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INTRODU CTION

providing to the American people the assurances they want and need
concerning the integrity of financial Statements Prepared by American

and such blatant management frauds ag Equity Funding, National Student
Marketing, and Stirling Homex, the demands for higher Standards for aJj
those concerned with the corporate process in this Country—officers, djrec
tors, attorneys, auditors—have been insistent and proper,

While thig memorandum hag been approved by the Board of Directors of the

Institute, jt does not Purport to reflect the views of all 130,000 members of the
Institute, : v
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No systems, in accounting or any other line of endeavor, can ever insure
against human shortcomings; however, the risks of breakdowns in financial
reporting are being steadily and speedily reduced. We hope that this
memorandum will demonstrate the seriousness, the extensiveness, the vigor,
and the success of the profession’s efforts to improve financial reporting.

And we believe that a federal initiative at this time would impede, if not

destroy, these efforts and needlessly involve the federal government in
the affairs of the profession. :

Entirely apart from the merits of the charges made with respect to the
past conduct of members of the accounting profession, a careful reading
of the staff study shows no relationship between the charges against the
profession, its bodies, and the SEC, and the business failures and misleading
financial statements mentioned. Moreover, there s no evidence that the
tight federal control of the profession proposed by the staff study would
reduce hazards to the public.

Finally, this memorandum is not intended to present a point-by-point
contradiction of incorrect information contained in the staff study or dispute
each of the allegations contained in it; that will be done in the course of
the upcoming hearings, submissions of other parties, and possible future

memoranda from the Institute.

THE AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS .

This memorandum-is submitted by the American Institute of Certified-
Public Accountants (the Institute). The Institute is the national pro-
fessional organization of certified public accountants. Certified public
accountants (CPAs) are accountants who have completed extensive educa-
tional requirements and have passed a series of complex uniform examina-
tions prepared by the Institute and administered by the accountancy boards
in the various states. These accountants are licensed by the individual states
and upon-being so licensed may hold themselves out as “certified public
accountants.” :

The Institute has about 130,000 members in all states of the Union.
While there is no legal requirement that certified public accountants be
members of the Institute, a very.large majority of them are. The Institute
conducts extensive educational programs to assist members in upgrading
their skills and in keeping current with developments in the profession.

The ultimate policy-making body of the Institute is the Council, con-
sisting of 255 members selected in part by state CPA societies and in part

" by election at large; other members serve by reason of their present or
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g::tﬂc;fﬁces ip tl}F Institute.. ’!‘l.le Board of Directors, a body of 18 members
5 the continuing responsibility for the conduct of the Institute’s affairs ,

SUMMARY OF THE ST AFF S
TUD
AND QUESTIONS RAISED d

;I(‘:;z ;:;i: Ifg;i.y, while it Lnakes a multitude of allegations and a number of
10ms, nonetheless may be briefly summari
the entire financial accountin ing cos i the U e
: i g and reporting process in the United Stat
;;,Sj gdlgl’gm:;s:dbz a grm}llp of 8 accounting firms (referred to as the ‘:3?gs
R Y another 7 firms smaller in size than the “Big Ei
d [ 7 fi . 1g Eight.”
;I(‘)l::l;ea n1l gs 111r1tnsd perfc;lrmNaudltmg services for a high proportiogn o]fg the
15téd on the New York and American Stock
staff study charges that, while accour o it o The
, countants associated with th fi
account for only 11 or 12 percent of th ion’ i * necoun.
) ¢ nation’s certified publi -
tants, they dominate the accountin i i cipal orgmin
. m g profession and its principal i
tion, the Institute, by their membershj (s governis ron
. X ship on the Institute’ i1
technical bodies. By domination of i it i 3, they dorsinta
i . the Institute, it is alleged i
the Financial Accountin i ich is eent Loy minle
. g Foundation, which is the ?
he Fin _ , parent” bod
g Illr;;r;f:ulll Accounting Standards Board (FASB). The FASB ZSt};lbc;ifs}?;:
1al accounting principles in the United Stat i
chain, it is asserted, the “Big Ficht” domi the. Thu§, ey this
counting puneisies g Eight” dominate the establishment of ac-

(th"i‘lé; ét)alflfastugg. alleges that the Securities and Exchange Commission
$ abdicated its statutory obligations b itti
( : : Y permuitting the account-
ing profession to esFabhsh‘ accounting principles and hags by variont'
act;;lns encouraged this activity in the private sector. -
Client: i;aaif ts}:ud};1 alle%es1 that accountants are not independent of their
X ¢y have failed to assure that the financi 1 i
to the public are accurate a i herefore varigus dror s
nd reliable, and that therefore vari i

. various drastic

measures should be taken to assure public accountability by the profession

Basically, the staff study poses the following questions to which we will

1. Are present financial accounti
. pre: nting standards (sometimes called ac.-
;:eo;g;u;gliﬁggslples) and the process by which they are established—;riv:fe
atlve accompanied by SEC oversight—adequat i
of the public? (Recommendations 1,2, 5, and 11.) Auate for protection
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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.)

3. Are auditors sufficiently independent of their clients? (Recommenda-
tion 8.)

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

5. Are present standards for determining the liability of auditors to

public investors fair and sufficiently protective of the public? (Recom-

mendation 3.)
6. Is there excessive concentration in the supply of auditing and ac-
counting services to large publicly owned corporations? (Recommendations

4 and 12.) ‘
7. Is the disciplinary process that impacts the accounting profession
sufficient? (Recommendations 8 and 14.)

8. Should the federal government refuse to engage for consulting
work all firms that do auditing work for the government? (Recommenda-

tion 13.)

DISCUSSION

1. Are present financial accounting standards (sometimes called
accountiing 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.)

The staff study charges that the process by which financial accounting
standards are established is dominated by the “Big Eight” and that the
failure of the profession and the SEC to insist upon elimination of alterna-
tive financial accounting standards has resulted in financial statements that
are misleading to investors.

In the simplest terms, financial accounting standards are the rules
governing how the information about business transactions is expressed
and recorded in numbers, how the numbers are aggregated and arrayed,
how they are reported, and how they are supplemented with textual dis-
closure to present the financial position of an enterprise at a particular
moment in time, the results of its operations for a defined period, and the
changes in its financial position during such period. Accounting is the
-process of applying financial accounting standards to the information
about individual business transactions to produce financial statements which

14

ma.lnner.. Accountants, therefore, are those
ficiency in the accounting process,
me'lll“ilseaelllcdc(:slggn% process necesse.lrily involves makin
of ntansi T ;Se:;;lhe useful. life of ﬁxe:d assets such as g factory, and
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e Thi,s o Ui ty 0 mnventories, and the appropriateness of tax gac-
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when reasonable estimateg prove in hindsight to have been off
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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 tc 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 standards 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 considernuble 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

16
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represented a major, even revoluti i

, olutionary, shift. The Insti
repre s . ¢ Institute and ici
Counﬁlllltan:s ndo longer hfive final authority over the establishmell)lrta(c:)tflcmg
( g standards. Thijs authority now rests with the FASB which v\?:s_

dures, the Institute is no different fro

comment and is often disappoj ~
. nt . .
prevail. Ppointed, as are others, that its advice does not

. . o, .

th g i
€ work of the Cost Accounting Standards Board (CASB), which was

suggest that the record of the CASB i

_ : Is to be criticized: i

smlgillyt lﬁ)on}ts up Fhe laudable accomplishments f)lfl(t:;lz: (;Ag‘lge Tomparion
rther indication of the profession’s earnest efforts to devé:lop financial

cost i i

o es;naelli}txolgih I;lglgg. cI(])nt‘rovc.arsmI., was, in the eyes of most, courageous

corrency ﬂuct.uat,ions ic . zftiaqmre.s 1mmfaeiiate reflection of the impact of.

almost anan ot °t'o¥d nancial positions and operations, haskdrawn

fonal eeomim criticism from those most affected—American multina-
erprises. These and other examples amply demonstrate the

problems.

Th i i , )
Pretat{iao?sl::su t}f 1S not aware of any evidence that any Statement or Inter
cen influenced by the prior affiliations of Board members
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by their membership in the Institute, by dependence of the FASB 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 the alleged shortcomings of the FASB 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 FASB
pronouncements. Would the determinations 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
FASB, has responded to the criticisms of the FASB. It has organized a
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 FASB 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-setiing 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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. The
ial disclosure and the rules of the SEC under those ;Tt\;tesire’lihe
ﬁnaﬂC}{l t of 1933 and the gecurities Exchange Act of 19 41 q ne
S‘?Cumles AE . terial information and predicate liability of. v?mous persto 2,1
filSClOS_Ufe 0h mauditor‘s on a misstatement of or the omission to sta ;:,ve
mClud'mg ot ;urther;nore the courts, including the §upreme Court, ac
matdemtlliifsazgncept theﬁ touc’hstone of their considerations of the adequacy
made 0 . ‘
. ﬁﬂanc‘la‘{ Statem:? Seagn\ic?etgegydt‘};zkzlse‘;:ninations of the courts and t?e
ca auchtort m"':lit The concept is necessary to prevent ﬁnamcmtl1 sta Z,
" mli er(;mizé overloaded with information of no use o t ose.du
N on fl’Om’t te(;nents are primarily directed—the investors. By thus avg;n_
Whom e zs the financial statements are more useful. Even fas o
s 'SUCh gxc?chi,s concept of materiality, financial sfatement.s 0 p\ll1 e
Zgzgziesyare often criticized for containing too much information, perhap

using investors. o oud
theIr: lzge:zn\flere iot such a concept as materiality to govern what s

i i ement,
and should not be included in financial stfagg‘rlr;ez';sénn:;lhiz; rtnoar;ae%ermine
wh auditolrds’ ai%r;l?;rge;loggtl, gzzz l?:gn inciuded in financial sta’cerrx::;antsl.r
voviitx;g;‘; ;f an appropriate authority such as the SglC,d tg; :::le t f’r -

aetermines that auditors should follow a standar e e
ot ot 1 iality now imposed on. them, they would make jude-
e matec? . ly But regardless of what label is put on 1t, anyé s‘;,s o
mem's oo Hrlrg;u};;: include a criterion to determine what shoul eora_
% dlSCl_OSgre ial statements; otherwise every snippet.ot' paper a corp >
C.hlded a nalr:ichave to be published, resulting in nothing but c_onfusuc)ln o
Flon o W(;r hould be noted that the FASB has done an extensive sttu ] zsue
lrrrlxzt:eslt'?arlsi'ty kfas published 2 discussion memorandum, and plans to 1
: S’?l?e(l :tr:ﬁ(;?u?; (i)ubllggt) contrasts the cost of operating the Cost Account-

i :no the FASB. This comparison,
ing Standards Board with the cost of operating

i ry of financi
o eStathhmghiizaItlS: rg'sAégr a(c)lrcller;escszt: gi?se};f to all ca.tegories ofdsi;k;
Pamely, 'COStS’ Zsts revenues, assets, liabilities, and equity. Secor;‘ , the
mfoggafc:):lgcconc;med with setting these limited standards foiha;r 1;111;nd
CAu —i-certa'm government contractors; the I.*"ASB; or}x} the ‘:ith govem:
iz(t)alflishes standards for all businesses—-—lr)lﬁzllu;te 1ilor ;h(;szomplexﬁy o
o Cont;acgik%cg’:‘;earslk]‘i:sgnf;ra;:gssvilt)s thatyof thta CASB are apgasre?;
;ci(r)gl:lyo f ztts eseen earlier the output of the FASB in four years a

exceeded that of the CASB in 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 announced the policy of not recognizing principles which con-
flict with pronouncements of the FASB, 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 a¥i 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 FASB
and its predecessors and the auditing standard-setting bodies had been
‘carried out by a governmental body, the taxpayers would have borne a
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 and 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.

21
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Further, the Commission has maintained cl«se 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 ihappropriate 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 FASB 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 draft the FASB 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 the manner in which the FASB 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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accounting controls discerned during an audit, thus making mandatory a
practice now follewed 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 contributing 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 in conducting a proper audit are such matters as
the training of auditors, experience in performing 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 business 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 can b
e made, because of their
conll\x/}ts, or bank or depository confirmations, retue, By actual
i aeltll;o;lserc;f l'g:;xtern‘;ljl. checking have been developed with respect to
™ subject to such verification in fi i
If, a3 can be b A In nnancial statements.
, a rated, auditing standard
b - ' d, 8 ards have through the vears
o onrgf :jx;:reztismgly demanding, how is it that there have beergl auditsythat
Drepmond O:cp and Irepodrﬂt that the financial Statements were not properly
foperly reflective of transactions, that ;
. » that in som
corllﬁealed illegal management conduct and even fraud? ° cases they
muulirtslfzjéof fcgyrse, auditing is done by human beings and involves a
of “judgment calls” with respect to such matters as classifica-

iz?;iil;lg ﬁntahncial slt;atements pointing to a problem, the Committee hasg

& on the combined experience of the ,
members of t i i

prixllouncements to head off possible problems ne fnsitute issued

e oi;veger,dof greater impor.tance than human failure or a Jack of stand-

© danger of deception practiced by unscrupulous managements
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company, the auditor might onl ek hacoos
, y become aware of it th

“ | ¢t through happen-
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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 eve 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 improprieties, 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 un
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of the Study of Auditors’ Responsibilities, p. 4). Only three of ;he{ ﬁ:\:ﬂ;
members of this commission are practicing accon;ntants.d Thteoft ;Z t writh |
i i lyst, and. an educator. -
lawyer, a businessman, a financial ana yst, ' . -
sta:ding that this commission had published nothing oﬂicxaldbeyc?:élted
statement of the questions it proposes to .address, the staff S"';‘lh y rgl oo
the possibility that good will come from 1; (l?p. 119(;ilsi33;ionse \:ith thz
ted. Preliminary
may more confidently be asserted lisct '
coxr};mission suggest that it will, indeed, recommend s%mg::ant e};gzrelsxgxlll;
itors’ ibiliti i the times an e pre
of auditors’ responsibilities and, given : : .
origins of the commission, its recommendations will be taken very seriously
by the profession. ‘ . .
y4 Vli:;tually all firms, sensitive to the problems posed 'hy th; 1ltllcrea;;?cg
complexity of business transactions and the rising expe.ct:dflons of t e i;l eé
not to mention their own sense of professional respons1bﬂ1ty,éli¥le tig vzrrlau
i i ir isi their training, an eir o
their quality controls, their supervision, . nd helr overe
ampling of firms indica
standards of performance. A random s . , a1
it f such firms for quality contr
the last five years the expenditures o qu ; '
training have at least doubled, while revenues from auditing have increased
by between 50 and 70 percent. .
y5. The Institute has established a procedure and progran;1 fora 5;;1;::
of auditing firms by other auditing firms orf b})l' pan.cls eocf i;)rtmzf cont;o "
i itute, of the adequacy of the review . o »
D v st the over i i duct their audits and
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supervision, and the overall mann X audts and
iviti i iti t of the large firms have arrang
other activities. At this writing mos : BTAngeC s
i it i 2 smaller size firms will unde
such reviews, and it is expected that many ! : -
such programs. The staff study seeks to dlspara%; this ﬁ)‘ni)lg;an(; l;}é :;at;:;%
view of one major firm which ha
on pp. 114-115 that the review ( beatth, Tho staff study
ipli the firm a clean bill of health.
ciplined by the SEC gave - e The sta St
i the review followed by some three y
neglects to mention that . roe years the trs:
i t from the time of the firs g
charge against the firm and that at leas ‘ - .
firm iadgundertaken extensive measures to avoid prc;)bltemds,.tk:(())v:iggj:};z?
i isi iew was conducted it w .
it is not surprising that when the revi isfators,
irm’ d adherence to them were s
find that the firm’s standards an atistactory.
i i f another firm undertakes
Obviously a firm conducting a review o _ 2 oo
i ibili i 1d result in severe consequ:
siderable responsibility, one Wthh.COU. _ .
it concludedpthere existed no deficiencies in the examined firm and later
conclusion proved to be wrong. .
the6 In almost half the states, legislation has been. enacted, largeltya :tts tI;::l
instigation of the profession, requiring dIiarucxpfatlo? ll)yl'1 gailfg;nﬁcensey
i i ndition of retaini ;
ntinuing education programs as a conditic r lic
icl(l) all othgr states, the state CPA societies either favor such legislation or

have voluntarily adopted such programs.
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There is nothing in the staff study that would suggest that a governmental
body developing auditing standards could more effectively mandate good
supervision and control, thwart negligence and poor judgment, enforce
more diligently compliance with accepted auditing standards and pro-
cedures, or deter more effectively management deception. An alerted
profession is expending a great amount of its resources toward these ends
and can be expected to continue to do this in the future. In fact, a govern-
mental agency might be less effective, since it would not have as readily
available the experience of the profession in identifying problem areas.
Obviously, with the initiative and responsibility for the strengthening of
auditing standards in the private sector, auditors are more alert to their
responsibility to anticipate problems and, hence, are more willing to

cooperate with the standard-setting group in developing standards that
deal with potential problems,

3. Are auditors sufficiently independent of their clients?
(Recommendation 8.)

As mentioned above, integral to the effectiveness of the audit process is
the independence of the auditors, The staft study maintains that auditors
are not independent 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 other
governmental bodies in a manner favorable to their clients’ interests,

The standards for independence are established and enforced by the
Institute, the state boards of accountancy, the state CPA societies, and the
SEC. In addition to the standards established by such bodies, many firms
have additional procedures and rules governing permissible and impermis-
sible relationships. These are rigidly enforced using very thorough and
sophisticated systems.

Independence essentially is a state of mind and not something that can
be measured with precision. The SEC in Accounting Series Releases (Nos.
2,22,44,47, 81, 112, and 126) and the profession’s Code of Ethics and
attendant literature have articulated stringent standards proscribing certain
activities and relationships of auditors with clients. These standards serve
a twofold purpose: First, they prohibit relationships that might, in the
common experience of men, prejudice the judgment of an auditor; and
second, compliance with them provides some measure of external evi-
dence that an independent relationship exists. Of course, notwithstanding
these strictures and their enforcement (the SEC has been extremely un-
yielding in enforcing 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 cases brought ag:u:;;st
members of the accounting profession in recent years .dld not suggesh. e
slightest evidence that any auditor had any of the forbidden rel;tlo?s tltll):r,
had his judgment suborned by accepting any beneﬁt_ from .thfs clien (;) !
than customary fees, or had in any other way permitted his independenc
impaired. o
e Ilzletlllr:g?eparation and review of financial stater_nents ther.e are Tsvxt?blz
going to be matters as to which reasonable men differ, and in the }ue ;) a
auditor there will be occasions when mar}agement pers_onnel will for zf
variety of reasons urge strongly on an auditor thej propriety ‘of th;x'r ]I(mi)s
posed accounting judgment as opposed to tha.t which the audl'tor t inks by
right. These disagreements would exist even if every a.ccountn.lg Prlmmpd
were clear, even if every situation were goverr.le-d by a single princip eiEan
even if auditing standards and procedures ant1c1gated every problenll. vetx;
if the staff study’s recommendations were fully 1r.nplemented, all.e emenh
of judgment would remain, and there would continue to b.e questions suce
as the estimated life of physical assets, the extent to which matters wert
material, the allowances which should be made for bad deb?s, the ascounn-
ing period in which certain types of income should be recognlzedain sot l(l)e .
When disagreements arise between mana.geme.nt and the auditors, ! Sy
are sometimes resolved in a manner that is fsatlsf.actory to bothkparf les.
This is not, as suggested by some, prima. fa.cze ev1den.ce of a lach o 1n:
dependence on the part of the auditox:; it is almost invariably ht e }(1:8;111
sequence of deeper inquiry by the auditor mt:) the facts, and thoug
both parties to persuasive arguments. .
resll\)lgrtl\?v?tgzjtandinz a prafsewor'thy record of indepel}dence, vanou;
measures are being taken to strengthen even further the independence o
auditors:

1. The~SEC requires that when there has been.a.change of a}ldltOIS,
there must be disclosure in a filing with the Commission of any-dls.a%ree—
ment between the auditor and management over an accounting prm;np e zr
practice, financial statement disclosure, or audltmg pfoceduresd'( tem r,
Form 8-K). Thus, a management may n.o.longer dismiss an auditor O\fzea
an accounting disagreement with no publicity other than the pres?lce o :
different auditor’s opinion in the next annual rfeport. These filings 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 unquesfzionably caused
auditors to be more sensitive to the dangers of .succumbmg to press?lr)clas
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 subordinating 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 injunictive and administrative proceedings when it
believed there had been shortcomings in the work of auditors. In recent
years, the Commission has more frequently named 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 cemmittees 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 with the outside
auditors to discuss the scope of the audit, questions arising during the
audit, including disputes with management, and that has access to the
corporate financial information, is an. important part of our effort to
maintain the credibility. of our system of corporate self-regulation.

In response to this request the Exchange has adopted an amendment to
its listing agreement requiring that after July 1, 1978, each listed company
have an audit committee consisting of directors independent of manage-

ment.

5. As discussed above, firms have strengthened and are continuing to
strengthen their internal procedures to assure the quality and independence
of their auditing work. .

The staff study asserts that the independence of accounting firms in per-
forming audits is compromised because they render various consulting
services to their clients in addition to accounting and auditing. Not only is
independence not compromised, but in many cases the quality cf the audit
is enhanced. Often the performance of these services provides the firm
with a better understanding of the company, the adequacy of its internal
controls, the calibre of personnel, and other information which assis.s
materially in the auditing process. Further, there is not in the staff study
the slightest evidence that these activities have in any way actually affected
the quality of financial reporting or the independence of any auditor.

The staff study charges that lack of auditor independence is further
evidenced by the fact that accountants often testify before public bodies
advocating positions that are favorable to their clients. Sometimes ac-
countants testify explicitly at the request of clients. However, their testi-
mony is the fruit, not of a client interest, but of a conviction born of
experience and professional insight. When they so testify they are not
tools of their clients. Clients are by no means homogeneous in their
opinions on any subject; hence, quite often a CPA’s expressed opinion may
parallel the opinion of some clients but offend others. Therefore, the
charge that they do this as advocates of client interests rather than from
convictions concerning the issues is without basis in fact.

It is not surprising that in many instances professionals deeply concerned
with financial matters would find their own views corresponding to those
of some of their clients; to suggest that because they have such clients
they should remain silent concerning issues about which they have expert
knowledge is not only to deny them basic rights but 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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(\;veould r;o longer be allowed to express their opinions on matters they
em o public concern or that might affect them or their clients, a
restraint we suggest Congress would be loath to impose. ,

4. A.re the Institute and the accounting profession
dominated by the large accounting firms?
(Recommendations 4 and 12)

g‘h.e Stflﬂ study asserts that, by their domination of the Institute, the
Big Exght” dominate the FASB and the senior and other committe;s of
the Igstltute. The charge of domination of the Institute is based on th
assertion that, while CPAs associated with “Big Eight” firms are onl 1:
percen.t of tl.le membership of the Institute, their participation on Inst{tut.e
committees is much higher. The relevant facts are considerably different
Amopg the members of the Institute only about 75,000 are engaged in
practice; of these, about 27 percent are affiliated wit,h “Big Ei }i”gﬁ s
and about 33 percent are associated with the 15 firms discussged in rtIlT
study. Thgse statistics are roughly in the same proportion as representati .
on the Institute’s Council, its ultimate policy-making body, in which “B(;n
lllillliillt)’; me;)nbetrs are tll&;:s; than one-third, and the 15 largest ’ﬂrms’ member§
r about two-fifths: itute’ i ich “Bi
Bights mompe 1O One-t,hizzg.d on the Institute’s Board, in which Big
I't .a.lso 1S not surprising that the large firms participate in some of th
E}CthltleS of the Institute more actively than other accountants. Lar e be
hc.ly held companies, while sharing some problems and céncerfs svlitl;
prlv‘a'tely held enterprises, tend to have the full range of accounting and
?udltlng problems, including some which are unique to themselves Tl%us it
1s to be expected that accounting firms which audit publicly held c;)m an;es
wo_ul.d‘be more willing to commit their personnel and their resources }:o the
activities and committees of the Institute most concerned with those prob-
:ﬁ?ssé ffurthcermore, because of their size and internal research éapabill)ities
os ﬁr;]n;s vt?:]hd St; at;;aell.ae:t;eés.equlpped to commit manpower to this effort
F.mally, to the extent that the large firms influence the activities of the
Instltut.e and its committees, nowhere in the staff study is there eviden ‘
that‘ FhlS has been adverse to the development of sound accountin arfg
audltmg_ s}an@ards or the public interest. There is no evidence thagt had
the participation of large firms in the Institute been confined to an amouLnt
exac':t.ly proportionate to their membership, accounting principles and
auditing standards would be any better; a sounder argument can %e made
that they would not have been as good because of the lesser availabiiit‘y

of the personnel and other resour
ces of the large firms which i
work of the committees and the Institute, g SISt the
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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
FASB, 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 FASB shows that often
the suggestions and criticisms of the Institute are rejected by the FASB!
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, Hochfelder 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 manipulative 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 t
some courts of appeal since the Hochfelder decision, if the auditor is
reckless, he may have huge liabilities to investors. Thus, the auditor con-
tinues, even under Hochfelder, to have a significant exposure to liability.
For example, recently the liability of the auditors in the Equity Funding
matter was settled—after the Hochfelder decision—for $39 million.
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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 should investigate this matter.

Modern. economic history, both in this country and abroad, has been
characterized by the growth 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 correspondingly, in large measure
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 by the staff study for the alleged concentration
would in many cases diminish the quality of the audit and increase audit
costs substantially. It is suggested that the auditing firms be rotated
periodically. At the present time it is common practice for firms to rotate
the personnel involved in an audit to assure fresh insights and preclude
the development of relationships that might impair independence 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 internal controls,
the way it keeps its books, its policies, and its personnel, is universally
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.regarded as essenti-al to the satisfactory performance of the audit. For
Instance, an authoritative work on auditing states: .

The mtegfi-ty .and reliability of presentatior;s in financial statements
depend 'prxmarlly on two things: (1) the effectiveness of the company’
accounting systems and the controls over them and (2) the fairnesspof }'Its
Mmanagement’s estimates, valuations, and judgments reflected in the statlef
ments. Thus, an auditor must understand not only a client’s accountj
systems,. but. also enough about the client’s operations, management arr:g
economic circumstances to be able to judge the fairness of estin;ates
3

valuations, and other jud
) gments made. 2
the following: He must understand at least

Accounting systems in use.

Systems of internal control,

Accounting principles used.

Characteristics of the o i i

: Pperations of the client company that
a financial or accounting impact. i eould have
5. gdanagement policies and practices that could affect the reliability of
nancial and accounting controls and decisions.

a

7. Le.gal constraints‘, both present and potential, within which the enter-
pnse must function (Montgomery’s Auditing, 9th ed., p. 6).

AW~

If auditors were rotated periodically, each firm new to a client would

-be at a disadvantage because of its lack of familiarity with the client and

1ts financial practices and would need considerable time to achieve the
knowl.edge of the company possessed by the replaced auditor. It is surel
Dot without significance that in a large number of the suits. which havy
involved auditors, the relationship between the auditor and the client has
been of relatively recent origin. Rotation would deny the auditor the
very valuable tool he acquires as he achieves familiarity with a corporation
its prqcedures, and its people. Furthermore, each time a firm is chan ed,
there is the additional expense of the auditor’s familiarizing himself \%’it};
the client and its procedures, an expense which would have to be bo
by the client (ultimately, of course, by the public). e
.Increasingly the, selection of auditors is being delegated to audit com-
@ttees, which usually consist either entirely, or almost so, of outside
directors. The staff study suggests that shareholders elect auditc;rs by votin
on competing firms. However, an audit committee, in continuous )::ontac%
with the auditors, will obviously be in a far better position to judge the

37

T ST T T AT R v o v e e



TS i

144

auditor’s performance than shareholders who would have a very hn.u}tled
basis on which to compare the current auditors of the corporation with a
ossible replacement.
’ Finally I::ontrary to the staff study’s charges abecut concentraiion, 1tht::
? 3 .
number of smaller firms in which Institute members practice has in the las
six years increased from about 9,500 to about 16,000.

7. 1s the disciplinary process that impacts the accounting

. -profession sufficient?

(Recommendations 8 and 14.)

The staff study criticizes the profession for nqt being h.arsh denc;ugh in
disciplining members of the accounting profession fc?r miscon uic g e
‘With respect to the Institute’s disciplinary proc:eedmgs, severa Ful n
stances must be borne in mind. The Institute 1s compo§ed entirely !
individuals; firms are not eligible to be members. Hence, 1t.s powers ai |
private organization are limited to members, and the' Ir.ls'.atutcla can only
bring proceedings against, and impose sa.nctlons on, individuals. e 10
Second, the Institute, unlike public bodies, has no dsult)lpoena p:tv:ﬁm,l e
1 tify, no right to deman the present
right to force people to testity, . o
i i lties, such as suspension
documents; it can, of course, Impose p_ena , . ! 1 !
membership, for failure to cooperate with a proceeding, but o%en m:l%ois
tant evidence is in places and hands other than those of members and
thus unavailable to the parties. . ‘
Third, the desirability of prompt action %gam?; erra}:xt rr:;lnel;):trii nlzxu;
i fairness. Usually, when
be weighed against concerns for _ N Oy
i i k by an auditor are made, the matter ¢
improper or inadequate Wor > mad " avicky
i in civil litigati SEC disciplinary proceedings,
becomes involved in civil litigation or » < .
both, or, less frequently, criminal proceedings (;egardless ofg:vsgt:t:eif;gzi
urs i hat the outcome,
of course, such proceedings, no matter w . : "
effect surely as effective as disciplinary proceedings). If the {(nstx%::osrc;u%he
to determine whether disciplinary nuaasure;1 shsoggl be ;accct-’rrxldu,d o e
i ing i urt or before the wer ,
proceedings pending 1n €O . ¢ / B ould
in i ) the conclusions 1¢
evidence adduced in is proceedings an : et
i ns or firms involved in .
undoubtedly be used against the perso e
i inati favorable to the member, v
Conversely, if the determination Were rable T ents
in his favor. Similarly, the
would undoubtedly be used in | e O en
i ding would be subject to subpoehid.
developed in the course of the procee | be. o
[ i 1d be applied in a disciplinary p
Inasmuch as the standards which wou . B los
i i tions should be imposed an
ceeding to determine whether sanct . vy
for theg introduction of evidence might differ markedly from those w
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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, which can, at most, expel a member from a
voluntary organization, is not the only instrument for discipline in the pro-
fession. Disciplinary matters 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
right to practice. In addition, the SEC, through administrative and injunc-
tive proceedirgs 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 requires 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 protect 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 tc 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 impair
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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