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INTRODUCTION 

The purpose of this memorandum is to respond to the recommendations 
presented in the study by the staff of the Subcommittee on Reports, Ac-
counting and Management of the U.S. Senate Committee on Govern
mental Affairs, entitled "The Accounting Establishment." In so doing it 
will discuss the manner in which financial acCOunting and auditing stand
ards are established in this country, the ways in which the independence of 
auditors is assured, and the forces, both public and private, that seek to 
assure the integrity of the financial reporting process. We believe this dis
cussion will establish that there are presently in place in the accounting 
profeSSion mechanisms, methods, and people that are fully capable of 
Providing to the American people the assurances they Want and need 
concerning the integrity of financial statements prepared by American 
business. Furthermore, this entire process is effectively overseen in the 
public interest by the Securities and Exchange Commission, which has been 
an active Participant in the development of accounting standards since 1934. 

This is not to deny the legitimacy of the concerns which motivated the 
staff study. 1n the wake of such dramatic business failures as Penn Central 
and such blatant management frauds as Equity Funding, National Student 
Marketing, and Stirling Homex, the demands for higher standards for all 
those concerned with the corporate process in this country-<>fficers, direc
tors, attorneys, aUditors-have been insistent and proper. 

While this memorandum has been approved by the Board of Directors of the 
In'titute, it does no' putport to reflec' the view, of all 130,000 members of the Institute. 
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No systems, in accounting or any other li~e of endeavor~~:~ ~:~n::~:~ 
against human shortcomin~s; however, td~el nskdS Ofe~rea~e hope that 'this 

. being steadIly and spee lyre uc . . 
reportmg dare will demonstrate the seriousness, the extensiveness, the Vl?Or, 
memoran urn f the profession's efforts to improve financial reportmg. 
and the success 0 " Id . d if not 
A d we believe that a federal initiative at this time wqu Impe e, t' 
de~trOy, these efforts a~d needlessly involve the federal governmen m 

theE:!!7y o:p~~ ~:~!~~~n;"erits of the charges rna?e with resl'et to d!!: 
f members of the accounting profeSSIOn, a care u :ea I 

~:s:h~o~~~C~t~dY shows no relationship betw~en the. Chargesdag~IIn~d~~ge 
. . d h SEC and the busmess faIlures an mls e profession, Its bodies, an .t e, h is no evidence that the 

financial statements mentIOned. Moreover, t ere d would 
tigh;' federal control of the profession proposed by the staff stu y 

requce hazards to the public.. t . t ded to Dresent a point-by-point . 11 th' emorandum IS no m en ~ . 

CO!~:~i~ion l~f ~correct inf~nna~on. contained in th~~~:ffi:~~~ ~~~~:~u~~ 
each of the allegations c01J1.tamed m It;· that Will b7 d 'bl future 
the upcoming hearings, submissions of other par~les, an POSSI e 
memoranda from the Institute. 

THE AMERICAN INSTITUTE OF 
CERTIFIED PUBLIC ACCOUNT ANTS . 

. b h A rican Institute of Certified' This memorandum' is submltt~d y t e metitute is the national pro-
Public Accountants (the InstItute). T~e Ins C t'fied public 

., f rtift d publIc accountants. er I 
fessional orgamzatIon 0 ce e h h ve completed extensive educa-
accountants (CPAs) are accountants w 0 . a f com lex unif~rm examina-
tional requirements and h~ve passed a ~e~l~s r~d b the accountancy boards 
tions prepared by the Institute and ad~lms ~icens~d by the individual states 
in the variou~ states .. Thesedaccou~a~ds t~:mselves out as "certified public 
and upon· bemg so lIcense may 0 

accountant~." h b t 130000 members in all states of the Union. 
The InstItute as a ou .' . d ubUc accountants be 

While there is no legal reqUirement that. C~~lfi~ ttem are Th(: Institute 
members of the Institute, a veryJarge maJon y ~ t ber~ in upgrading 
conducts extensive educational pro~ams to aSSlS m~m ofession. 

their skills. and in kl:epin
g ~~~e:~;t~fd:~:l~~:;::;~: ~~: ~ouncil, con-

The ultImate po Icy-rna I . rt b state CPA societies and in part 
sisting of 255 members selected Ibn pa y by reason of their present or 
by election at large; other mem ers serve 
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past offices in the Institute. The Board of Directors, a body of 18 members, 
has the continuing responsibility for the conduct of the Institute's affairs. 

SUMMARY OF THE STAFF STUDY 
AND QUESTIONS RAISED 

The staff study, While it makes a multitude of allegations and a number of 
recommendations, nonetheless may be briefly summarized. It alleges that 
the entire financial accounting and reporting process in the United States 
is dominated by .a group of 8 accounting firms (referred to as the "Big 
Eight"), aided by another 7 firms smaller in size than the "Big Eight.'~ 
These 15 firms perform aUditing services for a high Proportion of the 
companies listed on the New York and American Stock Exchanges. The 
staff study charges that, while accountants associated with these firms 
account for only 11 or 12 percent of the nation's certified public accoun
tants, they dominate the accounting profession and its principal organiza
tion, the Institute, by their membership on the Institute's governing and 
technical bodies. By domination of the Institute, it is alleged, they dominate 
the Financial Accounting Foundation, which is the "parent" body of the 
fi'inancial Accounting Standards Board (FASB). The FASB establishes 
financial accounting principles in the United States. Thus, through this 
chain, it is asserted, the "Big Eight" dominate the establishment of ac-
counting principles. . 

The staff study alleges that the Securities and Exchange Commission 
(the SEC) has abdicated its statutory obligations by permitting the account
ing profession to establish. accounting principles and has by variou's 
actions encouraged this activity in the private sector. 

The staff study alleges that accountants are not independent of their 
clients, that they have failed to assure that the financial statements issued 
to the public are accurate and reliable, and that therefore various drastic 
measures should be taken to assure public accountability by the profession. 

Basically, the staff study poses the following questions to which. we wi1l 
respond (parenthetical references are to the numbered recommendations 
set forth in pages 20 to 24 of the staff study). The Institute has not re
sponded to those recommendations as to which others might more appro
priately comment. 

1. Are present financial accounting standards (sometimes called ac
counting principles) and the process by which they are established-private 
sector initiative accompanied by SEC oversight-adequate for protection 
of the public? (Recommendations 1, 2, 5, and 11.) 
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. . d d the process by which they are 2. Are present audltmg stan?ar s f at~ public? (Recommendations 6, established adequate for protectIon 0 e . 

7, 8, and 10.) . r t? (Recommenda-3. Are auditors sufficiently independent of theIr c len s. 

tion 8.) . d . ated by the 
4 Are the Institute and the accounting professIOn omm 

. . fi ? (R commendations 4 and 12.) 
large accountmg . rms. e .. the liability of auditors to 

5. Are present standards f~r determlIlm~ve of the public? (Recom-
public investors fair and suffiCIently protec . 

mendation 3.) .. su I of auditing and ac-
6. Is there excessive conc~ntratIOn ~n theora~~~? (Recommendations 

counting services to large publIcly owne corp . 

4 and 12.) . th accounting profession 7 Is the disciplinary process that Impacts e 

sufficient? (Recommendations 8 ::ntl:~fuse to engage for consulting 
8. Should the federal govern h nment? (Recommenda-work all firms that do auditing work for t e gover . 

tion 13.) 

DISCUSSION 

1 Are present financial accounting standard~ (som
h 

etimes called 
• d h ess by which t ey are accounting principles) an t e proc • b SEC 

established-private sector initiative accompan~e: y 
. ht-adequate for protection of the publIc. overslg . . d 11 ) 

(RecommendatIOns 1, 2, 5, an. '. I ounting 
h rocess by whIch financla acc The staff study charges that t e. P d b the "Big Eight" and that the 

standards are establ~shed is dO~~~t~o i:Sist upon elimination of alterna
failure of the profeSSIOn and the h It d in financial statements that tive financial accounting standards as resu e 

are misleadi.ng to investors. . I accounting standards are the rules 
In the SImplest terms, financlba b' ess transactions is expressed h . f ation a out USlIl 

governing how t e m orm h bers are aggregated and arrayed, 
and recorded in numbers, how t ~ num pplemented with textual dis-
how they are reported, and how t ~~ are ~u an enterprise at a particular 
closure to present the financia~ POSltIO~ 0 s for a defined period, and the 
moment in time, the results of ItS .op~ra Ion h pen'od Accounting is the 

. I . f dunng suc . ~ 
changes in its financla pOS.l Ion . tandards to the information I · fi anctal accountmg s . h 

. process ofapp ym~ n t' t' produce financial statements wh.lc about individual busmess transac Ions 0 . 
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aggregate the information about individual transactions in an orderly 
manner. Accountants, therefore, are those Who have specialized pro
ficiency in the accounting process. 

The accounting process necessarily involves making innumerable judg
ments and estimates-the useful life of fixed assets such as a factory, and 
of intangible assets such as acquired goodwill, the collectibility of accounts 
receivables, the utility of inventories, and the appropriateness of tax ac
cruals. This circumstance belies the common belief that financial statements 
are preCise and exact, a notion that frequently results in criticisms of 
accountants When reasonable estimates prove in hindsight to have been off the mark. 

The limitations of accounting and the accounting process were remarked 
upon recently by Professor George H. Sorter, chairman of the Department 
of Accounting, Graduate School of Business Administration, New York University: 

Misconceptions about accounting abound. Totally unrealistic expectations 
of aCcounting's role are held by many, including those that should know 
better. . . . Many expect accounting reports to "reveal" the value of a 
Company, to establish the health or sickness of a company, to signal 
whether a stock is a good or bad investment. But that is not and cannot 
be the proper role of accounting. . . . 

Accounting provides complex information to be used in conjunction with 
other information. Decision makers then, based On their individual judg
ments, individual preferences and individual expectations, determine the 
value, health and prospects of a Company project. . . . 

It is somewhat strange that d world that has reluctantly accepted a prob
lematic weather forecast expects accounting reports to prOvide definitive 
forecasts of Whether it will rain or shine on a particular company .... 

Not all significant economic activities can be communicated by accounting 
reports, and the user, in order not to be misled, must know which activities 
are inclUded (New York Times, March 6, 1977, Sec. 3, p. 12). 

Financial reporting standards are not "laws" or "givens" waiting to be 
discovered by a discerning eye, like the laws of physical science. Financial 
accounting standards are conventions_ways agreed on or determined by 
custom or authority-of measuring, combining, and stating informa'tion 
about business transactions. There is no such thing as an absolutely right 
or an absolutely wrong financial accounting standard. There will never' 
be a system of financial accounting standards that is complete and im
mutable. There are continuing changes in the business practices that pro-

15 
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duce the information which in turn is organized and communicated by 
the application of financial accounting standards. For example, when 
franchising became a common business practice, franchisors applied 
then accepted accounting practices to increase income by immediately 
including franchise fees payable in the future. New financial accounting 
standards had to be developed to arrange the resulting information and 
communicate it in a manner that was not misleading-and standards 
were established by publication of an authoritative Institute guide. Until 
new standards were developed and promulgated, accountants relied on 
existing sHmdards which had not been designed to deal with these innova
tions, since previously they had not been encountered frequently. 

Before'the 1930s, the efforts of the accounting profession to establish 
financial accounting standards received little support from other private or 
governmental groups. However, even before the 1929 crash, but with 
accelerating speed thereafter, members of the accounting profession were 
joined by the New York Stock Exchange and others in efforts to improve 
the integrity of published financial statements. The Securities Act of 1933 
and the Securities Exchange Act of 1934 hastened and strengthened this 
process by giving to the newborn Securities and Exchange Commission 
broad powers to prescribe the content and forms of presentation of financial 
information in documents filed with it. 

In 1938, after considerf .. ble study and internal debate, the SEC adopted 
Accounting Series Release No.4. This stated that the Commission would 
accept in filings with it financial statements prepared in accordance with 
standards for which there was substantial authoritative support if the Com
mission had not expressed a contrary policy. In 1939 the Committee on 
Accounting Procedures was organized by the Institute for the explicit 
purpose of developing accounting principles. 

By the mid-fifties, the absence of sufficient research and a theoretical 
framework was recognized as hampering the work of the Committee. The 
Accounting Principles Board (the APB) was launched by the Institute in 
1959 with a mandate that placed heavy emphasis on research and the 
articulation of fundamentals. Largely as a result of pressures for the 
resolution of urgent practical day-to-day problems, compliance with the 
research portion of its mandate gradually diminished, as is described by the 
Report of the Study on Establishment of Accounting Principles issued in 
March 1972 (pp. 29-35). Out of this report came the Financial Accounting 
Standards Board. It is fair to say that with respect to every major criticism 
leveled at the APB a meaningful response was incorporated in the makeup 
and the procedures of the FASB. 

This shift of responsibility for the establishment of accounting standards 
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represented a major, even revolutiona h' . 
accountants no longer have final t~' ~ 1ft. The InstItute and practicing 
counting standards. This authOrit

au 
onty over. the establishment of ac

intended to be, and is, independen~ ::ro; rests :'Ith the FASB, which was 
dures, the Institute is no different f e InstItute. Under FASB proce
about financial accounting standard r~~ any other group having opinions 
comment and is often disappointed s. responds to F ~SB i~vitations to 
prevail. ' as are others, that Its adVIce does not 

, ~ess than four years since its creation h F' , 
by Impatient critics. Its purported sh t' t ~ ASB IS now bemg assailed 
in coming to grips with impo t t' or commgs, such as alleged slowness 
less wel1 publicized have beerna~t Issuh~S' are wel1 publicized, Unfortunately 

1 s ac Ievements It h ' , 
proposed Statements, 14 Statements 13 d' " as Issued 20 drafts of 
pretations and has held 14 public h~a' IScus~Ion .memoranda, 18 Inter
the work of the Cost Accountin St m:rs, ThIS mIght be compared with 
created in 1970 and on 'which th g t ffan ards Board (CASB), which was 
drafts of proposed Standard le

4
, s sa study has commented favorably: 18 

bl ' s, tandards 2 Inter t t' pu IC hearing to evaluate Stand d' ' . pre a IOns, and one 
s~ggest that the record of the CA~~ s. Issued pr~~I?usly, This is not to 
sImply points up the laud bl I~ to be cntIcIzed: The comparison 

Further indication of th: P:O~~~~i~~,~s:::ents of the F ASB. 
accounting standards is the fact th t th nes,t efforts to develop financial 
Opinions and Bul1etins as w 11 a e F ASB s predecessors published 82 
gether with the FASB,' e as numerous Interpretations. These to-

s pronouncements f ' 
body of authoritative pronouncem t ' ficons ~tute the most extensive 
in the world. ' en s on nancIal accounting standards 

TheSe:{ achievements have by no means be 
Statement, requiring the immediate writ _ en easy. The FASB's second 
costs, although highly controversial wase?ff of research and development 
Statement No 8 whI'ch y. ' .' ' m the eyes of most, courageous 

" J,eqUIres 1m d' t· . 
currency fluctuations OIl. financial :~ti~~: reflectIOn ~f the impact of 
almost unanimous criticism from th P and operatIOns, has drawn 
tional enterprises, These a d hose most affected-American muItina-
, , ' , n ot er examples am 1 d 
muependence of the F' ASB' 't d " 1 P Y emonstrate the 

.n. In IS eClSIon mak' Th ' 
the Board is studded wI'th "'ont ' I mg, e actIve agenda of 
d" '.'. , .... roverSIa and diffi It t ' 

ISCUSSlOn memorandufl" 0 .... 'th cu OpICS: A 360-page 
, ' R ,:u e conceptual fram k f ' 

countIng and reportinf." t.'as be bl' h ewor or financIal ac-
, . ~ u en pu IS ed and 400 " 

memorandum on accounting and f' a -page dISCussIOn 
also been published; public h ' re:or mg for extractive industries has 
problems, eanngs ave been scheduled on both of these 

The Institute is not aware of an ev'd • 
pretation has been inflUenced by t~ 1 ,ence L~at, any Statement or Inter-

, e pnor affilIatIOns of Board members , 
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by their membership in the Institute, by dependence of the F ASB on the 
Financial Accounting Foundation for fund raising, by members' expecta
tions of future employment in the profession, or by any other consideration 
antagonistic to sound financial reporting, 

When th,e alleged shOItcomings of the F ASB are fully cataloged, there 
is no evidence that the job of determining financial accounting standards 
could better be done by a governmental body, Would the job be done 
more quickly? If so, it would be at the expense of the careful research, 
analysis, and opportunity for public hearings that have preceded F ASB 
pronouncements, Would the determinfltions of a governmental standard
setting group be solely concerned with fair and full disclosure and protec
tion of investors? Or would such determinations become infected with 
other considerations? Would a governmental body have decided to re
quire a different approach to accounting for research and development to 
assist small business without concern for the effect of such a determination 
on investors in publicly held companies? (See p, 171 of the staff study, 
where this is intimated,) 

The Financial Accounting Foundation) the parent organization of the 
F ASB, has responded to the criticisms of the F ASB. It has organized ~ 
committee to examine the structure and operations of the Board, This 
committee has interviewed extensively about 100 people who have had 
experience with the financial reporting process-accountants, businessmen, 
attorneys, government officials, educators, and many others-to secure a 
clear notion of the manner in which the work of the F ASB is perceived and 
the ways in which it might be changed to better serve the public interest. 
This committee expects to report by the end of April. 

As stated earlier, since 1934 the standard-setting process has been sub
ject to the oversight of the SEC, An example of both the SEC's willingness 
to override pronouncements of the profession's standard-setting body when 
it thought such was appropriate and the hazards of expanding the control 
of the federal government over the establishment of financial accounting 
standards is seen in the lengthy controversy over accounting for the in
vestment credit. 

The investment credit is a credit against income taxes of a percentage of 
the purchase price of equipment purchased by a business, From its in
ception, controversy raged among businessmen and their accountants 
concerning the manner in which this tax credit'should be handled: Some 
urged strongly that the effect on income should be spread over the life 
of the equipment purchased, while others urged equally strongly that 
the favorable effect on income should be reflected totally in the year of 
purchase, 

In December 1962, following the enactment of the Revenue Act of 1962, 
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which included provision for the 't ' 
that the fairest presentation to' mvtes ment credit, the APB determined 
h -, " mves ors would be s d' h t e creaIt over the life of the ' prea mg t e effect of 

that either method could be :!u~p:e~, Ho~ever, the SEC adopted a rule 
after which the APB retreated fro y ,t ose ~I,mg documents with the SEC, 

The controversy was rekindled i: Its POSItIon and folIowed the SEC, 
act again provided for an' t 1971 by t,he Revenue Act of 1971. This 

mves ment credIt Th' , . 
empted both the SEC and the f' ,IS tIme Congress pre-
one could require for the pro eSSIOn by decreeing legislatively that no 
agency the use of any partic~I::P~s~h o~ financial r~ports to any federal 
credit. Thus, in the single instance i: 0 , of accountmg for the investment 
accountmg standards it opted f th whIch Congress has decreed financial 
(' , 'or e use of any of ' 
It dId not even confine the options t th a varIety of standards 

Congress encouraged the ve 0, e tw~, ffi?St ,commonly used), Thus, 
staff of the subcommittee h~s practt,ICe of prIncIple s,hopping" that the 
eliminate: It permitted is~uers t ca; Ig~ed the professIOn for failing to 
that would increase reported in~o:e~ct rom alternative principles the one 

The staff also makes much of the "flex'bTt " 
that a vast range of alternatives i; ,; ~: y of accounting and implies 
~hile some accounting alternatives a:a~ a e to management each year, 
pIck and choose from alternatives eac:

Ist
, man~gements do not get to 

unusual event of a change in acc f year as If from a menu, In the 
the change as being to a pref~r~~~ mg ~e~hod, management must justify 
effect in ~he fina~cial statements and t:~he 0 SE~d must spell out the fu11 
, There IS no eVIdence in the staff stud _ , 

sIdered evidence that the y unless speculatIOn may be con-
will not meet th;-needs or:~:e~s::ocess, now, les~ than four years old, 
expeditiously reduce the account' s ~f financ,IaI mformation, will not 
will not promote the interests fI~g optIons avaIlable to corporations, or 
h . 0 mvestors better th 

t at mlght be conceived Notably I k" an any other system 
dixes are complaints fr~m user'" fafic mg ,m ~he staff study and its appen-
. Th ' ~ 0 nancIal mformation e staff study criticizes the rof' , ' 
ard of "materiality"* (see ,t17 ~ssIOn for ItS adherc'nce to the stand-
res~lts in misleading financia~ stateme!t:

he st~dy) and charges that this 
pames, The concept of materiart ,', 'bPartICu~arly those of large com-

I y IS 1m edded m the statutes governing 

* Materiality has been defined by the SEC ' 
to Rule 405 under the Securities Act of 1933: III several rules, all of which are similar 

!he term "material," when used to r ' 
Illformation as to any subject limitsq~~ Ify t requ.lrement for the furnishing of 
as to which an average pru'dent inv e

t 
In ormation required to those matters 

before pUrchasing the security registered~s or ought reasonably to be informed 
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f the SEC under those statutes. The 
financial disclosure and the rules 0.. E change Act of 1934 require the 

, , f 1933 and the SecuntIes x . 
SecuntIes Act 0 " . and redicate liability of vanous persons, 
disclosure of materzal mformatl<~n p t f or the omission to state, a 

, d't . on a mlsstatemen 0 h includmg the au 1 ors, . 1 d' the Supreme Court, ave h the courts mc u mg 
material fact. Furt ennore, f their considerations of the adequacy 
made this concept the touchstone ? . 

d other dISclosures. 
of financial statements an , h d terminations of the courts and the 

The auditor must be gUided by t ~ e y to prevent financial state-
'1' Th oncept IS necessar SEC as to matena lty, e C , h . f matI'on of no use to those to 

, rloaded WIt m or 'd 
ments from becommg ove, '1 directed-the investors, By thus avOl -
whom the statements are pnman Y ore useful Even as con-

h fi '1 statements are m,,' , 
ing such excess, t e nanCIa . l't financial statements of pubhc 

, h' cept of matena I y, . h 
stramed by t IS con, " d f taining too much informatIon, per aps 
companies are often cntIcize or con 
thereby confusing investors. t as materiality to govern what should 

If there were not, such a c?n~ep ial statements, neither manageme?t, 
and should not be mcluded m nanc focus upon which to determme 

, t . would have any . nor audItors, nor cour s b' luded in financIal statements. 
h d not have een mc 

what should, and W at nee, 'horit such as the SEC, the courts, or 
Obviously" if an appropnate. aut h Y ld follow a standard different from 
Congress determines that. audItors s o~ they would make their judg
that of materiality noW Imposed on f t ~~ label is put on it, any system 
ments accordingly. But regardle.ss ~ w t a determine what should be in
of disclosure must include a cnteno? 0 snippet of paper a corpora
eluded in financial statements; ~th:~VI::S~~~Z in nothing but confusion to 
tion had would have to be pubhsh h' F ASB has done an extensive study of 
investors, It should be noted t~at t ~ _ orandum and plans to issue 

, l'ty has published a dISCussIon mem , matena 1 , 

a standard on the subject. t f operating the Cost Account-
The staff study (p. 1~5) contrasts t~e e~~~ino the FASB. This comparison, 

ing Standards Board WIth the cost,o~ P, gF' t the CASB is concerned 
, ber of dlstmctIOns, Irs, . 

of course, IgnoreS anum t ry of financial informatIOn, 
" t d rds for one ca ego 'h with estabhshmg s an a dd 'tself to all categorIes of suc 

h'l h F ASB a resses 1 
namely, costs, w 1 e tel' b'l't'es and equity, Second, the , venues assets. Ia 1 1 1 , , ' d 
information-costs, re " " these limited standards for a hffilte 
CASB is only concerned WIth settmg· h FASB' on the other hand, 

, t contractors' t e , . 
group-certam governmen , 't 'ust for those WIth govern

. d d fraIl busmesses- no J ' d establishes stan ar so, '- ose ublicly held. The complexIty an 
ment contracts, not even Just for .h d '~h that of the CASB are apparent. 
scope of the FASB's :ask compare w; the FASB in four years has far 
Finally, as seen earher th~ output 0 

exceeded that of the CASB m seven. 
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In addition to the criticism of the FASB in the staff study, Senator 
Metcalf's transmittal letter states as one of his principal concerns the 
delegation by the SEC of its authority over accounting and auditing 
matters to "private groups." 

The Commission has allowed the accounting profession, and the bodies 
the profession has organized, to take the initiative in establishing accounting 
standards. This was done after considerable debate within the Commission 
by the publication of Accounting Series Release No, 4, and was reconfirmed 
in 1973, when the Commission issued Accounting Series Release No, 150, 
by which it announl:ed the policy of not recognizing principles which con
flict with pronouncements of the F ASB, except in the unusual circum
stances-stated in Rule 203 of the Code of Professional Ethics of the 
Institute-where the use of another principle is necessary to prevent the 
statements from being misleading. 

There is no evidence in the staff study, or elsewhere to our knowledge, 
that would' justify the conclusion that had the Commission not adopted 
such a policy the quality of accounting and auditing would be different or 
better. Furthermore, this relationship between the Commission and the 
accounting profession has had the express or implied approval of chairmen 
and commissioners since 1938 with no discernible objection, of all chief 
accountants of the SEC since then, of virtually an preparers of financial 
information and of virtually all users of information. In short, the belief' 
has been virtually universal that this relationship has been effective and 
protective of the public interest. 

This practice has of course had the advantage of using the talents and 
experience of innumerable practitioners in the standard-setting process, at 
a cost incalculable but very substantial. If the entire activity of the F ASB 
and its predecessors and the auditing standard,:,setting bodies had been 
carried out by a governmental body, the taxpayers would have borne u 
significant financial burden through the years. 

However, this relationship has not by any means kept the SEC on the 
sidelines. Since its inception it has published over 200 accounting releases 
(78 of them since 1972); in late 1975 it commenced issuing staff in
terpretations based on experiences in processing filings with the Com
mission and inquiries from issuers and accountants, and thus far 14 have 
been published; it adopted Regulation S-X, which sets forth requirements 
with respect to the contents ahd format of financial statements filed with 
the Commission by various types of enterprises and which it has con
tinuously amended to reflect changing needs. It is fair to say that the 
Commission has by rule making, by enforcement activity, and. in other 
ways been quite aggressive in recent years in meeting its responsibility 
with respect to accounting matters. 
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Further, the Commission has maintained c1ese liaison with the standard
setting bodies and has made known its views with respect to accounting 
principles and auditing practices. This liaison has clearly influenced the 
conduct of the private bodies. 

The Commission and its staff have not been reluctant to take action when 
they believed the action taken by the private bodies inappropriate or unduly 
delayed. Thus in 1963 the Commission overrode the Accounting Principles 
Board with respect to accounting for the investment credit. Again in 1973, 
the Commission adopted disclosure requirements with respect to leases, 
notwithstanding the issuance of an Opinion on the subject by the Account
ing Principles Board and the pendency of that matter on the agenda of the 
FASB. In 1975, the Commission became aware that in many cases income 
from early extinguishment of debt was unduly inflating the earnings of 
some issuers because existing APB Opinions required it to be reported as 
ordinary income. It urged the F ASB to take action, suggesting that other
wise it would take action itself. The result was FASB Statement No.4, 
which satisfied the concerns of the Commission. Similarly, when in an 
exposure qraft the F ASB appeared to favor price level accounting, the 
Commission took steps to require disclosure in footnotes to the financial 
statements of larger issuers of the replacement costs of inventories and fixed 
assets to reflect the effects of inflation. 

An example of thl.~ manner in which the F ASB and the SEC interface, 
and in which the SEC exercises its responsibility, is the release on Decem
ber 2, 1976, of FASB Statement No. 13, pertaining to the accounting for 
leases. This provided for prospective application of its principles until 
1981, when retroactive application will be required. The SEC is proposing 
that these principles, which it implicitly endorses, be applied immediately 
to practically all leases regardless of when they were entered into, thus 
requiring the application of Statement No. 13 sooner than intended by 
the FASB. 

It is fair to say that the Commission and its·staff have not been supine 
or indifferent to the manner in which private bodies have dealt with 
standard setting. To a greater extent than may appear from simply read
ing Accounting Series Releases Nos. 4 and 150, the Commission has 
actively overseen the development of accounting and auditing standards. 

2. Are present auditing standards and the process by which 
they are established adequate for protection of the public? 
(Recommendations 6, 7, 8, and 10.) 

The staff study charges that the process of establishing auditing standards 
has been dominated by the "Big Eight" and that the standards have not 
been sufficiently rigorous. 
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A critical distinction should be noted b t . . 
While intimately related they . ~ ween audltmg and accounting. 

'. ,are qUIte dIfferent As rd' 
accountmg IS the process b which .' ~en lOne .earlIer, 
applied to business transacti:ns to finanCIal a?countmg standards are 
is the process by which some thProhduce finanCIal statements. Auditing 
h one 0 er t an the pre d . 

t e financial statement" have b parer etermmes whether 
accounting standards. *" een prepared in accordance with appropriate 

Obviously someone performin the aud' f . 
acquaintance with the financi I g .It unctIOn must have an intimate 
preparing the financial statem:nt:c~o~ntmg ~tandards that were used in 
unable to express an opinion th t ~ er reVIew; otherwise, he would be 
cordance with standards indicat ~ l~ st~tements were prepared in ac
is general agreement that for a e d~tS avmg been followed. Also, there 
h n au I or to perform his f t' ff' e must become familiar with th . unc IOn e ecttvely 
examined, particularly the s ste~ e::e~nse Whose statements are being 
adequacy of this system will ~ I mternal accounting controls; the 
scope of the auditor's procedu

n 
arge measure determine the nature and 

Th res. 
e auditing process consists of two parts' . (1) p . 

procedures and tests necessary to form . " erfQrmmg the various 
financial statements are pro I an opmIOn about whether the 
financial statements as the res~~~ y f ~~eStented,. an? (2) reporting on the 

Th d ,0 a exammatton 
e stan ards by which independent aud' . . . 

the procedures they use and th Itors make theIr exammation, 
, e contents of their t 1 over a period of time under th . f . repor lave evolved 

Ten basic generally accepted aU~'t~egis to ;he committees of the Institute. 
on Auditing Standards No 1 . II~g san ards are contained in Statement 
the "Big Eight" dominate' the(I:s~~: :f the staff study's al~egation that 
noted these most important basic t ; :ent of standards, It should be 
ship of the Institute in the late for~i:~. a~ s were a?opted by the member
are proposed and adopted by th A d.n.terpretatIOns of those standards 
mittee of the Institute as b . e u

d 
Itmg Standards. Executive Com-

F . usmess an economic dev I 
or mstance, in response to a er . d e opment require. 

issued two statements-one rel~ti:e~ve t need, th~ Committee has recently 
ities in financial statements and gth~ he

h 
detectIO~ of errors or irregular

clients. Another statement ha b ot er relatmg to illegal acts by 
d" seen proposed that would . 

au Itor to mform management of sig 'fi reqUIre the 
ill cant weaknesses of internal 

* A mor~technical definition is contained i p 
Auditing Standards No.1 published b th I ~ a:agraph 110.01 of Statement on 

y e nstItute In 1972' 
The objective of the ordinary exa' . . 
pendent auditor is the ~xpression ~~atIOn o~ ~nancial statements by the inde
the;r 'pre~ent the financial position, resul~sn OPInIOn. on the fairness with which 
POSItion In conformity with generall of operations! and changes in financial 

y accepted accountmg principles. 

23 



130 

acc(H.lDting control!; discerned during an audit, thus making' mandatory a 
pracdce nmw followed by most auditors. 

The principal, though not the exclusive, purpose of the audit is to 
express an opinion on the financial statements prepared by management, 
thereby contri~uting to their credibility. Without the expectation that a 
dIsinterested party would test the reliability of the statements, management 
might be tempted to prepare its financial reports in a self-serving fashion. 
Thus, the independence of the auditor is critical to the process. 

Also of importance ~n conducting a proper audit are such matters as 
the training of auditors., experience in performmg audits, sufficient per
sonnel (often audits of large companies require h .... ndreds of professionals), 
supervision of the audit staff, controls to assure adherence to standards, 
appropriate reviews by persons not involved in the actual audit work 
itself, and other steps to remove as much as possible subjective elements 
from the process and the report. 

The auditor's examination involves the use of various methods to 
secure information concerning the numbers .and explanations reflected 
in the financial statements under review and the transactions which they 
summarize. An auditor could review every transaction, regardless of size, 
and obtain objective evidence of its elements-in effect, retrace trans
action by transaction the entire operations of the company for the period 
under consideration. Obviously this would be inordinately expensive; 
simply reflecting on what would be involved to review one's own trans
actions during a year and to .secure confirmation from external sources 
that each was properly recorded on one's financial records suggests what 
an overwhelming task this would be for a large bllsiness enterprise. 

To prevent audit costs from being grossly excessive in relation to 
benefits, the accounting profession through the years has developed 
various methods of testing the information reflected in the financial state
ments. These techniques, while not giving the same assurance as an audit 
of every transaction, have provided in the combined experience of the 
profession a high degree of assurance in determining whether matters 
happened as represented. For instance, in testing the accuracy of accounts 
receivable reflected in financial statements, a standard procedure is to 
ask debtors whether the amounts shown on the books of the company 
being examined are accurate. From experience, auditors know they will 
not get a 100 percent response to confirmation requests; also, by ex
perience, they know that with a sufficiently high response, together with 
other procedures, they may reasonably conclude whether the accounts 
receivable figure is reasonably accurate. 

Similarly, they observe the counting of selected inventory items. With 
respect to reviewing some items, such as cash or marketable securities, a 
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more reliable determination b d b 
counts, or bank or depositor~a~n~:aat~~n:cause of their nature, by actual 

Methods of external checkin h b ' 
virtual1y every item subject to'su~h ::r~fic:~~ndI,envfielope~ IWIth respect to 

If b d nan CIa statements 
bec~m~ i~~~ea:n ~m~:strate?, auditin,g ~tandards have through the y~ars 
did not detect an~ ~ep:;:~~:~g;h~o:n::~~atlhat there have been audits that 

prepared or properly reflective of transacti~~:te::~t~n W:~~ not ProP~IY 
con~ealed i11ega] management conduct and ev~n fraud? e cases t ey 

FIrst, 'of course, aUditing is done b h .' , 
mUltitude of "judgment cal1s" w'th y t urn an beIngs and Involves a 
tion of items, reasonableness 0: m:~~e~ to suc~ matters as c1assifica~. 
transactions, and the like' henc th g ,ment estImates" bona fides of 
process the danger of a human e;rro:re IS ,ever p:es~nt III the auditing 
oversight-errors that can Occur and' d a mIstake, III Judgment, a simple 
every human ente ' ,0 occur, In every profession and 
supervision may ~~~~~e a~~e~ndertaking, While controls, training, and 
endeavors. ' errors are always possible in human 

pr~~~;~~~~r ~:e~:;' !~~lt~e:a:~:t~~t~tementsf resulted ~here aUditing 
transactions between related parties had n~f~ 0 dtrantactlOns, such as 
phenomenon had not been widely ~ncountered e~n eve oped bec.ause ~he 
financial statements; hence individual aud't r a source of m1sleadIng 
to search for such transactions. In eve ~u~r~ :a:~ not a",:are of the need 

~hat abse?ce of sufficiently articulated 7uditing stan;:::~; :~~a;r~~~~ared 
c~S:~7t~~:~t:: :~ti~~~o~~e~d the d Instit~te's Auditing Standards Execu~;~; 
the needed guidance. Bv:

I ~r~h an~ Issued prono,unceme~ts to provide 
leading financial statement~ ointi: a t~ence of bUSIness faIlure~ or mis
relying on the combined expe~ence :f the ~~:~lem, the Co~mItte~ has, 
pronouncements to head off 'bl ers of the Institute, Issued 

POSSI e problems. 

ar:~:~~:r'd~~:::~;r di~~o;tance tha.n human failure or a lack of stand
on the auditor in a way tPhaItOnd PfiractdI:cd by unscrupUlous managements 
, . e es IScovery by ev th k' InVestIgator These de . en e most s dIed 
"bad" audit~, ceptlOns have been present in several of the allegedly 

al;:g~a:i~gifo:~ o~:n~::~~::I~~~OOkS and records of the company, 

simplest cahse, if a transaction was' neve:n:nt::~ns~n ~~~\~~k!a~~ !~e 
company, t e auditor might only become aware of if- th e 
stance. In many cases, the misconduct- which h L rough happen-
committed completely outside the books and rec:rsdSbeoefn thexposed was 

e company; 
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hence, the auditor had no starting point. In other instances, the trans
actions were entered on the books, but the entry was misleading and 
misrepresented the nature of the transaction. For example, a bribe to a 
foreign official might have been labeled as a commission for sales services, 
a fact that could not be apparent to the auditor unless he interrogated the 
foreign official. Even then, he would not be likely to receive reliable 
information from the recipient of a bribe. Of course, if management 
colludes with a third party to mislead the auditor (as, for instance, by 
causing third parties to give false responses to auditor inquiries), the 
verification procedure is frustrated, and there generally is no practical way 
available to the auditor to detect such collusion. 

In short, management fraud and misconduct are rarely, if ever, apparent 
on the books of the company. Artful entries usually are designed to have 
the appearance of being routine and proper to escape the eye of the auditor. 
In virtually every instance in which an auditor has been faulted, it has 
been the consequence of financial statements improperly prepared by 
management. In other words. the auditor, along with the investors, has 
been the victim of a management fraud-misrepresentation by the man
agement of the company, deliberately concealed in some fashion from the 
auditor. 

Some of these falsifications could be detected if audit techniques were 
extended beyond those now common. This would involve substantial 
additional cost, leading to the critical question whether the additional cost 
would be justified by the benefit to investors and creditors. Had procedures 
more explicitly designed to determine whether the sort of misconduct that 
has claimed headlines for the last two years been in use in the past, the 
cost to American industry, and ultimately consumers, might have been 
in the billions over the years. To date, out of some 10,000 companies 
that report to the SEC, about 300 have disclosed i.mproprieties, including 
illegal or questionable payments. Some were not even clearly illegal or 
improper. The primary issue, then, is not the failure of auditors; rather, 
it is the cost American industry and American society are willing to bear 
to procure the benefits that would derive from a significantly expanded audit. 

The principal purpose of auditors, particularly those of publicly held 
companies, is to provide an additional measure of credibility to financial 
statements for the benefit of investors and creditors. If an auditor finds 
evidence of illegality he has an obligation to apprise the appropriate people 
within the company of such fact and consult with counsel concerning 
possible other steps; if his legal duty is to inform others, then he must do 
so. The notion, however, that the auditor's primary function is the deter
mination of the extent to which the audited entity has conformed to law, 
as suggested by the staff study, is indeed novel and at odds with the 
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entire history of auditing and the uncI t . . 
fessional community The a d't . ,:rs andmg of the busmess and pro-
training or otherwis~ to ma~ I tOh

r 
IS SImp?" not equipped by professional 

. he. e sort r,T sophisticated 1 I' d 
suc a distortion -of his role would entaii.'- ega JU gments 

h 
A nu~ber of projects are currently under 'way 

t e effectiveness of audits: ~hat wiU improve on 

1. During the last session of Con r . '. . 
le~islation has been introduced that !O~td and a~am m. t~e current one, 
mIsrepresent to an auditor to fail t . ~ake It a cnmm al offense to 
to fail to. maintain accura;e books :n~a~~~~n adequate inte~:nal controls, 
accounting records. The SEC has r~s,. and to ~alslfy corporate' 
(Securities Exchange Act Release J:o~~~~~ 1 SImIlar re~UIrements by rule 
such requirements have been of Ion . 85): It mIght be noted that 
example, it has long been unlawful in ~r:tandI?g. m other countries. For 
tions to an auditor. Obviousl the at Bntam .to.make misrepresenta_ 
affect the conduct of manage:ent. t:a~gers of c:Immal prosecution will 
assisted and the effectiveness of a~dit t ~ll ebxte~t It does, auditors will be 

s WI e Improved. * 
2. The Auditing Standards Execuf C . 

Statements (Statements on A t' lve ommIttee has adopted two 
'd ccoun mg Standards Nos - 16 d 17 

gUI e auditors in detecting and dear .. . an ) to 
fraUd, and the like Wh'l th mg WIth Illegal conduct, management 
staff study as inadeq~ate :hee eS~t' ~ronouncements are criticized in the 
f ' se cn IClsms are based 0 . d 

o matters in the proposed pr n a mIsun erstanding 
final pronouncements. onouncements that have been clarified in the 

3. The Institute in October 1974 o' . . 
chairmanship of Manuel F C h tgamZed a. CommISSIOn under the 
consider. how well independ~nt :u~~~o:s ::emer c~atrma? of the SEC, "to 
bilities, whether their responsibilities shou~eetmg theIr present responsi
nature and limitations of those res onsibTf be changed and how the 
to users of the auditor's work" (St t P I lIlIes can best be communicated 

a ement 0 ssues: Scope and Organization 

* The Institute has favored makin °t 0 0 

a company under audit to misrepre
g 

I t
a 

0 crlml~~l offense for persons associated with 
h sen In WrItIng a fact t cro 

0 

t ose parts of the proposed legislati h 0 h 0 an au Itor; It opposed 
criminal because of the uncertaint~~ ~h~~ a~t~~~ have made or~l moisrepresentations 
woul? ~ave extended the prohibition to third such commUnICatIOns, and which 
of CrimInal penalties would dete f ,persons because of the danger that fear 

r sources 0 Informaf h 
others from supplying information t dOt < IOn suc as banks, debtors, and 
The Institute believes the SEC's roO :S~dl ;rs on ~ voluntary basis as they now do. 
the same results as the proposed iegi~ f ule odell sIgned to accomplish substantially 

a Ion partIa y meets these concernso 
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of the Study of Auditors' Responsibilities, p. 4). Only three' of the seven 
members of this commission are practicing accountants. The others are a 
lawyer, a businessman, a financial analyst, and. an educator. Notwith
standing that this commission had published nothing official beyond a 
statement of the questions it proposes to address, the staff study rejected 
the possibility that good will come from it (pp. 119-120). The contrary 
may more confidently be asserted. Preliminary discussions with the 
commission suggest that it will, indeed, recommend significant expansions 
of auditors' responsibilities and, given the times and the prestige and 
origins of the commission, its recommendations will be taken very seriously 
by the profession. 

4. Virtually all firms, sensitive to the problems posed by the increasing 
complexity of business transactions and the rising expectations of the public, 
not to mention their own sense of professional responsibility, have tightened 
their quality controls, their supervision, their training, and their overall 
standards of performance. A random sampling of firms indicates that in 
the last five years the expenditures of such firms for quality control and 
training have at least doubled, while revenues from auditing have increased 
by between 50 and 70 percent. . 

5. The Institute has established a procedure and program for reVlew 
of auditing firms by other auditing firms or by panels of other auditors 
appointed by the Institute, of the adequacy of the reviewed firms' controls, 
supervision, and the overall manner in which they conduct their audits and 
other activities. At this writing most of the large firms have arranged for 
such reviews, and it is expected that many smaller size firms will undertake 
such programs. The staff study seeks to disparage this program by stati~lg 
on pp. 114-115 that the review of one major firm which had been dIS
ciplined by the SEC gave the firm a clean bill of health. The staff study 
neglects to mention that the review followed by some three years the first 
charge against the firm and that at least from the time of the first charge the 
firm had undertaken extensive measures to avoid problems; knowing that, 
it is not surprising that when the review was conducted it would justly 
find that the firm's standards and adherence to them were satisfactory. 
Obviously a firm conducting a review of another firm undertakes a con
siderable responsibility, one which could result in severe consequences if 
it concluded there existed no deficiencies in the examined firm and later 
the conclusion proved to be wrong. 

6. In almost half the states, legislation has been enacted, largely at the 
instigation of the profession, requiring participation by. accountants in 
continuing education programs as a condition of retaining their licenses; 
in all other states, the state CPA societies either favor such legislation or 
have voluntarily adopted such programs. 
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There is no~hing in. t~e staff study that would suggest that a governmental 
body ~e~elopmg audltmg standards could more effectively mandate, good 
supervl~l?n and control, thwart negligence and poor judgment, enforce 
more dIlIgently compliance w~th accepted auditing standards and pro
cedure~, o~ deter ~ore effectIvely management deception. An alerted 
professlOn IS expendmg a great amount of its resources toward these ends 
and can be expec~ed to continue to do this in the future. In fact, a govern
me~tal agency mIg~t be less effective, since it would not have as readily 
avaI~able the. expene~~e. o~ the pro~ession in identifying problem areas. 
Ob~!?usly, WIth th~ Ill1tlatlv~ and responsibility for the strengthening of 
audltm~ ~t~ndards m the pnvate sector, auditors are more alert to their 
responslbIht~ to anticipate problems and, hence, are more willing to 
cooper~te WIth ~he standard-setting group in developing standards that 
deal WIth potentIal problems. 

3. Are auditor~ SUfficiently independent of their' cli~nts? 
(RecommendatIOn 8.) 

As ~entioned above, integral to the effectiveness of the audit process is 
the mdependence of the auditors. The staff study maintains that auditors 
are not mde~endent of their clients for two reasons: (1) They sometimes 
perform serVIces other than accounting and auditing for their clients and 
(2) they have testified in an advocacy role before Congress and ~ther 
governmental bodies in a manner favorable to their clients' interests 
~he standards for independence are established and enforced by the 

InstItute, the .s~ate boards of accountancy, the state CPA societies, and the 
SEC. In .a~dItIOn to the standards established by such bodies, many firms 
~ave addl~IonaI. procedures and rules governing permissible and impermis
SIble . r~lahonshlps. These are rigidly enforced using very thorough and 
sophIst1Cated systems. 

Independen~e essen~i~lly is a state of mind and not something that can 
~e measured WIth preclslOn. The SEC in Accounting Series Releases (Nos. 

, 22, 44, ~7, 81, 112, and 126) and the profession's Code of Ethics and 
att:n~~nt hteratur~ hav~ articulated stringent standards proscribing certain 
actIVItIes and relatlons~Ips of auditors with clients. These standards serve 
a twofold pu~ose: FIrst, they ~ro~ibit relationships that might, in the 
common expe~lence o~ men, prejUdICe the judgment of an auditor; and 
second, comp~lance WIth them provides some measure of external evi
dence th~t an mdependent relationShip exists. Of course, notwithstanding 
t~es~ str~ctures a~d t~eir enf?rcement (the SEC has been extremely un
Yleldmg m ~nf~rc~ng Its reqUIrements), it is possible for various reasons 
that an audItor s Judgment may not be wholly objective. However, it is 
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noteworthy that, with extremely few exceptions, the cas~s brought agains~ 
members of the accounting profession in recent years dId not su~gest .th 
slightest evidence that any auditor had any of the forbidden rel~tlonshIps, 
had his judgment suborned by accepting any benefi~ from .th~ chent other 
than customary fees, or had in any other way permItted hIS mdependence 
to be impaired. . . bl 

In the preparation and review of financial statements the~e are I~evita y 
going to be matters as to which reasonable men differ, and m the l~fe of an 
auditor there will be occasions when management pers.onnel wIll. for a 
variety of reasons urge strongly on an auditor the propnety ?f the~r er~
posed accounting judgment as opposed to that which the aud~tor th~n .S IS 
right. These disagreements would exist even if every a:countl~g ~nnciple 
were clear even if every situation were governed by a smgle pnnciple, and 
even if auditing standards and procedures antici~ated every problem. Even 
if the staff study's recommendations were fully Implemented, all. elemen~ 
of judgment would remain, and there would continue to ~e questIOns suc 
as the estimated life of physical assets, the exten~ to WhICh matters were 
material, the allowances which should be made for bad deb~s, the account
ing period in which certain types of income should be recogmzed, ~nd so on. 

When disagreements arise between management and the audItors, t?ey 
are sometimes resolved in a manner that is satis~actory to both partl~s. 
This is not as suggested by some, prima facie eVIde~ce o~ a lack of m
de endenc~ on the part of the auditor; it ~s almost mvanably the con-

, se:uence of deeper inquiry by th~ auditor mto the facts, and thoughtful 
response by both parties to persuaSIve arguments. . . s 

Notwithstanding a praiseworthy record of mdepe~dence, vanou 
measures are being taken to strengthen even further the mdependence of 
auditors: 

1. The' SEC requires that when there has been. a . change of a~ditors, 
there must be disclosure in a filing with the CommISSIon O.f any. dI~agree
ment between the auditor and management over an accountmg pnnciple or 
practi~e, financial statement disclosure, or auditin~ p:ocedures .(Item 4, 
Form 8-K). Thus, a management may n.o . longer dIsmISS an audItor over 
an accounting disagreement with no pubhcIty other than the prese~ce of a 
different auditor's opinion in the next a~nual r~port. These filmgs ar~ 
often discussed in the press. Obviously thIS reqUirement strengthens con 
siderably the ability of auditors to withstand management pressures. 

2 The increased incidence of litigation has unquestionably caused 
aUditors to be more sensitive to the dangers of succumbing to press~res 
from management. With increasing numbers of investors alert to possIble 
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deficiencies in financial reporting, every auditor realizes that the penalties 
for any departure from sound standards or any s-ubordinating of judgment 
to that of a client may entail not only financial loss to his firm, but also 
professional disaster for himself and possibly criminal prosecution and even 
(as happened in a case recently) imprisonment. 

3. The SEC has increasingly monitored the adequacy of audit per
formance and brought injunctive and administrative proceedings wh~n it 
believed there had been shortcomings in the work of auditors. In recent 
years, the Commission has more frequently pamed accountants and ac
counting firms in injunctive actions and in administrative proceedings to 
determine whether they should be allowed to continue to practice before 
the Commission. Also, the discipline of litigation is not confined to the 
SEC. During this period, many suits were brought in the United States 
charging accounting firms with deficiencies in their professional work. 
Quite obviously the overhanging threat of SEC or private party litigation 
is a strong influence in directing the profession toward more stringent stand
ards of independence, competence, and adherence to sound practices. 

4. Increasingly, companies have set up audit committees as a part of the 
structure of their boards of directors. Such committees usually consist 
exclusively of outside directors. A recent report summarized in the Wall 
Street Journal (January 19, 1977, p. 6) stated that in the past five years, 
among 646 companies surveyed, the number with audit committees had 
increased from 42 percent to 93 percent. It is noteworthy that in 1967, 
long before the current concern with this question, the Institute recom
mended that companies establish independent audit committees. 

The audit committee performs several functions. It provides a means by 
which the auditors can discuss candidly with outside directors problems they 
have discerned in the company, the quality of internal controls, pressures 
from management, improper conduct they have found, and anything else 
they think may affect the financial statements of the company. The members 
of the audit committee have the opportunity to assess the competence of the 
auditors, the adequacy of their procedures, and the strength of their in
dependence. Both directors and auditors have expressed satisfaction with 
the functioning of these committees, and the evidence is persuasive that the 
presence of an audit committee in a company strengthens considerably the 
audit function and the independence of the auditors. 

The importance of audit committees is underlined by the request of SEC 
Chairman Roderick M. Hills to the New York Stock Exchange that it 
modify its listing requirements to compel listed companies to have in-
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dependent audit committees. In that letter, dated May 11, 1976, Chair
man Hills said: 

The existence of an audit committee that meets privately .~ith the .outside 
auditors to discuss the scope of the audit, questions ansmg durmg the 
audit including disputes with management, and that has access to the 
corp~rate financial information, is an important part of our ~ffort to 
maintain the credibility. of our system of corporate self-regulation. 

In response to this request the Exchange has adopted an ~mendment to 
its listing agreement requiring that after July 1, 1~78, each lIsted company 
have an audit committee consisting of directors mdependent of manage-
ment. . 

5. As discussed above, firms have strengthened and are ~ontinuing to 
strengthen their internall?rocedures to assure the quality and mdependence 
of their auditing work. . ., 

The staff study asserts that the independence of accountI?g firms m p~r
forming audits is compromised because th~y render V~:IOuS consu1tlI~g 
services to their clients in addition to accountmg and audltI~g. Not only ~s 
independence not compromised, but in many cases the qualIty d the audIt 
is enhanced. Often the performance of these services provid~s t?e firm 
with a better understanding of the company, the adequacy of I~S mter~al 
controls the calibre of personnel, and other information WhICh aSSJS,.'S 
materialiy in the auditing process. Further, there is not in the staff study 
the slightest evidence that these activities have in any way actual!y affected 
the quality of financial reporting or the independence of any audI~or. 

The staff study charges that lack of auditor independence I~ furt~er 

evidenced by the fact that accountants often t~stify. before publI.c bodIes 
advocating positions that are favorable to theIr chents. SometI~es ac:
count ants testify explicitly at the request of clients. Howe~er.' theIr testI
mony is the fruit, not of a client interest, but of a CO~vlctIOn born of 
experience and professional insight. When they so testIfy they .are n~t 
tools of their clients. Clients are by no means homogeneou~ ~n theIr 
opinions on any subject; hence, quite often a CPA's expressed opmIOn may 
parallel the opinion of some clients but offend others. Therefore, the 
charge that they do this as advocates of client. i~terests rather than from 
convictions concerning the issues is without baSIS m fact. 

It is not surprising that in many instances professionals deepl~ concern,ed 
with financial matters would find their own views correspondmg to t?ose 
of some of their clients; to suggest that because th~y have such chents 
they should remain silent concerning issues about WhICh they have expe~t 
knowledge is not only to deny them basic r.ight~ b~t also to deny publIc 
bodies the benefits of their expertise. The ImplIcatIon of the staff study 
would seem to be that, under the changes recommended, accountants 
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would no longer be allowed to express their opmIOns on matters they 
deem of .public concern or that might affect them or their clients, a 
restraint we suggest Congress would be loath to impose. 

4. Are the Institute and the accounting profession 
dominated by the Jarge accounting firms? 
(Recommendations 4 and 12.) 

The staff study asserts that, by their domination of the Institute, the 
"Big Eight" dominate the F ASB and the senior and other committees of 
the Institute. The charge of domination of the Institute is based on the 
assertion that, while CPAs associated with "Big Eight" firms are only 15 
percent of the membership of the Institute, their participation on Institute 
committees is much higher. The relevant facts are considerably different. 
Among the members of the Institute only about 75,000 are engaged in 
practice; of these, about 27 percent are affiliated with "Big Eight" firms 
and about 33 percent are associated with the 15 firms discussed in the 
study. These statistics are roughly in the same proportion as representation 
on the Institute's Council, its ultimate policy-making body, in which "Big 
Eight" members are less than one-third, and the 15 largest firms' members 
number about two-fifths; and on the Institute's Board, in which "Big 
Eight" members are one-third. 

It also is not surprising that the large firms participate in some of the 
activities of the Institute more actively than other accountants. Large pub
licly held companies, while sharing some problems and concerns with 
privately held enterprises, tend to have the full range of accounting and 
aUditing problems, including some which are unique to themselves. Thus, it 
is to be expected that accounting firms which audit publicly held companies 
would be more willing to commit their personnel and their resources to the 
activities and committees of the Institute most concerned with those prob
lems. Furthermore, because of their size and internal research capabilities, 
those firms. tend to be better equipped to commit manpower to this effort 
than firms with smaller staffs. 

Finally, to the ext~nt that the large firms influence the activities of the 
Institute and its committees, nowhere in the staff study is there evidence 
that this has been a~verse to the development of sound accounting and 
auditing standards or the public interest. There is no evidence that h"d 
the participation of large firms in the Institute been confined to an amount 
exactly proportionate to their membership, accounting principles and 
auditing standards would be any better; a sounder argument can be made 
that they would not have been as good because of the lesser availabHity 
of the personnel and other resources of the large firms which assist the 
work of the committees and the Institute. 
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The simple fact is that the "Big Eight" are eight distinct firms who seldom 
speak with a single voice. An examination of the firms' submissions to the 
F ASB, the Auditing Standards Executive Committee, and the SEC in 
response to proposals by those bodies shows dramatically the varying views 
and approaches among the firms, often concerning very basic issues. 

Similarly, the suggestion that the large firms dominate the FASB through 
the Institute is belied by the fact that the Institute, like innumerable others 
interested in financial accounting standards, routinely submits responses to 
the FASB's discussion memoranda and exposure drafts which are often 
at variance with the comments of the "Big Eight" firms. A comparison 
of those submissions with the final opinions of the F ASB shows that often 
the suggestions and criticisms of the Institute are rejected by the F ASB! 
Clearly, if the Institute were the minion of the "Big Eight" and the FASB 
were the slave of the Institute these divergences would not occur. 

5. Are present standards for determining the liability of auditors 
to public investors fair and sufficiently protective? 
(Recommendation 3.) 

The staff criticizes the recent Supreme Court decision, Hoehfelder v. 
Ernst & Ernst, and calls for its legislative reversal. In that case the Court 
held that for an auditor to have liability under Rule 10b-5 (the SEC's 
rule prohibiting fraudulent, deceptive, or manipu\ative activity), it must be 
shown that his conduct was worse than negligent; it must be shown that 
he had an intention to deceive, defraud, or manipulate. 

First, it should be noted that this decision has no effect whatsoever on 
the liabilities that relate to the registration of securities under the Securities 
Act of 1933 for the purpose of public distribution; under that act auditors 
may still be held liable if they fail to establish that "after a reasonable in
vestigation, [they had] reasonable ground to believe and did believe" that 
the financial statements included in a registration statement on their 
authority did not contain any materially false statement or omit any 
material fact required to be stated in the registration statement or necessary 
to make the statements made not misleading. 

If an auditor knowingly participates in a client's fraud, or, according to 
some courts of appeal since the Hoehfelder decision, if the auditor is 
reckless, he may have huge liabilities to investors. Thus, the auditor con
tinues, even under Hoehfelder, to have a significant exposure to liability. 
For example, recently the liability of the auditors in the Equity Funding 
matter was settled-after the Hoehfelder decision-for $39 million. 
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Furthermore, the Supreme Court in H h/ . 
extent of the fault necessary t t' oe elder dId not determine the 

, 0 sus am a compla' t b h '. 
floch/elder, several courts of a e I h m y t e SEC. Smce 
is sufficient to sustain a com ~~in~ b ave concluded th.at sin:ple .negligence 
securities laws. Such actions p h' h y the, S~C al~egmg VIOlatIOn of the 

I· , w IC can culmm"'te m d '" . 
re Ief, can have a profound impact on th a • amagmg mJunctIve 
accountant and accounting firm.. e reputatIOn and prospects of an 

Beyond that, when the question is not f" . 
purchasers of securities in a re . t done 0 lIabIlIty of the auditor to 
which he should be liable t th giS ere offering, but rather the extent to 
in the market, there is a co~s'de Vtlt numb~r of people who trade securities 

Th" 1 era e questIOn of equity and fairness 
e SImple Issue is this' Is it e 't bl . . . ' 

auditor to huge, perhaps ~ven rui~~~ a .e, ~~ ~t good policy, to subject an 
single negligent act? Account' fi s lIabilItles, as the consequence of a 
(over 10,000 audit~d financialm~ t rms perform thousands of audits a year 
and it is estimated that the "Bt ~~~e~ts are filed with the SEC annually, 
annually). With only a few gIg. t conduct more than 65,000 audits 

. exceptIOns these have 'd d . . 
protectIOn to investors creditors d th proVI e sIgmficant 
them. Is it appropriate-' -is it fa' ' a~ 0 ers who have the need to rely on 
literally thousands of professio~:; ~n:ke tn ,accounting firm, made up of 
accrue as the consequence of th' r er or the huge damages that may 
members of the firm? e neg Igence of only one or a very few 

The answer to this question was well sta d b 
Court Justice) Benjamin 0 Cd' te y Judge (later Supreme 
the New York Court of Ap;~a~~o m Ultra,mares v. Touche, decided by 

If liability for negligence exists a thou hI' 
to detect a theft or forgery ben' th th

g 
tess slIp or blunder, the failure 

ea e cover of d f . 
expose accou,ntants to a liability in an i d " ecep lYe entnes, may 
terminate time to an indeterminate clas: etel mmate amount for an inde
conducted on these terms are t' . . . The hazards of a business 
a flaw may not exist in the i;;i~:ti~:e f as to enkindle doubt whether 
consequences. 0 a duty that exposes to these 

Interestingly, the proposal to k h 
auditors belies the concerns ex rna e arsher the liabilit.y exposure of 

. lack of competition in the prof~:::~:d ~ th: staff report. a~~ut an alleged 
the less able are small firms to bea~ th ,e. a~sher the lIabIlIty standards, 
How many smaIl firms could suffer e rIS ~t~endant upon an audit. 
covered by insurance and sun'ive? ; $13

1
9fimIlhon settlement, even if 

, . rna rms report that they have 
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increasing difficulty in securing adequate insurance because they are not 
well known and do not have the resources of large firms. Thus, harsher 
standards of liability may further force publicly held corporations to 
engage the larger firms. 

6. Is there excessive concentration in the supply of auditing and 
accounting services to large publicly owned corporations? 
(Recommendations 4 and 12.) , 

The staff study suggests that accounting practice is too concentrated in 
the larger firms and that the Federal Trade Commission and the Antitrust 
Division of the Justice Department shoul~ investigate this matter. 

Modern. economic history, both in this country and abroad, has been 
characterized by the gr~wth in size of corporations; the reasons for and 
social desirability of that growth are beyond the scope of this discussion. 
The growth of accounting firms has paralleled that corporate growth .for 
a simple reason: To audit a major international industrial company reqUIres 
a large organization. For instance, the audit of General Motors requires 
examination of records and other procedures to be done in approximately 
200 major accounting locations of which 150 are in. this country and 50 
are outside the United States. Even for a much smaller company, the 
auditor must conduct audits at dozens of locations in this country and 
overseas. Most firms having clients with operations widespread geograph
ically have expanded their activities correspon.dingly, i~ larg: m~asure 
to maintain the efficiency, consistency, and qualIty of theIr audit. SImply 
put, most small firms, confronted with the audit of a major company, 
would not have the resources to do the work. 

Thus, it is not surprising that as corporations have grown, auditing firms 
have grown, and those structured to meet the needs of large companies have 
attracted large clients. ' . . 

The remedies suggested bv the staff study for the alleged concentratIOn 
would in many cases dimini~h the quality of the audit and increa~e audit 
costs substantially. It "is suggested that the auditing firms be rotated 
periodically. At the present time it is common pract~ce. for firms to rotate 
the personnel involved in an audit to assure "fresh InSIghts and pre7lude 
the development of relationships that might impair independenc: of Judg
ment. However, this is done in a manner that preserves the Important 
continuity of knowledge of the company, its history, its personnel, and 
its audit problems. Understanding of the company, its inte:nal ~ontrols, 
the way it keeps its books, its policies, and its personnel, IS unIversally 

36 

", 

-~---~---------------.--~~ ---

143 

~egarded as essential to the satisfactory perfonnance of the audit. For 
Instance, an authoritative work on auditing states: 

The integrity and reliability .of presentations in financial statements 
depend .primarily on two things: (1) the effectiveness of the company's 
accountmg systems and the controls over them and (2) the fairness of its 
management's estimates, valuations, and judgments reflected in the state
ments. Thus, an auditor must understand not only a client's accounting 
systems,. bu~ also enough about the client's operations, management, and 
economIC CIrcumstances to be able to judge the fairness of estimates 
valuations, and other judgments made. He must understand at leas~ 
the following: 

1. Accounting systems in use. 
2. Systems of internal control. 
3. 
4. 

5. 

6. 

7. 

Accounting principles used. 

Characteristics of the operations of the client company that could have 
a financial or accounting impact. 

Mana~ement policies and practices that could affect the reliability of 
finanCIal and accounting controls and decisions. 
Characteristics of the business environment that could affect financial 
statements. 

Legal constraints, both present and potential, within which the enter
prise must function (Montgomery's Auditing, 9th ed., p. 6). 

If aud~tors were rotated periodically, each firm new to a client would 
' ?e at a d~sadvantage because of its lack of familiarity with the client and 
Its finanCIal practices and would need considerable time to achieve the 
knowl~dge of. th~ company possessed by the replaced auditor. It is surely 
~ot WIthout ~IgnIficance that in a large number of the suits which have 
Involved audItors, the relationship between the auditor and the client had 
been of relatively recent origin. Rotation would deny the auditor the 
:ery valuable tool h: acquires as he achieves familiarity with a corporation, 
ItS pr~cedures, ~n.d Its people. Furthermore, each time a firm is changed, 
there ~s the ad?ItIonal expense of the auditor's familiarizing himself with 
the chent and Its procedures, an expense which would have to be borne 
by the client (ultimately, of course, by the public). . 

.Increasin?ly the. selection of auditors is being delegated to audit com
~ttees, WhICh usually consist either entirely, or almost so, of outside 
dIrectors. !he staff study suggests that shareholders elect auditors by voting 
o~ competmg firms. However, an audit committee, in continuous contact 
WIth the auditors, will obviously be in a far better position to judge the 

37 

" , 



144 

auditor's .performance than shareholders who would have a v~ry li~ited 
ba~is on which to compare the current auditors of the corporatIOn wIth a 

possible replacement. ,.' h 
F,inally, contrary to the staff study's charges' abcut c~ncentr~t1on, t e 

number of smaller firms in which Institut~ members practIce has In the last 
six years increased from about 9,500 to about 16,000. 

7. Is the disdplinaty process that impacts the accounting 

profession sufficient? 
(Recommendations 8 and 14.) . 
The staff study criticizes the profession for n~t being ~arsh enough In 
disciplining members of the accounting professlOn f~r mIsconduct .. 

With respect to the Institute's disciplinary proceedIngs, several ~rrcum; 
stances must be borne in mind. The Institute is compo~ed entIrely 0 

individuals; firms are not eligible to be members. Hence, I~S powers as t 
private organization are limited to members, and th~ I~S!Itute can on y 
bring proceedings against, and impose sanctions on, mdlVlduals. 

Second, the institute, unlike public bodies, has no subpoena pow~rs, n~ 
ri ht to force people to testify, no right to demand the presen!atlon 0 

d~cuments; it can, of course, impose penalties, suc~ as suspe~sIO~ fr: 
membership, for failure to cooperate with a proceedmg, but often imp . 
tant evidence is i~ places and hands other than those of members and IS 

thus unavailable to the parties. 
Third the desirability of prompt action against errant membe~s mus~ 

be weighed against concerns for fairness. Usually, when allegatlO~s k~ 
im ro er or inadequate work by an auditor are made, the matter. qUIC Y 
be~o~es involved in civil litigation or SEC disciplinary proc.eedmgs,. or 
both or less frequently, criminal proceedings (regardless of Institute act~ni 
of c~ur;e, such proceedings, no matter what the outcome, have. a reme 13 

effect surely as effective as disciplinary proceedings). If the Instl~t: sou~~t 
to determine whether discipl1inary measures should be taken 1 e d o~e the 

roceedin s pending in court or before the SEC ,,:ere cone u e, e 
~vidence :dduced in its proceedings and the conchlsl~ns reach~d woul: 
undoubtedly be used against the persons or firms mvolved m cou . 
C 1 if the determination were favorable to the member, they 
w~:;~rs~:doubtedlY be used in his favor. Similarly,. the documents 
developed in the course of the proceeding would be. subJec:t ~o l~ubPoena. 
Inasmuch as the standards which would be applied. m a dlSClP :~ry !;~~ 
ceeding to determine whether sanctions should be Imposed an h t e h' h 
for the introduction of evidence might differ markedly from t ose w IC 
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would apply in a proceeding before a 'Court or the SEC, the use of such 
proceedings, their outcome, or any documents or testimony elicited in the 
course of them in other proceedings could work a distinct hardship on one 
side or the other in the litigation. 

To avoid such a prejudice to parties, the Institute has had the practice 
of listing for ultimate determination any matter where it appeared at the 
commencement of or in the course of a legal proceeding that a member 
of the Institute might have been guilty of actionable conduct. The mat
ter is kept on the list until a final determination is made about it. Thus, 
on the current list of the Institute there are 162 matters related to cases 
pending in court or before the Commission. Each of them will be sub
ject to active investigation when the litigation is ended or the statute 
of limitations has expired. Because of the protracted nature of proceedings 
in court, many of these matters have been pending for long periods of 
time. Given the desire of the Institute to avoid the prejudice which might 
accrue to a party in litigation if it conducted its proceedings while litigation 
was pending, there is no means of avoiding the appearance of undue delay. 

Of course, the Institute, whicl:l. can, at most, expel a member from a 
voluntary organization, is not the only instrument for discipline in the pro
fession. Disciplinary rp.atters are also handled by the state boards of 
accountancy, since they are the only governmental authorities which license 
accountants and which can effectively suspend or terminate an accountant's 
light to practice. In addition, the SEC, through administrative and injunc
tive proceedipgs against accountants, exercises substantial disciplinary 
power over accountants involved with financial statements filed with the 
SEC. Thus, in considering the effectiveness of discipline of the profession, 
the entire skein of governmental, legal) and private discipline must be 
considered rather than a single strand standing alone. 

Finally, of course, discipline is only one part of a total self-regulatory 
scheme which involves much more than simply punishing errant members. 
The accounting profession establishes educational and testing standards, 
which are stern and demanding, for admission to the profession and the 
right to practice; it establishes and enforces standards of independence; 
increasingly it requ~res continuing education as a condition to the right 
to practice; it establishes the rules governing how financial statements 
must be prepared and how they must be examined by auditors. Compliance 
with this variety of standards is in significant measure enforced by the 
profession. However, courts have frequently used them as measures of 
the adequacy of an accountant's performance, implicitly affirming by so 
doing, that the standards themselves are sufficient to ptotect the public 
interest. 
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8. Should the federal government refuse to engage for 
consulting work all firms that do auditing work for the government? 
(Recommendation 13.) 

The staff study recommends that the federal government engage to do 
accounting and auditing work only firms which do not render consulting 
services to the government. This, of course, is predicated upon the false 
notion discussed above that there is a threat to auditor independence 
when a firm does consulting work for an audit client. Contrary to this 
assertion, the fact is that such services afford the aUditing firm an added 
opportunity to gain the knowledge and insight necessary for the best 
performance of auditing services. Further, it is obvious that performing 
consulting services for one agency of the government would not imp'air 
independence in an audit of another agency. 

Professional services are rendered with varying degrees of competence. 
We would suggest that the public interest is best served if consultants are 
selected in each case on the basis of their respective competences for the 
work to be done; if an aUditing firm is capable of rendering the best 
consulting work in a given area, the public would suffer by refusing the 
work to that firm because of an arbitrary rule excluding such firm because 
it also did aUditing work for the government. 

CONCLUSION 
We submit that the foregoing analysis establishes clearly that the account
ing profession is fully able to provide reasonable protection to the public 
in its reliance on audited financial statements. The adoption of the recom
mendations of the staff study would, in truth, hinder achievement of that 
objective and frustrate efforts now firmly under way, rather than further 
the protection of the public. 

We urge that the Congress reject the staff study recommendations which 
would fasten on the auditing profession, and American business, an un
necessary, unwarranted, and undesirable governmental burden. 
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