine the financial responsibility ?

The Wirness. I went to one of the officers and asked about this
company, and it was obviously a company which might not have the
financial responsibility, and the outcome was that its parent company,
which was responsible, guaranteed the account.

Q. Suppose you accept merely a confirmation: Would that pro-
cedure disclose whether the vendor had misappropriated the mer-
chandise ?

A. No.

Q. It would not disclose that?

A. No, if he had misappropriated it, he would not tell you so. _

Q. That is what I had in mind. You mentioned in this case
you were just citing that the parent company involved was respon-
sible. How was that determined? T mean, how did you determine
that? Was it just a company you knew sufficiently?

A. Tt happened to be a company that is known nationally.

Q. Tsee. And you had no question as to its responsibility ¢

A. That is right.

Q. Now, looking to the future, Mr. Broad, taking into considera-
tion all of the things which we have been discussing for the last
while, what procedures do you think auditors should use in verifying
the guantities, quality, and condition of inventories?

Would you emphasize any of these steps particularly that are
included in the bulletin, or would you add any new ones?

A. T think I wrote something down on that question, which I can
read to you.

Q. If you will, please.

A. Accountants are giving considerable thought to improvements

and possible extension of their procedures, particularly with regard
to inventories.

It is probable that more attention will be given to methods of tak-
ing the inventory, and to the effectiveness of the internal check and
control, as applied while the inventory is in process of being talen.

Some spot-check that the quantities exist is undoubtedly practi-
cable, but however extensive this might be, the auditor, who 1s skilled
in accounts, is not qualified by training or experience to assume respon-
sibility for the quality, description, condition, and saleability of the
merchandise.

While he can take steps to assure himself that certain quantities of
merchandise are actually on hand, it would be unfortunate if the fact
that he took those steps should give the person reading his report a
feeling of greater assurance than the facts justify, or should invest
the statements in his report, in the words of one of our financial
papers:

With a significance which they neither claimed, nor in fact possessed, nor
were designed to offer.

A procedure which might be practicable, except in the case of
the very large corporations, would be for auditors to be present at
the time of taking the inventory, to see that a plan of inventory pro-
cedure, carefully thought out and established, had actually in fact
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been followed; in other words, to undertake general supervision at
the time on the spot of the method of taking the inventory, as distinct
from a physical check.

Another plan which has been suggested is that auditors should en-
courage throughout the year the continuous taking and checking of
parts of the inventories against stock records, or other book records,
by employees independent of the stock-keeping departments, and the
auditors should follow up the reports on these partial checks.

I mention these suggestions, not because I think they will necessarily
solve the problem, but as indicating that anditing procedures are,
being carefully considered within the profession. It would be inad-
visable to make a hasty and ill-considered revision of procedures, or
to go to an extreme.

The problem is to develop existing procedure, so as to give in added
safety, some return commensurate with the increased costs, and per-
haps to malke a fuller disclosure as to what those procedures are.

The selfish interests of accountants might be served by insisting on a
very much more elaborate program before giving an unqualified
report. From a professional standpoint, I believe this would be ghort-
sighted, because, in the long run, what is in the public interest aud
beneficial to business will be in the sound interests of the profession.

(Discussion off the record.)

Q. Mr. Broad, in several of the Commission’s forms, we asked for
the basis of determining the amounts at which various assets are car-
ried. One of those is inventory. Would you say that the phrase,
“Cost or market” has any weakness from the investor’s point of view,
as to just what it means? Is either—are there several methods of
determining costs? '

A. Yes; there are, and they vary widely, of course, as to the result-
ing figure which will appear on the balance sheet. They do not, I
think, vary so widely with the resulting figure which will appear on
~ the profit and loss account, as long as they are consistently applied.

Q. From year to year?

A. From year to year.. For example, you may take cost or market
with regard to each individual item, or you may take the aggregate
cost and the aggregate market, and take the lower of those two. That
would make quite a difference on the individual balance sheets, some-
times. I think, where there is so much variety of praectice, which
may result in different figures, or profit being showmn:

Q. Would you go further and say there are a number of different
methods of determining what the cost is? For example, last in-first
out, as opposed to first in-first out ?

A. Yes; different methods of applying overheads on cost.

Q. Would that make a significant difference in the figures?

A. Yes.

Q. Which of those you used?

A. Yes. In the balance sheet particularly.

Q. Yes; I am speaking of that.

A. Tt might in the profit and loss, but T don’t think it is relatively
so important there. '

. I see. Isthe same true of market?
. T don’t think to the same extent.

o
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Q. To a lesser extent, but still present, or is it not present at all—
this ambiguity ¢ _

A. There is some difference of opinion as to what constitutes mar-
ket in a particular situation. Sometimes some people think it is sell-
ing market and others think it is cost market. They are two quite
different markets.

Q. Is it sometimes the selling price less cost of selling—selling ex-
penses? Isthat what is meant by markets in a certain case?

A. Well, my preference would be to take off in addition some pro-
vision for profit.

Q. Yes; excuse me.

Mr. WerNTz. May we recess until a quarter of two

The Examiner. Yes; we will recess until 1: 45.

(Whereupon an adjournment was taken until 1:45 p. m.)

AFTERNOON SEssioN

E. OTEER BAraNcE SHEET ITEMS

Q. (By Mr. Werntz.) On page 21 of the bulletin, Mr. Broad, in
item 4, how do you determine that amounts capitalized as additions
to plant, that is, to fixed assets, represent real additions or Improve-
ments?

A. Where the authorizations do not specify whether it is a repair
or replacement or an actual addition, there is usually some description
as to what 1t is. It calls for an exercise of judgment in each case to
determine which of these classifications it comes into, and even though
the authorization did specify it would still require that exercise of
judgment.

Q. Do you rely upon what is stated in the authorization or do you
malke any physical inspection ?

A. As to work which has been done?

Q. Yes.

A. Generally, we rely on what is stated in the authorization. In a
major case, you might make some physical inspection, but that would
be unusual,

Q. I'see. Referring to the bottom of page 84, how do you ascertain
that plant units have been abandoned and should be removed £rom the
asset accounts? What is your procedure in that conmnection?

A. Well; you could only do that directly by taking inventory of
the plant which, of course, is out of the question. You have to rely
on somebody, usually a responsible person, preferably the plant super-
intendent, or chief engineer, who will assure you that all the items
have been properly reported.

Q. But you make a specific inquiry in connection with that and
then rely upon it? .

A. Yes; specific inquiry, yes.

Q. Now, suppose from the book records there are disclosed assets
which are nearly depreciated, that is, almost completely depreciated,
would you make any special check of those to determine whether they
have been abandoned ?

A. No more than of the others. You sometimes find assets fully
depreciated carried on for years thereafter. In that case you give
them some special treatment.
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Q. Now, on page 23 in item 2, there is a reference to the insurance
charges. What procedure do you follow in verifying the allocation of
insurance costs between the current year and the future years?

A. Tt is a mathematical calculation based upon the period of the
policy and the proportion which has expired against the proportion
which is yet to run.

Q. How do you determine, or how do you get your information on
that?

A. By looking at the policies.

Q. What do you do with it?

A. You take the amount of the premium and the period covered by
the policy and those two give you your calculation.

Q. Do you use your examination of the insurance policy and the sup-
porting records for any purpose other than this allocation %

A. In small, moderate-sized examinations, we use it to determine
whether the company was reasonably adequately insured.

Q. As to what type of assets?

A. As to the type of assets that were insurable; against fire.

Q. Against fire?

Yes.

Q. And now, if you had a large corporation, Mr. Broad, would
you change that policy in any respect? What would you do with the
msurance in such cases?

A. Well, if it was large enough to have a separate insurance depart-
ment, it would presumably have a very large number of insurance
policies, or blanket policies covering properties all over the country.
To some extent you would rely upon the competence of the man at the
head of the insurance department. You might accept his summary as
to the insurance carried, or you might accept his summary as to the
premiums and so forth, just making some clerical check of the com-
putations.

Q. You have mentioned that in the case of a small company you
would be concerned to see whether their assets were adequately insured ¢

A. Usually when we give a detailed report on a small company, we
give a comparisen of the insurance carried for fire against the insur-
able assets.

Q. You would not do that for a large corporation ?

A. I think if we were giving a detailed report of a large corporation,
we might do it, but state that it was based upon the company’s records.

Q. I see. Well, now, you have indicated that you would get this
information from them but would you, yourselves, give consideration to
the information you got from the company records as to whether the
assets were adequately insured or whether there may be an inherent
loss in some of the assets?

A. Well, the term “adequately insured,” presupposes an exercise
of some judgment and some knowledge. Some assets are not insur-
able, they don’t need insurance. The company may carry self-in-
surance to some extent. All those things come into determination
of whether they were adequately insured.

Q. Well, would you, as an accountant, give consideration to those
factors in connection with your study of their insurance?

A. Yes, yes. You said “study of insurance.” I don’t know what
you mean by “study” exactly.
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Q. Excuse me. What I meant by study, such work as you do in
connection with the allocation of charges or other parts of work?

A. What I have in mind, as to work that you do, is work as an
accountant rather than as an insurance expert.

Q. Yes. Now, you indicated in your answer that you would rely,
in the case of a large company, to some extent on the Insurance de-
partment. Do you mean that you would rely upon them as to the
accuracy of the records?

A. No, what I meant, rather, is this, that in a large company you
have inventory all over the country. You have plants all over the
country. It would be quite a task alone to list those plants and
those inventories by location. That might be a day’s work; several
days’ work, and then to segregate the insurance against that. It
would be quite a task. Now, ordinarily, in a large company where
there is an adequate insurance department, the auditor would not
undertake that work,

Q. Would he just get the records from the insurance department
and proceed from there?

A. T think he would be apt to get the records more in total than
in detail.

Q. But, then, he would subject those records to consideration such
as you have mentioned earlier?

A. Yes.

Q. Now, on page 24, again in item 2-C, under accounts payable,
it is suggested there that the accountant make a test examination of
the monthly statements received from creditors having large balances.
What do you consider to be an adequate test in that connection ¢

A. Well, you perhaps notice that that paragraph is stated in a
different manner than most of the other paragraphs here. Most of
the other paragraphs are stated in the imperative, obtain, do this, do
that. This paragraph is suggestive more so than the others:

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

I think there is a degree, intentionally a degree of, perhaps less
suggestive here than in the other cases.

Now, as to the extent of the test, it would be a minor test usually.
It is a very common practice for a large corporation, a corporation
not necessarily large, but having a lot of creditors to check these
statements themselves, and throw them away, not retain them. In
that case, I don’t think you would be necessarily very much concerned
if there was that general practice.

Q. On page 8 there is a phrase there which states a requirement as
to the approval and entry of vouchers being made by others than the
disbursing officer. What is the significance of that?

A. Well, that ties in with what I said before, that if a number of
persons participate in the initiating, carrying through and recording
a transaction, the presumption is that the transaction is a veal one.
Here you have two different individuals, at least participating in the
disbursement. One approves and another one pays it.

Q. Suppose the same person approved it as paid it ?

A. Then you would not have that same degree of internal check.

Q. Would that alter your examination ?

A. Tt would depend to some extent on how many other people had
part in the transaction. It is not unusual for a comptroller to sign
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the great bulk of checks in a corporation. I don’t think it is neces-
sarily the best practice, but it is very common.

Q.” Now, do you expect the members of your staff to have a general
knowledge of the various types of taxes which bear upon particular
business?

A. The main taxes; yes. The miscellaneous general taxes, not
necessarily. You would have a general knowledge of them, but there
are thousands of taxes throughout the country so that no one person,
even an expert, could keep them in mind.

Q. What do you refer to as main taxes?

A. Federal taxes, State taxes, particularly taxes on income, capital
stock taxes. I do not refer to local and excise taxes that are imposed
by local municipalities.

Q. Does that extend to foreign countries?

A. Pretty much, yes. I would say, generally, he should know
whether there is an income tax. He should find out how it is calen-
lated.

Q. How about property taxes, are those one of the types you call
main taxes?

A. T think most people know that there are property taxes almost
everywhere you go.

Q. Now, coming to contingent liability. What procedure do you
follow to determine whether there are any contingent liabilities and
what the amount of them is?

A. That is one of the most difficult problems facing the accountant.
It is a matter of dealing with something that is not on the records as
distinet from something that is. Finding something that is not
readily determinable sometimes. One of the steps, of course, is to
go through the minute book to look for guarantees of securities of
other people. Amnother step is to write the company’s attorney or
inquire of the company’s attorney as to what litigation might be in
process. Commitments is another prolific source of inquiry. We
have more or less a standard list of things which we wish to consider
or make inquiry about. We know generally where is the best place
to find them, and after making those inquiries we usually get a letter
of confirmation from our client and on that letter of confirmation we
have listed for his conmsideration, so that he will understand what
we ave after, the type of items which we have in mind.  The list is not
a comprehensive list, notes or trade acceptances, discounted or sold,
accounts receivable assigned or sold, judgments under appeal, law-
suits instituted or pending, additional assessments, levied or pending,
of Federal or State taxes, guarantee of bonds, or interest on bonds
of other companies, guarantee or endorsements of notes of other
companies, firms, or individuals. Generally we know where to go
to get the best information on those matters. Sometimes we go Lo
the bank for notes receivable discounted. We know if property has
been sold, subject to mortgage, it would be recorded, and we know
whether a mortgage is still outstanding or we could find out. The
matter receives a great deal of consideration.

Q. Would you say that the presence or absence of contingent Habili-
ties is one of the important features in the balance sheet, would it have
a very material effect on it?
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A. I would say it is very important ; if there are material contingent,
liabilities, they should be stated.

Q. What I meant to say is that an important place where you need
information to prevent the balance sheet from being misleading;
that is, information as to contingent liabilities?

A. Yes; quite. I might say that I would exclude from the con-
tingent liabilities the normal cost of routine things like a lease or
some things like that, or a commitment where there is no probable loss
on it. There are contingent liabilities in the ordinary course of
business on which no loss 1s anticipated and it is not usually necessary
to mention those,

Q. What responsibility do you feel an accountant assumes in this
connection ?

A. To make reasonable inquiry in accordance with standard ac-
counting procedure. '

Q. If he has made such inquiry, would you feel it still necessary to
qualify his statements; that is, include qualification in the certificate ?

A. Noj; not unless you don’t trust the people.

Q. In that case, of course, you would ?

A. The president might have endorsed a note. You could never
find that out.

Q. Until it was too late?

A, Until it was too late, that’s right.

Q. You mentioned earlier, in connection with this point, that you
would consult the corporate minutes. Did you have in mind there
the stockholders’ meeting minutes, or the directors’ meeting or operat-
ing committees, or what?

A. Well, more particularly for contingent liabilities, the directors’
minutes.

Q. Do you examine these other minutes as part of your regular
auditing procedure?

A. Yes; except that there might be cases where there are advisory
committees which have, under the bylaws, no specific powers, and in
those cases you perhaps would make rather a cursory examination.

Q. But if possible you would examine them ?

A. Yes; we prefer to.

Q. Now, turning to the profit and loss statements—oh, one thing
further, Mr. Broad, in connection with contingent liabilities—would
you examine the contracts which the company has?

A. Yes.

Q. Would you consult legal counsel on some of those, if they
appeared significant?

A. Usually, no. An accountant can understand a contract.

Q. If you were in doubt, what would you do?

A. Consult an attorney,

¥, ProriT AND Loss ITeMs

Q. Now, turning to the profit and loss procedure, if you look
at page 30, item 1, there is a suggestion there that a working profit
and loss statement be obtained, or prepared, in such detail as is readily
available.

For this purpose, do you prepare your own statement, or do you
utilize the financial analyses that the company has prepared?
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A. In most small cases, or moderate sized cases, we would prepare
our own. There would be no objection to using one prepared by
the company, provided it had been checked against the records so
that it was really the accountant’s own statement when he got through
with it. :

Q. Would you make inquiry to ascertain whether they had those?

A. Yes.

Q. Tf you wished to use them?

A. Yes; with the idea of saving time, more than anything else.

Q. That is what I had in mind. Now, in item 2 on that page, there
is a suggestion that the auditor obtain budgets, previous annual state-
ments, and monthly financial statements. 'What is the purpose of get-
ting those?

A. A very important part of the accountant’s examination of an in-
come account comes from what we might call an analytical review,
and a survey of the figures, in comparison to the operations for the
year, and in comparison with previous years, and in comparison with
predetermined amounts. Any big discrepancies, one way or the other,
will stand out like a sore thumb, and those are what he investigates.

Q. You say, “he investigates.” What would you have in mind
there?

A. Well, if legal expenses are twice as much as they were the year
before, he would want to look into that. If repairs were very much
lower, he would want to look into that—things of that nature.

Q. What would you do in looking into those? Would you try to
trace them back?

A. T would try to see what was in last year, and what was in this
year, and make a comparison to see whether something in last year
was left out this year, or vice versa.

Q. Well, is it just for the purpose of finding out whether the records
are accurate, or of explaining to your own satisfaction the causes for
the difference?

A. Well, T think the two ave tied up together, if there is a satis-
factory explanation, you have satisfied yourself that the records are
accurate to that extent.

Q. Now, under item 3, as to sales and cost of sales, there is a pro-
cedure outlined for testing allowances to customers for returned mer-
chandise, claims, and rebates. What is the importance of such an an-
alysis? That is the last two sentences of that item.

A. That is part of what you might call the fraud portion of the
audit. If allowances are made to a customer’s account, they might be
used to cover up improper extraction of funds. You want to malke sure
that allowances could not get in there that do not belong in there.

Q. In making up these tests, what exactly do you do?

A. You call for some of the credits, and for some of the supporting
papers. If it is veturn goods, you will see a receiving slip that the
goods have come in. If it ig an allowance on price, you will see the
authorization or approval of somebody who is authorized to give that
approval.

Q. And satisfy yourself that they have been made in accordance with
the system of the company?

Yes.
Q. I sce. Do you always make such a test?



48 SECURITIES AND  EXCHANGE COMMISSION

A. In small and moderate-sized companies, I think; yes.

Q. As to larger ones?

A. Tt would depend upon the extent to which they are checked
within the organization.

Q. In the case of a larger corporation, is it your thought that you
might find a system of internal check which was sufficiently foolproof
in your opinion to avoid the necessity of this test?

A. That is right, they might have an internal audit staff that checks
every one of them. In that case, you would probably do nothing.

(. That implies that you would satisfy yourself as to the audit
staff?

A. That they were doing it; yes.

V. REVIEW OF THE ENGAGEMENT

Q. Now, I would like to turn to the question of reviewing the origi-
nal materials which your audit program developed, and pulling them
together in the form of financial statements.

In your practice, Mr. Broad, who is responsible for drawing these
things together?

A. In the fivst place, the senior accountant.

Q. By that you mean whom?

A. The man in charge of the job, who is sitting down and doing the
field work in the company’s office.

Q. What does he do? Does he pull all these together, and make up
a tentative set of statements?

A. He starts with a trial balance, classified in some form, and he
makes his adjustments, and finishes up probably on the same sheet
with his balance sheet. He has all his working paper supporting that.
When he has prepared all his working papers, and satisfied himself as
to all the figures, there is the balance sheet in draft form, which he re-
writes in more formal shape.

Q. That is, he traces the items on the trial balance back to his in-
dividual working papers?

A. Yes.

Q. And makes such modifications as they disclose are necessary, and
builds up a preliminary balance sheet and income statement?

A. That is right.

Q. Is that correct?

A. That’s right.

Q. Now, are those statements and working papers reviewed by any-
one other than this senior who is actively in charge of the audit?

A. Yes; they are all reviewed in detail by a supervisor or manager,
who usually goes out to the client’s office and goes over them there,
where he can have ready access to any further information which he
requires.

He supplements the judgment of the senior accountants by his own
judgment. After going over the working papers, he may decide, for
example, that there is not enough reserve for bad debts, or some ac-
counting principle has not been properly applied. He 1s authorizec
to overrule a senior and nse his own judgment, being a more competent
man.
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Q. Would you say that the purpose of that sort of review 1s to
determine whether accounting principles have been followed, or
whether the audit procedure has been followed, or both?

A. Both; entirely both,

Q. With any emphasis on one or the other?

A. No; I wouldn’t say so.

Q. He has to see that both have been satisfactorily carried out?

A. Yes;a good workmanlike job is done, and the principles properly
handled. :

Q. Now, is there any other—will you outline in detail, 1f you can,
the remaining stages of the review process that you customarily carry
out, if there are any? ‘

A. Well, you have a balance sheet that has been prepared, and
then revised, and there are probably still some questions which the
supervisor has not wished to take the responsibility of making a final
decision on.

At that stage, he has his notes as to questionable items, or perhaps
work not done—any questionable item at all.

He comes in to the partner with that, or perhaps the partner goes
out to the job to see him. It does not matter which. He goes over
those different questions with the partner, and the partner will deal
with those, and he also will deal with any other questions which he
wishes to initiate himsel¥, with reference to the scope of the examina-
tion, the accounting principles employed, or the judgments applied.

Q. Is it customary for the partner to initiate steps of that sort,
questions of that sort?

A. Yes.

Q. Or does he rely on the supervisor to bring them up to him?

A. He relies on the supervisor. He expects the supervisor to bring
them up to him, but he will initiate in addition other questions.

Q. Will he review the working papers himself in any case?

A. In cases in which he is particularly interested. Ior example,
he may want to know something about the inventory, or the bad debts
reserve, or the methods of depreciation, and usually either will be
produced for him, if he wants to go into it to that extent-—the working
papers supporting it, the tax calculations, perhaps.

Q. Would you say that the partner’s prineipal functions are in
seeing to it that generally accepted accounting principles have been
followed, as distinguished from seeing whether the audit has been
successTully and satisfactorily carried out?

A. T think the partner probably spends more time on the first one,
but it is not necessarily the only one in his mind. I make a practice
myself to question the senior accountant, or the supervisor, sometimes
one or sometimes the other, sometimes both, as to what they have done
in particular spot items on the balance sheet.

Q. Now, after that conference, or series of conferences, are carried
out, what happens?

A. Well, any further changes that are necessary are made in the
statements, and it goes in for typing. After it is typed, it is proof
read, of course, and then we have a kind of a review, partly arith.
metical, but just to make sure that all the additions check, that all the
statements cross-check against one another—not only the figures, but
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as to what is expressed in them; that you do not say one thing in one
place, and another thing another place.

Q. Is there any review there to check back the statements to the
original work papers, or summary schedule ?

A. No; not unless some discrepancy appears.

Q. And then, of course—would you then settle that discrepancy by
consulting the original papers?

A. Right.
Q. And following it through?
A. Yes.

VI. THE REPORT OR CERTIFICATE

Q. Now, who, in your firm, would be authorized to sign a certificate,
or accountant’s report accompanying the set of statements?

A. A partner or a manager who is specially anthorized to do it.

Q. Does the same person that signs the certificate draft the form
of it, or is that part of the process of preparing the preliminary
statements?

A. It is usually drafted by the senior accountant, and gone over
by the supervisor, and again by the partner, or the manager, in the
case of a branch office.

Q. Now, in completing an examination leading to certified state-
ments, of the type which we have been discussing, do you in general
follow the form of certificate which is set forth on page 41 of this
bulletin ?

A. Yes.

Q. What do you understand to be the function of such a
certificate ?

A. To express the informed opinion of one skilled in accounts;
that the accounts ave fairly stated, and in accordance with accepted
aceounting principles, and that he has made the tests of the relative
asseis, income items, in accordance with accepted auditing procedures.

Q. Now, is it your understanding that the second sentence of the
certificate is intended to be a reasonably comprehensive statement
as to the scope of an examination, in conformity with this bulletin ?

A. Yes.

Q. Is that the type of description of the scope that would be
included in your audit engagement with a particular client, or would
the latter be more detailed ?

A. The latter might be more detailed.

Q. What would be the purpose of that? That is, why should
you summarize in the certificate, but spread it——

A. That letter is a contract between you and your clients, for
which, for certain remuneration, you undertake to do certain work,
and I think in the contract it is better—if there is a questionable
item, it is better to have the specifications, and set them down, than
to have them debatable afterwards.

Q. What do you mean by questionable items?

A. Well, take, for instance, confirmation of accounts receivable.
The accountant would often like to do that in cases where it is not
necessary to do that. That is, he would make a more thorough check
if he did it, but on the other hand, he doesn’t feel it is necessary to
do it to satisfy himself. There are different degrees. You can go
away beyond this, or you can do just this.
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Now, those are the items which I would put within the field of
debatable items.

Q. Now, you say that would be included in the audit engagement?

A. Yes.

Q. But would not be set forth in the certificate necessarily?

A. That’s right, we customarily put that particular point in our
engagement, letters of engagement.

Q. As to whether you will or will not confirm receivables?

A. Yes.

Q. Suppose you put that in, and then it seems to you after you
get in the audit, that you should perhaps confirm the receivables:
What would you do?

A. We would do it, but it would not be covered by the fee we
have quoted for doing certain work. We would expect to get addi-
tional remuneration.

Q. Would you do it if you didn’t get any additional remuneration ?

A. If we thought we should do it, and would not give a certificate
without doing it.

Q. Would your opinion be any different, or would you have a dif-
ferent opinion as to steps in the audit procedure which this bulletin
requires, as distinguished from those which are optional?

A. Yes.

Q. What would that difference be?

A. Tt wouldn’t be necessary to state any of those. You are going
to make an examination of the balance sheet and the income account.
You undertake that. Now, that is, at least, a minimum, and it may
go beyond the minimum, but it has to be at least the minimum.

Q. Now, if there was some procedure which was required by the
bulletin, that your audit engagement did not cover; that is, there was
a limitation in the engagement—should that be included as a special
thing in the certificate? Would you refer to that in your certificate?

A. T can’t think of any case where that would apply.

Q. I am not quite sure I understand you. Let me restate that:
Tirst, do you believe that any material omissions from the program
indicated in the bulletin should be indicated in the certificate?

A. T don’t know whether you should give a certificate if it is very
material. I think it is up to you to determine what your audit is,
and you give a certificate based on that audit.

Q. But it would not be necessary to disclose what exactly the audit
consisted of?

A. T don’t think so; no.

Q. Would that be true even if you had omitted a step which this
bulletin requires?

A. Well, I think the auditor usually draws up his audit program.
He doesn’t ask the client whether to do this, or do that, or any other
thing that he thinks is necessary. He goes ahead and does it.

I say, I cannot think of a case where it applies, where you have
omitted anything material, and given a certificate. I have never
found any difficulty in getting a client to let me do whatever I think
is necessary.

Q. Will you point out for me, Mr. Broad, the language in this form
of certificate, which indicates that there has been no material change,
either in accounting principles followed, or in the manner of their
application, as compared with the preceding period ?
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A. Tt is intended to be conveyed by the words:

In accordance with accepted principles of accounting, consistently maintained
by the X Y Z Co. during the year under review.

I do not think it is necessarily expressed in those words. Those
words were historically the outgrowth of a compromise, to some
extent. and it is to my mind an unfortunate compromise.

Q. Is it your thought, then, that you might include, perhaps, some
additional language to clear that point up?

A. T think, “during the year under review” should be extended to
make it—in comparison with the previous year, or the previous periods.

Q. Now, looking at this introduction to the form of accountants’
report, it appears that it is intended that matter may be included in
the accountants’ report, or in the statements for the purpose of being
merely informative, or to state limitations on the scope of his work—
that is, the accountant’s work—or to indicate dissent from particular
practices of the company.

How is he able to distinguish, according to this particular lan-
guage, as to which one of these purposes the accountant has in mind ?
How do you tell whether this is a dissent from the company’s state-
ment, or a qualification of the scope, or merely informative?

A. Well, if it is a dissent, I think it should be expressed as such.

Q. Where?

A. In the opinion paragraph. If it isinformative, there is no need
to make any qualification in that opinion paragraph. There might
be an important change that the directors have decided to make, let
us say, on the basis of valuing the plant and equipment. Both before
and afterwards they were in accordance with accepted principles of
accounting, and I think they were probably consistently maintained,
but it is of sufficient importance that the auditor may think it neces-
sary or desirable to just mention it for the information of those who
read, who might not understand it otherwise.

Q. Would that information appear in the certificate, or in the body,
or footnotes of the statements?

A. T think it could appear either place.

Q. Would you repeat how that would be distinguished in the cer-
tificate from a dissent on the part of the accountant?

A. Well, in the opinion paragraph, the accountant would say that
his opinion was subject to qualification in respect of whatever the
matter might be,

Q. And if nothing of that sort appears, then he is taking no excep-
tion to the method ? :

A. That is correct, sir.

Q. Now, here is a phrase that is frequently found in a good many
statements, namely, that inventories have been certified as to quantity,
quality, and condition, by responsible officials.

In your opinion, when you employ that phrase, are you using it in
the form of a qualification of the scope of the audit, or for informa-
tion, or as indicating dissent from the situation ?

A T think I would say, when we use it, we use it in our certificate,
and we don’t make a practice of doing that. When it appears in the
financial statements themselves, I would say that the client is using
it, and is giving information. The client is not going to qualify his
own statement, obviously.
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Q. It is merely informative?

A. Merely informative; yes.

Q. But is not a qualification ?

A. That’s right.

Q. Now, if in the scope of the audit sentence, that 1s, the second
sentence of the certificate, you include language differing from that
which we find here, indicating the use or nonuse of a particular test,
would you say that was a qualification of your opinion in any respect,
or merely informative?

I have reference particularly to the beginning of the next sentence,
which starts out:

In our opinion, based upon such examination * * #,

A. An accountant’s opinion must be based on an examination, or
it is not worth anything. I think it would be fraud to express it.

Now, the examination, I think, must be such as is adequate to sat-
isfy the accountant that the financial statements do say what they
have purported to say.

Q. Now, if you had a further description in the scope sentence, is
it your thought, then, that you would not be qualifying your opin-
ion, but merely informing the reader as to what you have done, and,
in a sense, giving him assurance that you felt it was all right to do it
that way ¢

A. Well, let us take the example mentioned here, where part of the
work has been performed by other accountants. The accountant
would have no reason to doubt, asg distinet from definite reason to
believe, in a case like that. Perhaps I am understating it, because
he has got the authority of some other responsible or reputable ac-
countant for the figures which he has incorporated, but they are not
figures which he himself has audited. They are figures which some-
body else has audited, and he wishes the public to accept them as
such.

Q. (By Mr. WernTtz.) If you include language to that effect in the
scope paragraph, are you saying that you have secen nothing in the
course of your examination review of that work which would lead you
to believe that it is otherwise than as presented ?

A, Yes.

VII. GENERAL SUGGESTIONS AND COMMENT

Q. The suggestion has been made that corporations should rotate
auditors at frequent intervals. I believe you expressed an opinion
as to that in your opening statement, did you not, Mr. Broad?

A. Yes; I covered that.

Q. New, what do you think of the desirability of auditors appear-
ing at, shall we say, directers’ meetings and also at stockholders’
meetings?

A. Tthink T covered that, too.

Q. Did you cover both of those? I am sorry, I thought you had
left cut the stockholders’ meetings.

AL, Noj; I covered that.

Q. Would you think it would be desirable for the auditor to be
charged twith seeing that directors receive copies of the certified
reports in advance of the directors’ meetings?

A. The auditors should be charged with their responsibility?
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Q. Yes.

A. No.

Q. Do you think it would be desirable if directors did get them in
advance of the meeting?

A. T think it would be desirable for those directors who take an
interest in the financial statements to receive them.

Q. Do you think it might make some of the directors more inter-
ested if they got these reports sufficiently in advance so they would
have time to study them if they cared to?

A. Yes; T do.

Q. T have in mind here, of course, not merely the published finan-
cial statements but your detailed reports to the corporation on which
is based.

A. T misunderstood you on that.

Q. What is your thought as to that?

A. I would like to see the reports go to the directors and particu-
larly comments which accountants make from time to time on pos-
sible weaknesses within the organization; routine matters, internal
check and control, and so forth.

Q. Do you think it might be feasible to have the auditors mail
such reports directly to the directors at some stipulated time in
advance of the meeting?

A. I think it would be preferable rather than that to have a com-
mittee of the directors which is charged with the responsibility for
matters relating to the accounts and the audit rather than to bother
all the directors with it. Everybody’s job is nobody’s job.

Q. Have you any opinion, or can you express an opinion, as to how
often the directors in present-day practice get these reports? That is,
what do you do now; do you just send them over to the company?

A. Yes. Usually four or five copies.

Q. Do you know whether those are sent along to the directors?

A. In most eases, I think not,

Q. Do you think it would be desirable for auditors to be—to ex-
press in their report to the corporation any significant developments
or changes during the period audited?

A. Can I answer the last question first?

Q. Surely.

A. When T say directors, I mean directors excluding the officers,
When I say the directors do not receive copies of the detailed reports,
T am not referring to the officers who are also directors.

Q. You think the officer-directors would get them?

A, Yes.

The Examiwer, You distinguish the nonmanagement directors
from the management directors, so to speak?

The Wirnzuss. Yes, sir.

Q. {(By Mr. Werntz.) Do you have that other question in mind?

A. T think it would be quite helpful to those who are interested in
analyzing financial statements if balance sheets were given in com-
parative forms, at least, condensed balance sheets, not perhaps the
detailed balance sheets, I would say the same to the profit and loss
account.

In addition to that, I think a statement of application of funds
would add to the understanding of what has happened within the
corporation during the year.
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What I mean by a statement of application, how much has been
expended on plant, what has happened to the profits that have been
made during the year, how much has gone out in dividends and has
the depreciation reserve been put back into the property and things
of that kind.

Q. Do you make such analyses in the course of preparing your
own statements? I mean, preparing statements for the client?

A. We put such an analysis in our detailed reports where we de-
liver detailed reports.

Q. Do you prepare any such analyses in connection with your own
work on the statements? Ior example, a statement of application
of funds.

A. Not formally as such.

Q. That is, it 1s not a required step in your audit procedure?

A. No. All our working papers, or most of our working papers,
start off with a figure from the beginning of the year and at the end
of the year, and the changes there would be indicated in our working
paper, but we don’t make a practice of gathering them altogether.

Q. Do you attempt to urge upon your clients the adoption of the
natural business year where that seems desirable.

A. Yes, with Iimited success; very limited.

Q. How would the adoption of such a principal assist you in
your work?

A. May I read a little memorandum on that?

Q. Certainly.

A. In most accounting organizations an unduly large proportion
of the work falls in the short period from, say, January 1 to March
31; probably more than half the number of engagements handled in
a year reach their culmination within this period.” This has resulted
In a situation which no one deplores more than the auditor; namely,
an excessive physical burden on all members of the accounting organ-
ization as well as the necessity for supplementing staffs by the addi-
tion of temporary assistants.

Under such centinuous forced pressure, one would be a hardy soul
who could conscientiously assert that the accountant has as much
time for reflection, or to give all his clients the same amount of time,
service, and attention, as he could if the work were spread more
evenly throughout the year so that a full-time permanent staff could
be occupied more or less continuously throughout the 12-menth
period. ,

Much could be done to alleviate the situation referred to through
the adoption of a natural business year. There is no particular virtue
in having a company’s fiscal year end at the close of the calendar
year; on the contrary, in many lines of business some other date
would have distinct advantages to corporations and their officials in
that the accounts could be closed at the end of a season of activity
and before the commencement of the next season.

At such a time inventories, accounts receivable, and accounts pay-
able are normally lower and the company is usually in its most
liquid position, so that statements based on a relatively larger pro-
portion of completed transactions could be prepared in which the
elements of judgment and estimate would be minimized.

Furthermore, the officials and their staff in a season when activities
are reduced, could give more attention to closing transactions with

145917—30——5
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less interruption to their normal daily duties. This idea of “the
natural business year” has been supported by accountants quite
strongly, but, as they would themselves also benefit from the change
through relief in the present congested period, support from influ-
ential disinterested bodies or from industry itself would be much
more effective.

Q. Coming back to some of the general questions as to present
practice in auditing. Would you say that present-day auditing pro-
cedure is mostly concerned with determining that generally accepted
accounting principles and conventions have been followed in the
accounting records of the company?

A. Well, in a large organization with many subsidiaries, a lot of
intercompany transactions, intercompany holding of securities, mi-
nority interests and so forth, they are requiring a great deal of skill
in the process of consolidation. A large part of the time of the
top man is probably spent in accounting as distinet from auditing.

In that case there would probably be other senior accountants doing
some of the auditing, the part that a senior should do. From that
stage, as I said this morning, to get down to a minor stage where the
senior accountant does the whole job now in between there, you will
have different degrees.

Q. Well, in the case of a large company, would you say that the

emphasis 1s particularly on seeing that accounting principles have
been followed—accepted accounting principles as compared to estab-
lishing—verifying the assets and liabilities? ‘
+ A. No, T wouldn’t say that. I would say that there would be,
relatively, the determination of the valuation of the inventory was
a very important item in a large company, a large manufacturing
company, and that the determination of the adequacy of the reserve
for bad debts is quite important.

Those are matters of auditing, I think, rather than accounting.

Q. Now, would you indicate briefly the items in the balance sheet
and income statement which your own auditing practice and pro-
cedure verifies to your satisfaction by tests independent of the ac-
counting records of the company and information furnished by its
officers and employees? Just run through them.

A. Of course, starting at the end of the balance sheet, which is the
easiest end, the capital stock is confirmed usually by a certificate from
the trust company that is charged with that responsibility and which
issues the certificate, :

The same refers to funded debt and accrued interest on funded debt
or sinking fund balances.

On insurance, you see the insurance policies, investments, you see
the securities, which are, of course, the Investments; you come to the
working capital and I like to regard that as kind of a flow.

Take a simple case, for example. The companies start off with a
certain amount of cash. It buys inventory with that. It sells the
inventory and creates accounts receivable. The accounts receivable
are paid and the money comes back in cash and the cash has gone
around in a circle. ) :

Now, the accountants cannot confirm those transactions at any
particular point round the circle he wishes to choose, he couldn’t con-.
firm them all. He can confirm them all when they come back to the
cash account. -
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If a company starts off with, say, $100,000 worth of working capital,
that flow may continue ten times during the course of a year so that
perhaps there may be a million dollars’ worth of sales during the year.
If in those million dollars in sales, $900,000 passes through the cash
accounts, it is pretty good proof. I think it is more than circumstan-
tial, it is to some extent direct proof that those transactions were real
ones because you can’t get the cash from the customer unless you sold
him the goods. You can’t sell him the goods unless you bought them
and had them on your inventory.

Now, at the end of the year you confirm directly only the cash that
is in the bank. You may make some check of the receivables by direct
confirmation, but that is done less frequently than it is left undone.

I think that by checking the turnover nine times in the year as
compared with the one time at the end, you have made a very substan-
tial direct confirmation of the transactions and of what is left.

Q. Your thought there depends in large part, does it not, upon
establishing the existence of the cash at the end of the year?

A. Yes; and the transactions through the cash account within
the year.

Q. So that it would be necessary to take every precaution to satisfy
yoursel{ on that point in order to follow the logic you have just
mentioned ?

A. Yes.

Mr. Werntz. Off the record.

(Discussion off the record.)

The Wrrness. On fixed assets in a small corporation, the auditor
often sees the plant, he hasn’t any idea as to perhaps its being worth
actually what it is carried at, but just a general idea.

A large corporation over a period of years is quite frequently,
perhaps more frequently than not, appraised, which is available to
the auditors. It might just be an insurance appraisal, but some one
has seen the plant and he knows it.

Q. You mean some one independent of the company ?

A. Yes; that’s what I mean.

Q. Turning back to the certificate for a moment. The second
paragraph, I believe, reads as follows:

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 maintained during the year under
review the position of the company at December 31, 19—

Whatever the date is—

and the results of its operations for the year.

Now, when you use this form of certificate, do you mean that in
your opinion, as a public accountant, the examination made has been
sufficient to establish to your own satisfaction the existence of the
assets and liabilities and the authenticity of the transactions and
operations?

A. Yes, sir,

Q. Have you any further comments or suggestions you would like to
offer, Mr. Broad ?

A. T did prepare a memorandum. Most of it has already got in
~ the record in some other forms, but there are one or two points left
over which at this time I would like to read.
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Q. I wish you would.

A. Aot has been said about the importance of an effective system
of internal check and control within the organization and this applies
more particularly to the operating accounts as distinet from the balance
sheet.

It is_usually not essential in any large organization and it is
obviously impossible within the bounds of a reasonable fee for the
auditor to check more than a small proportion of the actual transac-
tions consummated during the period under examination.

For this reason, the effectiveness of the system of internal check
and control is receiving an increasing attention from auditors. Such
control naturally centers in the comptroller or similar official within
the organization ; and anything which increases the power, the prestige
and the independence of this officer would tend to make his function
within the organization more valuable.

Every large business enterprise naturally divides itself into such
functions as sales, purchasing, manufacturing, and accounting.
There is usually one officer responsible for each of these departments,
and the officer in charge of the accounting department, often called the
comptroller, usually has little or no part in the actual operation of the
business. Iis duties are primarily to keep the accounts and to report
upon the operation of the other departments through financial state-
ments and other media, to maintain effective internal check and con-
trol, as well as to see that the assets of the corporation are properly
safeguarded.

The comptroller has at times been looked upon as a junior official of
the corporation, and sometimes he is not even an officer. His position,
his prestige, and his value would, I believe, be increased were he
elected as an officer by the board of directors, at least in the larger or-
ganizations instead, as is frequently now the case, of recetving his ap-
pointment from an officer ; it might sometimes be preferable if he were
even a director.

One other point: T have previously referred to the natural business
year as a factor in improving auditing conditions and efficiency. An-
other important step 1n the direction of greater regularity of employ-
ment, and consequently more efficient handling of work, could be taken
if more of the auditor’s work could be done before the end of the
fiscal year.

All of the examinations, even of the balance sheet, need not necessar-
ily be made at the year-end; for example, a review of the methods of
mternal check and control or of the methods of controiling and check-
ing inventories could be done just as effectively throughout the year.

Again, 1f accounts receivable are to be confirmed, either in part or
in whole, there is no particular necessity for doing this at the balance
sheet date, in fact, there are advantages in choosing cther and differ-
ent dates from year to year.

But, to afford the auditor an opportunity to do this work, it would
be necessary that he be appointed early in the year, as I have previ-
ously suggested, instead of, as is frequently the case now, towards the
end of the fiscal year or after its close.

That’s all T have in mind.

Mr. Werntz, Have you any questions

Hr. Henperson. No questions.
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Q. (By the Examixer.) Mr. Broad, there is one question that I was
interested in, and that was the preliminary training and qualifications
of employees when they first come to you. Take juniors, for example.
What prep school or other preparation do you require of them ?

A. In New York, for a permanent staff, we require & man who has
got a university degree and preferably an accounting school course.
Sometimes both, sometimes one or the other.

There are exceptions to that rule, particularly bright high school
graduates of whom we have some knowledge and for some reason we
think are going to be suitable.

Q. Do you require any business training, preliminary apprentice-
ship in business institutions?

A. Not necessarily. We take a junior accountant on our permanent
staff for the long pull and not for what he is when he comes to us.
We look to him in the future more than the present; we expect him to
develop.

Q. Where did you expect him to get training in matters of cus-
toms, respecting traflic conditions, bills of lading, drafts, banking, and
things of that kind that he might or might not get in his schooling?

A. Well, if he has an accounting course, usually that includes some
business law, particularly if he had a post-graduate course he has usu-
ally got a theoretical knowledge of those matters. He would get his
practical knowledge on actual engagements with some prompting.
As I said before, a man who has no experience is a raw junior and he
gets more attention from the senior.

Q. This morning you mentioned the investigation of documents in
connection with the receipt of goods. To what extent would you
carry that investigation of documents, beyond the receiving slip, or
would you carry it into the bills and other things?

A. The primary receiving documents, a receiving slip made out by
the corporation itself. It is usually made out from a copy of the pur-
chase order when it is first entered. As a rule, you would not go be-
hind that unless you had reason to doubt it.

Q. Do you think it is a good practice to have the purchase order in
the receiving department so that the receiving clerk makes it up from
a receiving order or do you think it should be made up independent ?

A. Theoretically, the latter is preferable.

Q. Now, with respect to inventory, do you make it a custom in your
office to investigate and report on subjects dealing with the future,
hedges and such transactions as they might affect inventories?

A. Yes; we give considerable attention to that in businesses dealing
with commodities where there are futures.

Q. Do you think that is good practice to do that?

A. I think it is essential.

Q. Now, where you are dealing with goods that are in warehouses,
to what extent do you investigate the community of ownership of the
warehouse company and the client or any other interest that might
be the same ?

A. T think when you do that you are getting out of the role of the
auditor into the role of a sleuth. As a rule, I would say we don’t
do it unless we have reasons to suspect something. You are referring
to hidden interests?
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Q. Yes; hidden interests. Do you think that the accountant ought
to include in his certificate a reservation where he has made an agree-
ment with the client not to circularize accounts receivable, or accounts
payable or make test checks on inventory?

A. T think it is the accountant’s responsibility to decide whether
these checks or confirmations should be made or should not be made.
If he feels they should be made, I don’t think that he would be
justified in omitting the procedure regardless of any qualifications in
the certificate.

Q. Putting yourself in the position of the stockholder who reads that
certificate and reads that report, what do you feel is his feeling of the
extent and scope of that certificate with respect to the audit or examin-
ation which has been made?

A. T would like to send every stockholder a copy of this thing and
get him to read it, but I don’t think that is practical. I think that
there is a lot of loose thinking and a lot of lack of thinking on the
part of everybody, some informed people, as to what a certificate
purports to say and does say. I think it is more a lack of thinking
than loose thinking. If they thought at all, some people, they would
realize that what they think is unreasonable.

Q. Well, now, Mr. Werntz asked you one question about the respon-
sibility of the senior on your audit and whether or not you rotate.

Have you considered the question of some dual responsibility to
avoid rotation?

A. We have tried dividing up the responsibility on engagements
in isolated cases but we found that it doesn’t work well. One man has
got to be responsible if you are going to have a good job well done.
I think if there was any division of that responsibility, you would
suffer more than you gain.

The ExamiNgr. Anything further?

Q. (By Mr. WernTz.) Mr. Broad, something you said there raised
just one or two further questions. If the receiving ticket is actually
made out from the purchase order, in what way is that evidence that
the goods have actually been received ?

A. Well, the document intended as a receiving ticket eventually
may perhaps be one of many copies of the original purchase order. It
1s perhaps filed with the shipping department and is kept on file there
until the goods are received, at which time, when the goods come in,
the shipping clerk will look on his file to see what is expected and will
pull it out and indicate on it that goods are received, after giving it
the necessary references, dates, and signatures.

Q. Is it customary, do you know, to leave out the quantities in con-
nection with the copy of the purchase order that goes to the receiving
department ?

A. I don’t think that is customary.

Q. That would assist, perhaps, in ascertaining that the goods had
actually been received, would it not?

A. T don’t think that you are relying upon—as a rule upon one
person in the quantity of goods received. One man takes them in but
they may leave him and go to some stockroom where they are checked
again. As a rule, there is more than one check. I think you would
bring about more errors by leaving the quantities out, more difficulties
than you would gain by the additional check.
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Q. Would you expect a receiving clerk to indicate the condition of
the goods in which they were received, that is, whether they were
damaged or not, according to the shipping instructions ?

A. Condition?

Q. The condition of the goods when he received them. That is,
whether the packages were broken or something of that kind?

A. T think that would probably call for a special report or perhaps
refusal to accept the goods.

Q. So that, he would compare with the goods received, not only
the quantity but so far as he could as to quality and condition?

A. As to apparent condition.

Q. That is what I mean.

A. Yes. ‘

Q. One other question. In your discussion with the examiner as
to goods in warehouses, you mentioned the fact that you would 10t
search out for hidden interests. How about—do you make any stucy
to determine who the warehouse is controlled by, what its affiliations
are and so forth? That is, to find out whether it is really an inde-
pendent warehouse or not?

A. Tt is not very usual to find a great amount of goods in some
outside warehouse. It is usually a warehouse rented or owned by
the corporation itself. I can’t think of any general practice on that
particular score because I don’t think I have ever run across it where
1t is important.

Q. (By Examiner Humerreys.) If you ran across a case where a
very substantial amount of the inventory was either held by vendors
or in warehouses, would you make a search of correspondence files or
.other collateral sources of information to verify the genuineness of it?

A. What I would do, now, perhaps, would be to a large extent by
hindsight. I don’t know what I would have done, and 1 don’t think
T ever ran across a case in the past. It would make a difference
whether the goods were paid for or not. It would make a difference
if it was the company’s own warehouse and their own employees. I
would think if you had an outside concern, it would be protected
more than it would be if it was in your own warehouse.

Q. Would your men search out the correspondence files in such a
«case to find some collateral evidence beyond the purchase order and
ithe invoice?

A. Well, you would see reports of shipments going through and
also reports of goods on hand. These would presumably be periodical
reports which would be filed and you would see those and consider
those as evidence of the proper operation of that warehouse. I don’t
think, unless you had cause for a doubt, you would, as you put it
before, adopt the role of sleuth on it.

Mr. Werntz, You indicated you would expect the receiving clerk
.only to examine the apparent condition of the goods. Do you know
whether it is customary to have any person in the organization ex-
amine the goods to determine whether they are, in fact, in good
condition and of the quality ordered and do you know whom that
would be ordinarily?

The Wirness. It would, of course, depend to a large extent upon
the organization. If it was a stock clerk, had the goods reached him,
he would sort them out and put them in their proper place in the
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warehouse and at that time go into considerably more detail than
the almost-laborer who takes them in at the door. Now, along the
chain there the whole process is properly the process of receiving the

oods.
. Mr. WernTz. And you would expect someone to be charged with
the duty of ascertaining whether they had, in fact, the goods ordered,
as to quality, condition, and so forth?

The Wrrwness. Oh, yes.

Mr. Wernrz, Thank you very much, Mr. Broad.

The ExamiNer. You are excused.

(Witness excused.)

. The Examrner. We will adjourn until 10 o’clock tomorrow morn-
ing.

(Whereupon the hearing was adjourned until 10 o’clock a. m.,
February 21, 1939.)





