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INTRODUCTION 

The following outlines were taken from Statements 
on Auditing Procedure issued by the Committee on Audit
ing Procedure of the AICPA. Th~se outlines are not in
tended to replace the full discussion contained in the 
statements. 

The outlines were prepared by staff members of the 
General Accounting Office for use in their Advanced Ac
counting and Auditing Study Program, which includes an 
annual CPA Review Course. 

Leo Herbert, Director 
Office of Personnel 
Management 
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S .A7EMENT NO. 33 

STATEMENTS ON AUDITING PROCEDURE 

SECTION I GENERAL 

RESPONSIBILITIES AND FUNCTIONS OF 
THE INDEPENDENT AUDITOR 

The objective of the ordinary examination of fi
nancial statements ~, the independent auditor is the 
expression of an opinion on the fa'rness with which 
they present financial position an~ 'esults of op Lra
tions. In his report the auditor st ~ es whether his 
examination has been made in accordance with generally 
accepted auditing standards. These standards require 
him to state whether, in his opinion, the finanCial 
statements are presented in conformity ~ith generally 
accepted principles of accounting and wh~ther such 
principles have been conSistently applied in the prepa
ration of the financial statements of the current pe
riod in relation to those of the preceding period. 

Management has the responsibility for adopting 
sound accounting policies, for maintaining an adequate 
and effective system of accounts, and for devising an 
effective system of internal control . The fairness of 
the representations made through financial statements 
is an implicit and integral part of managements respon
sibility. The independent auditor may make suggestions 
as to the form or content of financial statements he 
has examined; however, his responsibility is confined 
to the expression of his opinion on them . 

The independent auditor must possess the profes
sional qualifications of adequate education and experi
ence and have the ability to exercise professional in
formed judgment . His qualifications do not include 
those of a person trained to engage in another profes
sion or occupation, such as an appraiser or an attor
ney . 

The independent auditor's ordinary examination di
rected to the expression of an opinion on financial 
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statements is not primarily or specifically designed, 
and cannot be relied upon, t o disclose defalcations and 
similar irregularities, although their discovery may 
result. The responsibility of the independent auditor 
for failure to detect fraud arises only when such fail
ure clearly results from his noncompliance with gener
ally accepted auditing standards. Reliance for the 
prevention of fraud should be placed upon an adequate 
accounting s~stem with good internal control. 

The independent auditor has a responsibility to 
his profession to comply with the standards accepte~ by 
his fellow practitioners. The I nstitute has adopted, 
as part of its Code of Professional Ethics, rules which 
support the standards and provide a basis for enforce
ment of them . 

The Securities and Excbange Commission has said 
that the fundamental responsibility for the accuracy of 
financial information filed with the Commission and 
disseminated among the investors rests upon management. 
For example, section 11 of the Securities Act of 1933 
imposes responsibil i ty for false or misleading state
ments, or for omissions which render misleading the 
statements made, in an effective registration statement 
on accountants who have certified any part of the reg
istration s tatement. 

CHAPTER 2 

GENERALLY ACCEPTED AUDITIJ~G STANDARDS 

Auditing "standards" differ from auditing "proce
dures" in that procedures relate to acts to be per
formed, whereas standards deal with measures of the 
quality of the performance of those acts and the objec
tives to be 'attained by the use of the procedures un
dertaken. The gen~rally accepted auditing standards, 
as approved and adopted by the membership of the Ameri 
can Institute of Certified Public Accountants, are as 
follows : 
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General Standards 

1. The examinat i on is to be performed by a person 
or persons having adequa t e technical training 
and profici ency a s an audi t or. 

2. In all matters relating to the aSSignment, an 
independence in mental attitude is to be main
tained by the auditor or auditors. 

3. Due professional care is t o be exercised in the 
performance of the examination and the prepa,a
tion of the report. 

Standards of Field Work 

1. The work is to be adequately planned and assis
tants, if any, are to be properly supervised . 

2. There is to be a proper study and evaluation of 
the existing internal control as a basis for 
reliance thereon and for the determination of 
the resultant extent of the tests to which au
diting procedures are to be restricted. 

3. Sufficient competent evidential matter is to be 
obtained thr'ough inspection, observation, in
quiries, and confirmations, to afford a reason
able basis for an opinion regarding the finan
cial statements under examination. 

Standards of Repor t ing 

1. The report shall state whether the financial 
statements are present ed in accordance with 
generally accepted principles of account~ng. 

2. The report shall state whether such principles 
have been consistently observed in the current 
period in relation to the preceding period. 
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3. Informative disclosures in the financial state
ments are to be regarded as reasonably adequate 
unless otherwise stated in the report. 

4 . The report shall either contain an expression 
of opinion regarding' the financial statements, 
taken as a whol e , or an assertion to the effect 
that an opinion cannot be expressed. When an 
overall opinion cannot be expressed, the rea
sons therefor should be stated. In all cases 
where an auditor's name is associated with fi
nancial statements, the report should cqntain a 
clear-cut indication of the character of the 
auditor's examination, if any, and the degree 
of responsibility he is taking. 

The elements of "materiality" and ''relative risk" 
underlie the application of all the standards, particu
larly the standards of field work and reporting. 

NOTE: Statements on Auditing Procedure No, 33 is es
sentially a codification of the substantive matters 
contained in earlier pronouncements of the AICPA Com
mittee on Auditing Procedure. 

Although the substance of the committee's 1954 
special report , Generally Accepted Auditing Standards-
Their Significance and Scope, was consolidated in 
Statement No . 33, there is much in the 54-page booklet 
of continuing usefulness to those interested in a more 
comprehensive study of generally accepted auditing 
standards. 
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SECTION II - GENERALLY ACCEPTED AUDITING 

STANDARDS AND PROCEDURES - GENERAL STANDARDS 

CHAPIER 3 

TIlE GENERAL STANDARDS 

The general standards are personal in nature and 
are concerned with the qualifications of the auditor 
and the quality of his work. 

The first general .standard reads: 

The examination is to be performed by a 
person or persons having adequate tech
nical ~aining and proficiency as an au
ditor. 

In the performance of the examination which leads 
up to an opinion, the independent auditor holds himself 
.ut as one who is profiCient in accounting practice and 
auditing procedure. The attainment of that proficiency 
begins with the a~tor's formal education and extends 
into his subsequent experience. The independent audi
tor must undergo training adequate to meet the require
ments of a professional man. This training must be 
adequate in technical scope and should in~lude a com
mensurate measure of general education. 

The second general standard reads: 

In all matters relating to the assign
ment, an independence in mental atti
tude is to be maintained by the auditor 
or auditors. 
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To be independent, the auditor must be intellectu
ally honest; to be recognized as independent, he must 
be free from any obligation to or interest in the cli
ent, its management, or its owners. 

The third general standard reads: 

Due professional care is to be exercised 
in the performance of the examination 
and the preparation of the report. 

Due care imposes a responsibility upon each person 
within an independent auditor's organization to observe 
the standards of field work and reporting. Exercise of 
due care requires critical review at every level of su
pervision of the work performed and the judgment exer
cised by those assisting in the examination. 
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SEr.TION III - GENERALLY ACCEPTED 

AUDITING STANDARDS AND PROCEDURES 

FIELD WORK STANDARDS 

CHAPTER 4 

ADEQUACY OF PLANNING AND THE TIMING 
OF FIELD WORK 

The first standard of field work reads: 

The work is to be adequately planned and 
assistants, if any, are to be properly 
supervised. 

Adequately planning by an auditor is facilitated 
by an early appointment by the client. Early appoint
ment enables the auditor to plan his work so that it 
may be done expeditiously and to determine the extent 
to which it can be done before the balance-sheet date. 
An early appointment is particularly belpful with re
spect to planning for the observation of the taking of 
physical inventory. The spreading of work throughout 
the year also permits more efficient scheduling of 
staff assignments. 

The first standard of field work concerns partic
ular~y the timeliness of the auditing procedures and 
the orderliness of their application. The timeliness 
with which auditing procedures are undertaken involves 
the proper timing and synchronizing of their applica
tion in the examination of related accounts. The need 
for orderliness in carrying out audit procedures is ap
parent, for example, in the application of procedures 
for inventory observation. 

Although early appointmenc is preferable, an in
dependent auditor may accept an engagement near or after 
che close of the fiscal year. In such instances, before , 
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accepting the engagement, he should a scertain whethe r 
circumstances are likely to permit an adequate e xamina
tion and express ion of an unqualified opinion ; and , if 
they will not, he should discus s with the client the 
possible neces sity for a qualified opinion or dis 
claimer of opinion. 

CHAPTER 5 

EVALUATION OF INTERNAL CONTROL 

The second standard of field work reads : 

There i s to be a proper study and eval
uation of the existing internal contr ol 
as a basis for reliance thereon and for 
the determination of the resultant ex
tent of the tests to which auditing pro
cedures are to be restricted. 

Internal control comprises the plan of organiza
tion and all of the coordinate methods and measureS 
adopted within a business to safeguard its assets , 
check the accuracy and r eliability of its accounting 
da t a, promote operat i onal efficiency , and encour age 
adherence to prescribed managerial po l icies . This de f 
inition recognizes that a " system" of i n ter na l control 
extends beyond those mat t ers which r e l ate d i r ect l y to 
the functions of the accounting and financia l de par t 
ments . 

In the broad sense, internal control inc l udes con
tro l s which may be characterized as either accounting 
or administrative . Accounting contro ls encompass ' the 
methods of safeguar ding assets and mainta i ning r e l iab le 
financial records. They inc l ude authorization contr o l s 
governing the acquisition and disposition of assets, 
physical control of assets , i nternal auditing , and the 
separation of duties concerned with reco r dkeep ing f r om 
those concerned with asset custody . Administ r ative 
controls are concerned with operationa l efficiency and 
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adherence to managerial policies, and they usually re
late only indirectly to the financial records. These 
controls include time and motion studies, performance 
reports, employee training programs, quality controls, 
and statistical analyses. 

The characteristics of a satisfactory system of 
internal control would include: 

1. A plan of organization that provides appropri
ate segregation of functional responsibilities. 

2. A system of authorization and record procedures 
adequate to provide reasonable accounting con
trol over assets, liabilities, revenues, and 
expenses. 

3. Sound practices to be followed in performance 
of duties and functions of each of the org~
zational departments. 

4. Personnel of a quality commensurate with re
sponsibilities. 

These elements, as important as each is in its own 
right, are all so basic to adequate internal control 
that serious deficiencies in any one normally would 
preclude successful operation of the system. 

While the responSibility for the establishment and 
enforcement of internal control rests with management, 
the degree to which such controls exist and are carried ..-out is of great concern to the independent auditor. 
The independent auditor should make a proper study and 
evaluation of the existing internal control to ascer
tain the degree of reliance that may be placed on the 
internal control in determining the extent of the tests 
to which auditing procedures are to be restricted. 

Where feaSible, the independent auditor's review 
of internal control may be conducted as a separate 
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phase of the examination, preferably at an interim 
date, by applying appropriate auditing procedures di 
rected particularly to appraising the effectiveness of 
the client's system . As a by-product of this study and 
evaluation, the independent auditor is frequently able 
to offer constructive suggestions to his client on ways 
in which internal control may be improved. 

NOTE: Statements on Auditing Procedure No . 33 is es
sentially a codification of the substantive matters 
contained in earlier pronouncements of the AICPA Com
mittee on Auditing Procedure. 

The substance of the committee's 1949 special re
port on Internal Control was consolidated in Statement 
No. 33. However, there is much in the 34-page booklet 
of continuing usefulness to those interested in a more 
comprehensive study of internal control. (See Journal 
of Accountancy, August 1964, p. 63.) 
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CHAYTER 6 

EVIDENTIAL MATTER 

The third standard of field work reads: 

Sufficient competent evidential matter is to 
be obtained through inspection, observation, 
inquiries, and confirmations, to afford a 
reasonable basis for an opinion regarding 
the financial statements under examination. 

The auditor obtains and examines evidential matter 
in order to formulate an opinion on financial state
ments. The value of evidential matter varies; there
fore, the auditor must use judgment to determine what 
evidential matter is to influence him most in develop
ing his opinion on the financial statements. 

Evidential matter consists of underlying account
ing data and corroborating information. Books of orig
inal entry. the general and subsidiary ledgers, related 
accounting manuals, and such informal and memorandum 
records as work sheets supporting cost allocations, 
computations, and reconciliations, all constitute evi 
dence in support of the financial statement. Corrobo
rating information includes documentary material such 
as checks, inVOices, and confirmat ions; information 
obtained through observation and physical examination; 
and all other pertinent available evidence. 

To be competent, evidence must be both valid and 
relevant. Although circumstances lead to exceptions to 
rules, the following presumptions about the validity of 
evidential matter in auditing have some usefulness: 

1. Evidence from independent outside souces pro
vides greater assurance of reliability than in
ternal eVidence. 
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2. Accounting data developed under satisfactory 
conditions of internal control is more reliable 
than accounting data developed under unsatis
factory conditions of internal control . 

3 . Direct personal knowledge obtained through 
physical examination, observation, computation, 
and inspection is more persuasive than informa
tion obtained indirectly. 

Sufficiency of evidential matter is dependent upon 
the circumstances in each particular case . The circum
stances relate to the nature; materiality; degree of 
risk; internal control; and susceptibility to conver
sion, manipulation, or misstatement of each particu
lar case. 

Generally, the auditor finds it necessary to rely 
on evidence that is persuasive rather than convincing . 
If substantial doubt exists as to the fairness of the 
financial . statements, the auditor must not formulate an 
opinion on the statements until more evidence is 
gathered, or the auditor must express a qualified opin
ion or a disclaimer of opinion . 

The auditor must consider the economic l imits on 
obtaining information. As a guiding rule, there should 
be a rational relationship between the cost of obtain
ing evidence and the usefulness of the information ob_ 
tained . Statistical sampling techniques may be con
sidered, but these techniques should not reduce the use 
of judgment by the auditor. 

The auditor must consider the fact that the finan
cial statements may not be presented fairly. All rele
vant evidential matter must be considered whether it 
supports or contradicts the financial statements. It 
is not sufficient to offer an opinion only on the 
grounds that nothing came to the auditor ' s attention to 
cause him to question the assertions in the financial 
statements under examination . 
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Confirmation of receivables and observation of in
ventories were established in 1939 as generally ac
cepted auditing procedures where they are practical 
(capable of being done with available means) and rea
sonable (sensible in the light of the surrounding cir
cumstances) and the assets concerned are material to 
financial position or results of operation. When these 
procedures cannot be used, the auditor bears the burden 
of justifying the opinion expressed. 

The number of confirmations and the method and ." 
time of the confirmations are determined by the audi
tor's judglllent in light of the circumstances which sur
round the receivable (i.e., internal control, materi
ality, and other factors). 

Where inventory quantities are determined solely 
by physical count, the auditor should observe the count 
and satisfy himself respecting the effectiveness of the 
method of inventory-taking. The independent auditor may 
observe inventory counts at interim dates if perpetual 
inventory records are checked periodically by physical 
count and comparisons. 

In all the discussion in this section pertaining 
to the sccumulation of competent evidential matter, it 
is implied that the evidence gathered by the auditor 
during the examination is included in the working 
papers. 

NOTE: In October 1964, the President of the AICPA is
sued a special bulletin to the members of the American 
Institute of Certified Public Accountants stating that 
"The Council of the Institute, at its meeting Octo-
ber 2, 1964, unanimously adopted recommendations that 
members should see to it that departures from Opinions 
of the Accounting Principles Board (as well as effec
tive Accounting Research Bulletins issued by the former 
Committee on Accounting Procedure) are disclosed, 
either in footnotes to financial statements or in the 
audit reports of members in their capacity as indepen
dent auditors." 
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SECTION IV - GENERALLY ACCEPTED 

AUDITED STANDARDS AND PROCEDURES - REPORTING 

CHAPTER 7 

ADHERENCE TO GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 

The first standard of reporting reads: 

The report shall state whether the financial 
statements are presented in accordance with 
generally accepted principles of accounting . 

The term "principles of accounting" includes not 
only accounting principles and practices but also the 
methods of applying th~. The first reporting standard 
requires the auditor to form an opinion as to whether 
the financial statements are presented in conformity 
with such principles. 

It is the responsi bility of the auditor to become 
familiar with all generally accepted accounting prin
Ciples, including those of limited usage which still 
have general acceptance . He must keep abreast of pro
nouncements issued by the American Institute of Certi
fied ?~blic Accountants which give recognition to 
changes in generally accepted accounting principles. 
He should also be alert to changes which become accept
able through common usage by business although not a 
subject of an Institute pronouncement. 
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CHAPTER 8 

CONSISTENCY OF APPLICATION OF 
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 

The second standard of reporting reads: 

The report shall state whether such prin
ciples have been consistently observed in the 
current period in relation to the preceding 
period. 

It is implicit in the standard that such prin
ciples have been consistently observed within each 
period. The objective of the ,consistency standard is 
(1) to give assurance that the comparability of finan
cial statements as between periods has not been mate
rially affected by changes in the accounting principles 
employed or in the method of their application or 
(2) if comparability has been materially affected by 
such changes. to require a stateme~t of the nature of 
the changes and their effects on the financial state
ments. 

The consistency standard involves the consistent 
application of accounting principles. Generally. lack 
of consistency produces lack of comparability; but lack 
of comparability may not be caused by lack of consis
tency. 

In general. comparability of financial statements 
as between years is affected by changes from (1) a 
change in accounting prinCiples employed. (2) changed 
conditions which necessitate accounting changes but 
which do not involve changes in the accounting prin
ciples employed. and (3) changed conditions unrelated 
to accounting. Distinguishing characteristics of the 
types of changes included in each of these three 
classes are briefly commented upon in the following 
paragraphs. 
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ANALYSIS OF CAUSES OF LACK OF COMPARABILITY 

Comparability 
affected by 

A. Change in account
ing principles 
employed 

B. Changed conditions 
which necessitate 
accounting changes 
but which do not 
involve changes in 
the accounting 
principles employed 

C. Changed conditions 
unrelated to 
accounting 

Example 

Change in 
method of 
deprecia
tion 

Change in 
estimated 
useful 
life of 
an asset 

Acquisi
tion or 
dispo
sition 
of a sub
sidiary 

Disclosure 
required in 
auditor's 
report 

Yes 

No, but if 
amount is 
material 
it"" should 
be dis
closed by 
a note to 
the finan
cial state
ments 

No, but may 
be dis
closed by 
a note to 
the fi
nancial 
state
ments 

Reclassifications of items in the financial state
ments usually need not be disclosed unless they are ma
terial, in which case they may be disclosed by a note 
to the financial statements. 

The consistency standard is aimed at the compara
bility of the financial statements of the current year 
with those of the preceding year. If the auditor's 
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opinion is to pertain to a longer period, a change in 
the wording of the short- form report is appropriate. 

A type "A" inconsistency (change in accounting 
principles employed) which has a material effect on the 
financial statements requires disclosure in the opinion 
section of the auditor's report. 

The follqwing chart suggests guides to be followed 
in writing the auditor's op1n1on paragraph for various 
type "A" inconsistencies. 

• 
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A. Chanae to alternative , ener
ally accepted accounting 
principle 

B. Change from principla which 
lacks general acceptance to 
• generally accepted ac
counting principle 

C. Change to principle or prac
tice vhich lacks general ac
ceptance 

o. Change expected to have mate
rial future effect 

E. Change makes it desirable to 
r estate financial informa
tion for prior years and the 
auditor reports on : 

t. The current year 

2~ Years resta ted and 
change made i n cur
rent year 

3. Years restated but 
change not made in 
current year 

F. Change of accounting princi 
ples employed but prior 
year's financial informa tion 
not restated and: 

t . Change took place in 
the current year 

2. Change took place in 
other than the cur
rent year and auditor 
is report! ng on 

Dh c1oS\lnl in 
short-form audit r eport 

1. Refer t o cba.nse 
2. No n .. d t. qualify confondty 

.tatement 
3. Hay expre.. approval 

1. Refer to change 
2. Express approval 

1. Qualification or adverse opin _ 
ion ia necessary 

1. No need to disclose if ther e 
1. a note to 'the financial 
statementa 

1. Refer to change 
2. May express approval 

1. Refer to change 
2. Hay express approval 

1. No need to disclose if there 
Is a note to the finanCial 
s tatements 

1 . Reference to consistency may 
be omitted 

2. lnsert a middle explanatory 
paragraph 

a. All the years 1 . ReIer to change 

b . Only the curr ent 1. No need to disclose if there 
year i~ a note to the financial 

statements 
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, 

• 

SR~eial Condl;ions 

A. Independent auditor' a first 
report on: 

1. A newly organized compacw 

2. An estabUsbed caarpany and: 

• • Where records are 
adequate aod it 1s 
practical to ext~d 
auditing procedures 

b. same as "." but I1m1-
tatlons on procedures 
are impo.ed by <he 
client 

c. !here are inadequate. 
records and the &\1-

d.! tor cannot farm an 
opinion on consis
tency or accuraCY,. of 
the statements of 
income and 'I'etained 
earnings 

d. Prior yearsl acc~
log records , kept on 
• basts wieh did 
not result i n a fair 
presentation of fi
nancial position and 
results of opera
tions for those 
years, not compa
rable vi th current 
year ISS tao tements 

B. Pooling of interests and: 

1. Comparative financial 
statements are not in 
accordance with Ac
counting Research Bul
letins Nos, 48 and 49 

2. Single-year statements only 
are presented 

1. No reference to COJl51stency 
needed 

1. Report on consistency 

1. Appropriate qualification 
required 

1. No reference to c003istency 
2 • .No reference to st.atement of 

locome and retaJ.ned earn
ing. 

3. Imert explanatory paragraph 
describing situation and 
inability to expresa opin
ion on the statements of 
income and retained earn
ings and omit statement on 
consistency 

1. ID3ert • Middle explanatory 
paragrapb 

2. «:Di t reference to consistency 

1. Refrain from use of standard 
consistency expression 

2. Refer to inconsistency in 
report 

1. ConSistency standard may be 
used 1f appropriate note 1s 
mad. to financial state
mont. 
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CHAPTER 9 

ADEQUACY OF INFORMATIVE DISCLOSURE 

The third standard of reporting reads: 

Informative disclosures in the finan
cial statements are to be regarded as 
reasonably adequate unless otherwise 
stated in the report 

The fairness of presentation of financial state
ments, apart from the relationship to generally ac
cepted accounting principles, is dependent upon the 
adequacy of disclosures of material matters. What con
stitutes a matter requiring disclosure is for the in
dependent auditor to decide in the exercise of his 
judgment in light of the circumstances and facts of 
which he is aware at that time. Certain kinds of in
formation that would be detrimental to the company and 
the stockholders should not be disclosed. Information' 
that has been omitted from the financial statements, 
which the auditor believes is significant, shoul~ be 
disclosed in his report together with an accompanying 
qualification of his pinion. 

Somewhat related to the matter of disclosure is 
the matter of information which the auditor receives 
in confidence akin to the status of privileged commu
nication. If the information received does not, in 
his judgment, require disclosure for the financia~ 
statements not to be misleading, this standard does 
not require disclosure of such information . 

CHAPTER 10 

EXPRESSION OF OPINION. OR REASONS FOR NO OPINION, 
IN TIlE INDEPENDENT AUDITOR'S REPORT 

The fourth stanqard of reporting reads: 

The report shall either contain an ex
pression of opinion regarding the 
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financial statements, taken as a whole, 
or an assertion to the effect that an 
opinion cannot be expressed. When an 
overall opinion cannot be expressed, 
the reasons therefor should be stated. 
In all cases where an auditor'S name is 
associated with financial statements, 
the report should contain a clear-cut 
indication of the character of the au
ditor'S examination, if any, and the 
degree of r esponsibility he is taking. 

The objective of the fourth reporting standard is 
to prevent miSinterpretation of the degree of respon
sibility the independent auditor is assuming whenever 

'his name is associated with the financial statements. 
The auditor must bear in mind that justification for 
the expression of his opinion, whether qualified or ' 
unqualified, rests on the degree to which the scope of 
his examination conforms with generally accepted au
diting standards. This standard of reporting does not 
preclude the expression of separate opinions on finan
cial position and results of operations. By utilizing 
a "piecemeal opinion" the independent auditor may ex
press an unqualified opinion on one of the financial 
statements and disclaim an opinion or express a quali
fied or an adverse opinion on the others. 

The short- form report of the auditor is customar
ily used in connection with the basic financial state
ments. It is also often included as part of a long
form report. The usual short-form report consists of 
a "scope" paragraph which represents the work performed 
and an "opinion" paragraph that reveals the independent 
auditor's conclusions. • 

An unqualified opinion that the financial state
ments present fairly the financial position and results 
of operations may be expressed only when the indepen
dent auditor has formed the opinion based on an exami
nation made in accordance with generally accepted au
diting standards. The presentation of the financial 
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statements must also conform with generally accepted 
accounting principles applied on a consistent basis 
and include all necessary and material informative 
disclosures necessary to make the statements not mis
leading. 

When a qualified opinion is rendered because of 
a specific deviation from the essentials needed for an 
unqualified opinion, the auditor should refer specifi
cally to the subject of ·the qualification and reveal 
in his repor t the reasons for his qualification and 
the effect on the financia l position and results of 
operations, if reasonably determinable . When a quali
fication is so material as to negative an expression 
of op~n~on as to the financial statements as a whole, 
an adverse opinion is required. An adverse opinion is 
an opinion that the financial statements do not pre
sent fairly the financial position or results of oper
ations in conformity with generally accepted account
ing prinCiples. A disclaimer of opinion should be 
rendered if the auditor has not obtained sufficient 
competent evidential matter to form an opinion as to 
the fairness of the statements . The necessity of dis
claiming an opinion may arise either from a serious 
limitation on the scope of examination or from the ex
istence of unusual uncertainties concerning the amount 
of an item or the outcome of a matter materially af
fecting financial position or results of operations, 
causing the independent auditor not to be able to form 
an opinion on the financial statements as a whole. 
When an adverse opinion or a disclaimer of opinion has 
been rendered on the financial statements as a whole, 
the auditor may express a "piecemeal opinion" as to 
the individual financial statements or accounts that 
comply with generally accepted accounting principles. 

Upon completion, the report should be appropri
ately addressed to the client, the board of director s, 
or the stockholders, depending upon the circumstances, 
and it should be signed by the .independent auditor. 
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If the auditor has prepared financial statements 
without an audit, each page of the statements should 
be conspicuously marked ''without audit" or ''unaudited,'' 
whether accompanied by his comments or not. The in
dependent auditor should refuse to be associated in 
any way with unaudited finanCial statements which he 
believes are false or misleading. 

Where the scope of the examination is limited by 
the omission of necessary auditing procedures, reports 
should not be issued which temper the qualification or 
disclaimer of opinion by the inclusion of misleading 
favorable expressions. However, negative assurances 
are permissible in letters required by security under
writers in which the independent auditor reports on 
limited procedures. These letters usually state spe
cifically that no audit has been made, and distribu
tion of the letter is restricted to parties to the un
derwriting agreement. 

The usual ci~cumstances which may require the in
dependent auditor to deviate from the standard short
form report and a guide to the applicable deviation 
follow: 



ClrNutanc. 

A. Th •• cop. of hit 1U_t.n.tlon b aaited or If. 
fect.d: 

1. By condition. which pnc:lude the .pplic.tion 
of nee .... ry .udtt1na pIOCtduH' and ch • 
• uditor it: 

•• Able to •• tl.fy hlmstl.f by other audit· 
ina proc.dur •• 

(1) £ltc.puon: 
omi •• ion of conflra.tlon of re
c.lv.bl. and ob •• rv.Cion of in_ 
ventori ••• t V1d of )" •• r 

b. Un.bl. to •• tbt,. hia .. 1f by otbe:r .u
dttlnc procedur •• 

2. By I.lt:riCtlon. llIpo.td by cHenti 

3. &ec.u •• part of .... In.tlon hu been aade 
by othar independent .uditors and prin
clp.l audit4r i.: 

•. UmtllU1'1I to '"\II1II r .. ponl1bil1ty fOT 
other auditor', work 

b. Unwlll!.1li to utlltu report af other 
IUdi tor 

c. Wl11ln, to ",UIU!' r"ponllblllt)' 

8. Th. financial IL.t_.ntl do not pIelent f.lrly 
flnanci.l po.itlon or r,.ult. of oper.tlonl 
!>tC.UI. of: 

1. Lack of conforllllty with ,.n.rally acc.pted 
Iccountl", prlnclple. 

•. Regul.ted c01Ipanl.1 

D. Unuwd uncut.inti •••• to the eff.ct of fu_ 
tur. dtv.loF*tn U on c.rtain it .. which in_ 
clude: 

1. Tho •• havi", • lI.t.rial .ffect on financid 
.t.t •• nt., lind outcome 1a depend.nt on 
decition of p.rti •• oth.r than a&fl .. _.nt 

2. Qu .. tion. of vdu.tion or r.aliz.bility of 
.... tt b dep.nd.nt on aanqesent' a Jucl&
.en' 

l. ~t. 10 mat.ri.l th.t qu.lific.tion i. 
In.ppIopIi.t. 

2S 

Guida po d,vl.tlon 

1. Nont: requ tred 

2. ft.!.r in .cop. p.raar.ph to 
0II11110n of C'Ultoa.ry proc.
dur .. and ~. of oth.r pro
codur<. 

3. Indic.t. in .cope p.r'lraph 
and quallfy or dltel.i.a opin
lon 

1. Indic.ee in .cope parqI.ph and 
qu.l1fy ( rel.t. to it.) or 
dllClal. opinion 

1. Inelud. n.t...nt to the .f_ 
fect th.t aounta .... 1ntd by 
othe.r auditors have btu! in
clud.d on the b .. l. of that 
.udltor'. r.port 

2. Qualify or dllc1.1m oplnlon 

3. Kg ref.rene. to oth.r .udltor 
nte •••• ty 

1. Qualif)" or upr ... advu .. 
opinion 

1. Qualify or .xpre .. .ctv.r.a 
opinion 1( .ppl1.cablt 

1. Supply IlUppl.-ntal WO ..... tloD 
tnd qua1Uy opinion 

1. Qutll.fy opinion 

1. Hay require qu.1ific.tion of 
opinion 

'1. Discl.iII an opinion 



Prior year 's statements presented for comparative 
purposes do not require extension Qf auditor's opinion 
to cover them unless no examination of prior year's 
statements has been made or the auditor has significant 
exceptions or reservations regarding them. 

CHAPTER 11 

REPORTIN:; ON SUBSEQUENT EVENTS 

The independent auditor's examination relating to 
the fairness of financial statements is essentially 
historical in character . However, events or transac
tions sometimes occur subsequent to the balance-sheet 
date which may have a material effect on the financial 
statements or which may be important in connection with 
consideration of the statements and, therefore, require 
adjustment or annotation of the statements . 

Although the independent auditor has no duty to 
extend the usual audit procedures to cover transactions 
of the subsequent period, his audit program ordinarily 
includes (1) certain procedures which are ordinarily 
carried out after the balance-sheet date, such as cash 
cut-offs, review of subsequent collections, conf irma
tion follow-ups, etc., and (2) certain general proce
dures which normally are continued throughout his ex
amination, such as reading available minutes of meet
ings and interim reports, having discussions with man
agement, etc. 

The independent auditor's responsibility for re
porting on subsequent events is directly related to the 
third reporting standard, which states that informative 
disclosures in the financial statements are to be re
garded as reasonably adequate unless otherwise stated 
in the report. 

In general, there are three types of subsequent 
events or transactions: 



1. Subsequent events that affect the financia l 
statements directly and should be recognized 
therein. Examples are subseqU4!nt infonnation 
acquired which would have been utilized had it 
been available at the balance-sheet date , such 
as the collection of receivables, or the 
settlement of l iabilities on a substantial ly 
different basis from that previously antici
pated. 

2. Subsequent events whi ch have no direct effec t 
on the financial statements of the prior year 
but whose effects may be such that disclosure 
is advisable . Examples are the sale of a cap
ital stock issue, purchases of businesses, or 
serious damage from fire, flood, or other casu
alty . 

3 . Subsequent events which are not likely t o r e
quire disclosure in the financial statements; 
for example, Qonaccounting matters such as war , 
legislation, management changes, product 
changes, strikes , etc. 

There is no predetermined period, after the 
balance-sheet date , with which the auditor must be con
cerned in completing various phases of his examinatl~ . 
The duration of this period will depend upon the prac
tical requirements of each examination and may vary 
from a relatively short period to one of several 
months. 

When the report of an independent auditor is in
cluded in a filing with the Securities and Exchange 
Commission under one of the Federal securities stat
utes, his responSibility with respect to subsequent 
events is basically the same as that outlined ahove . 
However, section 11 of the Securities Act of 1933 , 
which deals with the possibl e l iability of an indepen
dent auditor acting as an expert in support of a r egis
tration statement, extends the period of time for which 



the auditor has a responsibility for subsequent events 
to tbe effective date of the registration statement . 
In view of the above circumstances , the independent au
ditor should increase and extend his examination of 
subsequent events when preparing financial statements 
for registration with the Securi~ies and Exchange Com
mission. 

In general, the .date -of completion of all impor
tant audit procedures should be used as the date of the 
independent auditor ' s report. In most cases thi s date 
will coincide with the ~ompletion of his work in the 
c l ient's office. 

For various reasons, it is not unusual that an in 
dependent auditor is requested by his client to furn ish 
additional copies of a previously issued report. Gen
erally, an effort will be made by the independent au
ditor to have these reports identical in appearance and 
date and, therefore, in the same condition as if t he 
additional copies had been initially requested and fur
nished at the same time as the first copies were de
livered. Under such circumstances, additional report 
copies may be delivered Without further investigation 
or inquiry as to events which may have occurred between 
the date of issuance of the initial report and the re
quest for additional copies. 



CHAPTER 12 

LONG-FORM REPORTS 

Long-form reports include greater details of the 
customary basic financial statements, statistical data, 
explanatory comments, and sometimes a more detailed 
description of the scope of the auditor's examination 
than the description in the usual short-form reports . 

The language of the short-form report is gener
ally used in long-form reports. Accordingly, because 
the usual short-form report covers only the basic fi
nancial statements, the auditor should clearly estab
lish his position r egarding the other data in the 
long-form report. The auditor may wish to Clarify his 
position by a brief statement in his comments explain
ing that: 

1. His examination has been made for the purpose 
of formulating his opinion on the basic finan
cial statements, taken as a whole . 

2. The other data contained in the report for pur
poses of supplementary analysis either have 
been subjected to the audit procedures appl ied 
in the examination of the basic financial 
statements or have not been subjected to the 
audit procedures applied in the examination of 
the basic financial statements. He should 
state the source of this information and the 
extent of his examination and responsibility 
assumed, if any. 

Where a long-form report is coexisting with a con
ventional short-form report, the auditor should make 
sure that: 

1. The long-form report does not contain data 
which, if omitted from the short-form report, 
might support a contention that the short
form report was misleading because of 
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inadequate disclosure of material facts known 
to the independent auditor. 

2 . None of the comments or other data contained 
in the long-form report lend themselves to a 
contention that they constitute exceptions or 
reservations, as distinguished from mere ex
planations . 

In addi tion, the audi tor must consider .'hether 
the long-form report contains other financial data in 
such form as to support a contention that he has made 
factual repr esentations with respect to the financial 
statements or books of account rather than that he has 
expressed an opinion on financial data consisting of 
management representations. 
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CHAPTER 13 

SPECIAL REPORTS 

The term "special reports" has reference to re
ports for which the wording of the usual short-form 
report may be inappropriate . Special reports may in
clude: 

1 . Reports on financial statements of organiza
tions which maintain their accounts and pre 
pare their statements on a basis other than 
the accrual basis. 

2 . Reports on financial statements of some non
profit organizations which follow accounting 
practices differing from practices followed by 
profitmaking organizations . 
• 

3 . Reports prepared for limited purposes, such as : 

a. Reports relat ing only to certain aspects of 
financial statements . 

b. Reports that are filed with various agencies 
on prescribed forms. 

The "general standards" and "standards of field 
work," to the extent appropriate in view of the char 
acter of the engagement, are applicable to engagements 
involving special reports. Also applicable are the 
third and fourth "re;lOrting standards." When the spe
cial repor t relates to statements which purport to pre
sent the financial position and results of operations, 
the second standard of reporting as to consistency i n 
the application of generally accepted accounting pr in
ciples is applicable . 

The first standard of repo ting does not app l y to 
statements which do not purport to present the f i nan
cial pOSition and results of operations. Under the se 
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circumstances, the ' independent auditor should express 
his opinion as to whether or not the statements fairly 
present the data on the basis indi cated, 

In reporting on statements prepared on a cash ba
sis which do not present the financial position and op-

' erations, disclosure should be made in the statements 
or their footnotes or, less preferably, in the inde
pendent auditor's report (1) of the fact that the state
ments have been prepared on the cash basis and (2) of 
the general nature of any material items omitted, such 
as accounts receivable and accounts payable , and of the 
net effect of such omissions on the statements. 

Statements prepared on a modified accrua l basis 
of accounting may be judged by the independent au
ditor as materially incomplete . In such cases the 
nature and the amounts of the major variances should 
be disclosed and the independent auditor should render 
a qualified or adverse opinion. 

In reporting on nonprofit organization fi nancial 
statements, which have been preps red i n accordance 
with clearly defined generally accepted accounting 
principles applicable to nonprofit organizations, the 
independent auditor may state his opinion as to the 
conformity of the statements either with generally ac
cepted accounting principles or wi th accounting prac
tices for that particular field. 

Special reports in which incomplete financia l 
presentations or no financial presentations are made 
should be drafted with a view to their special purpose 
and, accordingly , should state what information is 
presented, the basis on which it was prepared, and 
whether, in the auditor's opinion, it is presented 
fairly on that basis. Where the situation is such 
that an independent auditor considers it appropriate 
to express an opinion on an incomplete financial pre
sentation, he should be cognizant of the added respon
sibility he may be assuming and the possible necessity 
of extending the scope of his examination. 
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Statements prepared on ?=inted forms designed by 
.he authori ties with whi~h they are t o be filed may 
requ~re classifications or ?rocedures that , in the 
independent aud i t or's o?inion, do not fairly present 
the financial position or results of operations of the 
com?any filing tne statements, even though they pur
port to do so. Also, such forn.s n:ay involve the addi
tiona l probl~ of conforming the prescribed auditor's 
opinion or certificate to professional standards. 
Whenever the printed forms call u?on the independent 
auditor to make an assertion which he believes he is 
not Justified in making, he has no alternative but to 
reword them or to submit his separate report . 

, 
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STATEMENT NO. 34 

LONG TERM INVEST~~S 

I. Purpose of the Statement: Long term investments 
make up a significant portion of the assets of 
many firms, This statement furnishes guidelines 
for conducting examinations of the financial state
ments of firms with such investments . 

II. Objective of the Examination: The aud itor seeks 
to ascertain whether long term investments are 
stated in accordance with generaLly accepted ac
counting principles and whether the disclosures 
are adequate. 

Ill. Types of Evidence 

A. Evidence pertinent to existence and ownership 
includes accounting records and supporting docu
ments. 

1. In the case of securities (stocks. bonds and 
notes). inspection by the auditor or confir
mation in writing by the cognizant custodian 
is appropriate . 

2. In the case of l oans, advances and similar 
debt obligations , written confirmation from 
the debtor or trustee should be obtained . 

B. Additional evidence may be in the follOWing 
forms: 

1 . Audited financial statements of the company 
whose securities are held as long term in
vestments, when the report is satisfactory 
to the principal auditor. If using reports 
of other auditors is a major element of the 
competent eVidence, the auditor should be 
guided by reporting standards in chapter 10 
of Statements on Auditing Procedure #33. 
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2. Market quotations, if the market i s reasonably 
broad and active. 

3. Other evidence: 

a. Auditing procedures applied to the finan
cial statements of the company in which 
there is a long term investment . 

b. When the cost of the investment reflects 
factors not in,'the financial statements of 
the company invested in , (such as minera l 
rights , patents, etc . ) evidence may be in 
the form of current evaluations of these 
factor s. Eva l uations made by pe r sons 
within the invested - in company as well as 
by independents constitute eVidence. The 
latter is usually more reliable. 

c. Often the long term investment is secured 
by collateral . The auditor shoul d satisfy 
himself as to such collateral's existe nce 
and, if the collateral is important in as
suring coll ection, he should obtain add i 
tional evidence . 

IV. Effect of Evidence matter on Opinion. 

A. If the auditor has not obtained sufficient evi
dence as described above he is not in a position 
to expr ess an unqualified opinion on financia l 
statements . 

B. IJ such circumstances the auditor should qual
ify or disclaim an opinion, or give a piece
meal opinion. Examples follow: 

Qualified Opinion 

We have examined the balance sheet of xyz 
Investment Company , as of December 31 , 19 ,and 
the year then ended . Our examination was made 
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in accordance with generally accepced auditing 
standards, and ac cordingly included such tests 
of t he accounting records and such other audit
ing procedures as we considered necessary in 
the circumstances . 

Investments described in Note 1 are in com
panies whose financial statements indicate they 
are in the promotional and development stage (or 
other wording descriptive of the facts) . Ac
cordingly, the ultimate r ea l ization of these in
vestments depends on circumstances which cannot 
be evaluated currentl y. 

In our opinion, subject to the realization 
of the carrying values of investments referred 
to i n the preceding paragraphS , 

Disclaimer of Opinion 

Because the i nvestments referred to in the 
preceding paragraph enter materially into the 
de termination of financia l pOSition and r esults 
of operations, we do not express an op i nion on 
the accompanying financial statements taken as 
a whole. 

Piecemeal Opinion 

Because the investments referred to in the 
preceding paragraph ent er materially into t he 
de termination of financial pOSition and results 
of operations, we do not express an opinion on 
the accompanying financial statements taken as 
a whole . However, in our opinion, current as
sets, current and long- term liabilities, capital 
stock, revenues , and interest expense are pre
sented fairly in conformity with generally ac
cepted accounting principles applied on a basis 
consistent with that of the preceding year . 



STATEMENT NO. 35 

lEITERS FOR UNDERWRITERS 

1. Introduction 

A. Independent accountants are often involved in the 
examination·of statements and schedules in reg
istration statements , applications, and annual 
reports required by the Securities and Exchange 
Conunission. 

B. In connection with A., independent accountants 
sometimes issue letters for underwriters con
cerning the distribution of securities. 

C. This statem~nt contains guides which should be 
carefully considered when preparing letter s for 
underwriters, conunonly called "comfort letters." 

D. Comfort letters are not required by SEC admin
istered law but are a usual condition of an un
derwriting agreement. The letter is one means 
by which underwriters learn of events subsequent 
to the latest financial statements. 

E. If the accountants discover an event requiring 
disclosure, they should notify the·registrant 
(i.e. the client) promptly so the matter can 
be. called to the underwriter's attention. Be
cause of the possible results of such a dis
covery, which may have t o be disclosed in the 
comfort letter, the accountants should plan to 
avoid delays. 

F . Comfort letters typically refer to one or more 
of the following subjects. 

1. The independence of the accountants . 
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2. Compliance of the financial statements and 
schedules with accoun~ing requirements of 
the SEC. 

3. Unaudited financial statements and schedules 
in the registration statement . . 

4. Changes in capital stock and long term debt. 

S. Material adverse changes in financial posi
tion or operations results subsequent to the 
latest financial statements or data in the 
registration statement . 

6. Tables and other financial information in the 
registration statement. 

G. Matters dealt with in the letter should be 
limited to those specified in the underwriting 
agreement. The accountants should advise the 
registrant on wording of the agreement so that 
impossible demands will not be placed on the 
accountants. . , 

II . Dating 

A. The letter is dated on or shortly before the 
"closing date" (the date the securities are de
livered to the underwriter in exchange for net 
sale proceeds). 

B. The underwriting agreement will normally specify 
the date. The accountants should see that the 
date specified does not place an unreasonable 
burden on them. 

III. Address. The letter may be addressed to the reg
istrant, to the underwriters, or to both jointly. 

IV. An introductory paragraph should be included stat
ing the scope of the examination and explaining 
the abbreviated terms to be used in the body of 
the letter. An example follows: 
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We have made an examination of the consol
ida ted ' financial statements and schedules of the _ 
Blank Company, Inc., and its subsidiaries as of 
December 31, 1964 and for the three years then 
ended,- and of the related summary of earnings 
f or the five years ended December 31, 1964, and 
our opinions with respect to the foregoing are 
included in the registration statement 
(No. 2-00000) filed by the Company under the 
Securities Act of 1933 (the "Act"). Such reg
istration statement and the related prospectus .• 
as amended at the time such registration state
ment became effective, are herein referred to 
respectively as the "Registration Statement" 
and the "Prospectus . " 

Sometimes the foregoing paragraph is preceded 
by a paragraph somewhat as follows: 

This letter is written at your request (or 
at the request of The Blank Company, Inc., if 
the letter is not addressed to the registrant) 
pursuant to Section 8 of an agreement of 
April 18, 1965 between the Company and' The 
Blank Underwriters. 

V. The letter should contain a statement concerning 
the accountants' independence. For example: 

We are independent publiC accountants as 
required by the Act and the applicable pubHshed 
rules and regulations thereunder. 

VI . A statement concerning the compliance of the fi
nancial statements as to form with SEC regulations 
may be requested in the agreement. For example: 

In our opinion, the financial statements 
and schedules and the summary of earnings exam
ined by us and included or incorporated by ref
erence in the Prospectus or elsewhere in the 
Registration Statement comply (as to form) in 
all material respects with the applicable 
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accounting requirements of the Act and of the 
published rules and regulations thereunder 
with r espect to registration statements on 
Form __ _ 

VII . Unaudited financial statements and subseq~ent 
changes . 

A. Comments required in the letter may concern: 

1. Unaudited financial sta tements included in 
the registration statement. 

2. Changes in capital stock a nd long term debt . 

3. Material adverse changes in financial posi
tion or operations' results subsequent to 
the latest financial statements in the reg
istration statement . 

B. The following guides a r e important when comment 
ing on the matters in A. 

1. Procedures followed should be specified. Do 
not use terms such as "review," "limited re
view," etc., unless the procedures compre
hended by such terms are clearly speCified. 

2. Avoid statements that the accounting records 
were tested unless they specifically were. 

3. State that interim financial statements were 
not examined, and that the work done was not 
an examination made in accordance with gen
erally accepted auditing standards. 

4. Disclaim opinion on the interim statements. 

5. If the underwriting agreement calls for com
ments on adverse changes, application of 
generally accepted accounting principles or 
instances of non- compliance with SEC regula
tions, state in the letter that the 



procedures followed would not necessarily 
r evea l such matters. 

6. Working papers r e l ated to the letter should 
be so prepared as to con~titute adequate 
evidence of what was done, comparisons made, 
and discussions with corporate officials and 
others. 

C. Unaudited Financial Statements . 

1. Comments concerning unaudited statements 
should always be in the f orm of negative as
surance ordinarily with respec t to: 

a. Conformity with conSistently applied, gen
erally accepted accounting principles . 

b. Material adjustments required for fair 
presentat ion . 

c. Compliance as to form with applicable ac
counting r equirements. 

2 . When data for the l atest interim period per 
unaudited statements are compar ed with the 
corresponding period of the previous year, 
the da ta are usually presented as though the 
previous year's interim statements are unau
dited, even though the financial statements 
covering the entire previous year were au
dited . In such circumstances, the accoun
tant should indicate that the data for the 
previous year was audited with respect to 
the whole year, not an interim period . 

D. Subsequent Changes . 

1. Give only negative assurance as to subsequent 
changes relating to absence of change in 

41 



capital stock or long term debt and material 
adverse changes in financial position or op
erations' results. 

2. Comments as to material adverse changes re
late to the "comfort" period. The "comfort" 
period ends on the cut- off date and begins: 

a . Immediately after the date of the latest 
balance sheet in the registration state
ment, (in the case of changes in financial 
position) or, 

b. Immediately after the latest period repre
sented in the earnings summary (in the 
case of changes in operations' results) . 

3. The underwriting agreement may specify the 
period(s) with which the "comfort" period is 
to be compared. In addition to making com
parisons based on the latest financial state
ments, the accountants should read minutes 
and make inquiries to corporate officials. 

4 . The type of changes the accountants should 
refer to is limited to what would be shown 
in financial stat~~ents at the cut-off date 
for the "('omfort" period then ended (if 
statements could be prepared). This limit a
tion should be classified in the letter as 
follows: 

The terms "financial position" and "results 
of operations" are used in this letter in their 
conventional accounting sense; accordingly, they 
relate to the financial statements of the busi
ness as a whole and have the same meaning when 
used in this letter as in our opinion contained 
in the Registration Statement and Prospectus. 
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5 . What constitutes an adverse change in a mat 
ter of disagreement and is subject to the 
accountants' judgment. 

6. Any indications of material adverse cqanges 
should be discussed with the client. The 
accountant should tell the client of his in
tentions as to what will be disclosed in the 
letter, making sure that the client under
stands the significance of any exceptions . 

E. Disclosure in Prospectus 

1. The negative assurances given do Dot require 
specific references to changes which are 
disclosed in the registration statement. 
This is effected by stating "except as ,!et 
forth in or contemplated by the registration 
statement and prospectus." 

2 . If it appears that a ' change occurred during 
the comfort period, the accountants should 
scrutinize the registration statement and 
prospectus to see if such change is set 
forth or contemplated therein. 

3. Examples of changes set forth or contem
plated may be: 

a. Payment of long term debt . 

b. Issue of stock under option plan. 

c. Payment of dividends. 

d. Adverse earning trend due to seasonal 
factors . 

e . Changes in application of accounting 
principles. 

VIII . Effect of qualified opinion. 
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A. Usually the SEC will not permit a registration 
statement to become effective if the accoun
tants' opinion on the financial statements is 
qualified as to scope of the examination or ac
counting principles . When the SEC permits the 
registration to become effective even though 
the opinion is qualified, the accountant may 
not be in a posit ion to give an opinion that 
the financial statements in the regis tration 
statement comply as to form with SEC Regula
tions . 

B. The SEC will usually accept a "subject to" 
qualification when the outcome of negotiations 
or litigation concerning taxes, renegotiation, 
recovery of research and development costs, 
etc. is ensure. 

C. If the opinion is qualified it should be so 
stated in the opening paragraph. 

IX . The comfort letter should be concluded as follows: 

This letter is solely for the information 
of the Company and the underwriters and is not 
to be referred to in whole or in part in the 
registration statement, prospectus, or any 
other similar document, or quoted by excerpt or 
reference outside the underwriting group in 
connection with the registration under the Act 
or the sale of securities, except for any ref 
erence to it in the underwriting agreement or 
in any list of clOSing documents. 

X. Other Accountants 

A. Comfort letters are sometimes requested from 
more than one accountant in connection with 
subsequent sales of shares after a recent 
merger. Each accountant must be independent 
with respect to his client. Accountants for 
the absorbed company would not be required to 
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have been independent with respect to the com
pany whose shares are being registered. 

B. Such accountants should make clear the extent 
of their independence .as follows: 

We are independent public accountants 
with respect to Company B within the meaning 
of the Securit i es Act of 1933 and the rules 
and regulations thereunder. 

C. If different accountants are exam~n~ng var i ous 
units of one registrant, then the one report
ing on the consolidated statements should ob
tain letters from the others . These others 
should state their independence with respect 
to the parent company . The accountant report
ing on the parent should let the other accoun
tants know that he expects a letter so they can 
be prepared. 

XI . Tables and other Compilations of Financia l Infor
mation. 

A. Sometimes the underwriting agreement calls for 
the accountant to ~ake comments on tables, 
statistics , etc . 

B. The fo llowing guides should be followed when 
commenting on such data: 

1. Give no more than negative assurance. 

2. State the basis for negative assurance. 

Examples of appropriate phrases are: 

a. For the period covered by the examina
tion- "during the course of our examina
tion." 
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b. For the comfort period - "as a result of 
the limited procedures described in this 
letter. II 

c . When additional procedures are appropri
ate - " - - - - Made inquiries of offi
cials responsible for financial and ac
counting matters as to whether the account
ing information set forth in the Regis 
t ration Statement and Prospectus under the 
captions I _ _ _ _ _ _ I and I _ 

requires any material adjustment for a fair 
presentation . II 

3. Avoid terms used in the standard short form 
opinion. 

4 . Don't use terms such as "correctly stated ," 
"adequately presented," "adequately dil!~ 
closed, It etc. 

5. Identify infdrmation covered by specific 
r eferences to captions, tables, page num
bers , etc. Don ' t use broad designations. 

6. Avoid implying r esponsibility for lega l in
terpretations by an appropr1ate dis~laimer 
of opinion. • C. Examples of negative assurance. 

1. For financial information of che type re
ferred to above 

During the course of our aforementioned 
examination of the financial statements for the 
yea r ended December 31, 1964, nothing came to 
our attention which caused us to believe that 
the accounting information set forth in the 
Registra tion Statement and Prospectus under 
the caption "Remuneration of Directors and Of
ficers" required any material adjustment fOl; a 
fair presentation. 
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2. For financial information concerning an un
audited period. 

The limited procedures described in this 
letter did not bring anything to our attenti~n 
which caused us to believe that the accounting 
information set forth in the Registration 
Statement and Prospectus under the caption 
"Capitalization" requires any material adjust 
ment for a fair presentation . 

3. For financial information involving legal 
interpretations. 

During the course of our examination . . 
(see above, but expand period to three years, 
if appropriate) . . . and as a result of the 
limited procedures described in this letter , 
nothing came to our attention which caused us 
to believe that the accounting information set 
forth in the Registration Statement and Prospec
tus under the caption "Recent Sales of Unreg i s 
tered Securities" requires any material adj ust
ment for a fair presentation, to the extent 
such accounting information is ref l ected in the 
accounting records, and excluding any quest ions 
of legal interpretation. 

XII. Example of a letter for underwriters. 

EXAMPLE 

This letter is based on a situation in which 
the registration statement includes an audited 
consolidated balance sheet as of December 31, 1964 , 
statements of consolidated income and surplus for 
the three years then ended, and a summary of con
solidated earnings for the five years then ended . 
No unaudited financial statements are included in 
the registration statement but the capitalizat ion 
table is as of a date later than the balance sheet . 
The underwriting agreement mades no reference t o 
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schedules but requires an op1n10n as to compli
ance, a representation as to independence, and 
negative assurance relating to the absence of 
material adverse changes in financial position 
or results of operations and changes in capitali
zation; the underwriters have agreed, in advance, 
that the corresponding period of the previous 
year might be used for pusposes of comparison 

, with the results of operations for the current 
interim period. 

Dear Sirs: 

This letter is written at your request to 
enable Blank Company to comply with Section 10 of 
its agreement of April 17, 1965, with the Under
writers, Inc. 

We have made an examination of the consoli
dated financial statements of Blank Company (the 
"Company") and its subsidiaries as of December 31, 
1964, and for the three years then ended, and of 
the related su~ary of consolidated earnings for 
the five years ended December 31, 1964, and our 
opinion with respect to the foregoing is included 
in the registration statement (No. 2-00000) filed 
by the Company under the Securities Act of 1933 
(the "Act"). Such registration statement and the 
related prospectus, as amended at the time such 
registration statement became effective, are 
herein referred to respectively as the "Regis
tration Stateme:1t" and the "Prospectus." 

We are independ~~t publiC accountants as re
quired by the Act and the applicable published 
rules and regulations thereunder. 

In our opinion, the financial statements and 
summary of earnings examined by us and included 
in the Prospectus comply as to form in all mate
rial respects with the applicable accounting re
quirements of the Act and of the published rules 



and regulations thereunder with respect to Reg
istration Statements on Form S-l. 

We have not made an examination of any fi
nancial statements of the Company or any of its 
subsidiaries as of any date or for any period 
subsequent to December 31, 1964, and, therefore, 
we are unable to and do not express any opinion 
on any such financial statements. However, we 
have, at the Company's request, carried out pro
cedures and made inquiries with respect to the 
period from December 31, 1964 to May 25, 1965 as 
follows: 

1. read the interim unaudited consolidated finan
cial statements of the Company and its subsid
iaries covering the period from January 1, 
1965, to April 30, 1965, officials of the Com
pany having advised us that no such financial 
s t atements as of any date or for any period 
subsequent to April 30, 1965 were available ; 

2 . read the 1965 minutes of the meetings of the 
stockholders, the Board of Directors, and the 
executive and finance committees of the Com
pany and its subsidiaries as set forth in the 

• minute books at May 25, 1965, offiCials of the 
Company having advised us that the minutes of 
all such meetings through that date were · set 
forth therein; and 

3. made inquiries of certain officials of the 
Company and its subsidiaries who have respon
sibility for financial and accounting matters 
as to whether since March 31, 1965 there had 
been any change in the consolidated capital \ 
stock or long-term debt of the companies from 
that shown as of March 31, 1965 under the cap
tion "Capitalization" in the Prospectus, and 
as to whether since December 31, 1964 there 
has been any material adverse change in the 
consolidated financial posi tion or consoli
dated results of operations. 
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The foregoing procedures and inquiries do not 
constitute an examination made in accordance with 
generally accepted auditing standards; also they 
would not necessarily reve~l material adverse 
changes in the financial position or results of 
operations or inconsistencies in the application 
of generally accepted accounting prinCiples. 

We may state, however, ~hat the foregoing 
procedures and inquiries did not cause us to be
lieve that during the period from ~>rch 31, 1965 
to May 25, 1965, there was any change in the cap
ital stock or funded debt of t he Company on a 
consolidated basis from that shown or contemplated 
under the caption "Capitalization" in the Prospec
tus or that during the period from January 1, 1965 
to May 25, 1965 there was any material adverse 
change in the consolidated financial pOSition of 
the Company and its subsidiaries from that set 
forth by the consolidated balance sheet as of De
cember 31, 1964 included in the Prospectus or any 
material adverse change in the consolidated re
sults of their operations as compared with the 
corresponding period in the preceding year, ex
cept in all instances as set forth in 6r ~mtem
plated by the Registration Statement and Prospec
tus or as occasioned by the declaration or pay
ment of dividends. 

The terms "financial position" and "results 
of operations" are used in this letter in their 
conventional accounting sense; accordingly, they 
relate to the financial statements of the business 
as a whole and have the same meaning when used in 
this letter as in our opinion contained in the 
Registration Statement and Prospectus. 

This letter is solely for the information of 
the Company and the Underwriters and is not to be 
referred to in whole or in part in the Registra
tion Statement of Prospectus or quoted by excerpt 
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or reference outside the underwriting group in 
connection with the registration under the Act 
or the sale of securities except for any ref
erence to it in an under writing agreement or in 
any list of clos i ng documents . 
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STATEMENT NO . 36 

INVENTORY 

I. Prior Pronouncements : 

In cases where the inventory is determined 
solely by means of a physical inventory at the end 
of the accounting period (or at a date prior or 
subsequent thereto but within a reasonable time 
thereof, with adequate records supporting the in
terim changes), it will ordinarily be necessary 
for the foregoing procedures to be followed at 
that time. 

In cases where the concern mai ntains well 
kept and controlled perpetual inventory records 
supported by (1) a complete physical i nventory at 
a date not coincident with the balance sheet date, 
or (2) physical inventories of individual items 
taken from time to time so that the quantity of 
each item on hand is compared with the inventory 
record for that item at least once in each year, 
it will be satisfactory to undertake the procedure 
outlined at any interim date or dates selected by 
the auditor, his purpose being to satisfy himself 
as to the credibility of the perpetual inventory 
records and whether they may be relied · upon to sup
port the inventory totals as shown on the balance 
sheet . 

The above has generally been understood as 
requiring the client to make a complete physical 
count of all items each year in order for the in
dependent auditor to satisfy himself by his tests 
as to inventory quantities within the meaning of 
generally accepted auditing standards. 

II . Revision: 

In recent years, some companies have devel 
oped inventory controls or methods of determining 



inventories , including statistical sampling, of 
sufficient reliability to make an annual physical 
count of each item of inventory unnecessary. The 
purpose of this statement is t o recognize this de
velopment. 

Where a client's inventory control pr ocedures 
or methods of determining inventori es are highly 
effective, an accurate determination of inventory 
quantities may be made without a count of all 
items each year. In such circumstances, the inde
pendent "auditor must satisfy himself that client's 
procedures or methods are sufficiently reliabl e to 
produce results comparable to those which would be 
obtained br a complete physical inventory each 
year. If statistical sampli ng methods are used by 
the client in the taking of the physical inven
tory, the independent aud i tor must be satisfied 
that the sampling plan has stati stical validity, 
that it has been properly applied and that the r e 
sulting precision and reliability, as defined sta
tistically, are reasonable in the circumstances. 

If the independent auditor is able to satiSfy 
himself as set forth in the preceding paragraph 
and has carried out adequate inventory observation 
pr ocedures (see paragraphs 16, 17 and 19 of 
Chap. 6 of Statements on Auditing Procedure No. 
33), he has complied with generally accepted au
di t ing standards and t he disclosure requirement 
referred to in paragraph 27 of Chap. 10 of State
ments on Auditing Procedure No. 33 does not apply. 
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STATEMENT 00. 37 

PUBLIC WAREHOUSES 

I Types of Warehouses: 

A. Terminal Warehouse. The principal economic 
function of a terminal warehouse is to furnish 
storage . It may, however, perform other func
tions, including packaging and billing. It may 
be used to store a wide variety of goods or 
only a particular type of commodity. 

B. Field Warehouse. A field warehouse is estab
lished in space leased by the warehouseman on 
the premises of the owner of the goods· or the 
premises of a customer of the owner. In most 
circumstances, all or most of the personnel at 
the warehouse location are employed by the 
warehouseman from among employees of the owner 
(or customer ) usual ly from among those who pre
viously have been responsible for custody and 
handling of the goods. Field warehousing is 
essentially a financing arrangement rather than 
a storage operation. The warehouse is estab
lished to permit the warehouseman to take and 
maintain custody of goods and issue warehouse 
receipts to be used as collateral for a loan or 
other form of credit. 

Warehouses may be classified also by types of 
goods stored . Foods and other perishable prod
ucts may be stored in refrigerated warehouses, 
constructed and equipped to meet controlled 
temperature and special handling requirements . 
Certain bulk commodities, such as agricultural 
products and chemicals, are stored in commodity 
warehouses; these warehouses often are designed 
and equipped to store only one commodity, and 
fungible goods are frequently commingled with
out regard to ownership. A wide variety of 
goods, usually not requiring special storage, 
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are stored in general merchandise warehouses . 
Some warehouses confine their activities to 
storing furniture, other household goods, and 
personal effects. 

II. Warehouse Receipts: 

A. Warehouse receipts may be in negotiable or non
negotiable form and may be used as evidence of 
collateral for loans or other forms of credit . 
Goods represented by a negotiable warehouse·re
ceipt may be released only upon surrender of 
the receipt to the warehouseman for cancella
tion or endorsement, whereas goods represented 
by a non-negotiable receipt may be released 
upon valid instructions without need for sur
render of receipt. Other important ways in 
which the two kinds of receipts differ conCern 
the manner in which right of possession to the 
goods they represent may be transferred from 
one party to another and rights acquired by 
bona fide purchasers of the receipts. 

B. Since goods covered by non-negotiable receipts 
may be released without surrender of the re
ceipt, such outstanding receipts are not neces
sarily an indication of accountability on the 
part of warehouseman or of evidence of owner
ship by the depositor . Since goods are fre
quently withdrawn piecemeal, the warehouseman's 
accountability at any given time is for the 
quantity of goods for which recei~ts have been 
issued minus the quantities released against 
properly authorized withdrawal instructions . 

c. Prenumbered receipt forms should be used, and 
procedures established for accounting for all 
forms used and for cancellation of negotiable 
receipts when goods have been delivered. Un
used forms should be safeguarded against theft 
or misuse and their custody assigned to a re
sponSible employee who is not authorized to 
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prepare or sign receipts. Receipt forms should 
be furnished only to authorized persons, and in 
a quantity limited to the number required for 
current use. The signer of receipts should as
certain that the receipts are supported by re
ceiving records or other underlying documents . 
Receipts should be prepared and completed in a 
manner designed to prevent alteration. Autho
rized signers should be a limited number of re
sponsible employees. 

III . Insurance: 

The adequacy as to type and amount of insur
ance coverage carried by the warehouseman should 
be reviewed at appropriate intervals. 

IV . Wa rehouseman: 

A. Internal Controls: 

1. Goods held in custody for others are not 
owned by the warehouseman and, therefore, do 
not appear as assets in his financial state
ments. Similarly, the related custodial re
sponsibility does not appear as a liability. 
However, as in other businesses, the ware
houseman is exposed to the risk of loss Or 
claims f or damage stemming from faulty per
formance of his operating functions . Faulty 
performance may take the form of loss or im
proper release of goods, improper issuance 
of warehouse receipts, failur e to maintain 
effective custOdy of goods so that lenders' 
preferential liens are lost, and other forms. 

2 . In the broad sense, internal controls of a 
business may be characterized as either ac
counting or administrative. Acc~ting con
trols generally bear directly and impor
tantly on reliability of financial records, 
and ther efore require evaluatioa by the in
dependent auditor. Administrative controls 
are concerned mainly with oper~tional effi
ciency and adherence to mana~rial policies. 
Administrative controls ordinarily relate 
only indir ectly to financial records and, 
therefore, would not require evaluation by 



the auditor. However, if the auditor be
lieves that certain administrative controls 
may have an important bearing on the reli
ability of the financial records, he should 
consider the need for evaluating such con
trols. The recommendation herein that the 
independent auditor of the warehouseman make 
a study and evaluation of administrative 
controls is based upon the important rela
tionship of such controls to the custodial 
responsibilities of the warehouseman, which 
are not reflected in his financial state~ 
ments. Significant unrecorded liabilities 
may arise if these custodial responsibili 
ties are not discharged properly. 

3. Whether and to what extent the suggested 
control procedures that follow may be appli 
cable to a particular warehouse operation 
will depend on nature of the operation, of 
the goods stored, and of the warehouseman's 
organization. Appropriate segregation of 
duties in the performance of the respective 
operating functions should be emphasized. 

B. Receiving. Storing. and 
Delivering Goods: 

Receipts should be issued for all goods admit 
ted into storage. Receiving clerks should pre
pare reports as to all goods received. The re
ceiving report should be compared with quanti
ties shown on bills of lading or other docu
ments received from owner or other outside 
sources by an employee independent of receiv
ing, storing and shipping . Goods received 
should be inspected, counted, weighed, mea
sured, or graded in accordance with applicable 
re~rements. There should be a periodic check 
of the accuracy of any mechanical facilities 
used for these purposes. 

Unless commingling is unavoidable, such as with 
fungible goods, goods should be stored so that 
each lot is segregated and identified with the 
pertinent warehouse receipt. Warehouse office 
records should show the location of the goods 
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represented by each outstanding receipt. 
Instructions should be issued that goods may 
be released only on proper authorization 
which, in the case of negotiable receipts, 
includes surrender of the receipt. Access 
to the storage area should be limited to 
those employees whose duties require it, and 
custo~ of keys should be controlled. 

Periodic statements t o customers should 
identify the goods held and request that 
discrepancies be reported ~o a specified em
ployee who is not connected with receiving, 
storing and delivery of goods. The stored 
goods should be physically counted or tested 
periodically, and the quanti t ies sqould be 
reconciled with the records by an employee 
independent of the storage function; the ex
tent to which this is done may depend on the 
nature of the goods, the rate of turnover, 
and the effectiveness of other control pro
cedures. Where the goods are perishable, a 
regular schedule for inspection of condition 
should be established. 

Protective devices such as burglar alarms, 
fire alarms, sprinkler systems, and tempera
ture and humidity controls should be in
spected regularly. 

Goods should be released from the warehouse 
only on basis of written instructions re
ceived from an authorized employee who does 
not have access to the goods. Counts of 
goods released as made by stock clerks 
should be independently checked by shipping 
clerks or others and the t~70 counts should be 
compared before the goods are released . 
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v. Prior Pronouncements: 

A. In the case of inventories which in the ordi
nary course of business are in the hands of 
public warehouses or other outside custodians, 
direct confirmation in writing from the custo
dians is acceptable provided that where the 
amount involved represents a significant pro
portion of the current assets or total assets, 
supplemental inquiries are made to satisfy the 
independent auditor as to the bona fides of-the 
situation. 

B. Generally accepted auditing standards are 
broad criteria as to the quality of performance 
and objectives to be attained by an independent 
auditor in his examination of financial state
ments and in reporting on them. Auditing pro
cedures, on the other hand, relate to steps t o 
be taken by auditor in complying with the stan
dards in making his examination. 

C. The management of a busines s has the responsi
bility for proper recording of transactions in 
its books of account, for safeguarding its as
sets, and for the substantial accuracy and ade
quacy of its financial statements. The inde
pendent auditor is not an insurer or guarantor; 
his responsibility is to express a professional 
opinion on the financial statements he has ex
amined. 

VI. Summary of Recommendations: 

A. Make a study and evaluation of the effective
ness of both accounting controls and adminis 
trative controls, as defined in paragraph five 
of Chap. 5 of Statements on Auditing Procedure 
No. 33, relating to the accountability for and 
the custody of all goods placed in the ware 
house. 
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B. Test the warehouseman's records relating to ac
countability for all goods placed in his cus 
tody. 

C. Test the warehouseman's accountability under 
recorded outstanding warehouse receipts. 

D. Observe physical counts of the goods in cus
tody, wherever practicable and reasonable, and 
reconcile tests of such counts with records of 
goods stored. 

E. Confirm accountability (to the extent consid
ered necessary) by direct communication with 
holders of warehouse receipts. 

The independent auditor should apply such other 
procedures he considers necessary in the circum
stances. 

Warehousing activities are diverse because the 
warehoused goods are diverse, the purposes of 
placing goods in custody are varied, and the 
scope of operations of warehouses is not uni
f orm. The independent auditor has responSibil
ity to exercise his judgment in determining 
what procedures, including those recommended 
in this report, are necessary in the circum
stances to afford a reasonable basis for his 
opinion on the financial statements . 

VII. Investigation of Warehouseman by Owner: 

A. Before goods are placed in a warehouseman's 
custody the owner should : 

1. Consider the business reputation and finan
cial standing of the warehous eman . 

2. Inspect the phYSical facilities . 
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3. Inquire as to the type and adequacy of the 
warehouseman ' s 

a. Insurance 

b . Control procedures 

c . Licensing and bonding 

d . Results of inspection by governmental 
agencies 

4. Review the warehouseman's financial state
ments and the related reports of indepen
dent auditors. 

B. After goods are placed in a warehouseman's cus
tody the owner should: 

1. Physically count the goods wherever practi 
cable and rea sonable . 

2 . Reconcile quantities shown on statements re
ceived from the warehouseman with the owner 
owner ' s records. 

C. Auditor ' s responsibi l ity : 

Review owner's control procedures ; observe 
physical counts of goods wherever practicable 
and reasonable; discuss wi th owner his proce
dures in investigating t he warehouseman ; ob
t a in f rom lenders pert inent details of any 
warehouse receipts that have been pledged as 
collateral by direc t confirmation . 
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ST,nEMENT NO . 38 

UNAUDITED FINANCIAL STATEMENTS 

(Super sedes pa r . 17 & 18 of Chap . 10 of 
Scacemencs on Auditing Procedure No . 33) 

I . A CPA may be engaged to prepare, or to assist his 
client in prepa r ing , unaudited financial state
ments . Thi s ty pe of engagement is an accounting 
service as distingui shed from an examination of 
financial statements in accordance with generally 
accepted auditing standards . This accounting 
service, which may inc lude assistance in adjust
ing and closing the general books, frequently is 
rendered as an adjunct to the preparation of tax 
returns . Although a CPA may have prepared, or 
assisted in preparing, unaudited financial state
ments, the stacements are r epresentations of man
agement, and the fairness of their representation 
i s management ' s responsibility. 

II . For purposes of this Statement, financial state
ments a re unaudited if the CPA (a) has not ap
plied any auditing procedures to them, or (b) has 
not applied audit ing procedures which are suffi
cient to permit him to express an opinion concern
ing them. The CPA has no responsibility to apply 
any auditing proc edures to unaudited financia l 
sta tements . 

III . A CPA is associated with unaudited financia l 
statements when he has consented to use of his 
name in a repor t , document or written communica 
tion setting forth or containing the statements . 
Further, when a CPA submits cO his client or 
others, with or without a covering leccer, unau
dited financial scatemencs which he has prepared 
or assisted in preparing, he is deemed to be as 
sociated with such scatements. This associacion 
i s deemed cO exist even though the CPA does not 
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append his name to the financial statements or 
uses "plain paper" rather than his own statio
nery. However, association does not arise if the 
CPA, as a n accommodation to his client, merely 
types on "plain paper" or reproduces unaudi ted 
financial s tatements so long as he has not pre
pared or otherwise assisted in preparing the 
statements and so long as he submits them only to 
his client. 

IV . The committee believes that a disclaimer of op1n
ion should accompany unaudited fi~ncial state
ments with which a CPA is associated. Disclaimer 
of opinion is the means by which a CPA clearly 
indicates the fact that he has not audited the 
financial statements and accordingly does not ex
press an opinion on them. An example of such · a 
disclaimer of opinion is as follows: 

"The accompanying balance sheet of 
X Co. as of Dec. 31, 19xx and the re
lated statement(s) of income and re- • 
tained earni ngs for the year then ended 
were not aud i ted by us and accordingly 
we do not express an opinion on them." 

The disclaimer of opinion may accompany the au
dited financial statements, or it may be placed 
directly on them. In addition, each page of the 
financial statements should be clearly and con
spicuously marked as unaudited. 

V. A CPA may be retained by his client to perform 
routine bookkeeping services or to prepare finan
cial statements for the client's internal use 
only, possibly on a monthly or quarterly basis. 
For such statements, it may not be necessary to 
include all footnotes or other disclosures that 
might otherwise be desirable . Under these cir
cumstances. the accountant should add to the dis
claimer of opinion a sentence to the effect that 

63 



financial statements are restricted to internal 
use by the client and therefore do not necessar
ily include all disclosures that might be re 
guired for a fair presentation . 

VI. Because unaudited financial statements, by defini
tion, have not been audited by the CPA, he cannot 
be expected to have an opinion as to whether such 
statements have been prepared in confOrmity with 
generally accepted accounting principles. How
ever, if the CPA concludes on the basis of facts 
known to him that unaudited financial statement s 
with which he may become associated are not in 
conformity with generally accepted accounting 
principles, which includes adequate disclosure, 
he should insist (except under the conditions de
scribed in paragraph V) upon appropriate revi
sion; failing that , he should set forth clearly 
his reservations in his disclaimer of opinion. 
His disclaimer should refer specifically to the 
nature of his reservations and to the effect, if 
known to him, on the financial statements . 

VII . If, under circumstances such as those desc ribed 
in paragraph VI, the client will not agree to ap
propriate revision or will not accept the accOun
tant's disclaimer of opinion with the reserva
tions clearly set forth, the accountant should 
refuse to be associated with the financial state
ments and, if necessary , withdraw f rom the en
gagement . Further, the CPA should refuse to pro
vide typing or reproduction services or to be as
sociated in any way with unaudited financial 
statements which, on the basis of facts known to 
him , he concludes are raIse or intended to mis 
lead . 

VIII . Any auditing procedures that may have been per
formed in connection with unaudited financial 
statements ordinarily should not be described in 
the accountant ' s report; to do so might cause the 
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reader to believe that the financial statements 
have been audited. However, in connection with 
letters for underwriters (see Statements on Au
diting Procedure U35) or letters pursuant to 
agreements between a prospective buyer ana seller 
of a business, or in similar circumstances, it 
may be appropriate for an accountant to describe 
the limited procedures applied with respect to 
unaudited financial statements . The accountant 
should specify in such letters or reports that 
their distribution is to be restricted solely to 
the parties involved. 

IX. Normally, a CPA's name would not appear in client
prepared reports setting forth unaudited financial 
statements. If an accountant is aware that his 
name is to be included, he should request (a) 
that his name not be included in the report, or 
(b) that the financial statements be marked as 
unaudited and that there be a notation that he 
does not express an opinion on them. If the cli
ent does not comply, the accountant should advise 
him that he has not consented to the use of his 
name . 

x. Published annual reports of companies customarily 
include financial statements for the prior year 
for comparative purposes. Paragraph 48 of 
Chp. 10 of Statements on Auditing Procedure 
No. 33 states that where an independent auditor 
"has not made an examination of prior year's 
statements, there should be appropriate disclo
sure in the statement or in auditor's report." 
If the prior year's statements have not been au
dited by anyone, they should be clearly and con
spicuously marked on each page as unaudited, or 
the auditor should insert in his report a dis
claimer such as: 
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"We did not examine the financial 
statements for the year , and, ac-
cordingly, do not express an opinion on 
them. II 

If the prior year's statements are appropriately 
marked as unaudited, the disclaimer above is not 
necessary because the report of the independent 
auditor limits his opinion to the current year's 
financial statements . It should be noted that 
paragraph 48 of Chapter 10 of Statements on Au
diting Procedure No. 33 also sta t es that the au
ditor should make appropriate disc losure in his 
report where he has significant exceptions or 
reservations as to the prior year's statements . 

XI. A similar situation exists for documents filed 
with the SEC, wherein financial statements cover
ing a number of years and possibly interim periods 
may be requi.red. Under rules and regulations of 
the Commission, certain of these financial state
ments must be audited by independent public ac
countants, whereas others may be included in the 
filings without audit . In such cases, it is not 
necessary that a disclaimer of opinion accompany 
the unaudited financial statements. For a dis
cussion of certain responsibilities of accountants 
resulting from inclusion of their rep9rts in doc
uments filed with the SEC, see Paragraph 10 through 
16 of Chapter 1 of Statements on Auditing Procedure 
No. 33. 

XII. This Statement does not apply to tax returns and 
other data prepared solely for submission to taxing 
authorities. 
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STATEMENT NO. 39 

WORKING PAPERS 

I . PUrPose of This Statement: 

The purpose of this statement is to provi de 
guidance for the >independent auditor regarding 
working papers for examination of financial state
ments or other engagements to which any of the 
generally accepted auditing standards apply . There 
is no intention to specify the form or details of 
content of working papers since they ' should be de
signed to meet the circumstances and the auditor's 
needs on the individual engagement; nor is there 
any intention to imply that the auditor would be 
precluded from supporting his opinion and his rep
resentation as to compliance with auditing stan
dards by other means in addition to working papers . 
Since this is the first statement the Comauttee has 
issued dealing with the subj~ct of working papers, 
it recognizes that some of the guidelines set forth 
herein may go beyond current general practice. 

II. Functions and Nature of Working Papers: 

A. Working papers serve mainly to: 

1. Aid the auditor in the conduct of his work; 
and 

2 . Provide i mportant support for the auditor 's 
opinion, including his representation as to 
compliance with auditing stand~rds . 

B. Working papers are the records kept by the in
dependent auditor of procedures tie followed, 
tests he performed, information he obtained, 
and conclusions he reached pertinent to his ex
amination . Working papers, accordingly, may in
clude work programs, analyses, memoranda, let
ters of confirmation and representation, ab
stracts of company documents, and schedules of 
commentaries prepared or obtained by the audi-
tor. > 
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c. Working papers should fit the circumstances and 
the auditor's needs on the engagement to which 
they apply. Factors affecting the independent 
auditor's judgment as to quantity, type and con
tent of working papers desirable for a par ticular 
engagement include: (a) the nature of the audi
tor'~ report; (b) the nature of financial state
ments, schedules or other information upon which 
the auditor is reporting; (c) the nature and con
dition of the client ' s records and internal con
trols; (d) the needs .in the particular circum
stances for super vision and review of the work 
performed by any assistants. 

I II. Guidelines: 

A. Although the quantity, type and content of work
ing papers will vary with circumstances, they 
generally would include or show: 

1. Data s uff i cient to demonstrate that the finan
cial statements or other information upon 
which the auditor is reporting were in agree
ment with (or r econciled with) the client's 
records . , 

2. That the engagement had been planned, such as 
by use of work programs, and that the work of 
any assistants had been supervised and re
viewed , indicating observance of the first 
standard of field work. 

3 . That the client ' s system of internal control 
had been reviewed and evaluated in determin
ing the extent of the tests to which audit
ing pr ocedures Were restricted, indicating 
observance of the second standard of field 
wQrk. 

4. The auditing procedures followed and testing 
performed in obtaining evidential matter, 
indicating obser vance of the third standard 
of field work. The record in these respects 
may take various forms, including memoranda, 
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check lists, work programs and schedules and 
would generally permit reasonable identifi 
cation of the work done by th~ auditor. 

S. How exceptions and unusual matter s, if any , 
disclosed by the independent auditor's pr o
cedures were resolved or treated. 

6 . Appropriate commentaries prepared by the au
ditor indicating his conclusions concerning 
significant aspects of the engagement .' 

IV . Ownership and Custody of Working Papers: 

A. Working papers are the property of the i ndepen
dent auditor, and in a number of states, t here 
are statutes which designate the auditor as t he 
owner of working papers . The auditor's rights 
of ownership of the working papers, however , 
are subject to those et hical limitations de 
Signed to prevent improper di sclosures by t he 
auditor of confidential matters relating to his 
clients' affairs. 

B. While the independent auditor's working papers 
may serve as a useful r eference source from t ime 
to time for his client, the papers should n~ be 
regarded as constituting a par t of, or as a s ub
stitute for, the client's accounting r ecords . 

C. An independent auditor should adopt reasonabl e 
procedures for safe custody of his working pa 
pers and should retain them for a period of 
time sufficient to meet the needs of his prac
tice and to satisfy any pertinent legal re
quirements of records retention . 
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STATEMENT NO. 40 

REPORTS FOLLOWING A POOLING OF INTERESTS 

(Supersedes paragraphs 35 and 36 of Chapter 8 of 
Statements on Auditing Procedure No. 33) 

I . When companies have merged or combined in accordance 
with the accounting concept known as a "pooling of 
interests," appropriate effect of the pooling should 
be given in the presentation of balance sheets, re
sults of operations and other historical financial 
data of the continuing business for years prior to 
the year of pooling, as described in paragraph 5 of 
Opinion No . 10 of the Accounting Principles Board. 
If prior year financial statements, presented in 
comparison with current year financial statements, 
are not restated to give appropriate recognition to 
a pooling of interests, the comparative financial 
statements are not presented on a consistent basis. 
In this case, the inconSistency arises not from a 
change in the application of an accounting princi
ple in the current year, but from the lack of such 
application to prior years . Such inconsistency 
would r equi r e a qualification in the independent au
ditor's report. In addition, fai lure to give appro
priate recognition to the pooling in comparative fi
nancial statements is a departure f r om an Opinion 
of the Accounting Principles Board. Therefore, the 
auditor must also give appropriate consideration to 
provisions of the Special Bulletin of the AICPA is
sued in October 1964 relating to disclosures of de
partures from Opinions of the APB . 

II. When single-year statements are presented, a note 
to the financial statements should adequately dis
close the ?ooling transaction and state the revenues 
and net earnings of the constituent companies for 
the preceding year on a combined basis. In such in
stances , disclosure and consistency standards are 
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met. Omission of disclosure of the pooling trans
action and its e ffect on the preceding year would 
require a qualification as to the lack of disclosure 
and consistency in the independent auditor's report. 
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STATEMENT NO. 41 

SUBSEQUENT DISCOVERY OF FACTS EXISTING 

AT THE DATE OF THE AUDITORS REPORT 

I. The purpose of this statement is to establish 
procedures to be followed when the auditor learns 
facts subsequent to his report which might have 
affected the repor t had he known them at the re
port date. 

II. These procedures are often generalized. The 
auditor is advised to consult his attorney when 
circumstances to which this statement may apply 
arise. 

III. It is not suggested that the auditor has any 
obligation to make inquiry or perform audit 
procedures after the report date, unless new in
formation comes to his attention. Also, this 
statement does not apply to events occurring 
after the report date. This statement is not 
intended to be retroactive. 

IV. When the auditor learns of facts which may have 
caused him to investigate if he had known them, 
he should discuss the matter with th~ client and 
request cooperation. 

V. If the subsequently discovered facts are reli
able and if they existed at the date of the au
ditor's report, and if 

A. the report would have been affected and, 

B. he believes that persons are relying on or 
attaching importance to the report (giving 
consideration to the time elapsed since the 
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report was issued) then he should advise the 
clien t to make appropriate disclosure of the 
hcts. 

If the effects can be promptly determined, 
revised financial statements and auditor's re
ports should be issued. Reasons for the revi
sion should be disclosed in a note to the state
ments and referred to in the report. Generally 
only the most recent statements will need to be 
revised. 

If ·the issue of new statements and the ac
companying auditor's report is imminent the re
vision can be disclosed therein. 

If a prolonged investigation is required, 
the client should notify persons who rely on the 
statements and report. If the SEC, stock ex
changes, or regulatory agencies are involved, 
the client should be advised to discuss the mat
ter with them. 

VI. The auditor should satisfy himself that the 
client has made the disclosures . 

VII. If the client refuses to make such disclosures, 
the auditor should notify all members of the 
board of directors of the refusal and proceed 
to take the following steps: (if the attorney 
does not advise differently and if applicable) 

A. Notify the client that the auditor's report 
must no longer be associated with the finan
cial statements. 

B. Notify ?ny regulatory agencies having juris
diction over the client not to rely on the 
report. 
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C. No t ify each person known to rely on the re
port that it is no longer reliable. (This 
step is often impracticable and b, above is 
often the only way disclosure can be made.) 

, 
VIII. The contents of the auditors' disclosure to per

sons other then the client should be governed by 
the following guides: 

A. 'If the investigation is satil'factory a(ld the 
information reliable: 

1. describe the effect the information would 
have had had the auditor known it. In
clude a description of the subsequently 
acquired information and of its effect on 
the financial statements. 

2. present the information as precisely and 
factually as possible . Avoid comments 
concerning the conduct or motives of any 
person. 

B. If the auditor was unable to conduct a satis
factory examination due to the client's non
cooperation, the auditor should merely indi
cate that information has come to his atten
tion which the client has not cooperated in 
substantiating; and that If the information 
is true then the report must not be relied 
upon or associated with the financial state
ments . 

IX. The concepts set forth above apply to all cases 
where auditors have examined and reported on 
financial statements. 



STATEMENT NO . 42 

Reporting When a Certified Public Accountant 
is Not Independent 

I. The purpose of this Statement is to clarify the 
position of the certified public accountant when 
he is considered not independent with respect to a 
client with whose financial statements he is asso
ciated (See Rule 1.01 of Article I of the Code of 
Professional Ethics) and to specify the type of 
disclaimer of opinion which the accountant should 
express in such circumstances . This type of dis
claimer applies whenever the certified publiC ac
countant is not independent, regardless of the ex
tent of services performed. Thus it is applicable 
when the type of disclaimer illustrated in State
ment on Auditing Procedure No. 38 would otherwise 
apply. 

II. The second general standard of generally accepted 
auditing standards, as approved and adopted by the 
membership of the American Institute of Certified 
Public Accountants, requires that "In all matter s 
relating to the assignment an independence in men
tal attitude is to be maintained by the auditor or 
auditors." The independent auditor "must be with
out bias with respect to the client under audit, 
since otherwise he would lack that impartiality 
necessary for the dependability of his findings 
.•.. " When a certified public accountant who 
is not independent is associated with financial 
statements, any procedures he might perform would 
not be in accordance with generally accepted au
diting standards, and accordingly he would be pre
cluded from expressing an opinion on such state
ments . 

III. Under these circumstances the accountant should 
disclaim an opinion with respect to the financi al 
statements and should state specifically that he 
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is not independent. However , the reason for lack 
of independence should not be described; including 
the reason might confuse the reader concerning the 
importance of the impairment of independence. 
Whether or not the accountant is independent is 
something he must decide as a matter of profes
sional judgment. 

IV. The recommended disclaimer of op1n10n, regardless 
of the extent of services performed, is as fol
lows: 

We are not independent wi th respect to XYZ 
Company, and the accompanying balance sheet as of 
December 31, 19 __ and the related statement(s) of 
income and retained earnings for the year then 
ended were not audited by us; accordingly, we do 
not express an opinion on them. 

(Signature and Date) 

Each page of the financial statements should 
clearly and conspicuously be marked "Unaudited- 
see accompanying disclaimer of opinion," unless 
the disclaimer of opinion appears thereon. 

V. Any procedures that may have been performed by the 
accountant in connection with such financial state
ments should not be described in his report; to do 
so might cause the reader to believe that the fi
nancial statements have been audited. 

VI. If the accountant concludes on the basis of facts 
known to him that financial statements with which 
he is associated are not in conformity with gener
ally accepted accounting principles, which include 
adequate disclosure, he should insist upon appro
priate revision; failing that, he should set forth 
clearly his reservations in his disclaimer of 
opinion. The disclaimer should refer specifically 
to the nature of his reservations and to the 
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effect, if known to him, on the financial state
ments . If the client will not agree to the appro
priate revision or will not accept the accoun
tant's disclaimer of opinion with the reservations 
clearly set forth, the accountant should refuse to 
be associated with the financial statements and, 
if necessary, withdraw from the engagement . 
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