BEFORE THE SECURITIES AND EXCHANGE
COMMISSION

In the Matter of McKnsson & Roseins, Inc.

OFrFicEs OF THE SECURITTES AND Excrange Commission,
120 Broadway, New ¥, ork, N. Y., Wednesday, March, 1, 1939.

Met, pursuant to adjournment, at 10 o’clock a. m.
Proceepines

The Examiner. Mr. Mathieson, will you be sworn?
ereupon ;

Joun K. Marureson

was called as a witness for and .on behalf of the Commission, and
being first duly Sworn, was examined and testified as follows:

The Examrner. Mr. Mathieson, will you give the reporter your full
name and address?

The Wirnmss. John K. Mathieson, Philadelphia, Pa.

The Examrner. Mr. Mathieson, it is customary at the Commission
hearings to apprise a witness of his constitutional privileges. You
have the privilege of refusing to answer any question if you believe
such answer will tend to degrade you or subject you to fine, im-
prisonment, or forfeiture. That privilege extends to each and every
question that may be propounded to you.

L. AFFILIATIONS AND BACKGROUND

Q. (By Mr. WEeRNTZ.) Mr, Mathieson, will you state your present
firm affiliation?

A. At present T am a partner of Mathieson, Aitken & Co., prac-
ticing accountants in one office in Philadelphia.

Q. How long have you been a partner ?

A. T have been in public Ppractice since 1912 except for war service.
Prior to 1917 T was with Lybrand, Ross Bros, & Montgomery, in their -
Philadelphia office. As of May 1, 1919, T helped form a firm of
accountants which was dissolved in 1929, our present firm of Mathie-
son, Aitken starting at that time,

Q. Prior to going into public accounting, Mr. Mathieson, had you
any educational training in accounting ¢

A. Well, in the early years of Lybrand, Ross Bros. & Montgomery
I took a course in the University of Pennsylvania in the evenings and

i finished that course in 1915.

Are you a certified public accountant?
A. I am a certifieq public accountant in Pennsylvania, and have
been for 20 years.
271



272 SECURITIES AND EXCHANGE COMMISSION

. Could you indicate, briefly, the size of your firm?

Our firm is comprised at present of approximately 40.

. And number of partners?

. Four partners.

Do you have any branch offices?

We have no branch offices.

. Could you outline roughly the type of clients, or type of
business that you serve?

A. The type of client, practically speaking, is a smaller corpora-
tion arising either from the standpoint of credit investigation
through bank request, from the standpoint of investigation for trust
-estates and banks who acquire businesses that they have to operate,
of companies which are largely owned by the management or closely
associated stockholders, and of investment houses, members of the
New York Stock Exchange, and quite a number of banks.

Q. Are those clients in any particular type of business?

A. They are generally diversified, mostly manufacturing and
financial, but covering, I think, almost every type of business in
existence.

Q. Are you a member of any of the professional societies, Mr.
Mathieson ?

A. T am a member of the Pennsylvania Institute of Certified Pub-
lic Accountants, the American Institute of Accountants.

Q. Do you hold any offices in those groups?

A. At present I am a vice president in the American Institute of
Accountants, and I am in both associations a member of a number
of committees.

Q. Could you indicate some of those committees?

A. In the American Institute I am a member of the executive com-
mittee, committee on cooperation with the Securities and Exchange
Commission, the committee on accounting procedure. In the Penn-
sylvania Institute, I am the chairman of the committee on professional
ethics.

Q. Have you published any works on accounting; articles?

A. T have written a few articles, given a few talks. I have pub-
lished no books as such.

Q. Have you engaged in any teaching activities?

A. T have not.

OPOPOFO

II. SCOPE OF EXAMINATION OF FINANCIAL STATEMENTS

Q. Can you indicate, and distinguish, Mr. Mathieson, the types of
accounting services which you render which lead to, or result in, the
certification of financial statements?

A. Annual examinations of corporations for the stockholders, ex-
amination for credit purposes, particularly in our case for banks,
special investigations for some purpose, possibly a security issue or
something of that kind.

Q. Do you classify there the different types of audit, for example,
the detailed audit as opposed to the more restricted type?

A. The detailed audit is not accomplished very often today. The
usual audit is the balance sheet examination with the test of the oper-
ating accounts sufficient to satisfy the accountant that the statements
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-of the financial condition and operating results are substantially

-eorrect.

Q. What type of service do you render in connection with prepar-
ing these annual reports? Is it the examination type or is it the
detailed audit, or what?

A. Primarily the examination type.

Q. Are you familiar with the Cornmission’s exhibit 117, the exam-

‘Ination of financial statements?

A. T am.
Q. Did you, or any of the members of your firm participate in the

preparation of this pamphlet?

A. T was asked to review it by the committee that prepared it. I
was not on the committee itself.
Q. In your opinion, what was the purpose of publishing such a

‘bulletin ?

A. To bring up to date the bulletin previously issued in 1929, put
out under the auspices of the Federal Reserve Bank, to record the
changes and conditions that had happened in the intervening period
in order to acquaint the accounting profession, generally, with what
minimum of accepted practice would be and to acquaint financial
officers of corporations, credit agencies, banks and exchanges as to the.

general character of work included in an accountant’s examination.

Q. Among the types of service rendered by your firm, how would
you class the examination contemplated by this bulletin ?
A. A general trend; a minimum rather than a maximum to be

-extended, not contracted.

Q. In these examinations, would you say that the principles of the
bulletin are of general application to all types and sizes of companies?
A. The principles are; yes. Size is simply change of volume rather

‘than principle.

Q. %n your own practice, do you use or follow this bulletin as a
-guide ?

A. We use it as a general guide. Every man on the staff is required
to be familiar with it.

Q. I believe you said a moment ago that, speaking generally, you
regard the examination described in the bulletin in the nature of a
minimum rather than a maximum,.

A. That is correct. It is not applicable in detail in every case. It
has to be applied to the case but as a minimum guide.

Q. Putting it this way: If you left out those steps which are—
which were inapplicable because the conditions were not present,
would you feel the remaining procedures were in the nature of a
minimum ?

A. Yes; I would, generally.

Q. Would you say that in general the examination by your firm
is more extensive, or less extensive, than that contemplated by the
bulletin?

A. T would say more extensive in the main.

Q. Speaking historically, did the publication of this bulletin lead
to changes in your own practice, or do you know whether it led to

- any changes in auditing practice in general?

A. With our own, it is hard to state anything definitely. I think

- it undoubtedly resulted in a tightening up by having some attention
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called to procedures that were set forth, that might be taken as a
matter of course. We reexamined our own procedure to see that we
were conforming and not forgetting something which was in there,
and I think that was probably true of the profession generally,
although 1 can’t speak for others.

III. OFFFICE METHODS AND STAFF ORGANIZATION AND TRAINING

Q. Now, the next question I would like to have you distinguish, if
you will, between practices that you followed prior to the present
case, that is, the McIKesson & Robbins case, and those which may have
been adopted since that time,

When a client comes to you, Mr. Mathieson, do you make any
independent investigation of his credit rating or reputation ?

A. Generally, no. Our source of client 1s from other clients or
from financial institutions. I recall very few cases where we have
had occasion to look up a client who might have come in without
introduction.

Q. If he comes in without introduction, or with an introduction
which simply says that—which doesn’t give him a reference, what
is your procedure there?

A. We are careful to determine why he wants our services, the
purpose he expects to make of them, and we want to know some
surrounding factors concerning their operations.

Q. From your experience, whom would you say exercises the pre-
rogative of appointing auditors for the purpose of publishing annual
reports to the stockholders?

A. Generally the management.

Q. Are you referring there to companies with publicly held stock
or privately held stock, or both?

A. Both.

Q. When you accept an engagement, Mr. Mathieson, what repre-
sentative of your firm determines the scope of the audit to be made?

A. Partner in every case.

Q. Is the scope of the audit reexamined annually in the face of
a continuing engagement?

A. It is always reviewed before proceeding with the next one;
yes.

Q. From your experience, whom would you say decides questions
as to the scope of the audit on the part of the client?

A. Usually a top officer, the president or treasurer.

Q. In such engagements as we are discussing, to whom would you
say your primary responsibility runs?

A. We consider it the board of directors representing the stock-
holders and so direct all our reports.

Q. That wouldn’t be true in the case of a special investigation?

A. Not if the work arose at the request of a bank, the report might
be made to the bank, although generally there it is made to the
directors and they in turn give it to the bank. :

Q. Looking to the future, Mr. Mathieson, do you feel there should
be any change in the method of selecting auditors or fixing the scope
of the audit? :

A. T think the accountant should be appointed by the board of
directors, preferably, which board would recognize the problems
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of its management, that the accountant should have access throughout
the year to “records and books instead of at one time at the end of
the year and he should be free to—really free, to make his report to
the directors.

Q. That implies, I take it, the appointment of the auditor at the
beginning of the year?

% That would be preferable.

Q. Otherwise, the privilege of examining records during the course
of the year wouldn’t be very valuable?

A. Wouldn’t be available.

Q. Now, turning to your own organization. Do you classify the
members of your staff as seniors, juniors, or something of that kind?

A. We classify them as ]u11101s semiseniors, and seniors.

Q. And above that, partners?

A. Partners. _

Q. When you accept an engagement, how do you determine what
partner and what seniors and juniors shall work on the job?

A. Availability, primarily. Familiarity with the type of business
as far as the senjor is concerned, if possible the junors, too, if we

can do it; but men who, in our opinion, would be capable of doing
the worl.

Q. How about the partners?

A. Again a specialized knowledge, the partner who has that knowl-
edge, if not the partner who is available to take it.

Q. Are these assignments permanent for successive audits?

A. To some extent they are, but we try to rotate the men them-
selves on the work for two pulposes one, to get different ideas of
the men and, second, to have men available that are familiar with
the client’s work in the event that an accident or something might
happen to another man.

Q Are you referring to juniors, seniors, partners, or what?

. On jumiors, we deﬁnltely rotate. On seniors, we attempt to
m%ke the change every 2 or 3 years, if we can.

Q. And as to partners?

A. We have tried to exchange jobs between partners but that’s
a little harder, because a pftrtner has become acquainted with a
lot of problems of the business besides accounting and generally
the client wishes to discuss these problems with someone a little
familiar and it is harder to make the change.

Q. Do you feel there are any disadvantages in your policy in
this connection?

A. The ideal is probably not attained but we feel that the advan-
tages we get outweigh the disadvantages.

Q What might be some of those disadvantages?

A. T'umhfulty might lead a man to accept somethmo which he has
seen in the past Wlthout too closely investigating it, to see if any
change had occurred in the intervening perlod Changlna men too
often, changing too many men on the Work would tend to increase
the cost of the Work, and tend to possibly 11r1tate the client’s employ-
ees who would be put out by having to give their time to help you
find things.

Q. How do you go about recruiting your juniors for your
permanent staff?
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A. We have only one staff and that is a permanent staff. Primarily
we take the men from college and train them ourselves.

Q. Yon have no temporary employees?

A. We have no temporary employees.

Q. Do you look for any particular qualifications in the college
training; that is, accounting courses or the like?

A. We look for the qualification of education, primarily a course
in the university, specializing in accounting. We want personality,
appearance in a man, ability to present himself! to good advantage.

Q. Is there a definite requirement as to his having had some
educational work in accounting?

A. We, in most cases, require it. We have taken men from college
who haven’t necessarily majored in accounting.

Q. Now, 1n respect to the men that are placed on your permanent
stafl, particularly the juniors, do you have any further requirements.
as to education: self-education, reading, and so forth?

A. We have a practice of periodic meetings, except in the busy
period, at least every month, which are led by men familiar with
particular kinds of business or by a partner, which these juniors, and
to a large extent, the entire staff are invited or required to attend.
There are also discussion groups with the juniors who are not busy
where we require research work or investigation on certain subjects
we may assign them to.

Q. Is the attaining of a C. P. A. certificate essential for advance-
ment in your firm?

A. Generally, it is, and we encourage the men to take the examina-
tions as soon as we feel they are qualified or under our C. P, A. law
in Pennsylvania they may do so.

Q. Now, could you describe, briefly, the type of duties which you
assign to juniors?

A. A man may be a junior for a period of 2 or 3 years. If he
hasn’t shown signs of developing in that time, he would be no longer
on the staff. His first year would be what we term “labor,” verifying
footings, getting papers that are required, and books, helping on post-
ings, being primarily the assistant to the senior in charge of the work,
being given such work to do that we feel his training or experience
with the theory he has would qualify him to do under close
supervision,

Q. Would you feel that this type of duty requires knowledge of
accounting ?

A. Tt requires a basic theory of accounting which we consider him
to have had at college.

Q. Now, speaking generally, from what sources do you obtain your
seniors ?

A. From our juniors,

Q. Is that

A. That’s our infallible rule. We have made it a practice not to
take on men to put over other men.

Q. What qualifications do you look for in a senior?

A. Basic educational qualifications that we require in the junior,
plus adaptability, a very definite indication of inquisitiveness, and,
naturally, desire to know what is going on, ability to express himself,
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to meet people and to intelligently approach the problem which he
may have in this particular assignment. _ )

Q. Can you describe briefly the type of duties which you assign to
seniors?

A. A senior would be in charge of the field work of the investiga-
tion or examination. After discussion of the work to be performed.
with the partner before the examination commences, he would be told
approximately what ground it covered. We depend upon his inge-
nuity and what he may find largely on the examination. He would
direct the work in the field, he would write the draft of the report,
prepare the statements and drafts for review with the partner later..

Q. Where does the semisenior that you have indicated fit into this.
picture?

A. The semisenior on big work would be the man between the
junior and the senior who would take over special analysis or pos-.
sibly special departments if the corporation was large enough, in-
vestigating those departments. We might have two or three semi-
seniors with one senior on one job or he might be in branch offices.

Q. On a large job, would you have more than one senior ?

A. Noj on a large job you would have, in addition to the senior,
pretty close attention of the partner himself.

Q. Do you consider it a part of the senior’s duties to train juniors.
and semiseniors under him

A. Definitely.

Q. How is that to be done, or how is it done, rather ?

A. By telling them what to do. By seeing what they have done,.
by explaining the purposes and reasons for doing it, by encouraging -
the junior in his own approach to the problem, both from the stand-
point of the records themselves and of general conditions.

Q. How do you satisfy yourselves that the juniors are actually per-
forming the work assigned to them in a satisfactory manner?

A. From the reports of the seniors sent to us.

Q. How do they satisfy themselves?

A. By observation of the work the junior did.

Q. Do they make any test checking of the original document to see
that the junior is handling them in the proper way ¢
- A: The junior in his first year on the staff, frequently, yes. After
* that T would not say that the senior verified in detail the work the
junior did.

Q. After the senior feels the junior knows what he is doing, then he -
merely reviews the working papers he prepares?

A. That is correct. Our men in discussion and association among -
themselves get a pretty general idea of the capabilities of the various -
less experienced men on the staff.

Q. Do the partners in your firm participate in carrying out the field
work of the audit program ?

A. Depending upon the size of the work, yes; I would say that
the majority of the time of two of my partners is on field work and

Mr. Aitken and myself probably one-third to one-half of our time
toutside.

Q. Isitarulein your firm for the partner to visit every client during -
the course of the audit? '
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A. Tt is not a rule. We attempt to do it if for no other reason
than the fact of keeping the contact.

Q. Do you see them at other times?

A. Quite frequently, we do.

Q. When one of your partners goes down to a client, what is the
nature of his visit; whom does he see? Does he go with a particular
purpose in mind, or to supervise his own staff, or what?

A. If the partner is at the client’s office during the course of the
work he is there to supervise or to determine what is being done on
the work, to discuss particular phases of the work that might have been
developed or consider questions developed during the course of it.

Very frequently to discuss general problems with the president or
treasurer or whatever officers or owners might be there.

Q. On a new engagement, Mr. Mathieson, do you expect the staff
assigned on a job to become generally familiar with the trade or in-
dustry more or less before they complete the first audit?

A. We doj we encourage our juniors to study the source of products
used by clients and the disposition of the products they make so as to
be familiar with the terminology used in that business.

Q. And as to the seniors?

A. The seniors having been through that same experience, if they
don’t know something about the business generally, are required to
study up and see what it is.

Q. Do you expect the juniors on the work to which they are assigned
to be sufficiently familiar with the type of records and documents they
are about to come in contact with so that they may recognize signifi-
cant irregularities, let us say, the absence of a date on a check or the
absence of a signature, something of that kind ?

A. We expect them to be familiar with that but if they haven’t
had previous experience, they are instructed what to look for on a
check, for any informalities, lack of date, an old date, improper en-
dorsement ; on a mortgage, for the recording stamp or liens, for in-
stance that the lien is not expired by statute, has to be renewed, has
been renewed; on securities, that they are in good form, coupons at-
tached to bonds, and so forth, yes.

Q. Would you say generally that you indicate to them points at
which irregularities might occur?

A. Yes.

Q. Unless you know that they already know that.

A. We would satisfy ourselves they would know what they are
looking for before they were given the work to do.

Q. Do you expect them to be alert to note these irregularities when
they are examining documents? ‘

A. We do.

Q. What instructions do you give them as to the course to be pur-
sued when an irregularity is uncovered, do they discuss it imme-
diately with the client, or what?

A. They would discuss it with their superior in charge working
with them. If the superior thought it of sufficient importance to take
it up with a partner, that would be done before it was discussed with
the client unless it was an irregularity on a check dating or endorse-
ment which might be corrected by investigation at the time.
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Q. Do you attempt to satisfy yourselves as far as possible as to
what is wrong before you take it up with the client?

A. Yes.
1V. CONDUCT OF THE EXAMINATION

A. INTERNAL CHECK AND CONTROL

Q. Now, coming to the system of internal check and control, Mr.
Mathieson, to what extent do you require the members of the staff
assigned to an engagement to become familiar with the particular
concern being audited, that is, the plant lay-out, operating methods,
nature of the products, method of doing business, etc. You have
answered that, I believe, already in part.

A. We require that they know something of the products; that is,
I am speaking now of the senior primarily; the junior is encouraged
to, that the company makes such and such products, as well as the
products they use in making them. We require they be familiar with
procedures or processes through which the product produced goes.
In other words, most of our work would be manufacturing and there-
fore you are developing from raw material to finished products re-
quiring certain operations.

A man should know what is effected by those operations, to know
in some relation the costs or the amounts charged to them.

Q. Do you obtain or prepare an organization chart or its equivalent
outlining the personnel and duties of each person, lines of control?

A. Very seldom. Our clients are such that we learn those things.
It does not seem necessary to put them down.

Q. You don’t put them in memorandum form ?

A. Very seldom.

Q. Going back to the question of familiarity with a particular busi-
ness, do you require all of the staff or any part of the staff to examine
physically the plant of the client?

A. We make it a point of insisting that at least the senior go
through a plant on the first examination, to get an idea of the plant
arrangement, how the material is kept, whether the plant is clean,
how the plant is kept up, that there is no indication of waste. In my
opinion the condition of the plant is an indication of the type of
management it has. In such a plant inspection we get a pretty
good 1dea of what we might expect from the books.

Q. What do you understand the system of internal check and con-
trol to mean?

A. The balancing of duties on the part of the organization of the
client so that important duties are not centered in any one individual,
that there is a division of responsibility.

Q. Could you indicate what some of the principal features of such
a system are?

A. Well, the bookkeeper shouldn’t handle cash. At least, where
materials are received it should not be from points at which they are
- shipped. The invoices for purchases should be, the recording of
* them should be done by someone other than the person who has
occasion to pay for them or draw the checks.

Q. Can such a system always be used ¢

A. No, it can’t. Small businesses would not make that possibl:.

143917—39——19
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Q. How would you distinguish a system of internal control from
an internal system of audit ?

A. An internal system of audit would presuppose a review or veri-
fication of what is being done, rather than the plan of doing it.

Q. Would you say that & system of internal audit might be one
feature in a system of internal check and control?

A. Yes, it might. On the other hand, you might have a good sys-
tem of internal check without any internal audit, which is more
frequently the case.

Q. You might say it was an optional feature?

A. T would say that having the two would depend upon the size
of the business and the volume of transactions going through,

Q. On page 7 of the bulletin there is an indication that the nature
and extent ot the examination depends on several factors, the purpose
of the examination, the scope and amount of detail to be included in
the reports to be prepared, the type of business, the accounts which
are to be examined, the nature of the system of internal check and
control. Would you explain briefly the effect. of these factors on the
scope of the examination ? _ ,

A. Those factors are tied in with the purpose of the examination.
In our clientele primarily stockholders might be interested. They
would be divided into two groups, those active in the management
of the business and those who were inactive. The examination may
be for credit purposes or it may be a special examination arising out
of any one of the number of purposes, either fraud investigation
or financial change, the issue of securities or revision of structure.

In those instances where the stockholders are actively in charge
of the management of the business, you would not do quite as much
with regard to policy matters as you might if management is inde-
pendent of inactive stockholders. As to bank credit, you would be
centering investigation possibly on the earning power today rather
than on asset values where a loan is considered, or where the loans
existing are a matter of question.

A special examination would be dependent upon what the purpose
of that examination was.

Q. How about as to the question as to the amount of detail to be
included in the report? How would that affect the scope?

A. There is a minimum of detail required in any event to assure
the auditor or the accountant that the records are what they purport
to be, and that the transactions entered are substantially correct.
If an owner of a business himself is handling sales and determining
the credits, we would make less investigation possibly of that end
of it, providing there were no financial obligations outstanding which
would be a factor.

If the owner specialized in the productive end himself, the engi-
neering, and didn’t do much with regard to the sales or cash, prob-
ably we would spend more time proportionately of that type.

Q. Does the scope of the examination depend to any extent on how
detailed a report you are going to make. Suppose, for example, a
detailed classification of profit and loss items as compared to a rela-
tively condensed statement?
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A. T would say yes, with the company which maintains an elab-
orate cost system, there would be no purpose served in breaking that
back to get a customary set-up of profit and loss statements, if that
wasn’t going to be required. _

Q. How would you say the nature or the type of the business
affects the scope and nature of the audit? For example, comparing
a bank with a manufacturing business.

A. Well, in a bank you take very little for granted. You control
the assets, cash, investments, loans, until you were through investi-
gating. In a manufacturing establishment where plant cannot be
moved and changes cannot be made overnight, you are more apt to
take your time.

Q. Would you. say that the significance of various types of assets
to the whole picture would affect the scope of the audit?

A. Yes.

Q. In what way? For example, compare a utility with very little
inventory to a manufacturing concern with a very large one.

A. With a utility the verification of inventory would not be a
factor at all except inventory of supplies, which would be controlled
by substation or storehouse records that you could place usually entire
dependence upon. Inventory that is quickly moving, of the depart-
ment store type or a manufacturing plant, making consumers’ goods,
you would spend a lot more time on than you would where they are
possibly producing big machines which it would take months to
construct.

Q. And the scope of the examination would be adjusted to those
differences?

A. Just to the factors themselves which are of main importance
to the financial statement.

Q. Now, as to the nature of the system of internal check, how does
that affect the scope of the examination ?

A. Where we are satisfied that a system of internal check is good,
and more importantly is functioning, we would not be inclined fo do
so much detail ourselves where we found that while the theory of
the internal check might be good, that the application of it was poor,
that you couldn’t place much reliance on it, then you would go into
it in more detail.

- Q. In several places in the bulletin there is an indication that

section 2 is particularly applicable to a small, moderate-sized busi-
ness, whereas section 8 contains modifications for a large one. What
would you say is the criterion by which you distinguish a large and
small business for that purpose? Is it the value of the assets, the
volume of the transactions, or what?

A. I would say all factors would be considered. You might have
a business with large dollar sales representing few units. You might
have a business with small dollar sales representing a larger number
of unit transactions. You would have to take into consideration, it
seems to me, the general over-all picture in the line of industry in
- which you were situated.

i Q. In another place in the bulletin, I think page 9, it is indicated
' that the extent of the examination is to be determined by the ac-
countant’s knowledge of the individual situation. What is your feel-
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ing as to the extent of such knowledge of the individual situation
which an accountant should have before he completes his work?
How much should he know about it?

A. He should know the safeguards that the business itself sets up.
He should know from what he has seen the type of operations and
how the company functions.

Q. Would you say that that should be a general knowledge or more
or less a detailed knowledge, or what? How far must he go in that
respect ¢

A. T would say general knowledge, specific with respect to particu-
lar industries, and in your familiarity with the kind of business the
company is doing, you very customarily make comparisons with other
businesses of the same type to see how they are going.

Q. Coming back to the particular concern that is being audited,
how much should he know about the business, speaking of that as the
individual situation?

A. You should have a pretty good idea of its policies, of its meth-
ods of buying and selling, and of producing, if it is manufacturing.
You should have a very good idea as to the capabilities of its person-
nel and from your contact with the ability that they actually exercise
in their work.

Q. What methods do you use, Mr., Mathieson, to develop your
knowledge as to a client’s accounting procedure and its system of
internal check and control?

A. By observation and by tests. With the average type of client
we have, there isn’t always a specifically constructed system of
internal control. We inquire as to how things are done, what depart-
ments or individuals are responsible for certain operations, and we
make it a point to see that those operations are carried through as
we are told,

Q. How do you find that out?

A. By inquiry all along the line and by observation.

Q. When you say all along the line, what have you in mind there?

A. T would frequently want to be sure that what the treasurer
or comptroller thinks is being done is actually being done by inquiry
of the person in the department responsible for doing it.

Q. Would you speak to people who were actually supposed to be
doing these things?

A. That is correct; as the men, seniors and juniors are in the per-
formance of their work, they would inquire into the people keeping
these records and responsible for these so-called minor positions, as
to just what their idea of their work is and what they do.

Q. Do you get any evidence from your examination of the docu-
ments as to how the system is working? For example, from an
-examination of purchase orders, would you see the approval initials
and identify those?

A. Depending on the size of the business, where size would provide
that copies of the purchase order would go to different departments,
we would see that approvals of the purchasing department were set
and we would see that proper steps had been taken to confirm or
obtain authorizations from those from whom they are purchased and



TESTIMONY—JOHN X, MATHIESON 283

that the prices indicated on the purchase order are correct and that
those purchase orders and receiving slips properly back up the in.
voices which the company has,

- That is, if you were told that a particular Person was supposed
to initial all credit memoranda for returned sales, would you malke
any test to see that credit memoranda were in fact Initialed by
looking at the memoranda themselves?

Not necessarily. I would say that in reviewing or investigating
return sales or allowances, we worlld he more inclined to discuss with
the man who wag supposed to have authority to approve them rather
than depend on the document indicating that he has approved them,

Do you make any sort of memorandum of what you found to
be in the permanent file?

Ve don’t CITY a permanent file as such, We have a file which
picks up in the course of time pertinent data with respect to charter,
organizations, tax matters, test examinations, and other matters, but
insofar as procedures I a client’s office are concerned, we do not:
make that part of a permanent file. We insist that our men investi-
gate each year to see what procedures are followed,

Q. If in your study of a system of internal check and control you
discover certain weaknesses, would you say that those required that
additional steps shoulq be taken in the audit program ¢

A, Generally, yes; although again it would depend upon the pur-
pose of the audif.

Let us assume we have in mind an annual report to the stock-
holders somewhat, along the Jines—

n annual report to stockholders not active in the business—we
would go further with the examination. In other cases where you have
ownher-management, or where you are trying to find results to sub-
stantiate bank loans or something of that kind, we might Investigate
somewhat further, but cal] these points that you just mentioned to the
attention of management, suggesting that they be corrected.

Q. Supposing that you are making an audit for the purpose of
certifying annua] reports to the stockholders who are not active in the
management of the business, and you found one of these weaknesses
which, in your opinion, necessitated some  additional procedure,
Would you discuss that additional work with the company ¢

A. We would diseuss it with the management before we proceeded
with it, if it was anything significant requiring any appreciable in-
crease 1n time,

Q. What would you do if the mahagement refused to Jet you go
ahead ¢

A. That is a rather hypothetical question. T don’t recall it as ever
having happened. T pbresume if it wag important enough, we might
draw out.  In my experience we have been always able to reconcile
opinions,

Q. Would you say that your verification of the system of internal
check and control should result in a thorough knowledge on your part
of the accounting system followed by the particular client, includ-
ing a knowledge of the documents or bapers which are supposed to
Support each step in the accounting procedure, Fop example, the docy.
ments which are supposed to be found in a voucher jacket,
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A. Yes; with respect to that, answering your question. Otherwise
I would say that we would expect to know about it, but it wouldn’t
be made a matter of record in any particular place as to what we lnow.

More generally, if it was something we didn’t understand, we would
put effort on that rather than following out the things that otherwise
would be expected to be there.

Q. You wouldn’t have in mind that you would examine all these
documents each year, but simply would know what was supposed to
be there ?

A. Do you mean those pertaining to the year’s operations, or those
pertaining to evidences of ownership ?

Q. The year’s operations and the supporting evidence back of them.

A. Depending on the test that you are making of the operating
records, you would make a pretty comprehensive examination for
those periods. If you found them in order, you would be inclined
to assume that the remaining part of the period was likewise in order.

Q. Let us say, then, am 1 correct in this, you say you would not
examine all of the documents supporting all the transactions for a
particular year. You would sample those ?

A. You would sample those.

Q. But would you expect to be familiar with all the documents
customarily used by the business in supporting these various trans-
actions?

A. Yes,

Q. Do you feel that an examination of this sort should disclose
fraud? I would like to have you refer in connection with that to
page 10 of the bulletin, second full paragraph, the second sentence
which reads as follows: ,

The procedure will not necessarily disclose defalcations nor every understate-
ment of assets concealed in the records of operating transactions or by manipu-
lation of the accounts
and, to the periods that you take for sampling or testing, anything
fraudulent in that time should be disclosed. It would not, of course,
disclose anything in the period you didn’t examine. Would you say
that you should be satisfied as to the general accuracy and integrity
of the records on the basis of your examination?

A. Yes; I would say we would and those periods we test that we
swlect oureelves at random, if they are substantially right and we
find no error, it is reasonable to assume the rest are likewise.

Q. I believe you indicated that the examination sample should
include any fraud that was included in it.

A. The examination of the sample period is complete; it should
disclose any fraud which came within that test.

Q. Now, you have indicated that you employed a sampling process.
That does not conclusively verify the transactions not examined, 1
believe you said?

A. That is correct.

Q. Do you feel that nevertheless it is a sufficient means of examina-
tion for the purpose of giving an opinion as to the whole record?

A. Yes, I do. The experience In our own office and T think of the
profession generally has borne that out over a period of years.

(Whereupon a short recess was taken.)
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ArrEr RECESS

8 B. Casm )

(By Mr. WernTz.) Mr. Mathieson, T would like to g0 now to

s of the details of the audit program, taking cash first. Do you
sider the program as to cash, which is outlined on Pages 11 and 12
the bulletin to be a maximum or minimum procedure and could

ou indicate any additional steps that you customarily do or any steps

-hat you customarily omit ?

A. It would be a minimum procedure. We customarily examine
8 or 4 months’ checks and deposits rather than 1 month’s.

Q. Do .you add any other steps to the program?

A. Except in very large companies, in the months other than those
we test we usually scrutinize cash records to see if any entries would
look questionable or might indicate that we should go further with
them. Other than that, I think we follow pretty much what the
bulletin sets forth. ,

Q. Do you reconcile cash at any date other than the balance sheet
date?

A. We attempt in the course of our work to do preliminary work
prior to the end of the year. At those dates, which we do pre-
liminary reconciliation, we confirm cash in the same manner we do
at the end of the year.

Q. If you had done that would you again confirm cash and rec-
oncile it to the balance sheet date ?

A. We would; yes.

Q. On page 33 of the bulletin a reference is made to a reconciliation
of bank accounts by employees independent of the cashier’s depart-
ment. How important do you consider that?

A. T consider it important, particularly with respect to financial
businesses, members of the New York Stock Exchange, or banks
where cash is the—cash or securities are the major commodities in
use.  With respect to average manufacturing plants, it is desirable
but it isn’t always possible.

Q. Would your opinion differ there as to reconciling small funds
as compared to the larger general bank accounts?

A, Yes. I would say it would. Usually you find the small petty
cash funds are well controlled by a system of internal check. With
respect to branch funds and other offices in other cities, I think there
should be a review or reconcilement, preferably at the home office
rather than at the branch itself.

Q. Turning to item 8 on page 12, the last sentence of that item.
Under what circumstances should s comparison of deposits be ex-
tended to include a check of the original deposit slips, or authenti-
cated copies? Do you follow that practice?

A. We do not follow the practice. The circumstances in which
we do it is where we have reason to believe there may be something
questionable going on. As a matter of fact, it is not part of our
routine to verify with the bank’s copies of deposit slips. So-called
authenticated copies of deposit slips which the client may have are
just as apt to be fictitious as other records, In fact, we have so
found them. :
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Q. That is, deposit slips a client may have?

A. Yes.

Q. Do you make any tests to determine whether receivables han
been lapped by the cashier?

A. May I ask what you mean? S

Q. What I mean, holding out a day’s receipts and depositing
them at a later time.

A. Yes; we make tests.

Q. What do you do there?

A. Well, you do it from several angles. Ifirst, from seeing that
the deposits that are recorded in the cash book are deposited on the
same day as indicated by the bank statements. You do it by test
of postings from the receivable records themselves as to the dates
the postings are entered.

If you had occasion to feel that maybe something was going on,
you might go even further into different lines, under the
circumstances.

Q. And those would be the comparisons?

A. One of them would be going to the bank and getting them from
the bank.

Q. In the third line of item 8 on page 12 there is a reference to
bona fide receipts. What do you understand is meant by that term ?
How do you establish a receipt as bona fide?

A. T am rather at a loss to understand just what they do mean by
that. At the end of a period you might be looking for window
dressing. That isn’t so customary today as it used to be.

Q. Do you make any test to determine whether the receipts in the
last weel or so of the year are apparently in regular form? That is,
are receipts from customers, not company checks, transfers and so
forth?

A. We do, not only the last week but probably the last 2 weeks
and the first 2 or 3 weeks of the new year to assure ourselves that
there wasn’t ‘something put in affecting one period as' against
another.

Q. Is it customary, and proper, in your opinion to include in
cash in banks amounts due from foreign banks or from private
bankers?

A. Yes; providing they are at dollar rates.

Q. Is there any circumstance where it would vary?

A. Where currency is blocked, or where you have exchange
restrictions.

Q. How do you determine, in fact, whether there are exchange
restrictions?

A. Well, in the industry you are examining you know pretty well
its custom, you know the basis of trading, a fairly general knowledge
of what countries have blocked currencies. If we have any ques-
tion we would be inclined to communicate with the foreign exchange
bank, the Philadelphia National, to determine just what the situation
was.

Q. How do you determine whether a depository is, in fact, a bank?

A. T have never had occasion to have the question raised whether
it was or not. You could see, in the course of your examination,
canceled checks, bank statements. If you had bank accounts in
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outlying districts where it was customary to deposit funds from
an agency or branch and those funds are currently being transferred
to the major disbursing banks of the home office, I think you would
accept they were banks. You get their confirmation on their letter-
head, requested by yourself, and mailed yourself.

Q. You say you have never had any question as to this. Could
you indicate why? Did you always know who the banks were
dealing with? :

A. Noj; we don’t know the banks in outlying sections. I say we
have never had the question arise to question the banlks because in
each instance the account has been real; the funds as a rule are mov-
ing. If they weren’t moving, if we had a dormant account of any
size, then possibly the question might be raised.

Q. Would you say, then, that you rely upon the apparent regularity
with the dealings with the bank?

A. Generally, yes.

C. AccounTs AND NoOTES RECEIVABLE

Q. Now, turning to accounts and notes receivable. In several
places, particularly items 3, 5, and 6, the pamphlet indicates the
necessity of making inquiries as to particular matters. Can you
describe, briefly, how and from what person you would get the in-
formation that is necessary there? About the sixth line of item 3:

Make such inquiries as may be deemed necessary.

That’s on page 14.

A. With respect to paragraph 8, we would analyze the accounts
receivable to determine the age of the outstanding balances. for the
purpose, first, of seeing that they were current accounts, that the
balances were not comprised of old amounts that had been standing
for some time while more current charges had been paid, also as
an indication of what reserves might probably be required for bad
debts.

Q. How far back would you go in determining the age of the
balance ?

A. We would take it back at least to the beginning of the year and
if any substantial amount were prior to that, we would go into that.
Ordinarily, there are just small amounts hanging over, usually as
a result of claims being made. We discuss the condition of the ac-
counts with the credit department as a rule. If any particular case
came up we might even go to the sales department to see what they
may have to say with respect to particular accounts.

Q. Now, in item 5, the beginning of the first sentence, and the be-
ginning of the third sentence inquire into the practice, make inquiries
as to customers’ claims for reduction in prices. Where would you
go to make those inquiries? What inquiries would you make?

A. With respect to the practice of trade discounts, ordinarily that
is a matter of trade custom; the business of selling at list price less
trade discounts.

Q. You would be familiar with that?

A. You pretty generally familiarize yourself with it on quota-
tions being made. As far as the cash discounts—cash discounts
greater than 2 percent, it would depend upon the type of industry.
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Certain industries have a 5 percent cash discount with a very short
term of payment, up to 10 days, possibly. Again, you should be
familiar with the practices of that industry. '

Q. Where would you go to inquire as to that?

A. If you had any question as to the fact after your investigation
of the company records, I think you would find it either from the
record of trade practices or by general inquiry. Very probably you
would have clients in that same line of business whose records—whose
practices you know.

Q. You mean other clients?

A. Other clients. As far as the claims for allowances and reduc-
tions in price with respect to material they ordinarily are something
that would be originally presented through the credit department, the
authorizations for allowances would come from them and you would
discuss it with them. TIf you had further questions, particularly with
regard to the effect of material, you find out from the production
department what might be the cause of these allowances, if they
were frequent.

Q. You mentioned that you would examine the composition of out-
standing balances for the purpose of determining how old they were
and whether a reserve was necessary. Would you make any other
examination or would your examination be for any other purpose
than that?

A. Your examination would be to see that the accounts represented
sales of merchandise that are included in there rather than accounts
with owners or employees for advances and that you remove from their
accounts receivable, accounts that might arise from sales of capital
assets or anything other than from sales in the customary conduct of
the business itself.

If they were in there they should be segregated on the report.

Q. Do you expect in an examination of that purpose that the gen-
eral conditions of accounts should be noted such as concentration of
charges, unusual conditions as to credit allowances, write-off's?

A. T don’t know that that is so much a factor if your client is in
a seasonal business, particularly with respect to crops that ripen
at certain periods, where you naturally expect more activity, or you
have style goods that have periodic activity. You might be inclined
to question large volume of transactions coming at other periods
than that. I don’t recall in my experience that that has ever come up.

Q. Now, at the top of page 15, there is a sentence in regard to
confirming accounts receivable which reads as follows: '

While such confirmation is frequently considered unnecessary in the case
of companies having an adequate system of internal check, it is one of the
most effective means of disclosing irregularities.

Is it your understanding that this sentence implies that receivables
ordinarily should be confirmed ?

A. Noj it is not. It is admittedly the best way to verify it but
up to the present time the clients haven’t yet, shall T say, been sufli-
clently educated to always agree that it is necessary and the expense
incidental to doing it has also been a factor of stopping us from
doing it.

Q. What is your practice as to that? Do you generally confirm
receivables or not?
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A. We like to confirm receivables wherever we can. If we can’t,
we frequently make test confirmations of certain accounts where
balances might be large or where there might be numerous claims
arising, or the account has been subject to controversy.

Q. Do I understand that you generally make either a test con-
firmation or full confirmation?

A. No. In very many cases we don’t confirm at all. If the
accounts appear in good order, if there is nothing to excite suspicion,
and the cash is collected and deposited in banks in due course and
the volume of business is going through business channels, we would
not insist upon complete confirmation or necessarily on test
confirmation.

Q. How do you feel the credit and adjustment record of a partic-
ular account affects the desirability of confirming the receivables?

A. If there is a lot of activity from the standpoint of claims on
the part of the customers, if there have been numerous allowances,
n your investigation of the accounts you probably request permis-
sion to confirm them, or you might, for the sake of a client, if
nothing else, to determine what the balance actually is, possibly have
a customer commit himself to what the claim really is.

Q. How about the question of collections?

A. TIf collections have been held back, if the account is old, or
if the balances have been piling up, apparently out of proportion
to what that customer’s account should be, we frequently confirm
it in order to get true facts concerning the case and be sure that a
charge is not being put in there that doesn’t belong there.

Q. What weight do you give the collection of the accounts since
the balance sheet date but prior to the andit?

A. If the account has been paid, and if there is nothing to indi-
cate in the payment that there is anything unusual, if regular terms
of sale are being met, we consider that it is fairly good verification
of the accounts. We frequently, in our practice, confirm accounts
at'the end of January or possibly at the end of February that still
have some part of the December 81 balance, as a means of test check.

Q. Would you trace the cash payments since the close of the
year and!prior to the audit into the cash account, if you are going
to do that?

A. Not in detail ; no.

Q. Would you make some general examination?

A. Well, if your investigation of cash and the records of the
company indicated to the proper entry, receipt entry, and deposit
of funds, you would assume that the period succeeding December
81 had been indicated that way. Ordinarily, January, assuming a
year-end investigation, would be the month used for a good many
of your tests.

Q. What is your feeling as to the relative value of confirming
receivables? That is, a direct positive confirmation of as many
as possible as compared to a sampling process and the final methoc
of negative confirmation ?

A. Direct confirmation of all would be preferable. A test that
is made in such a way that you would get a good cross section
would be better than nothing. So far as the negative confirmation
is concerned, personally I have never felt it worth very much.
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Q. At page 8 and at page 34 under “Accounts Receivable,” refer-
ence is made to safeguards surrounding the handling of incoming
mail, remittances, and to the mailing of monthly statements to cus-
tomers. In this conection, what inquiries or tests would you make?
What would you do to assure yourself that the procedures would
actually—that the statements were actually mailed to customers?

A. T don’t know that we have ever made any tests to see that
the statements have been mailed to customers periodically by the
client’s own force. Where we have confirmed, we of course mail
those statements ourselves in our own envelopes so that any wrong
address would be returned to us and not to the client’s office.

Where we have not been permitted to confirm we have, in some
instances, mailed the customer’s statements ourselves in our audit
program. Sometimes in our own envelopes, sometimes in their
envelopes, not for a confirmation but to see that the mail was
going out.

Q. Do you feel that the actual mailing of statements to customers
sheds any light on the authenticity of the accounts and so forth?

A. Do you mean by the accountant or by the client?

Q. By the client. Under your supervision, that is, assuming you
actually know they are mailed.

A. T do not know how we know they are mailed. In your bigger
organizations there are usually centralized mailing departments and
there frequently are so-called mail clerks who rotate through the
offices of the plant collecting mail and distributing mail to depart-
ments and to go outside. I do not know of any instances where there
has been a check-up to see that everything that should be mailed was
mailed.

Q. I thought you said a moment ago that when you were in the
client’s office at some date you would see that the statements actually
were mailed.

A. I'say we have in our practice at times, where we have not been
permitted to confirm the accounts, taken their statements and mailed
them ourselves, but never have we checked to see that the client
mailed them.

Q. Do you feel that is some assurance of the authenticity of the
accounts?

A. Yes; I should say it was. It is better than nothing.

Q. On page 34, again. What kind of an examination do you un-
derstand is meant by the expression “Relatively limited fest” in
respect to the individual customer’s account? That is on page 34,
fourth and fifth lines.

A. T don’t know exactly what might be meant by that. The exami-
nation of customer’s accounts, ledger sheets, I have explained what
review we would give them insofar as aging and classification of
balances and seeing that the balances were current, questioning old
balances and questioning set up of credit allowances—or rather
reserve allowances. What is meant by this bulletin

Q. In the case of a large company, do you examine every account
receivable ?

A. We verify the trial balances in all receivable ledgers as part of
our practice; yes. We do not depend upon a test check of a few
ledgers out of a total, :






