RECEIVABLES CIRCULARISATION AS EVIDENCE  

by Rohan Chambers
1. Introduction - Confirmations (circularisations) represent an external source of evidence provided in support of the assertion of existence and, to a lesser extent, valuation and completeness with respect to debtors.

2. While sending confirmations is a normal audit procedure, it may be eliminated if

a) Accounts receivable are immaterial

b) The procedure would be ineffective or

c) The combined assessment of inherent and control risk is low, and that assessment, with other substantive evidence, is sufficient to reduce audit risk to an acceptably low level.

3. There are two types of confirmations

a) Positive form - this type requests a reply from debtors. Most positive forms request the recipient to indicate his/her agreement or disagreement with the information stated on the request.

Illustration


July 20,1999

ABC Corporation

Box 216

Kingston

This request is being sent to you to enable our independent auditors to confirm the correctness of our records. It is not a request for payment.

Our records on December 31, 1999 showed an amount of $8,216.37 receivable from you. Please confirm whether this agrees with your records on that date by signing and returning this form directly to our auditors, CHAMBERS & FORD. An addressed envelope is enclosed for this purpose. If you find any difference please report details directly to our auditors in the space provided below. 

Yours faithfully,

________________

c/o CABLE & WIREFULL*

CHAMBERS & FORD

Box 123

Kingston

The above amount is correct _________. The above amount is incorrect for the following reasons:_______________________

Yours faithfully,

______________

ABC Corporation


* - Management has in fact approved of sending this request by virtue of signing the form.

Other positive forms, "blank forms", do not state the amount, but request the recipient to fill in the balance. 

b) Negative form - this type requests the debtor to respond only if he/she disagrees with the information stated on the request. 

Illustration 

July 20,1999

ABC Corporation

Box 216

Kingston

This request is being sent to you to enable our independent auditors to confirm the correctness of our records. It is not a request for payment.

Our records on December 31, 1999 showed an amount of $8,216.37 receivable from you. If it does NOT agree with your records, please report any exceptions directly to our auditors, CHAMBERS & FORD. An addressed envelope is enclosed for this purpose.  

Yours faithfully,

________________

c/o CABLE & WIREFULL

CHAMBERS & FORD

Box 123

Kingston

The above amount is incorrect for the following reasons:_______________________

Yours faithfully,

______________

ABC Corporation



Negative confirmation requests may be used when

· The combined assessment of inherent risk and control risk is low,

· A large number of small balances is involved, and

· The auditor has no reason to believe that the recipients are unlikely to give them adequate consideration. (e.g. if the response rate to positive confirmations in prior years was extremely high).

Note 

(1) While the actual construction of the confirmation forms (positive or negative) may differ between audit firms, they must conform to certain requirements, namely

· The audit firm and its address must be included

· The need to return the request directly to the auditors must be explicitly documented (include a return envelope which includes the auditor’s address already preprinted)

· It must be signed by the management of the client

· The date of the balance being confirmed must be stipulated (client's year-end)

(2) As per section 6.8A, paragraph 26 of the Jamaican Standards on 

Auditing, a combination of negative and positive requests is acceptable.

(3) In businesses where the balance of a debtor is likely to consist of a number of individual transactions, it is good practice to include on the confirmation request those transactions that make up the final balance.

(4) There are other types of receivable-related confirmations:

· Loans and leases ( financial institutions) - the information confirmed will normally include the

· Terms of the loan/lease

· Interest Rate

· Principal

· Accrued interest

· Staff loans - these can be confirmed without being mailed, especially when the employee is physically present at that location.

4. Selection of sample

The sample size will normally depend upon a number of factors including, the level of tolerable error, the inherent risk, the control risk, the desired detection risk and the type of confirmation being sent. (Negative confirmations require a larger sample size). 

The balances to be confirmed should be carefully selected. The selection process will normally include some form of stratification, with a bias towards high dollar value balances and those outstanding for a long period of time, while a random selection is used for smaller balances. However, importance should be given to the inclusion of certain balances because this may indicate the existence of a possible fraud or misstatement. Examples of these include, 

· Negative(Credit) balances

· Nil balances

· Balances which have been written-off as bad, or against which a specific provision for loss has been made.

· Balances that appear materially smaller than they usually are at balance sheet date.

· Balances which reveal favourable 'terms of trade' to the debtor.

· Balances of debtors who are known to be connected to the client in some way (i.e. related parties).

· Balances which, when in arrears, do not appear (for any obvious reason) to be followed up by normal credit control procedures as rigorously as would be expected.

As indicated previously, management has to approve of the debtors from whom confirmation is being requested. If such approval is denied then the auditor should become suspicious and conduct further investigation into the reasons for such a denial. Section 6.8A, paragraph 30 of the Jamaican Standards on Auditing illustrates this point -  "When management requests the auditor not to confirm certain accounts receivable balances, the auditor should consider whether there are valid grounds for such a request. For example, if the particular account is in dispute with the debtor and communication on behalf of the auditor may aggravate sensitive negotiations between management and debtor. Before accepting such a refusal as justified, the auditor should examine any available evidence to support management's explanations…………."

5. Control over the process

To ensure that the confirmation process is effective, the following are required:

· Ensuring that confirmations are returned to the auditors ( by including a postage-paid, self addressed return envelope with each request)

· Ensuring that the original confirmation form is submitted in cases where a faxed form was submitted for expedience purposes. ( In the interim the faxed version should be photocopied to prevent fading)

· Ensuring that the confirmations are sent from a location outside of the client's office.

Quite often, due to reporting deadlines, confirmations are often sent to confirm balances at a particular period prior to the year-end. (E.g. November 30th  for a December 31st year-end). This however requires the existence of a strong internal control system for revenue and receivables, in other words control risk should be assessed at less than the maximum.   

The auditor may then decide to perform some analytical procedures for the intervening period December 1st to December 31st(he may compute some relevant ratios, investigate any unexpected fluctuations, review and reconcile entries in the sales ledger control account as well as accepting oral confirmations for the intervening transactions).

6. Evaluation of results

Drawing conclusions from the results of the confirmation process is very important.

For confirmations not returned, the auditor should take the following 

· The possibility that the debtor did not receive the original request, hence a the need to send a second or even third request 

· For negative confirmations, other assertions apart from evidence are not satisfied

· When a confirmation request cannot be delivered and is returned by the post office, it may indicate that a customer has moved etc., but it may also indicate a fictitious customer/vendor and therefore an invalid receivable. Likewise, it may indicate that while the receivable is valid, the likelihood of collection is questionable.

For confirmations returned with exceptions/differences, the following should be taken into consideration and further investigation conducted:

· The majority of differences are due to timing

1)  the date that the invoice was posted by the client versus the date that the liability was recorded by the debtor, or 

2)  the date the remittance was sent by the debtor versus the date it was received by the client].

· The reason for the difference could be an isolated case and not one common to all of the client's debtors. Any such case is to be excluded, and the auditor now has to extrapolate the misstatements to the population and determine the possible effects upon the financial statements taken as a whole(materiality).

Whether or not there are exceptions, the auditor should always be aware of the:

· "Say yes" behaviour - this is where the client just signs the confirmation without investigating the validity of the debt in question.

· Source of faxes (he would usually call the purported sender to verify its origin)

7. Alternative procedures

Additional work is required to substantiate the validity and collectibility of accounts receivable in cases where the number of non-responses to confirmation requests prove to be significantly high. (Also, remember that for negative confirmations, other assertions apart from evidence are not satisfied). These procedures include

a) Examining subsequent receipts - here the auditor will gain some level of assurance that a debt did in fact exist at the year-end.

Note

· The auditor should however ensure whether the subsequent receipt relates to a new sale (i.e. a sale in the subsequent accounting period)

· The auditor must also ensure that the source of the payment was actually by the customer.  This is illustrated in the case of  ZZZZ Best Fraud, a USA company, in which a gentleman (Barry Minkow) owned two companies, one legitimate and the other fictitious. He used receipts from one company to cover the debts of the other.  

b) Examining invoices, shipping documents and other documents (including files) - this substantiates the occurrence of the transaction that created the debt.

c) Verbal confirmation ( which must be documented)

8. See Appendix I on page 9 for a flowchart depicting the confirmation process.

9. Jamaican peculiarities

Based on my experience working in Jamaican audit firms I have made the following observations:

· Positive confirmations are usually sent.

· Confirmations are often not sent for credit and nil balances (possibly because it spoils the statistical element of sample)

· With respect to the evaluation of results, the projection of the sample to the population for misstatements  is often not done. [This is not a requirement of the Jamaican Auditing Standards.]

· The "say yes" mentality exists.

· Alternative procedures are carried out at the same time that confirmations are sent. This is due to the high rate of non-responses that exists.

10. Technology update

a) In an article in The CPA Journal,(USA), Michael J. Fischer and John P. McAllister outlined two types of new audit technologies:

· Type 1 - technologies that automate existing, established procedures

· Type 2 - technologies that introduce new approaches to auditing

The authors provide examples of how each or the two types of new audit technologies can be used to improve efficiency in the audit of accounts receivable.

Using Type 1 Technology. Use computer-assisted audit techniques to automate portions of the accounts receivable confirmation process. Illustration: A computer program is used to (1) read the client's accounts receivable master file, (2) select accounts for confirmation using specified criteria, and (3) prepare the confirmations using information in the master file.

Using Type 2 Technology. Illustration: A multiple-regression-based                                                                                                                              computer model is used to predict the year-end balance in accounts receivable. This prediction is then compared to the client's actual year-end balance. If the balance is reasonable, the auditor may be able to reduce conventional types of year-end testing, including confirmation.                                    

The authors believe that substantial cost reductions can result from using either type of technology, but auditors must carefully plan and manage the technology so that it is used properly and efficiently.

b) It is common practice for auditors to file the confirmations received in their working papers as evidence. However, with the advent of technology, there is a drive to have a paperless audit, and consequently, some audit firms have embarked upon the use of scanners to scan their confirmations onto diskettes. 
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11. Related issues

I. In an article in The CPA Journal,(USA), Donald K. McConnell, JR., and George Y. Banks cited the non-conformity to Statement on Auditing Standards (SAS) no. 67, The Confirmation Process, as a common peer review problem. The two most popular flaws were (1) the inappropriate circularization of negative confirmations (see 3.b of this article) and (2) the non-projection of misstatements found to the population (as required by SAS no. 39 Audit Sampling).

II. In an article in The CPA Journal (USA), Paul Caster examined the role of confirmations as audit evidence and presented the results of an experiment that he conducted, to form the basis of his criticisms.

In a nutshell, his experiment took place during the annual audit of a steel warehousing operation in New Jersey. A sample of debtors, in which 80% of the balances were purposely altered (upwards as well as downwards) were included for confirmation with the aim of analyzing their responses to these misstatements. A summary of the results is reproduced below:











   %

Overall rate of response……………………………………….
68.6

Response rate from significantly past due accounts…………..35.3

Overall rate of error detection
……………………………….. 47.2 

Detection of large overstatement errors……………………….53.2

Detection of large understatement errors…………………….. 41.9

Detection of small overstatement errors………………………46.9

Detection of small understatement errors……………………..46.7

Customers receiving requests with errors who phoned the 

client instead of the auditors……………………………………4.6

Mr. Caster concluded the following:

· Accounts receivable confirmations are biased as a secondary source of evidence regarding the valuation assertion. Overstatement errors are more likely to be reported to auditors than understatements.

· Accounts receivable confirmations are not very strong as a secondary source of evidence regarding the valuation assertion. Less than half the errors are reported to auditors due to the "say yes" behaviour and response bias.

· Accounts receivable confirmations are not very strong as a secondary source of evidence regarding the completeness assertion. Understatements of accounts receivable are less likely to be reported to auditors.

· Even though accounts receivable confirmations are the primary source of evidence for the existence assertion, much additional audit work is required. Overall response rates are lower than desirable. 

· If an auditor can observe subsequent cash receipts when the mail arrives and is opened by the client then this provides evidence of existence that may be just as reliable as confirmation evidence. 

He ended the article by offering the following advice :

· Care should be taken when preparing confirmation requests to ensure that 
the addressee is someone knowledgeable and responsible for the account in question.

· Auditors should design the request to encourage response.

· Subsequent cash receipts should be examined to satisfy the valuation assertion as confirmations do not, by themselves, ensure collectibility.

·  Error rates based solely on confirmation evidence should not be projected to the entire population, due to the "say yes" behaviour and respondents' tendency to report only overstatements errors.

· The auditor must maintain professional skepticism regarding confirmation replies, thereby preventing over-reliance on confirmation evidence.
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