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INDEPENDENT AUDITORS' RESPONSIBILITIES

AND THE AUDIT REPORT

By

P a u l R o s e n f ie ld  and L eonard  L o ren sen

T e c h n ic a l  r e s e a r c h  r e p o r t s  a re  p u b l is h e d  by th e  T e c h n ic a l  R e se a rc h  
D iv i s io n  o f  th e  A m erican I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  A c c o u n ta n ts  
f o r  th e  in f o r m a t io n  o f  p r o f e s s i o n a l  a c c o u n ta n ts  and o th e r s  i n t e r e s t e d  
i n  t e c h n i c a l  p ro b lem s o f  th e  a c c o u n tin g  p r o f e s s i o n .  The r e p o r t s  a re  
n o t  a p p ro v e d , d is a p p r o v e d , o r  o th e rw is e  a c te d  on by th e  I n s t i t u t e ' s  
s e n io r  t e c h n i c a l  c o m m itte e s . The c o n c lu s io n s  and recom m endations 
a re  t e n t a t i v e  and th e  r e p o r t s  sh o u ld  n o t  be q u o ted  o r  r e f e r r e d  to  
w i th o u t  p e rm is s io n  o f  th e  D i r e c to r  o f  T e c h n ic a l  R e se a rc h . Comments 
a r e  welcome and sh o u ld  be s e n t  to  th e  T e c h n ic a l  R e se a rc h  D iv i s io n .
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D i r e c t o r 's  P re fa c e

E v er s in c e  th e  S p e c ia l  Com m ittee on O p in io n s  o f  th e  A cco u n t

in g  P r i n c ip l e s  Board h i g h l ig h t e d  th e  p rob lem  in  1965, th e  m eaning 

o f  th e  p h ra s e  " p r e s e n t  f a i r l y "  i n  th e  a u d i t o r 's  r e p o r t  h a s  been  

d e b a te d  by a c c o u n ta n ts .  R e c e n t ly , th e  f i n a n c i a l  p r e s s , th e  c o u r t s  

and s e c u r i t i e s  r e g u l a t o r s  have e n te r e d  th e  f r a y .  And th e  d e b a te  

h a s  expanded  beyond d e te rm in in g  w hat a u d i to r s  mean when th e y  use  

" p r e s e n t  f a i r l y "  to  in c lu d e  c o n s id e r a t i o n  o f  w hat r e s p o n s i b i l i t i e s  

a u d i t o r s  sh o u ld  ta k e  i n  e x p re s s in g  o p in io n s  on f i n a n c i a l  s t a te m e n ts .  

T hat i s  th e  c ru x  o f  th e  p ro b lem . C hanging  th e  w ords i n  th e  a u d i t  

r e p o r t  to  b e t t e r  d e s c r ib e  w hat i s  m eant by " p r e s e n t  f a i r l y "  w ould 

a c c o m p lish  l i t t l e  w i th o u t  ag reem en t on th e  a u d i t o r 's  r e s p o n s i b i l i t i e s

T h is  t e c h n ic a l  r e s e a r c h  r e p o r t  was p re p a re d  by P au l 

R o s e n f ie ld  and L eonard  L o re n se n . They i d e n t i f y  th e  a l t e r n a t i v e  

r e s p o n s i b i l i t i e s , sum m arize th e  p o s i t i o n s  ta k e n  on th o s e  a l t e r n a t i v e s  

by m a jo r spokesm en, and e v a lu a te  th o s e  p o s i t i o n s .  In  my v ie w , t h e i r  

r e p o r t  c l a r i f i e s  many i s s u e s  on w hich  c o n fu s io n  h as r e ig n e d  and i s  

a s i g n i f i c a n t  s t e p  tow ard  th e  s o l u t i o n  o f  a  com plex p ro b lem . At th e  

tim e  t h i s  r e p o r t  was p re p a re d  b o th  Mr. R o s e n f ie ld  and Mr. L o ren se n  

w ere p r o j e c t  m anagers in  th e  t e c h n i c a l  r e s e a r c h  d i v i s i o n .  Mr. 

R o s e n f ie ld  i s  now S e c r e ta r y  to  th e  I n t e r n a t i o n a l  A c co u n tin g  S ta n d a rd s

C o m m ittee .

From tim e  to  t im e , th e  t e c h n i c a l  r e s e a r c h  d i v i s i o n  w i l l  p r e 

p a re  r e p o r t s  o f  t h i s  ty p e  a n a ly z in g  c u r r e n t  p ro b lem s and a l t e r n a t i v e  

s o l u t i o n s ,  su p p o r te d  by th e  n e c e s s a r y  b ack g ro u n d  m a t e r i a l , to  be

u se d  as a b a s i s  f o r  d i s c u s s io n .  Comments and c r i t i c i s m s  a re  i n v i t e d .

D. R. C a rm ich a e l
S ep tem ber 1973 D i r e c to r  o f  T e c h n ic a l  R e se a rc h

i i



In d e p e n d e n t A u d i to r s ' R e s p o n s i b i l i t i e s

and th e  A u d it R e p o rt

T u rm o il e x i s t s  o v e r  th e  r e s p o n s i b i l i t i e s  o f  in d e p e n d e n t 

a u d i t o r s  a s  r e f l e c t e d  i n  th e  a u d i t o r ’ s s ta n d a r d  r e p o r t .  The r e p o r t  

i s  w id e ly  c r i t i c i z e d  a s  b e in g  u n c le a r  and a u t h o r i t a t i v e  b o d ie s  have 

i s s u e d  c o n f l i c t i n g  i n t e r p r e t a t i o n s  o f  th e  r e p o r t .  The r e s t a t e d  

code o f  p r o f e s s i o n a l  e t h i c s  s u g g e s ts  new and u n c h a r te d  r e s p o n s i 

b i l i t i e s .  The c o u r t s  have s t a r t e d  to  b a se  d e c i s io n s  on t h e i r  

own i n t e r p r e t a t i o n s  o f  a u d i t o r s ’ r e s p o n s i b i l i t i e s .  And spokesm en 

f o r  th e  p u b l ic  a c c o u n tin g  p r o f e s s i o n , th e  SEC, and s to c k  e x ch an g es  

c a l l  f o r  in c r e a s e d  r e s p o n s i b i l i t y  f o r  a u d i t o r s .

The A u d i to r ’ s R e p o r t—What Does I t  Mean?

The a u d i t o r ’ s s ta n d a r d  r e p o r t  in c lu d e s  th e  a u d i t o r 's  

o p in io n  t h a t  th e  f i n a n c i a l  s ta te m e n ts  p r e s e n t  f a i r l y  th e  f i n a n c i a l  

p o s i t i o n  o f  th e  e n t e r p r i s e  a t  th e  b a la n c e  s h e e t  d a te  and th e  r e s u l t s  

o f  o p e r a t io n s  and ch an g es  i n  f i n a n c i a l  p o s i t i o n  f o r  th e  p e r io d  

e n d in g  on th e  b a la n c e  s h e e t  d a t e , i n  c o n fo rm ity  w ith  g e n e r a l l y  

a c c e p te d  a c c o u n tin g  p r i n c i p l e s .  The m eaning  o f  " p r e s e n t  f a i r l y "  and 

th e  r e l a t i o n s h i p  b e tw een  t h a t  p h ra s e  and " in  c o n fo rm ity  w ith  

g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s  (GAAP)" a re  n o t  c l e a r  and 

have b e en  v a r i o u s ly  i n t e r p r e t e d .  A n a ly z in g  p o s s ib l e  i n t e r p r e t a t i o n s  

p ro v id e s  a  fram ew ork  to  d e s c r ib e  p r e s e n t  r e s p o n s i b i l i t i e s  o f  in d e 

p e n d e n t a u d i t o r s  and to  p ro p o se  ch an g es  i n  th o s e  r e s p o n s i b i l i t i e s .

S e v e ra l  i n t e r p r e t a t i o n s  have b e en  s u g g e s te d .  We b e l i e v e  

th e y  f a l l  i n to  one o f  th r e e  c a t e g o r i e s  t h a t  t o g e th e r  com prehend th e  

v a r i e t i e s  o f  r e s p o n s i b i l i t i e s  t h a t  in d e p e n d e n t a u d i t o r s  a re  now 

ta k in g  p lu s  th o se  t h a t  th e y  a re  b e in g  a sk ed  to  assum e. The

1
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f o l lo w in g  a re  c o n c is e  s ta te m e n ts  o f  th e  th r e e  i n t e r p r e t a t i o n s :

I n t e r p r e t a t i o n  No. 1: The p r e s e n t a t i o n  i s  i n  c o n fo rm ity  w ith  
GAAP and t h e r e f o r e  th e  p r e s e n t a t i o n  i s  
f a i r .

I n t e r p r e t a t i o n  No. 2 : The p r e s e n t a t i o n  i s  i n  c o n fo rm ity  w ith  
GAAP and th e  p r e s e n t a t i o n  i s  f a i r .

I n t e r p r e t a t i o n  No. 3 : The p r e s e n t a t i o n  i s  i n  c o n fo rm ity  w ith
GAAP and GAAP have b e en  f a i r l y  a p p l i e d .1/

Each o f  th e  i n t e r p r e t a t i o n s  i n  e f f e c t  c o n s i s t s  o f  two id e a s .  

The f i r s t  id e a  i s  th e  same i n  a l l  i n t e r p r e t a t i o n s :  th e  p r e s e n t a t i o n  

i s  i n  c o n fo rm ity  w ith  GAAP. The seco n d  i s  d i f f e r e n t  i n  e ac h  o f  th e  

i n t e r p r e t a t i o n s :

a . C o n fo rm ity  w ith  GAAP r e s u l t s  i n  f a i r  p r e s e n t a t i o n .

b . The p r e s e n t a t i o n  i s  f a i r .

c .  GAAP have b e en  f a i r l y  a p p l i e d .

The c o n tr o v e r s y  o v e r  th e  m eaning  o f  th e  a u d i t o r ’ s r e p o r t  r e s t s  

on th e  q u e s t io n  o f  w h ich  o f  th o s e  second  id e a s  i s  in te n d e d .  M o reo v er,

1 /  The S p e c ia l  Com m ittee on O p in io n s  o f  th e  A cco u n tin g  P r i n c ip l e s  
B oard (1965) l i s t e d  s e v e r a l  p o s s ib l e  i n t e r p r e t a t i o n s  i n  i t s  
r e p o r t  (p . l 4 ) .

(1) t h a t  th e  s ta te m e n ts  a r e  f a i r  and i n  a c c o rd a n c e  
w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s ;  o r
(2) t h a t  th e y  a re  f a i r  b e c a u se  th e y  a re  i n  a c c o rd a n c e  
w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s ;  o r
(3) t h a t  th e y  a re  f a i r  o n ly  to  th e  e x te n t  t h a t  g e n 
e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s  a re  f a i r ;  o r
(4) t h a t  w h a te v e r  th e  g e n e r a l l y  a c c e p te d  a c c o u n tin g  
p r i n c i p l e s  may b e , th e  p r e s e n t a t i o n  o f  them  i s  f a i r .

The C om m ittee ’ s f i r s t  two i n t e r p r e t a t i o n s  a g re e  w ith  th e  f i r s t  two 
i n  t h i s  p a p e r .  The C om m ittee’ s t h i r d  i n t e r p r e t a t i o n  does n o t  seem 
to  be a  r e a s o n a b le  way to  r e a d  th e  la n g u a g e  o f  th e  r e p o r t .  The 
C o m m ittee ’ s f o u r th  i n t e r p r e t a t i o n  i s  n o t  c l e a r  b u t  seem s to  be 
s i m i l a r  to  th e  t h i r d  i n t e r p r e t a t i o n  i n  t h i s  p a p e r .
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th e  tu r m o i l  o v e r  a u d i t o r s ’ r e s p o n s i b i l i t i e s  can  be u n d e rs to o d  m a in ly  

a s  a d i s p u te  o v e r  w hich  o f  th o se  id e a s  r e f l e c t  r e s p o n s i b i l i t i e s  

a u d i t o r s  now ta k e  and w hich  r e f l e c t  r e s p o n s i b i l i t i e s  th e y  sh o u ld  ta k e  

The B a s ic  S ta n d a r d — C o n fo rm ity  W ith GAAP

C o l le c t iv e  R e s p o n s i b i l i t y  to  E s t a b l i s h  GAAP. The r e s p o n s i 

b i l i t i e s  o f  in d e p e n d e n t a u d i t o r s  c e n t e r  on th e  e s ta b l i s h m e n t  and u se  

o f  s ta n d a r d s  by  w hich  to  a p p r a is e  f i n a n c i a l  s ta te m e n t  p r e s e n t a t i o n s .  

E s t a b l i s h i n g  GAAP i s  a  c o l l e c t i v e  r e s p o n s i b i l i t y .  The p r o f e s s io n  a s  

a w hole o r  a u t h o r i t a t i v e  b o d ie s  d e te rm in e  th e  a c c o u n tin g  p r i n c i p l e s  

t h a t  a re  to  be c o n s id e re d  a s  p a r t  o f  g e n e r a l l y  a c c e p te d  a c c o u n tin g  

p r i n c i p l e s .  Each o f  th e  th r e e  i n t e r p r e t a t i o n s  o f  th e  a u d i t o r 's  

r e p o r t  r e q u i r e s  an  a u d i t o r  to  u se  t h a t  c o l l e c t i v e  s ta n d a r d .

S hou ld  GAAP Be a R ule Book? The f i r s t  i n t e r p r e t a t i o n  o f  th e  

a u d i t o r 's  r e p o r t — th e  p r e s e n t a t i o n  i s  i n  c o n fo rm ity  w ith  GAAP and 

t h e r e f o r e  th e  p r e s e n t a t i o n  i s  f a i r —makes f a i r  p r e s e n t a t i o n  a r e s u l t  

o f  c o n fo rm ity  w ith  GAAP; f a i r  p r e s e n t a t i o n  i s  n o t  a p p ra is e d  by a 

s e p a r a te  s ta n d a r d  u n d e r  t h a t  i n t e r p r e t a t i o n .  The i n t e r p r e t a t i o n  

t h e r e f o r e  c o n f in e s  th e  s ta n d a r d s  u se d  to  a p p r a i s e  p r e s e n t a t i o n s  to  

th e  c o l l e c t i v e  s ta n d a r d .

The f i r s t  i n t e r p r e t a t i o n  m ig h t ev en  im p ly  t h a t  GAAP i d e a l l y

sh o u ld  be a  r u l e  book t h a t  can  be fo llo w e d  w i th o u t  th e  e x e r c i s e  o f

p e r s o n a l  judgm en t by th e  i n d iv i d u a l  a u d i t o r .  T hat v iew  h a s  s u p p o r t .

F o r ex am p le , a s i g n i f i c a n t  g ro u p  o f  p a r t i c i p a n t s  a t  th e  second

Seaview  symposium a rg u ed

t h a t  th e  r o u te  to  im proved  r e p o r t i n g  was a  more 
c o m p r e h e n s iv e  a n d  s p e c i f i c  d e f i n i t i o n  o f  a c c o u n t 
in g  p r i n c i p l e s  w hich  w ould th e n  r e p r e s e n t  f a i r n e s s
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a s  g e n e r a l l y  a g re e d  upon by an a u t h o r i t a t i v e  p r o 
f e s s i o n a l  b o d y .2 /

One p a r t i c i p a n t  i n  th e  symposium ev en  c o n te n d e d  t h a t  a c c o u n tin g  in

p a r t i c u l a r  s i t u a t i o n s  sh o u ld  a ls o  be d e c id e d  c o l l e c t i v e l y :

I f  f a i r n e s s  i s  a s u b je c t iv e  ju d g m e n t, s h o u ld n ’ t  
a  body o f  r e a l l y  in d e p e n d e n t p r o f e s s i o n a l s  make 
t h a t  judgm en t b a se d  on th e  f a c t s  o f  a p a r t i c u l a r  
c a se  r a t h e r  th a n  le a v in g  th e  judgm ent to  th e  
m anagem ent o r  th e  a u d i t o r s  in  th e  c a se  w here no 
s p e c i f i e d  p r i n c i p l e s  e x i s t ?  T h is  i s  an a l t e r n a 
t i v e  to  a t te m p t in g  to  c o d if y  e v e r y th in g  a t  o n c e .3 /

C om pulsion  to  Approve GAAP. A lthough  th e  I n d iv id u a l  a u d i t o r  

i s  n o t  r e q u i r e d  to  u se  a n o th e r  s ta n d a r d  u n d e r th e  f i r s t  i n t e r p r e t a 

t i o n , he i s  c o m p e lle d  u n d e r  t h a t  i n t e r p r e t a t i o n  to  ap p ro v e  GAAP 

p u b l i c l y  i n  e v e ry  r e p o r t  he s ig n s .  He i s  r e q u i r e d  u n d e r th e  i n t e r 

p r e t a t i o n  to  s t a t e  t h a t  he p e r s o n a l ly  a p p ro v e s  o f  th e  p r e s e n t a t i o n  

b e c a u se  i t  m ee ts  th e  s ta n d a r d  a d o p te d  by h i s  p r o f e s s io n .

S hou ld  I n d iv id u a l  A u d ito rs  A lso
A pply T h e ir  Own P r iv a te  S ta n d a rd s ?

R a th e r  th a n  b e in g  c o m p e lled  to  p e r s o n a l ly  ap p ro v e  a  p r e s e n 

t a t i o n  b e c a u se  i t  con fo rm s w ith  GAAP, an  i n d iv i d u a l  a u d i t o r  c o u ld  

be a sk ed  to  s t a t e  w hat he id e a lly  b e l i e v e s  a b o u t th e  f i n a n c i a l  s t a t e 

m ents b a se d  on h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP 

i n  a d d i t i o n  to  g iv in g  h i s  o p in io n  on c o n fo rm ity  w ith  GAAP. T hat 

r e s p o n s i b i l i t y i s im p lie d  by th e  second  i n t e r p r e t a t i o n  o f  th e  

a u d i t o r ’ s r e p o r t  — th e  p r e s e n t a t i o n  i s  In  c o n fo rm ity  w ith. GAAP and 

th e  p r e s e n t a t i o n  i s  f a i r .

GAAP do n o t  r e p r e s e n t  th e  unanim ous view  o f  a c c o u n ta n ts  on 

good a c c o u n tin g .  R a th e r ,  GAAP a re  d e te rm in e d  by s o r t i n g  o u t

2 /  Jo h n  C. B u r to n , "Symposium on E th ic s  i n  F in a n c i a l  R e p o r t in g ,"  
The J o u r n a l  o f  A cco u n tan cy , J a n u a ry  1972, p . 48 .

3 /  John  C. B u r to n , E d i t o r ,  C o rp o ra te  F in a n c i a l  R e p o r t in g :  E t h i c a l  
and O th e r  P rob lem s (New Y ork: AICPA, 1 9 7 2 ), p . 2 3 .
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c o n f l i c t i n g  v ie w s . Many a c c o u n ta n ts  do n o t  p e r s o n a l ly  ap p rove  o f  

s p e c i f i c  r e s u l t s  o f  t h a t  s o r t i n g  o u t p ro c e s s  b u t  a g re e  to  a c c e p t  th e  

p ro c e s s  f o r  th e  good o f  th e  p r o f e s s io n  and th e  p u b l ic .  The a c c o u n tin g  

l i t e r a t u r e  i s  r e p l e t e  w ith  p e r s o n a l  v iew s t h a t  GAAP do n o t  g iv e  a 

f a i r  p r e s e n t a t i o n .  T h a t i s  th e  n a t u r a l  r e s u l t  o f  a s k in g  i n d iv i d u a l s  

to  s u b o r d in a te  t h e i r  p e r s o n a l  v iew s to  a  g e n e r a l  c o n s e n s u s . The 

a u th o r s  o f  th o s e  v iew s o f t e n  w ould f in d  t h a t  i n  t h e i r  p e r s o n a l  

judgm ent a  p r e s e n t a t i o n  n o t i n  c o n fo rm ity  w ith  GAAP i s  r e q u i r e d  f o r  

a  f a i r  p r e s e n t a t i o n .

A r th u r  A ndersen  & Co.,  f o r  ex am p le , once s t a t e d :

P r i n c i p l e s  and p r a c t i c e s  t h a t  we s u g g e s t  and f o r  
w hich  th e r e  i s  some r e c o g n i t i o n  and a c c e p ta n c e  a re  
n o t  a lw ays fo llo w e d  by o u r  c l i e n t s  i n  t h e i r  a c c o u n t
in g  and f i n a n c i a l  s ta te m e n ts  when o th e r  p r i n c i p l e s  
and p r a c t i c e s  a re  c o n s id e r e d  to  be " g e n e r a l ly  
a c c e p te d ."  I n  such  c a s e s ,  we m ust g iv e  c a r e f u l  
c o n s id e r a t i o n  and a p p ly  o u r  judgm ent i n  th e  l i g h t  
o f  a l l  th e  f a c t s  a s  to  when c l e a r  d i s c lo s u r e  o f  th e  
e f f e c t  o f  th e  p r a c t i c e s  fo llo w e d  i s  n e c e s s a r y  f o r  
a f a i r  p r e s e n t a t i o n  o f  th e  f i n a n c i a l  s t a te m e n t s , and 
when an  e x c e p t io n  to  th e  p r a c t i c e s  fo llo w e d  sh o u ld  
be ta k e n  in  o u r  a u d i t o r s ’ o p i n io n s .4 /

L a rg e r  r e s e r v a t i o n s  w ere v o ic e d  by F .J .O .  R egan, th e  A u s t r a l i a n  

o f f i c i a l  r e s p o n s ib le  f o r  th e  a d m i n i s t r a t io n  o f  th e  Com panies Act and 

by  P h i l i p  L. D e f l i e s e ,  th e  c h a irm a n  o f  th e  A cco u n tin g  P r i n c ip l e s

B o a rd :

By w hat f e a t  o f  s e m a n tic  le g e rd e m a in  can  a  b a la n c e  
s h e e t ,  c o n s i s t i n g  o f  a c o n g lo m e ra tio n  o f  am ounts 
a r r i v e d  a t  on th e  b a s i s  o f  c o s t  o r  a t  a  v a lu a t i o n  
o t h e r  th a n  c o s t ,  e a c h  r e f e r a b l e  to  num erous and 
u n s p e c i f i e d  p o in t s  o f  t im e , be  s a id  to  g iv e  s h a r e 
h o l d e r s ,  o r  any o th e r  g roup  f o r  t h a t  m a t t e r ,  a  t r u e  
and f a i r  view  o f  th e  s t a t e  o f  a f f a i r s  o f  th e  company 
a s  a t  th e  end o f  th e  p e r io d  to  w hich  i t  r e l a t e s ? 5 /

4 /  A r th u r  A ndersen  & C o ., A cco u n tin g  and R e p o r tin g  P rob lem s o f  th e  
-  A cco u n tin g  P r o f e s s io n , T h ird  E d i t i o n —November 196 9 , p . 4 .

5 /  F .J .C .  Re g a n , " 'A  True and Fai r  V ie w ,’ " A bacus, December 196 7 , 
p . 97.
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The a u d i t o r 's  f a m i l i a r  im p rim a tu r  o f  th e  b a la n c e  
s h e e t :  t h a t  i t  " p r e s e n t s  f a i r l y  th e  f i n a n c i a l  
p o s i t io n "  w ould be a  f l a g r a n t  l i e  i f  i t  w ere n o t 
f o r  th e  added  r e a s s u r in g  q u a l i f i e r ,  " in  c o n fo rm ity  
w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s . "

The c o n c e p t o f  f i n a n c i a l  p o s i t io n , ,  w hich  would 
n o t ev en  be p a r t i c u l a r l y  u s e f u l  i f  i t  c o u ld  be 
e f f e c t i v e l y  p r e s e n te d —and i t  c a n n o t—m ust be 
d e th r o n e d . 6 /

Mr. Regan and Mr. D e f l i e s e  do n o t m e re ly  i n d i c a t e  t h e i r  p e r s o n a l  

b e l i e f  t h a t  a p p ly in g  GAAP i n  th e  b a la n c e  s h e e t  does n o t  p r e s e n t  f a i r l y  

th e  s t a t e  o f  a f f a i r s  o r  f i n a n c i a l  p o s i t i o n  o f  th e  e n t e r p r i s e  a t  th e  

b a la n c e  s h e e t  d a te .  They im p ly  t h e i r  p e r s o n a l  b e l i e f  t h a t  a  b a la n c e  

s h e e t  does n o t  even  a d d re s s  th e  s t a t e  o f  a f f a i r s  o r  f i n a n c i a l  p o s i t i o n  

o f  th e  e n t e r p r i s e  a t  th e  b a la n c e  s h e e t  d a te ,, t h a t  th e  b a la n c e  s h e e t  

d oes n o t  p r e s e n t  th e  s t a t e  o f  a f f a i r s  o r  f i n a n c i a l  p o s i t i o n — f a i r l y , 

u n f a i r l y ,  o r  i n  any o th e r  m anner.

S in c e  an  i n d iv i d u a l  a u d i t o r  can  have a p e r s o n a l  o p in io n  t h a t  

a  p r e s e n t a t i o n  i n  c o n fo rm ity  w ith  GAAP i s  n o t  f a i r  and t h a t  a  p r e s e n 

t a t i o n  i n  c o n fo rm ity  w ith  p r i n c i p l e s  t h a t  a re  n o t  g e n e r a l l y  a c c e p te d  

i s  f a i r ,  r e q u i r i n g  him to  s t a t e  s e p a r a te  o p in io n s  on c o n fo rm ity  w ith  

GAAP and c o n fo rm ity  w ith  h i s  p r i v a t e  s ta n d a r d  o f  f a i r  p r e s e n t a t i o n  

w ould c au se  him  to  draw one o f  f o u r  p o s s ib l e  c o n c lu s io n s :

1 . The p r e s e n t a t i o n s  conform  w ith  GAAP and 
a re  f a i r .

2 . The p r e s e n t a t i o n s  con fo rm  w ith  GAAP and 
a re  n o t  f a i r .

3 . The p r e s e n t a t i o n s  do n o t  conform  w i th  GAAP 
and a re  f a i r .

4 . The p r e s e n t a t i o n s  do n o t conform  w ith  GAAP 
and a re  n o t  f a i r .

6 /  P h i l i p  L. D e f l i e s e ,  The O b je c t iv e s  o f  F in a n c i a l  A cco u n tin g  
(New Y ork: C oopers & L y b ran d , 1973) p . 6 .
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A p p ra is in g  th e  A p p l ic a t io n  o f  GAAP—
How F a r  S hou ld  th e  A u d ito r  Go?

R e g a rd le s s  o f  w h e th e r  an  a u d i t o r  i s  r e q u i r e d  to  a p p r a is e  

f i n a n c i a l  s ta te m e n t  p r e s e n t a t i o n s  b a se d  on h i s  own p r i v a t e  s ta n d a r d  

c o m p le te ly  a p a r t  from  GAAP., he can  be a sk ed  to  u se  h i s  i n d iv i d u a l  

judgm en t i n  a p p r a i s in g  th e  a p p l i c a t i o n  o f  GAAP to  p a r t i c u l a r  c i r 

c u m s ta n c e s . T hat r e s p o n s i b i l i t y  i s  im p lie d  by th e  t h i r d  i n t e r p r e 

t a t i o n  o f  th e  a u d i t o r ’ s r e p o r t — th e  p r e s e n t a t i o n  i s  i n  c o n fo rm ity  

w ith  GAAP and GAAP have b e en  f a i r l y  a p p l i e d .

A lth o u g h , a s  n o te d  e a r l i e r , a  few a c c o u n ta n ts  b e l i e v e  t h a t  

GAAP sh o u ld  i d e a l l y  be a r u l e  book t h a t  e l im in a te s  th e  need  f o r  

i n d iv i d u a l  ju d g m e n t, t h e r e  i s  g e n e r a l  ag reem en t t h a t  GAAP i s  n o t  a 

book o f  r u l e s  t h a t  c an  be fo llo w e d  b l i n d l y .  An a u d i t o r  m ust a p p r a is e  

th e  a p p l i c a t i o n  o f  GAAP i n  many a r e a s ;  th e  s ta n d a r d  he u s e s  i s  h i s  

p e r s o n a l  judgm en t o f  a f a i r  a p p l i c a t i o n  o f  GAAP in  th e  c i r c u m s ta n c e s .

P r e s e n t  R e s p o n s i b i l i t i e s  to  A p p ra ise  th e  A p p l ic a t io n  o f  GAAP.

I n d iv id u a l  a u d i t o r s  a re  now r e s p o n s ib le  f o r  e x e r c i s in g  i n d iv i d u a l  

judgm en t i n  a p p r a i s in g  th e  a p p l i c a t i o n  o f  GAAP in  a r e a s  such  as  th e  

f o l lo w in g :

1 . C o m p lex ity  o f  E v e n t s . Some e v e n ts  a re  so 
com plex t h a t  an  a u d i t o r  m ust u se  h i s  ju d g 
m ent to  d e te rm in e  th e  s u b s ta n c e  o f  th e  e v e n ts .

2 . S u b s ta n c e  Over Form . A u d ito rs  m ust u se  ju d g 
m ent to  d e te rm in e  w h e th e r  th e  s u b s ta n c e  o f  
e v e n ts  d i f f e r  from  t h e i r  form  and w h e th e r  
e v e n ts  whose form  and s u b s ta n c e  d i f f e r  a re  
a c c o u n te d  f o r  i n  a c c o rd a n c e  w ith  t h e i r  su b 
s ta n c e .

3. C o n t in u i ty  o f  E v e n ts . Many e v e n ts  a re  c o n 
t i n u o u s  a n d  s t a r t  b e f o r e  an d  e n d  a f t e r  b a l a n c e  
s h e e t  d a t e s .  A u d ito rs  m ust u se  judgm en t to  
d e te rm in e  t h a t  th e  c u t o f f  conform s w ith  GAAP.

4 . P r e d i c t i o n s . Some GAAP r e q u i r e  p r e d i c t i o n s , 
f o r  ex am p le , l i v e s  o f  d e p r e c ia b le  a s s e t s .  An 
a u d i t o r  m ust u se  judgm en t to  a p p r a is e  p r e d i c 
t i o n s  u sed  i n  a p p ly in g  GAAP.



-  8 -

5 . M a t e r i a l i t y . S m all i te m s  a re  som etim es g iv e n  
s im p le  t r e a tm e n ts  t h a t  a re  n o t  i n  c o n fo rm ity  
w ith  GAAP. An a u d i t o r  m ust u se  judgm ent to  
d e te rm in e  w h e th e r  th e  d e p a r tu r e s  from  GAAP a re  
m a t e r i a l .

6 . A dequate  D i s c l o s u r e . A dequate  d i s c lo s u r e  i s  
p a r t  o f  GAAP7/ h u t  i s  n o t  c o n f in e d  to  a  s e t  o f  
d e t a i l e d  i n s t r u c t i o n s  t h a t  need  s im p ly  to  be 
fo l lo w e d . A few r u l e s  e x i s t 8 / , b u t  th e  r e q u i r e 
m ent to  a p p r a is e  th e  adequacy  o f  d i s c lo s u r e  
w i th in  GAAP goes beyond th o se  r u l e s  and p r e 
s e n t s  a  w ide l a t i t u d e  w i th in  w hich  th e  a u d i t o r  
m ust u se  h i s  i n d iv i d u a l  ju d g m en t.

The i n t e r p r e t a t i o n  o f  " p r e s e n t  f a i r l y "  a s  m eaning  t h a t  GAAP

r e q u i r e  judgm en t i n  t h e i r  a p p l i c a t i o n  in  a r e a s  such  a s  th o s e  l i s t e d

and c a n n o t be fo llo w e d  by r o t e  to  a r r i v e  a t  " c o r r e c t "  f i n a n c i a l

s ta te m e n ts  was e x p re s s e d  i n  th e  AICPA b o o k le t  F o r ty  Q u e s tio n s  and

Answers About A u d it R e p o r ts  p u b l is h e d  in  1956 (page 1 1 ):

What i s  th e  s i g n i f i c a n c e  o f  th e  e x p r e s s io n  
" p r e s e n t  f a i r l y "  i n  th e  CPA's r e p o r t ?

The v a lu e s  o f  many i te m s  in  f i n a n c i a l  s t a t e 
m ents c a n n o t be m easu red  e x a c t l y .  The ite m s  w h ich , 
i n  p a r t  a t  l e a s t , a re  s u b j e c t  to  a p p ro x im a tio n  a re  
among th e  m ost im p o r ta n t  i n  th e  f i n a n c i a l  s t a t e 
m e n ts , su ch  a s  i n v e n t o r i e s  and p r o v i s io n s  f o r  
c u r r e n t  c o s t s  e x p e c te d  to  be p a id  i n  th e  f u t u r e .

B ecause  o f  t h i s , no one can  be i n  a p o s i t i o n  to  
s t a t e  t h a t  a  com pany 's  f i n a n c i a l  s ta te m e n ts  " e x a c t ly  
p r e s e n t"  f i n a n c i a l  p o s i t i o n  o r  r e s u l t s  o f  o p e r a t io n s .  
A c c o rd in g ly , th e  GPA u s u a l ly  s t a t e s  t h a t  th e  f i n a n 
c i a l  s ta te m e n ts  " p r e s e n t  f a i r l y "  i n  th e  se n se  t h a t  
he b e l i e v e s  th e y  a re  s u b s t a n t i a l l y  c o r r e c t . F or 
th e  same r e a s o n ,  h i s  f i n d in g s  a r e  e x p re s s e d  i n  th e  
form  o f  an o p in io n .  H o w e v e r , i t  sh o u ld  be b o rn e  
i n  m ind t h a t  th e  judgm en t in v o lv e d  i s  an  in fo rm e d  
o n e , and i s  g u id e d  by g e n e r a l l y  a c c e p te d  a c c o u n tin g  
p r i n c i p l e s .

7 /  APB S ta te m e n t No. B a s ic  C o n c e p ts  an d  A c c o u n t in g  P r i n c i p l e s  
U n d e r ly in g  F in a n c i a l  S ta te m e n ts  o f  B u s in e s s  E n t e r p r i s e s , p a r .
199; S ta te m e n t on A u d it in g  S ta n d a rd s  No. 1 , C o d i f ic a t i o n  o f  
A u d it in g  S ta n d a rd s  and P r o c e d u r e s , S e c t io n  5 4 0 .0 1 .

8 /  Some a re  s t a t e d , f o r  ex am p le , i n  APB S ta te m e n t No. 4 , p a r s .  190 
201.
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E s s e n t i a l l y  th e  same th o u g h t was c o n ta in e d  in  a  s i m i l a r  b o o k le t , The

A u d i to r 's  R e p o r t , p u b l is h e d  by th e  AICPA i n  1967 (p ag es 12-13) :

A cco u n tin g  f o r  b u s in e s s  t r a n s a c t i o n s  r e q u i r e s  
a p p ro x im a tio n s  and e s t im a t e s .  U n lik e  c e r t a i n  
f i e l d s  o f  s c ie n c e  w here a  s p e c i f i c  r e s u l t  can  be 
a c h ie v e d  by th e  c o m b in a tio n  o f  c e r t a i n  e le m e n ts , 
th e  am ounts o f  many ite m s  i n  th e  f i n a n c i a l  s t a t e 
m ents c a n n o t be m easured  w ith  e x a c tn e s s  b u t  a re  
s u b je c t  to  th e  a p p l i c a t i o n  o f  p r o f e s s i o n a l  judgm ent 
on an in fo rm ed  b a s i s .  T h e r e f o r e , when th e  a u d i to r  
r e f e r s  to  f a i r n e s s  o f  p r e s e n ta t io n ^  no c la im  i s  
b e in g  made as  to  p r e c i s e  e x a c tn e s s .  R a th e r , th e  
a u d i t o r  i s  s a y in g  t h a t  w i th in  a  r e a s o n a b le  ran g e  
o f  m a t e r i a l i t y , th e  f i n a n c i a l  s ta te m e n ts  have b een  
p r e s e n te d  on a  b a s i s  w hich  i s  f a i r  to  a l l  segm ents 
o f  th e  f i n a n c i a l  com m unity.

E n la rg in g  th e  R e s p o n s i b i l i t i e s  to  A p p ra ise  A p p l ic a t io n  o f

GAAP. The e x te n t  to  w h ich  th e  in d e p e n d e n t a u d i t o r  sh o u ld  be r e s p o n s i 

b le  to  a p p r a is e  th e  a p p l i c a t i o n  o f  GAAP i s  u n s e t t l e d .  C a l l s  f o r  

e n la r g e d  r e s p o n s i b i l i t i e s , f o r  r e s p o n s i b i l i t i e s  to  e x e r c i s e  judgm ent 

i n  a r e a s  beyond th o se  l i s t e d  a b o v e , abound . They a re  d e t a i l e d  i n  

su b s e q u e n t s e c t io n s  o f  t h i s  p a p e r , b u t  th e y  a l l  have a common 

t h r e a d : th e y  a s k  t h a t  th e  a u d i t o r  go beyond an a p p r a i s a l  o f  th e  

p a r t i c u l a r  a p p l i c a t i o n  o f  GAAP i n  i n d iv i d u a l  l i n e  ite m s  and s p e c i f i c  

d i s c lo s u r e s  in  f i n a n c i a l  s t a te m e n ts .  Some a sk  t h a t  he a p p r a is e  th e  

e f f e c t  o f  a l l  th e  a p p l i c a t i o n s  o f  GAAP on th e  f i n a n c i a l  s ta te m e n ts  

as a w h o le . O th e rs  a sk  t h a t  i f  th e  a u d i t o r  p r e f e r s  an a l t e r n a t i v e  

p r i n c i p l e  to  th e  p r i n c i p l e  a c t u a l l y  u sed  t h a t  he i n d i c a t e  h i s  

p r e f e r e n c e  even  th o u g h  b o th  p r i n c i p l e s  a re  g e n e r a l l y  a c c e p te d .

Summary o f  Im p lied  R e s p o n s i b i l i t i e s

To su m m arize , a l l  i n t e r p r e t a t i o n s  o f  th e  a u d i t o r 's  r e p o r t  

im p ly  t h a t  th e  a u d i t o r  i s  r e s p o n s ib le  f o r  d e te rm in in g  w h e th e r  th e  

f i n a n c i a l  s ta te m e n t  p r e s e n t a t i o n s  conform  w ith  GAAP. The f i r s t  

i n t e r p r e t a t i o n  im p l ie s  t h a t  an  a u d i t o r  i s  co m p e lled  to  s t a t e  t h a t  

he p e r s o n a l ly  a p p ro v e s  o f  a p r e s e n t a t i o n  b e c a u se  i t  conform s w ith
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GAAP. The second  i n t e r p r e t a t i o n  im p l ie s  t h a t  an a u d i t o r  i s  r e s p o n s ib le  

f o r  a p p r a i s in g  f i n a n c i a l  s ta te m e n t  p r e s e n t a t i o n s  b a se d  on h i s  own 

p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP i n  a d d i t i o n  to  a p p r a i s in g  

c o n fo rm ity  w ith  GAAP. The t h i r d  i n t e r p r e t a t i o n  im p lie s  th e  r e s p o n s i 

b i l i t y  f o r  th e  a u d i t o r  to  a p p r a is e  th e  a p p l i c a t i o n  o f  GAAP in  th e  

c i r c u m s ta n c e s ;  th e  e x te n t  to  w hich  t h a t  a p p r a i s a l  sh o u ld  go i s  n o t

s e t t l e d .

C o n f l i c t in g  O f f i c i a l  I n t e r p r e t a t i o n s

The A m erican I n s t i t u t e  o f  CPAs and The C anad ian  I n s t i t u t e  o f

C h a r te re d  A c c o u n ta n ts  b o th  recommend th e  same a u d i t o r 's  r e p o r t .  The 

AICPA does n o t  e x p l i c i t l y  i n t e r p r e t  th e  r e s p o n s i b i l i t i e s  im p lie d  by 

th e  r e p o r t  b u t  i t s  i n t e r p r e t a t i o n  can  be i n f e r r e d  from  i t s  o f f i c i a l  

p ro n o u n ce m en ts . The CICA e x p l i c i t l y  i n t e r p r e t s  th e  r e p o r t .  The 

i n t e r p r e t a t i o n s  o f  th e  AICPA and th e  CICA c o n f l i c t .

In  i t s  S ta te m e n t  No. 4 (p a ra g ra p h  1 8 9 ) , th e  AICPA A cco u n tin g  

P r i n c i p l e s  B oard d is c u s s e d  f a i r  p r e s e n t a t i o n  i n  c o n fo rm ity  w ith  

GAAP:

The q u a l i t a t i v e  s ta n d a r d  o f  f a i r  p r e s e n t a t i o n  
i n  c o n fo rm ity  w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  
p r i n c i p l e s  o f  f i n a n c i a l  p o s i t i o n  and r e s u l t s  o f
o p e r a t io n s  i s  p a r t i c u l a r l y  im p o r ta n t  i n  e v a lu a t in g  
f i n a n c i a l  p r e s e n t a t i o n s .  T h is  s ta n d a r d  g u id e s  
p r e p a r e r s  o f  f i n a n c i a l  s ta te m e n ts  and i s  th e  
s u b j e c t iv e  benchm ark  a g a i n s t  w hich  in d e p e n d e n t 
p u b l ic  a c c o u n ta n ts  ju d g e  th e  p r o p r i e t y  o f  th e  
f i n a n c i a l  a c c o u n tin g  in f o r m a t io n  com m unicated . 
F in a n c i a l  s ta te m e n ts  " p r e s e n t  f a i r l y  i n  c o n 
f o r m ity  w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i 
p le s "  i f  a  num ber o f  c o n d i t io n s  a re  m et: ( 1 ) 
g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s  a p p l i c a b le  
i n  th e  c ir c u m s ta n c e s  have  b een  a p p l ie d  i n  accum u
l a t i n g  and p r o c e s s in g  th e  f i n a n c i a l  a c c o u n tin g  
in f o r m a t io n , (2) ch an g es from  p e r io d  to  p e r io d  in  
g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s  have 
b e en  a p p r o p r i a t e ly  d i s c l o s e d , (3) th e  in f o r m a t io n  
i n  th e  u n d e r ly in g  r e c o r d s  i s  p r o p e r ly  r e f l e c t e d  
and d e s c r ib e d  i n  th e  f i n a n c i a l  s ta te m e n ts  in
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c o n fo rm ity  w ith  g e n e r a l l y  a c c e p te d  a c c o u n tin g  
p r i n c i p l e s , and (4 ) a  p r o p e r  b a la n c e  h a s  b een  
a c h ie v e d  b e tw een  th e  c o n f l i c t i n g  n eed s to  d i s 
c lo s e  im p o r ta n t  a s p e c t s  o f  f i n a n c i a l  p o s i t i o n  
and r e s u l t s  o f  o p e r a t io n s  i n  a c c o rd a n c e  w ith  c o n 
v e n t i o n a l  c o n c e p ts  and to  sum m arize th e  vo lum inous 
u n d e r ly in g  d a ta  i n t o  a l im i te d  num ber o f  f i n a n c i a l  
s ta te m e n t  c a p t io n s  and s u p p o r t in g  n o te s .

T h a t d i s c u s s io n  im p l ie s  t h a t  th e  a u d i t o r  i s  r e s p o n s ib le  f o r  d e te rm in in g  

i f  GAAP i s  p r o p e r ly  a p p l ie d  b u t  t h a t  he i s  n o t  r e s p o n s ib le  f o r  

a p p r a i s in g  p r e s e n t a t i o n s  b a se d  on h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  

a p a r t  from  GAAP.

I n  S ta te m e n t  on A u d it in g  P ro c e d u re  No. 3 3 , th e  AICPA Com m ittee 

on A u d it in g  P ro c e d u re  a l s o  im p lie d  t h a t  th e  a u d i t o r  i s  n o t  r e s p o n s ib le  

f o r  a p p r a i s in g  p r e s e n t a t i o n s  b a se d  on h i s  own p r i v a t e  s ta n d a rd  com

p l e t e l y  a p a r t  from  GAAP, b u t  i t  w ent f u r t h e r  and im p lie d  t h a t  th e  

a u d i t o r  m ust p e r s o n a l ly  ap p ro v e  o f  th e  p r e s e n t a t i o n  b e c a u se  i t  c o n 

form s w i th  GAAP. SAP 33 (page 63) l i s t e d  a s  a r e a s o n  to  d e p a r t  from  

th e  s ta n d a r d  s h o r t - f o r m  r e p o r t :

The f i n a n c i a l  s ta te m e n ts  do n o t  p r e s e n t  f a i r l y  
f i n a n c i a l  p o s i t i o n  o r  r e s u l t s  o f  o p e r a t io n s  
b e c a u se  o f :

(1) Lack o f  c o n fo rm ity  w ith  g e n e r a l l y  
a c c e p te d  a c c o u n tin g  p r i n c i p l e s

(2) In a d e q u a te  d i s c l o s u r e .

S in c e  th e  Com m ittee gave no o t h e r  r e a s o n  f o r  th e  a b sen c e  o f  f a i r  

p r e s e n t a t i o n , i t  im p lie d  t h a t  c o n fo rm ity  w ith  GAAP and a d e q u a te  

d i s c lo s u r e  n e c e s s a r i l y  r e s u l t  i n  f a i r  p r e s e n t a t i o n .  The s u c c e s s o r  

A u d it in g  S ta n d a rd s  E x e c u tiv e  Com m ittee m o d if ie d  t h a t  la n g u a g e  i n  

S ta te m e n t on A u d it in g  S ta n d a rd s  No. 1 ( S e c t io n  540 .0 1 ) , w hich  no 

lo n g e r  d i s c u s s e s  f a i r n e s s  o f  p r e s e n t a t i o n  i n  c o n n e c t io n  w ith  

d e p a r tu r e s  from  th e  s ta n d a r d  r e p o r t .  H ow ever, th e  d i s c u s s io n  s t i l l
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im p l ie s  t h a t  th e  a u d i t o r  i s  n o t  r e q u i r e d  to  a p p r a is e  p r e s e n t a t i o n s  

b a se d  on h i s  own p e r s o n a l  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP.

In  c o n t r a s t , i n  th e  CICA Handbook ( S e c t io n  25 0 0 .0 8 ) th e  

C an ad ian  I n s t i t u t e  r e q u i r e s  a u d i t o r s  to  f u l f i l l  th e  f o l lo w in g  r e s p o n s i 

b i l i t i e s  :

The a u d i t o r s  sh o u ld  e x p re s s  an o p in io n ,  o r  r e p o r t  
t h a t  th e y  a re  u n a b le  to  e x p re s s  an o p in io n , a s  to  
w h e th e r :

(a) th e  f i n a n c i a l  s ta te m e n ts  p r e s e n t  f a i r l y  
th e  f i n a n c i a l  p o s i t i o n  o f  th e  e n t e r p r i s e , 
th e  r e s u l t s  o f  i t s  o p e r a t io n s  a n d , w here 
a p p l i c a b l e , th e  so u rc e  and a p p l i c a t i o n  o f  
i t s  f u n d s , and

(b) th e  f i n a n c i a l  s ta te m e n ts  w ere p re p a re d  
in  a c c o rd a n c e  w ith  g e n e r a l l y  a c c e p te d  
a c c o u n tin g  p r i n c i p l e s  a p p l ie d  on a b a s i s  
c o n s i s t e n t  w ith  t h a t  o f  th e  p re c e d in g  
p e r i o d .

T hat i n t e r p r e t a t i o n  makes th e  a u d i t o r  r e s p o n s ib le  f o r  g iv in g  two 

s e p a r a te  o p in io n s , one on c o n fo rm ity  w ith  GAAP and one on f a i r n e s s  

o f  p r e s e n t a t i o n  based, on th e  a u d i t o r 's  own p r i v a t e  s ta n d a r d  com

p l e t e l y  a p a r t  from  GAAP. J u s t  to  make su re  i t  was n o t  m is u n d e rs to o d , 

th e  I n s t i t u t e  a u th o r iz e d  a l e t t e r  to  be s e n t  to  a l l  members r e c o n 

f i r m in g  t h a t  i n t e r p r e t a t i o n .  The l e t t e r  s t a t e d  t h a t  a d e p a r tu r e  

from  GAAP r e q u i r e s  a  q u a l i f i e d  o p in io n  b u t  o n ly  a s  to  c o n fo rm ity  w ith

GAAP. B ut

T h is  does n o t  mean t h a t  a u d i t o r s  m ust n e c e s s a r i l y  
q u a l i f y  t h e i r  o p in io n  a s  to  w h e th e r  th e  f i n a n c i a l  
s ta te m e n ts  p r e s e n t  f a i r l y  th e  f i n a n c i a l  p o s i t i o n  
o f  th e  e n t e r p r i s e ,  th e  r e s u l t s  o f  o p e r a t io n s  an d , 
w here a p p l i c a b l e ,  th e  so u rc e  and a p p l i c a t i o n  o f  
i t s  fu n d s .  T h a t d e c i s io n  i s  a  s e p a r a te  m a t te r  o f  
p r o f e s s i o n a l  judgm en t on th e  p a r t  o f  th e  a u d i t o r s . . . . 9 /

9 /  L e t t e r  d a te d  May l 6 ,  1972 to  th e  Members o f  The C an ad ian  I n s t i t u t e  
o f  C h a r te re d  A c c o u n ta n ts  from  G e rtru d e  M ulcahy, D i r e c to r  o f  
R e s e a rc h , f o r  th e  A cco u n tin g  and A u d it in g  R e se a rc h  C om m ittee. A 
n o te  a t  th e  b o tto m  o f  th e  l e t t e r  s t a t e d  t h a t  th e  l e t t e r  " sh o u ld  be 
re a d  a s  th o u g h  i t  w ere p a r t  o f  S e c t io n  2500 o f  th e  CICA H an d b o o k .. . . "
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T hus, th e  CICA i n t e r p r e t s  th e  r e p o r t  a s  r e q u i r i n g  th e  a u d i t o r  

to  a p p r a i s e  p r e s e n t a t i o n s  b a se d  on h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  

a p a r t  from  GAAP, and th e  AICPA i n t e r p r e t s  th e  same r e p o r t  a s  n o t 

c a r r y in g  t h a t  r e q u ir e m e n t .

R e ce n t D evelopm ents C o n cern in g
" P r e s e n t  F a i r ly "

S e v e ra l  im p o r ta n t  r e c e n t  d ev e lo p m en ts  can  be u n d e rs to o d  in  

te rm s o f  th e  r e s p o n s i b i l i t i e s  th e y  im p ly  t h a t  a u d i t o r s  sh o u ld  ta k e  in  

e x p r e s s in g  an o p in io n .  Those d ev e lo p m en ts  in c lu d e  th e  r e v i s i o n  o f  

th e  AICPA’ s code o f  p r o f e s s i o n a l  e t h i c s , c o u r t  c a s e s  t h a t  w ere d e c id e d  

on th e  b a s i s  o f  i n t e r p r e t a t i o n s  o f  a u d i t o r s ’ r e s p o n s i b i l i t i e s , and 

c a l l s  f o r  e n la r g in g  o r  c l a r i f y i n g  a u d i t o r s '  r e s p o n s i b i l i t i e s  by 

p u b l ic  o f f i c i a l s , l e a d e r s  o f  th e  p r o f e s s i o n ,  and o t h e r s .

Does th e  R e s ta te d  E th ic s  Code Impose New R e s p o n s i b i l i t i e s ?

R ule 203 o f  th e  R e s ta te m e n t o f  th e  Code o f  P r o f e s s io n a l  E th ic s  o f

th e  AICPA r e q u i r e s  th e  a u d i t o r  to  e x e r c i s e  h i s  i n d iv i d u a l  ju d g m e n t,

b u t  does n o t  make c l e a r  w h e th e r  h i s  r e s p o n s i b i l i t y  i s  to  a p p r a i s e  th e

a p p l i c a t i o n  o f  GAAP o r  to  a p p r a is e  th e  p r e s e n t a t i o n  b a se d  on h i s  own

p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP:

R u le  203— A cco u n tin g  p r i n c i p l e s . A member s h a l l  
n o t  e x p re s s  an  o p in io n  t h a t  f i n a n c i a l  s ta te m e n ts  
a re  p r e s e n te d  i n  c o n fo rm ity  w ith  g e n e r a l l y  a c c e p te d  
a c c o u n tin g  p r i n c i p l e s  i f  su ch  s ta te m e n ts  c o n ta in  any 
d e p a r tu r e  from  an  a c c o u n tin g  p r i n c i p l e  p ro m u lg a te d  
by th e  body d e s ig n a te d  by C o u n c il to  e s t a b l i s h  such  
p r i n c i p l e s  w hich  h a s  a  m a t e r i a l  e f f e c t  on th e  s t a t e 
m ents ta k e n  as  a w h o le , u n le s s  th e  member can  
d e m o n s tra te  t h a t  due to  u n u s u a l  c ir c u m s ta n c e s  th e  
f i n a n c i a l  s ta te m e n ts  w ould o th e rw is e  have b een  
m is le a d in g .  In  su ch  c a s e s  h i s  r e p o r t  m ust d e s c r ib e  
th e  d e p a r t u r e , th e  a p p ro x im a te  e f f e c t s  t h e r e o f , i f  
p r a c t i c a b l e ,  a n d  t h e  r e a s o n s  why c o m p lia n c e  w i t h  
th e  p r i n c i p l e  w o u ld  r e s u l t  i n  a  m is le a d in g  s ta te m e n t .

The r u l e  r e q u i r e s  c e r t a i n  d i s c lo s u r e s  i f  an  a u d i t o r  can  

d e m o n s tra te  " u n u su a l c ir c u m s ta n c e s "  b u t  does n o t  i n d i c a t e  e x p l i c i t l y
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w hat th e  a u d i t o r  sh o u ld  s t a t e  a b o u t c o n fo rm ity  w ith  GAAP. I n t e r 

p r e t i n g  th e  r u l e  r e q u i r e s  a n a l y s i s  o f  i t s  f i r s t  s e n te n c e , w hich  i s  

lo n g  and in v o lv e d .  The s e n te n c e  i s  i n  th e  f o l lo w in g  form : An 

a u d i t o r  may n o t do A i f  B e x i s t s  u n le s s  th e  a u d i t o r  can  do C, i n

w hich

A i s  e x p re s s  an  o p in io n  t h a t  f i n a n c i a l  s ta te m e n ts  
a re  p r e s e n te d  in  c o n fo rm ity  w ith  GAAP

B i s  th e  s ta te m e n ts  c o n ta in  a d e p a r tu r e  from  an
a c c o u n tin g  p r i n c i p l e  p ro m u lg a te d  by  th e  body 
d e s ig n a te d  by C o u n c il to  e s t a b l i s h  su ch  p r i n 
c i p l e s  [su c h  a s  th e  F in a n c i a l  A cco u n tin g  
S ta n d a rd s  Board (FASB)] w hich  h as a m a t e r i a l  
e f f e c t  on th e  s ta te m e n ts  a s  a w hole

C i s  d e m o n s tra te  t h a t  due to  u n u su a l  c ir c u m s ta n c e s  
th e  f i n a n c i a l  s ta te m e n ts  w ould o th e rw is e  have 
b e en  m is le a d in g .

A s ta te m e n t  o f  t h a t  form  c an  r e a s o n a b ly  be i n t e r p r e t e d  a s  s a y in g  

t h a t  th e  a u d i t o r  may do A i f  B e x i s t s  and th e  a u d i t o r  can  do C. T hat 

i s ,  th e  a u d i t o r  may s t i l l  e x p re s s  an  o p in io n  t h a t  f i n a n c i a l  s ta te m e n ts  

c o n ta in in g  a  m a t e r i a l  d e p a r tu r e  from  a p ronouncem en t o f  th e  body 

d e s ig n a te d  by C o u n c il ,  such  a s  th e  FASB, a r e  in  c o n fo rm ity  w ith  GAAP 

i f  he c an  d e m o n s tra te  t h a t  u n u s u a l  c ir c u m s ta n c e s  r e q u i r e  th e  d e p a r tu r e  

to  make th e  s ta te m e n ts  n o t  m is le a d in g .

The im p l i c a t i o n  o f  t h a t  i n t e r p r e t a t i o n  i s  t h a t  th e  t r e a tm e n t  

r e q u i r e d  to  make th e  s ta te m e n ts  n o t  m is le a d in g ,  w h ich  i s  a d e p a r tu r e  

from  a p ronouncem en t o f  th e  body d e s ig n a te d  by  C o u n c il ,  i s  i n  c o n 

f o r m ity  w ith  GAAP. In  u n u s u a l  c i r c u m s ta n c e s ,  GAAP as r e p r e s e n te d  

by  an FASB p ronouncem en t sh o u ld  n o t be  a p p l ie d  and o th e r  GAAP sh o u ld  

be a p p l i e d .  T hat i n t e r p r e t a t i o n  o f  R ule 203 d i r e c t s  th e  i n d iv i d u a l  

judgm en t r e q u i r e d  by th e  r u l e  to  th e  a p p l i c a t i o n  o f  GAAP.
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An e x i s t i n g  i n t e r p r e t a t i o n , number 2 0 3 -1 , im p l ie s  th e  same

r e s p o n s i b i l i t y .  I t  s t a t e s  t h a t  "Exam ples o f  e v e n ts  w hich  may j u s t i f y

d e p a r tu r e s  from  a  p r i n c i p l e  a re  new l e g i s l a t i o n  o r  th e  e v o lu t io n  o f  a

new form  o f  b u s in e s s  t r a n s a c t i o n . "  R. K. Mautz and H u sse in  S h a ra f

s u g g e s te d  a  m ethod o f  e v a lu a t in g  a c c o u n tin g  p r i n c i p l e s  d e v e lo p e d  f o r

new ty p e s  o f  b u s in e s s  t r a n s a c t i o n s  and a c t i v i t i e s  n o t  c o v e re d  by  GAAP:

When u n u s u a l  c a s e s  a r i s e  i n  c o u r t  th e y  c a l l  
f o r  a  p ro c e s s  o f  r e a s o n in g  by  a n a lo g y  from  
s i m i l a r  c a s e s  and from  b ro a d  p r i n c i p l e s  e x 
t r a c t e d  from  p re v io u s  l i t i g a t i o n .  When th e y  
a r i s e  i n  a u d i t s , a g a in  th e y  c a l l  f o r  r e a s o n in g  
by a n a lo g y  from  s i m i l a r  a u d i t  s i t u a t i o n s  and 
from  b ro a d  p r i n c i p l e s  b a se d  on p re v io u s  a p 
p l i c a t i o n s  o f  g e n e r a l l y  a c c e p te d  a c c o u n tin g  
p r i n c i p l e s .1 0 /

A cco u n tin g  p r i n c i p l e s  d e v e lo p e d  t h a t  way a re  e x te n s io n s  o f  GAAP r a t h e r  

th a n  d e p a r tu r e s  from  GAAP— th e y  r e p r e s e n t  a p p l i c a t i o n  o f  th e  s p i r i t  

r a t h e r  th a n  th e  l e t t e r  o f  GAAP. They r e q u i r e  i n d iv i d u a l  judgm ent 

d i r e c t e d  to  th e  a p p l i c a t i o n  o f  GAAP.

The r e s t a t e d  code t h e r e f o r e  r e q u i r e s  th e  a u d i t o r  to  a p p r a is e  

th e  a p p l i c a t i o n  o f  GAAP b u t  does n o t  r e q u i r e  him  to  a p p r a is e  th e  

p r e s e n t a t i o n s  b a se d  on h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t

from  GAAP.

Have th e  C o u rts  Im posed New R e s p o n s i b i l i t i e s ?  In  th e

a b sen c e  o f  c l e a r  s ta te m e n ts  by th e  p r o f e s s io n  o f  in d e p e n d e n t a u d i t o r ’ s

r e s p o n s i b i l i t i e s  and unam biguous r e f l e c t i o n  o f  th o s e  r e s p o n s i b i l i t i e s

i n  th e  a u d i t o r ’ s r e p o r t , g o v e rn m e n ta l b o d ie s  may im pose r e s p o n s i b i l i t i e s

t h a t  a re  n o t  c o n te m p la te d  by a u d i t o r s  o r  t h a t  a re  n o t  w a r ra n te d .  In  
1 1 /th e  C o n t in e n ta l  V ending  c a s e 1 1 / ,  th e  f e d e r a l  c o u r t  fo und  t h a t  a u d i t o r s ’

1 0 /  R. K. M autz and H u sse in  A. S h a r a f , The P h ilo so p h y  o f  A u d it in g  
(A m erican  A cco u n tin g  A s s o c ia t io n , 1 9 6 1 ) , p . 167.

1 1 /  U n ite d  S t a t e s  v . S im on, e t  a l . , 425 F . (2d) 796 (2nd C ir .  1969) CCH 
F ed . S ec . Law R e p ., p a r s .  9 2 , 511.
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r e s p o n s i b i l i t i e s  w ere n o t  c l e a r  and d e c id e d  th e  c a se  b a se d  on i t s  

own v iew s o f  th o se  r e s p o n s i b i l i t i e s .  Those v iew s w ere s t a t e d  i n  te rm s 

f a m i l i a r  to  th e  c o u r t , n o t  i n  te rm s commonly u sed  by a u d i t o r s .  They 

m ust be a n a ly z e d  to  d e te rm in e  i f  th e y  im pose new o r  u n w a rra n te d  

r e s p o n s i b i l i t i e s  on a u d i t o r s .

The d e fe n d a n t  a u d i t o r s  w ere c o n v ic te d  o f  c o n s p i r in g  to  o m it 

from  th e  f i n a n c i a l  s ta te m e n ts  o f  C o n t in e n ta l  V ending  m a t e r i a l  f a c t s  

o f  w hich  th e y  w ere aw are . The c o u r t  fo u n d  t h a t  th e  f i n a n c i a l  s t a t e 

m ents o m it te d  m a t e r i a l  f a c t s , p r i n c i p a l l y  b e ca u se  th e y  d id  n o t  

s t a t e  (1) t h a t  a  r e c e iv a b le  from  a company c o n t r o l l e d  by a m ajo r 

s to c k h o ld e r  o f  C o n t in e n ta l  V ending  was e s s e n t i a l l y  a lo a n  to  th e  

s to c k h o ld e r  who u sed  th e  o th e r  company as a c o n d u it  f o r  th e  lo a n  and 

was u n a b le  to  re p a y  i t , and (2) t h a t  th e  " m a rk e ta b le  s e c u r i t i e s "  

t h a t  s e rv e d  as  c o l l a t e r a l  f o r  th e  r e c e iv a b le  c o n s i s t e d  o f  s to c k s  

and bonds o f  C o n t in e n ta l  V end ing .

The d e fe n d a n ts  c o n te n d e d  t h a t  th e y  had  fo llo w e d  g e n e r a l ly  

a c c e p te d  a u d i t i n g  s ta n d a r d s  i n  t h e i r  e x a m in a tio n  o f  th e  f i n a n c i a l

s ta te m e n ts  and t h a t  i n  th e  c o u rs e  o f  t h e i r  e x a m in a tio n  had re a c h e d

an o p in io n  t h a t  th e  s ta te m e n ts  conform  w ith  GAAP.

The t r i a l  ju d g e  i n s t r u c t e d  th e  ju r y  t h a t  th e  " c r i t i c a l  t e s t "  

was w h e th e r  th e  f i n a n c i a l  s ta te m e n ts  " f a i r l y  p r e s e n te d  th e  f i n a n c i a l  

c o n d i t io n  o f  C o n t in e n ta l  a s  o f  S ep tem b er 3 0 , 1962" and w h e th e r  th e y  
" a c c u r a t e ly  r e p o r t e d  th e  o p e r a t io n s  f o r  f i s c a l  1 9 6 2 . "12/  He 

i n s t r u c t e d  th e  ju r y  to  c o n s id e r  p ro o f  o f  co m p lian ce  w ith  p r o f e s s i o n a l  

s ta n d a r d s  a s  " e v id e n c e  w hich  may be v e ry  p e r s u a s iv e  b u t  n o t  n e c e s s a r i l y

1 2 / U n ite d  S t a t e s  v, S im on, e t  a l . , 66 CR831 USDC S o u th e rn  D i s t r i c t  
o f  New Y ork , T r . p . 398 2.
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c o n c lu s iv e "  t h a t  th e  f i n a n c i a l  s ta te m e n ts  "w ere n o t m a t e r i a l l y  f a l s e  
o r  m is l e a d in g ." 1 3 /

In  t h e i r  a p p e a l ,  th e  d e fe n d a n ts  c o n te n d e d  t h a t  th e  t r i a l  

ju d g e  had  e r r e d  in  i n s t r u c t i n g  th e  ju r y  to  d e c id e  on th e  b a s i s  o f  

f a i r  p r e s e n t a t i o n  r a t h e r  th a n  on th e  b a s i s  o f  co m p lian ce  w ith  p r o f e s 

s i o n a l  s t a n d a r d s .  In  i t s  am icus b r i e f  b e fo r e  th e  A ppeals C o u r t ,  th e

AICPA c o n te n d e d  t h a t  a s  a  r e s u l t  o f  th e  i n s t r u c t i o n s :

. . . t h e  ju r y  was l e f t ,  i n s o f a r  a s  i t  may have 
c h o se n  to  d i s r e g a r d  s ta n d a r d s  o f  th e  a c c o u n tin g  
p r o f e s s i o n ,  e i t h e r  to  i t s  own u n g u id ed  judgm ent 
o r ,  more l i k e l y ,  to  some c o n c e p t o f  w hat a 
r e a s o n a b ly  p ru d e n t  i n v e s t o r  w ould e x p e c t  by way 
o f  d i s c lo s u r e  o r  i n q u i r y .1 4 /

The b r i e f  f u r t h e r  c o n te n d e d :

The t e s t  o f  i n v e s t o r  o r  s to c k h o ld e r  i n t e r e s t  
a g a i n s t  w hich  th e  ju r y  may th u s  have t e s t e d  th e  
d e f e n d a n t s ’ c o n d u c t a s  to  th e  d i s p u te d  m a t te r s  
o f  d i s c lo s u r e  and in q u i r y  c o u ld  w e l l  have le d  
to  m ark e d ly  d i f f e r e n t  r e s u l t s  th a n  w ould th e  
a p p l i c a t i o n  o f  th e  p r o f e s s i o n a l  s ta n d a r d s  th e  
d e fe n d a n ts  had  u n d e r ta k e n  to  f o l l o w .1 5 /

The A ppeals C o u rt u p h e ld  th e  d e c i s io n  o f  th e  t r i a l  c o u r t  and 

d is a g r e e d  t h a t  th e  t r i a l  ju d g e  had  e r r e d  i n  h i s  i n s t r u c t i o n s  to  th e  

j u r y :

We do n o t th in k  th e  ju r y  w a s . . .  r e q u i r e d  to  a c c e p t  
th e  a c c o u n ta n ts ' e v a l u a t i o n  w h e th e r  a g iv e n  f a c t  
was m a t e r i a l  to  o v e r a l l  f a i r  p r e s e n t a t i o n ,  a t  
l e a s t  n o t  when th e  a c c o u n ta n t s ' te s t im o n y  was n o t 
b a se d  on s p e c i f i c  r u l e s  o r  p r o h i b i t i o n s  to  w hich  
th e y  c o u ld  p o i n t ,  b u t  o n ly  on th e  need  f o r  th e  
a u d i t o r  to  make an  h o n e s t  judgm en t and t h e i r

1 3 /  I b i d . ,  p . 3981.

1 4 /  Amicus b r i e f ,  p . 29 . 

1 5 /  I b i d .
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c o n c lu s io n  t h a t  n o th in g  i n  th e  f i n a n c i a l  s t a t e 
m ents th e m se lv e s  n e g a te d  th e  c o n c lu s io n  t h a t  
an h o n e s t  judgm ent had  b e en  m ade.1 6 /

The C o u rt o f  A ppeals th u s  c o n s id e r a b ly  l im i te d  th e  e x te n t  to  

w hich  a  ju r y  may d e te rm in e  a  c a se  a p a r t  from  s ta n d a r d s  o f  th e  p r o 

f e s s i o n .  D avid  B. I s b e l l , an  a t t o r n e y  who h e lp e d  p re p a re  th e  am icus 

b r i e f  o f  th e  AICPA, s t a t e d  t h a t

. . . t h e  C o u rt o f  A p p e a ls . . . [ l im i t e d ]  i t s  h o ld in g  
t h a t  l e s s  th e n  c o n c lu s iv e  w e ig h t may be g iv e n  
to  p r o f e s s i o n a l  s t a n d a r d s  to  c a s e s  w here such  
s ta n d a r d s  in v o lv e  no s p e c i f i c  r u l e s  o r  p r o h i b i 
t i o n s  b u t  le a v e  th e  m a t te r  to  th e  judgm ent o f  th e  
i n d iv i d u a l  a u d i t o r .  The C o u r t ’ s " a t  l e a s t "  
im p l ie s  t h a t  i n  c a s e s  w here th e r e  a re  s p e c i f i c  
r u l e s  o r  p r o h i b i t i o n s  th e y  may be c o n c lu s iv e .
T h is  a l s o  i s  w hat th e  B a rC h ris  c a se  s u g g e s ts :
"A c c o u n ta n ts  sh o u ld  n o t be h e ld  to  a s ta n d a r d  
h ig h e r  th a n  t h a t  re c o g n iz e d  in  t h e i r  p r o f e s s i o n ."
( E s c o t t  v . B a rC h ris  C o n s t r u c t io n  C orp .., 283 F.
Supp. 643, 703 (s .d . n.y. 1 9 6 8 ) ) . 1 7 /

I s b e l l  drew th e  f o l lo w in g  l e s s o n  f o r  th e  p r o f e s s io n  from

th e  C o n t in e n ta l  V ending  c a s e :

F o r th e  p r o f e s s io n  th e  c a se  p o in t s  o u t  once 
more th e  v e ry  r e a l  a d v a n ta g e , a t  l e a s t  from  
th e  p o in t  o f  view  o f  l e g a l  r e s p o n s i b i l i t y ,  in  
h a v in g  p r o f e s s i o n a l  s ta n d a r d s  s p e l le d  o u t .
Had th e r e  b e en  s p e c i f i c  r u l e s  o r  p r o h i b i t i o n s  
g o v e rn in g  th e  m a t te r s  a b o u t w hich  th e r e  was 
d i s p u te  among th e  e x p e r t  w i tn e s s e s  in  t h i s  c a s e ,  
to  w hich  th e  d e fe n d a n ts  c o u ld  r e f e r , i t  i s  q u i te  
p ro b a b le  th e  r e s u l t  w ould have b een  d i f f e r e n t .
T here  w ould v e ry  p o s s ib ly  have  b e e n  d i f f e r e n t  
i n s t r u c t i o n s ; v e ry  l i k e l y  a d i f f e r e n t  v e r d i c t ;  
and a l t o g e t h e r  l i k e l y , i f  n e i t h e r  o f  th o s e  had 
o c c u r r e d ,  a  d i f f e r e n t  d e c i s io n  by th e  C o u rt o f  
A p p e a ls .1 8 /

1 6 /  O p in io n  o f  th e  C o u rt o f  A p p e a ls , r e p r i n t e d  in  The J o u r n a l  o f  
A c c o u n ta n c y , F e b r u a r y  1 9 7 0 , p .  66 .

1 7 /  "The C o n t in e n ta l  V ending  C ase: L esso n s f o r  th e  P r o f e s s io n ,"  
The J o u r n a l  o f  A c co u n tan cy , A ugust 1970, p . 36 .

1 8 / I b i d .
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The C o u rt o f  A ppeals was c l e a r l y  s a y in g  t h a t  a u d i t o r s  m ust 

e x e r c i s e  i n d iv i d u a l  judgm ent i n  a r e a s  i n  w h ich  no s p e c i f i c  r u l e s  

o r  p r o h i b i t i o n s  e x i s t  to  d e te rm in e  t h a t  s ta te m e n ts  a re  n o t  m is le a d in g  

B ut i t  a p p a r e n t ly  was n o t a s k in g  a u d i t o r s  to  ju d g e  in d iv i d u a l  r u l e s  

o r  p r o h i b i t i o n s  t h a t  do e x i s t .  The C o u rt was i n  e f f e c t  a s k in g  

a u d i t o r s  to  a p p r a i s e  th e  a p p l i c a t i o n  o f  GAAP, in c lu d in g  a d e q u a te  

d i s c l o s u r e ,  b u t  was n o t a s k in g  a u d i t o r s  to  a p p r a is e  p r e s e n t a t i o n s  

b a se d  on t h e i r  own p r i v a t e  s ta n d a r d s  c o m p le te ly  a p a r t  from  GAAP.

C a l l s  f o r  E n la rg e d  R e s p o n s i b i l i t i e s . C a l l s  by i n f l u e n t i a l

l e a d e r s  f o r  e n la r g in g  a u d i t o r s ' r e s p o n s i b i l i t i e s  have re a c h e d  a 

c re s c e n d o . The s ta te m e n ts  o f  th o s e  l e a d e r s  do n o t e x p l i c i t l y  d e s 

c r ib e  th e  added r e s p o n s i b i l i t i e s  th e y  w ould have a u d i to r s  assum e, 

and th e  s ta te m e n ts  t h e r e f o r e  r e q u i r e  i n t e r p r e t a t i o n .  I t  i s  even  

p o s s ib l e  t h a t  a r e a s o n a b le  i n t e r p r e t a t i o n  o f  th e  s ta te m e n ts  w ould 

d i f f e r  from  th e  m ean ings in te n d e d .

C a l l s  to  a p p ly  p r i v a t e  s t a n d a r d s . The s ta te m e n ts  o f  many 

i n f l u e n t i a l  l e a d e r s  can  be i n t e r p r e t e d  a s  s a y in g  t h a t  a u d i t o r s ’ r e 

s p o n s i b i l i t i e s  sh o u ld  be expanded  to  in c lu d e  a p p r a i s a l  o f  f i n a n c i a l  

s ta te m e n t  p r e s e n t a t i o n s  b a s e d  on th e  a u d i t o r s ’ own p r i v a t e  s ta n d a r d s  

c o m p le te ly  a p a r t  from  GAAP, a l th o u g h  t h a t  m ig h t n o t  have b e en  t h e i r  

i n t e n t i o n .  F o r ex am p le , th e  C o m p tro l le r  G e n e ra l o f  th e  U n ite d  S t a t e s  

i s s u e d  a g u id e  i n  1972, S ta n d a rd s  f o r  A u d it o f  G overnm en ta l O rg a n iz a 

t i o n s ,  P ro g ram s, A c t i v i t i e s  & F u n c t io n s , w hich  can  be i n t e r p r e t e d  a s  

in c lu d in g  t h a t  added r e s p o n s i b i l i t y  (page 4 9 ) :

E ach a u d i t  r e p o r t  c o n ta in in g  f i n a n c i a l  r e p o r t s  
s h a l l :

1 . C o n ta in  an  e x p r e s s io n  o f  th e  a u d i t o r ’ s 
o p in io n  on w h e th e r  th e  in f o r m a t io n  
c o n ta in e d  i n  th e  f i n a n c i a l  r e p o r t s  i s  
p r e s e n te d  f a i r l y .  I f  th e  a u d i t o r  c a n 
n o t  e x p re s s  an  o p in io n ,  th e  re a s o n s  
t h e r e f o r  sh o u ld  be  s t a t e d  i n  th e  a u d i t  
r e p o r t .
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2 . S t a t e  w h e th e r  th e  f i n a n c i a l  r e p o r t s  have 
b e en  p re p a re d  i n  a c c o rd a n c e  w ith  g e n 
e r a l l y  a c c e p te d  o r  p r e s c r ib e d  a c c o u n tin g  
p r i n c i p l e s  a p p l i c a b l e  to  th e  o r g a n iz a t io n ,  
p ro g ram , f u n c t i o n , o r  a c t i v i t y  a u d i te d  
and on a  c o n s i s t e n t  b a s i s  from  one p e r io d  
to  th e  n e x t .

The te s t im o n y  o f  A le x an d e r G ran t & Company b e fo re  th e  A cco u n t

in g  O b je c t iv e s  S tu d y  Group c an  be i n t e r p r e t e d  a s  m aking th e  same 

recom m endation  (page 6 ) :

We s u g g e s t  an  a u d i t o r s ’ o p in io n  a lo n g  th e  fo l lo w in g  
l i n e s :

In  o u r  o p in io n , th e  f i n a n c i a l  s ta te m e n ts  o f  XYZ 
I n d u s t r i e s ,  I n c .  (w hich  do n o t  n e c e s s a r i l y  r e f l e c t  
econom ic v a lu e s )  i n  a l l  m a t e r i a l  r e s p e c t s :

a . F a i r l y  r e f l e c t  th e  u n d e r ly in g  t r a n s 
a c t io n s  and e v e n t s .

b . Are b a sed  on th e  a p p l i c a t i o n  o f  
a c c o u n tin g  and r e p o r t i n g  s ta n d a r d s  
w hich  confo rm  to  p u b l is h e d  s ta n d a r d s  
o f  th e  A m erican I n s t i t u t e  o f  C e r
t i f i e d  P u b l ic  A c c o u n ta n ts  (and th e  
F in a n c i a l  A c co u n tin g  S ta n d a rd s  B o a rd ) .

The same i n t e r p r e t a t i o n  c an  be p la c e d  on th e  recom m endation

made by th e  P r e s id e n t  o f  th e  AICPA, LeRoy L a y to n , i n  h i s  a d d re s s  a t

th e  I n s t i t u t e ' s  a n n u a l m e e tin g  on O c to b e r 4 , 1972:

Once th e  a u d i t o r , s u p e r v i s o r  o r  r e v ie w e r  d e 
te rm in e s  t h a t  a l l  p u b l is h e d  s ta n d a r d s  have  been  
c o m p lied  w i t h , he sh o u ld  f i g u r a t i v e l y  s t e p  b a c k , 
ta k e  a lo n g  h a rd  lo o k , and d e te rm in e  t h a t  (a) 
th e  f i n a n c i a l  s ta te m e n ts  a s  a  w hole and (b) th e  
m ethod o f  r e f l e c t i n g  any m a jo r  t r a n s a c t i o n  
( p a r t i c u l a r l y  th o s e  on w h ich  th e r e  may have 
b e en  c o n t r o v e r s y ) , a re  f a i r l y  p r e s e n te d  and n o t 
m is le a d in g .

In  h i s  a d d re s s  b e fo r e  th e  same a n n u a l m e e tin g , th e  C hairm an 

o f  th e  SEC, W illia m  J .  C asey , d i s c u s s e d  th e  C o n t in e n ta l  V ending  c a s e .  

H is d i s c u s s io n  can  be i n t e r p r e t e d  a s  com ing to  a  c o n c lu s io n  c o n c e rn in g  

th e  m eaning  o f  th e  c a se  t h a t  d i f f e r s  from  th e  c o n c lu s io n  p r e s e n te d  in
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t h i s  p a p e r .  H is d i s c u s s io n  can  be i n t e r p r e t e d  a s  i n d i c a t i n g ,  a p 

p r o v in g ly ,  t h a t  th e  c a se  means t h a t  a u d i t o r s  m ust a p p ly  t h e i r  own 

p r i v a t e  s ta n d a r d s  in  a p p r a i s in g  p r e s e n t a t i o n s  a s  a w h o le :

In  C o n t in e n ta l  V en d in g , th e  c o u r t  e s t a b l i s h e d  
t h a t  i t  i s  n o t  enough to  m e re ly  a d h e re  to  r u l e s ,  
ev en  i f  th e y  a re  g e n e r a l l y  a c c e p te d  p r i n c i p l e s  
o r  s t a n d a r d s .  R a th e r  a  c r i t i c a l  t e s t  i s  w h e th e r  
th e  f i n a n c i a l  s t a te m e n t , a s  a  w h o le , f a i r l y  
p r e s e n t s  th e  p o s i t i o n  o f  th e  company and a c 
c u r a t e l y  r e p o r t s  i t s  o p e r a t io n  f o r  th e  p e r io d  
i t  p u r p o r t s  to  c o v e r .

A s ta te m e n t  o f  John  C. B u r to n , C h ie f  A cco u n tan t o f  th e  SEC, 

a l s o  can  be i n t e r p r e t e d  a s  s a y in g  t h a t  an a u d i t o r  sh o u ld  a p p ly  h i s  

own p r i v a t e  s ta n d a r d  to  th e  p r e s e n t a t i o n s  a s  a w h o le . In  a  sp eech  

b e fo r e  th e  New York S t a t e  S o c ie ty  o f  CPAs i n  Decem ber 1972 he s a id  

t h a t  i t  w ould n o t  be p r u d e n t  f o r  th e  a u d i t o r  " to  say  t h a t  i n  h i s  

o p in io n  th e  s ta te m e n ts  w ere a  s a t i s f a c t o r y  a p p l i c a t i o n  o f  a fo rm u la . 

B ecause  i f  he th in k s  t h a t  th e  s ta te m e n ts  a re  a c c e p ta b le  b u t  n o t  as 

he w ould have  p re p a re d  them , th e n  h e ’d b e t t e r  be c a r e f u l  b e fo r e  he 

p u ts  h i s  name on th e m ." 1 9 /  i n  an  i n te r v ie w ,  Jam es Needham,

C hairm an o f  th e  New York S to c k  E xchange, r e f e r r e d  to  Mr. B u r to n ’ s 
w ords and s a id  " I  th in k  Mr. B u rto n  i s  r i g h t . " 2 0 /

B u s in e s s  Week m a g a z in e , in  an  e d i t o r i a l  i n  th e  F e b ru a ry  10 , 

1973 i s s u e ,  page 92 , d i s c u s s e d  th e  new code o f  p r o f e s s i o n a l  e t h i c s  

and r e c e n t  c o u r t  c a s e s .  I t s  d i s c u s s io n  a l s o  can  be i n t e r p r e t e d  as 

com ing to  c o n c lu s io n s  c o n c e rn in g  th e  m eaning  o f  th e  new code and 

c o u r t  c a s e s  t h a t  d i f f e r  from  th e  c o n c lu s io n s  p r e s e n te d  i n  t h i s  

p a p e r .  The e d i t o r i a l  c an  be i n t e r p r e t e d  as s a y in g  t h a t  th o s e  

d ev e lo p m e n ts  mean t h a t  a u d i t o r s  m ust now go beyond GAAP to  t h e i r

1 9 /  News R e p o r t ,  The J o u r n a l  o f  A c co u n tan cy , F e b ru a ry  1973 , p p . 10 , 12 

2 0 /  News F e a tu r e ,  The J o u r n a l  o f  A cco u n tan cy , March 1973 , p . 29 .
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own p r i v a t e  s ta n d a r d s  to  a p p r a is e  th e  p r e s e n t a t i o n s  a s  a  w ho le :

[R ule  203 o f  th e  R e s ta te m e n t o f  th e  Code o f  
P r o f e s s io n a l  E th ic s ]  r i g h t l y  p u ts  th e  b u rd en  
on e ach  a c c o u n ta n t  to  lo o k  beyond " g e n e r a l ly  
a c c e p te d  a c c o u n tin g  p r i n c i p l e s "  to  th e  o v e r 
a l l  f a i r n e s s  o f  f i n a n c i a l  s t a te m e n t s — a 
p o s i t i o n  t h a t  th e  c o u r t s  have ta k e n .

C a l l s  to  e n la r g e  r e s p o n s i b i l i t i e s  to  a p p r a is e  a p p l i c a t i o n  o f

GAAP. O th e r  o b s e r v e r s  a re  a s k in g  a u d i t o r s  to  a c c e p t  more r e s p o n s i 

b i l i t y ,  b u t  w i th in  th e  fram ew ork o f  GAAP. A lthough  th e  C h ie f  

A c co u n ta n t o f  th e  SEC can  be i n t e r p r e t e d  a s  a s k in g  in  h i s  Decem ber 

1972 sp e e c h  t h a t  a u d i t o r s  a p p ly  t h e i r  own p r i v a t e  s ta n d a r d s  c o m p le te ly  

a p a r t  from  GAAP, in  an A cco u n tin g  S e r i e s  R e le a se  he s a id  t h a t

. . . i t  i s  n o t  an  a p p r o p r i a te  s o l u t io n  to  have e ac h  
company in d e p e n d e n t ly  d e c id e  w hat th e  b e s t  m easure  
o f  i t s  p e rfo rm an c e  sh o u ld  be and p r e s e n t  t h a t  
f i g u r e  to  i t s  s h a r e h o ld e r s  as T ru th . T h is  would 
r e s u l t  i n  many d i f f e r e n t  c o n c e p ts  and num bers w hich  
c o u ld  n o t be u sed  m e a n in g fu l ly  by i n v e s to r s  to  com
p a re  d i f f e r e n t  c a n d id a te s  f o r  t h e i r  in v e s tm e n t  
d o l l a r s .2 1 /

The SEC r e c e n t l y  a sk ed  a u d i t o r s  i n  c o n n e c t io n  w ith  e x t r a o r d in a r y  o r

u n u s u a l  i te m s  o r  p r o v i s io n s  f o r  l o s s — to  d e c id e  w h e th e r  GAAP have b een

" f a i r l y  a p p l i e d ."  A cco u n tin g  S e r i e s  R e le a se  No. 138 r e q u i r e s

A r e p o r t  from  th e  r e g i s t r a n t ’ s in d e p e n d e n t 
a c c o u n ta n ts  i n  w hich  th e y  s t a t e  t h a t  th e y  have 
re a d  th e  d e s c r i p t i o n  i n  th e  Form 8-K o f  th e  f a c t s  
s e t  f o r t h  t h e r e i n  and o f  th e  a c c o u n tin g  p r i n c i p l e s  
a p p l ie d  and w h e th e r  th e y  b e l i e v e  t h a t  on th e  b a s i s  
o f  th e  f a c t s  so s e t  f o r t h  t h a t  such  a c c o u n tin g  
p r i n c i p l e s  a re  f a i r l y  a p p l ie d  i n  c o n fo rm ity  w ith  
g e n e r a l l y  a c c e p te d  a c c o u n tin g  p r i n c i p l e s . . . . 2 2 /

2 1 /  S e c u r i t i e s  and Exchange C om m ission, A cco u n tin g  S e r i e s  R e le a se  
No. 142 , R e p o r tin g  Cash Flow and O th e r R e la te d  D a ta , M arch 15 , 
1973, p . 2 .

2 2 /  S e c u r i t i e s  and Exchange C om m ission, A cco u n tin g  S e r i e s  R e le a se  
No. 138 , N o tic e  o f  A d o p tio n  o f  Amendments to  Forms 8 - K . . . . ,
J a n u a ry  12 , 1973 , p p . 3 - 4 .
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W illia m  J .  C asey , C hairm an o f  th e  SEC, in  com m enting on th e

c o l l a p s e  o f  th e  Penn C e n tr a l  Company su g g e s te d  t h a t  a u d i to r s  sh o u ld

d e c id e  w h e th e r  th e  GAAP u sed  a re  m is le a d in g  i n  th e  a g g re g a te  a l th o u g h

e ac h  s p e c i f i c  p r i n c i p l e  p e rh a p s  i s  j u s t i f i e d :

The w hole p a t t e r n  o f  incom e m anagem ent w hich  
em erges h e re  i s  made up o f  some p r a c t i c e s  
w h ich , s ta n d in g  a lo n e ,  c o u ld  p e rh a p s  be j u s t i 
f i e d  as su p p o r te d  by g e n e r a l l y  a c c e p te d  a c c o u n t
in g  p r a c t i c e s ,  and o th e r  p r a c t i c e s  w hich  c o u ld  
be so s u p p o r te d  w ith  g r e a t  d i f f i c u l t y ,  i f  a t  
a l l .  B ut c e r t a i n l y  th e  a g g re g a te  o f  th e s e  
p r a c t i c e s  p ro d u ced  h ig h ly  m is le a d in g  r e s u l t s .2 3 /

The i m p l i c a t i o n  i s  t h a t  p r i n c i p l e s  o r  judgm en ts  made in  a p p ly in g  

p r i n c i p l e s  t h a t  a re  a c c e p ta b le  one by one may be u n a c c e p ta b le  in  

c o m b in a tio n . A p p ra is in g  th e  c o m b in a tio n  o f  i n d i v i d u a l l y  a c c e p ta b le  

p r i n c i p l e s  o r  ju d g m en ts  i s  a  r e s p o n s i b i l i t y  to  a p p r a is e  th e  a p p l i c a 

t i o n  o f  GAAP beyond w hat i s  now g e n e r a l ly  c o n s id e re d  r e q u i r e d .

O th e rs  b e l i e v e  t h a t  i f  an  a u d i t o r  p r e f e r s  an  a l t e r n a t i v e

p r i n c i p l e  to  th e  p r i n c i p l e  a c t u a l l y  u sed  he sh o u ld  i n d i c a t e  h i s

p r e f e r e n c e  even  th o u g h  b o th  p r i n c i p l e s  a re  g e n e r a l l y  a c c e p te d .  T hat

r e s p o n s i b i l i t y  i s  h in te d  a t  i n  an  announcem ent o f  an FASB q u a l i t a t i v e

s ta n d a r d s  p r o j e c t :  "The p r o j e c t  i s  in te n d e d  to  d e v e lo p  'm o ra l  and

e t h i c a l ’ g u id e l in e s  to  g o v e rn  c h o ic e s  when more th a n  one a c c o u n tin g  

m ethod i s  a c c e p t a b l e .  2 4 /

Summary o f  D e v e lo p m e n ts . To sum m arize , th e  r e s t a t e d  e t h i c s  

code and th e  C o n t in e n ta l  V ending  c a se  b o th  a d d re s s  th e  q u e s t io n  o f  how 

f a r  an  a u d i t o r  m ust go i n  a p p r a i s in g  th e  a p p l i c a t i o n  o f  GAAP in

2 3 /  L e t t e r  d a te d  A ugust 3 , 1972 from  W illia m  J .  C asey , C hairm an 
o f  th e  SEC t r a n s m i t t i n g  th e  SEC " S t a f f  S tu d y  o f  th e  C o lla p se  
o f  th e  Penn C e n tr a l  Company" to  R e p r e s e n ta t iv e  H a rle y  O. 
S ta g g e r s ,  C hairm an, S p e c ia l  Subcom m ittee  on I n v e s t i g a t i o n s ,  
Com m ittee on I n t e r s t a t e  and F o re ig n  Commerce, House o f  
R e p r e s e n t a t i v e s .

2 4 /  The W all S t r e e t  J o u r n a l , A p r i l  1973 , p . 8 .
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p a r t i c u l a r  c i r c u m s ta n c e s .  The s ta te m e n ts  o f  many o f  th e  l e a d e r s  c a l l  

in g  f o r  e n la r g e d  r e s p o n s i b i l i t i e s  f o r  i n d iv i d u a l  a u d i t o r s  can  be 

i n t e r p r e t e d  a s  a d d re s s in g  th e  same q u e s t io n .  Some l e a d e r s , h o w ev er, 

have made s ta te m e n ts  t h a t  c an  be i n t e r p r e t e d  a s  a s k in g  th e  i n d iv i d u a l  

a u d i t o r  to  a p p ly  h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP 

i n  a d d i t i o n  to  a p p ly in g  th e  s ta n d a r d  o f  GAAP.

I n d iv id u a l  R e s p o n s i b i l i t y  W ith in
a  P r o f e s s io n a l  Fram ework

I n  t h i s  s e c t i o n  we o f f e r  o u r  th o u g h ts  and recom m endations on 

th e  r e s p o n s i b i l i t i e s  a u d i t o r s  sh o u ld  t a k e .

L e t 's  Not Underm ine GAAP. The p r o f e s s io n  a s  a  w hole and 

a u t h o r i t a t i v e  b o d ie s  have  th e  r e s p o n s i b i l i t y  to  e s t a b l i s h  th e  f ra m e 

w ork w i th in  w hich  i n d iv i d u a l  a u d i t o r s  sh o u ld  w ork. A p r o f e s s i o n a l  

fram ew ork  i s  n e c e s s a r y  to  a t t a i n  a u n i v e r s a l  l e v e l  o f  q u a l i t y  a t  

l e a s t  up to  a minimum s ta n d a r d .  The p r o f e s s i o n a l  fram ew o rk , GAAP_, 

sh o u ld  p ro d u ce  r e l i a b l e  f i n a n c i a l  s ta te m e n ts  t h a t  s e rv e  th e  n eed s  o f  

u s e r s  o f  th e  s t a te m e n t s .  I f  th e  p r o f e s s io n  and a u t h o r i t a t i v e  b o d ie s  

f a i l  i n  t h a t  r e s p o n s i b i l i t y , ev e ry o n e  w i l l  s u f f e r , in c lu d in g  

i n d iv i d u a l  a u d i t o r s , th e  p r o f e s s i o n , and th e  p u b l i c .

I n d iv id u a l  a u d i t o r s  sh o u ld  be r e s p o n s ib le  f o r  w o rk in g  w i th in  

th e  p r o f e s s i o n a l  fram ew ork  o f  GAAP. B ut a lth o u g h  th e y  sh o u ld  a b id e  

by  GAAP, th e y  sh o u ld  n o t  be c o m p e lle d  to  s t a t e  t h a t  th e y  p e r s o n a l ly  

ap p ro v e  o f  GAAP. An a u d i t o r  sh o u ld  n o t be f o rc e d  to  s t a t e  t h a t  he 

a p p ro v e s  o f  so m e th in g  o f  w h ich  he does n o t  a p p ro v e . In  th e  lan g u a g e  

o f  th e  APB C hairm an , t h a t  w ould o f t e n  f o r c e  him to  s t a t e  a " f l a g r a n t  

l i e . "

M oreover, th e  a u d i t o r  sh o u ld  n o t  be r e q u i r e d  to  form  and 

e x p re s s  an  o p in io n  on f i n a n c i a l  s ta te m e n t  p r e s e n t a t i o n s  b a se d  on h i s
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own p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP. The a rg u m en ts  f o r  

r e q u i r i n g  th e  i n d iv i d u a l  a u d i t o r  to  add an  o p in io n  o f  th e  p r e s e n t a t i o n s  

b a se d  on h i s  own p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP r e s t  on 

th e  im p e r f e c t io n s  o f  th e  p ro c e s s  by w h ich  GAAP i s  e s t a b l i s h e d .  The 

p ro c e s s  i s  n e c e s s a r i l y  s u b j e c t i v e , i s  s u b j e c t  to  com prom ise, and may 

r e s u l t  i n  lo w est-co m m o n -d en o m in a to r a c c o u n t in g .  The a rgum en t i s  t h a t  

th e  u s e r  i s  e n t i t l e d  to  know w hat th e  a u d i t o r  p e r s o n a l ly  th in k s  a b o u t 

th e  p r e s e n t a t i o n  e n t i r e l y  a p a r t  from  th e  v iew s o f  h i s  c o l le a g u e s  i n  

h i s  p r o f e s s io n  and. o f  a u t h o r i t a t i v e  b o d ie s .

B ut th e  a rg u m en ts  a g a i n s t  r e q u i r i n g  th e  s e p a r a te  o p in io n  

p e rs u a d e  us t h a t  th e  s e p a r a te  o p in io n  sh o u ld  n o t be  r e q u i r e d .  The 

m ost im p o r ta n t  c o u n te r  a rgum en t i s  t h a t  th e  re q u ire m e n t  would s e rv e  

to  underm ine  GAAP. A u d ito rs  w ould f r e q u e n t ly  be r e q u i r e d  to  s t a t e  

t h e i r  o p in io n  t h a t  p r e s e n t a t i o n s  conform  w ith  GAAP b u t  a re  n o t  f a i r , 

p e rh a p s  accom panied  by  t r e a t i s e s  on a c c o u n tin g  th e o ry  d e fe n d in g  t h e i r  

v iew . GAAP w ould be c o n s t a n t ly  c h a l le n g e d  p u b l i c l y , r e s u l t i n g  i n  a 

l o s s  o f  c o n f id e n c e  i n  GAAP a s  a s ta n d a r d .  A s e v e re  l o s s  o f  c o n 

f id e n c e  c o u ld  ev en  p ro v id e  im p e tu s  f o r  abandonm ent o f  GAAP as a 

s t a n d a r d , th e r e b y  l o s i n g  th e  b e n e f i t s  o f  c o m p a r a b i l i ty  and a 

u n i v e r s a l  l e v e l  o f  q u a l i t y  a t  l e a s t  up to  a  minimum s ta n d a r d .  O th e r  

a rg u m en ts  a g a i n s t  r e q u i r i n g  an  o p in io n  on f a i r n e s s  a p a r t  from  GAAP 

a re  t h a t  (1) th e  g r e a t  m a jo r i t y  o f  a u d i t o r s  do n o t have  a w e l l  form ed 

o p in io n  a b o u t p r e s e n t a t i o n s  c o m p le te ly  a p a r t  from  GAAP, (2) members 

o f  a  p u b l ic  a c c o u n tin g  f i rm  w ould f i n d  i t  d i f f i c u l t  to  a g re e  on 

p r e s e n t a t i o n s  c o m p le te ly  a p a r t  from  GAAP and s ig n  r e p o r t s  i n  th e  name 

o f  th e  f i r m , and (3) u n h e a l th y  c o m p e t i t io n  among f i rm s  w ould be 

e n g e n d e re d  b a se d  on whose p e r s o n a l  id e a s  on a c c o u n tin g  th e o ry  a g re e  

w ith  th o s e  o f  th e  c l i e n t .
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I n d iv id u a l  a u d i t o r s  who d i s a g r e e  w ith  GAAP sh o u ld  w ork to  change 

GAAP b u t  sh o u ld  n o t he  r e q u i r e d  to  p u b l i c i z e  t h e i r  d is a g re e m e n ts  i n  

e v e ry  r e p o r t  th e y  s ig n .

I n c r e a s e d  R e s p o n s i b i l i t y  W ith in  GAAP. W ith in  th e  p r o f e s s i o n a l  

fram ew ork  o f  GAAP i s  a w ide l a t i t u d e  f o r  in c r e a s e d  p e r s o n a l  r e s p o n s i 

b i l i t y .  S p e c i f i c  GAAP can  o n ly  r e l a t e  to  i n d iv i d u a l  f i n a n c i a l  

s ta te m e n t  i te m s  o r  s p e c i f i c  d i s c l o s u r e s .  Only th e  i n d iv i d u a l  a u d i t o r  

can  a p p r a i s e  c o m b in a tio n s  o f  p r i n c i p l e s  o r  a p p ra is e  a l t e r n a t i v e  

p r i n c i p l e s .  B ut th o s e  a p p r a i s a l s  need  n o t  be b a se d  on h i s  own 

p r i v a t e  s ta n d a r d  c o m p le te ly  a p a r t  from  GAAP. T h e ir  p u rp o se  i s  to  

d e te rm in e  w h e th e r  th e  p r e s e n t a t i o n s  a s  a  w hole conform  w ith  b o th  th e  

l e t t e r  and s p i r i t  o f  GAAP.

The l i n e  b e tw een  a p p r a i s a l s  o f  p r e s e n t a t i o n s  w i th in  GAAP 

and a p a r t  from  GAAP sh o u ld  be c a r e f u l l y  draw n. We s u g g e s t  t h a t  

a u d i t o r s  sh o u ld  v ig o r o u s ly  r e s i s t  c a l l s  to  go beyond GAAP i n  th o s e  

a p p r a i s a l s .  B u t, we a l s o  s u g g e s t  th e  a d o p tio n  o f  a  c o n s t r u c t iv e  

a t t i t u d e  f o r  more r e s p o n s i b i l i t y  f o r  a p p r a i s a l s  o f  p r e s e n t a t i o n s  w i th in  

GAAP.

S tu d y in g  R e s p o n s i b i l i t i e s
i n  th e  P u b l ic  A rena

The p u rp o se  o f  t h i s  r e p o r t  h a s  b een  to  i n d i c a t e  t h a t  d e t e r 

m in in g  in d e p e n d e n t a u d i t o r s ’ r e s p o n s i b i l i t i e s  i s  p r e r e q u i s i t e  to  

c l a r i f y i n g  th e  a u d i t o r ’ s r e p o r t  and to  p u t  i n t o  p e r s p e c t iv e  th e  

q u e s t io n s  t h a t  sh o u ld  be a sk ed  i n  e x am in in g  th o s e  r e s p o n s i b i l i t i e s .

I t  c o n ta in s  o u r  recom m endation  t h a t  e n la rg e d  r e s p o n s i b i l i t i e s  sh o u ld  

rem a in  w i th in  th e  c o n te x t  o f  GAAP b u t  does n o t  e x p lo re  t h a t  q u e s t io n , 

w h ich  i s  a  b ro a d  i s s u e  beyond th e  l im i t e d  scope o f  a  t e c h n ic a l  

r e s e a r c h  r e p o r t .  The e n la r g e d  r e s p o n s i b i l i t i e s  sh o u ld  be s tu d ie d  in



th e  p u b l ic  a r e n a .  A p u b l ic  h e a r in g  on a u d i t o r s ’ r e s p o n s i b i l i t i e s  w ould 

h e lp  e l i c i t  v ie w p o in ts  o f  members o f  th e  p r o f e s s i o n ,  o f  th o se  who 

a re  s e rv e d  by th e  p r o f e s s i o n , and o f  th o s e  who r e g u l a t e  o r  in f lu e n c e  

th e  p r o f e s s i o n , and w ould h e lp  g a in  a c c e p ta n c e  by a l l  p a r t i e s  f o r  

c o n c lu s io n s  r e a c h e d . Once th e  r e s p o n s i b i l i t i e s  have b een  c a r e f u l l y  

d e te rm in e d  and a g re e d  o n , th e  w o rd in g  o f  th e  a u d i t o r 's  r e p o r t  can  

be f r u i t f u l l y  re e x a m in e d .

The s e a r c h  f o r  la n g u a g e  f o r  th e  a u d i t o r 's  r e p o r t  sh o u ld  a l s o  

be c o n d u c te d  o p e n ly . S u g g e s t io n s  sh o u ld  be e l i c i t e d  f o r  la n g u a g e  to  

d e s c r ib e  th e  r e s p o n s i b i l i t i e s  a g re e d  o n . E m p ir ic a l  t e s t i n g  sh o u ld  

e s t a b l i s h  t h a t  la n g u a g e  ch o sen  i s  c l e a r  and n o t  am biguous to  

in fo rm e d  laym en .
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