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CHAPTEL 1
INTEODISLTON
Purposs end Sigalflennce of the Study

In rocont yenws the cccounting preofeszlon heg faced o
grotiing veve of cexiiielen fron poey groups both uwithlin ond

withe iU tho profession. ITn gonoral, this celiticlisn o core

centrated @lonzy buo poucuhot woelatel Tinsg.  Qoa liuo otates
that the genceally cccopled oceountling prlneiniles unich

govern the asccountivg professicosn hove Talled to kecep vasce v

with the tivers and In nhay cases axs Inappropriate. The

gecond Toxi of crliticism ls that the work pertforned by 3 Labe

lic secountants in the course of an s2udit has becone incrcag%

Ingly inzdeguate in light of the peeds of statement users.

Both types of eccusailong are extwemely enbziwvasging to the
accounting professicn. Houecver, quite éiffcrent approaches

have been taken by the professica to solve the underlylins |

problers that have given rise Lo the exliicicmaz.

p_('
&
T
=
}-h
o)
£,
g
o
w
-t
v
o

Recently, the Amsyicsn Ingtituie of Cer
Accountantg (AICPA) hus cetublished the Loesunbting Priveiples

o

Board to study and oiTer oplplenz on varices accounting
rrinciples. As oxrlginnlly connelvaed, ths Board was to tole
& golentific epprorel to the golutlon of proevlews aggocinted

wlith accc unP o principles. The Board firet vould compission



& rezefrch stedy to gather 211 the fects avallable relating
to & particuler problem. The objective of the rosesrch
study, veuslly headed by & proninesnt ac&ﬁemician, would be
to prenont the feeto to the Booxd end to recomnend 2 golution
to the prodblem based upon the fscts. The Bozyd, after
studylng the fects end recomasndations, would then izsue o
tentative opinlon. This oplrdon would be vwldely circulated
to nembers of the AICPA and other grours inteyegted in the
prob]ém cyeae Rezetloas to the tenbatlve opinlon were then
to e conmlidered Lelore the bosrd lesued its 7Pirel ooinion.
Thig opinionr meent that the solution to the problem woes
gencrally accepied by the profession and was to be incor-
porated into the set of generally sccepted acocunting
principles.

This ls how the Accounbing Principles Board is to fupnce
tion In theory; In prectice, the Board functions in guite a
~different manner. An exeellent exemple of the functioning
of the Board is offered in 3¢ rocenl opinicng conacy ~aing
business combinations and accounting fon intangible assetg.i

A research study uas commlspionsd in the enyly 1960tg
to study the problems of coccunting for business corbiluations.

At the heart of the study uss the guostion of "purchase versuy
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1sce Opinmdons gf the Accountine Pr rincinltes Boenyd 16
17 (Hew York, 1970).




pooling® eccounting. In 19563, the resuvlis of the study were
published.z The stody recommended thal purchang accovnting
should bo uged in alwmsoeb all perpars and gob out the voarious
cazes vhere pocling-of-interesty asccvonting uwonld bo &pproe
priate. It wag rot vatild 1970 thot the bezzxd fipally iscued
fte opinion in the cxes of businesg comblinations. While the
requirenents for pooling-cf-lntercole sccounting vere tighte
encd somecubat, the final oplulon proved little different

fron the 1957 oplnlon of the Beardls predescss
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suvrounding the oplnlcen on cocouniliag for intanglile as=eie
parallel eloscly theozo sentionsd above. The probisns are
stlll waelting for & solubtlon, sxd the cviticlen is sbill
present

As poor ag the reoord of the Accounting Principles Board
nay be, at least there lsg an ceganized effort undervay to

reach solutions to gome of the pzoblems. The results of Lhe

past ten years are not without banallit.

When attentlon ig focunaed on the cund area of Guritle
cism, that directed ot the edequncy of the worh perforosd
by public accountents, one finds no susl ovganized effors
to £ind solutionsz to the puehlcms. Perdinng the most diventd
expression of the exiticlan levelod agsinst publilic acccountants

can be found in the mounting nunbor OFf laysults Pilcd Ly
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“prihur R. Wyatt, Acocunbing De
(New York, 1963).
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elients end third parties.

the auditer ctiosted to info

The clein in most sualts ig that

pents thet vas false end/er pinleading and thet rellonce
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Individonl practitioncrs have

s fTron governmental regulatory
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leadivg professlosal Jouwrindg have coxrvled many articles in

recent years about both The abune of accounting peincinles

and the lnability of sudlitors to disclose the esgential faets

thet they develop in the course of an auwdit.

A briel look a2t tho histesy of lewus

rublic sccountanis czn o

change In attitude tovoxrd the profession.

LXVEe 8g & guidepost for vieuslng a

1950ts and eorly 1960%c, most czees filed sgainst public

accountents proved uwusuccepsful. The conrts uere reluctont

to broaden the accouniont

+f LAaDility in conmnection ulth

Prior to the late

thelr attest functlion., Liability vesg gencrally oucd only to
¥ & 5 ¥

a2 client baged on the contvect ezlisbling beiucen the audliow

end his cllent. Hawy eor

reaffiried thaet sccownd
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third paytlen even 1f thelr auwdit revort wop incozyect,. The

pa

fivat real change 1ln the courte! position vwes issued by Chiefl

Justice Cordozo of the HNew York Court of Appesls. He yuled

in Ultranorves Covionallion ve Touehs™ that & fraudulenl accounte

T e v - PRV

-

eant could be held 1isble to thixd partles for damsges. He

L]

epphoglzed thet the svdltor mugt act fxaululeﬁﬁly'rather than
meraly negligently, for to ruale otharvlac wourld be to “expose
gecountants to & 1Llability in en indetermirate oncunt for en

Indevevminnte ciaau;’5 Homever, &6 & result of the decliglon,
the courts boosome mers ond rove villing to egunite Pgirous

~
1

negligensch with fravd, and thug oiffer legal romedlies to

third prrties At about the seme time ag the Ultn
o VRN

declalon, the Federal goveramerd enacted the Scourities Acta
of 1933 and 1934. These acts held ecocountants lieble for
any false or mislesding infoernation contalned in the finane
clal statenents of & conmpony £iling with the Sccurities end
Exchange Conmlsslion.
The law gulbte boghn o mound bLoth in freguensy ond

G CRues recelvad

3

nuther of sueces sfvl estiong, end pony of

—-"u
4

ratlonal publicity. Host of the major decislonz of the 1950%w
and 1960°'s tended to innwvcose the accounbontst 13ability. At
the present time, the sltuvation hus deteriozated ©o the poliut
vhere 1t 1s extremely Aifficvlt to obiain sdoquate professional

1iebility insurence ot & ressunsbie rote for nogl rublic
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socountonts. This new trend in court deslsions sesms likely
to continue in the necoy future.
y Public accounting ls & professlen ulihch ralleg heavily

[} -

ubon the reputotlon and lutegelity of L crge To paline

st

tein their position ag an Indepondent third perty, the publle
sccountants! evutatlon rmuet be boyond questlon. Any actlon
which tends to demnge thelir veputation may be disastrous

not only to the individeels cor flixms lnvolved, bub also to

o ey
PP g

the entire profecsica. The pessihility of en andit engas

e
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rent roosulbing in dopogo firmtes reputation hosg bocome
& gerlous probles for the profencion. Ezch engagenent sube
Jecta the firm to the riskx of sors Lype of adverse action.
Bafore any ratlional decleions ¢an be mede about the acceptance
of an audil engagement or the adequacy of the work perfovmed
during an engogenent, scnething rust be knoun gtout the risk
Invelved.

It is the purpoze of thils study to examine the under-
lying nature of the relative risk assoclated vith an cuditv
engagenent. The study As predlicated on certain baslile agsunpe

tiong which are pregented bheloil.

Begle Apsunuilons
There are four baghe assuwrptlonsg made Ln the folleouwing
pages. Sone of the essuaptions are rather complex end often

difficult to follou by mouang of & verbzl description,6

Wt e T AR L, = arraes TN TN

6er & wore detalled explanation of these essumptlens, see

Jon Bockey ond otherg, "Sone Propositions About Avditling v
bogonrniing Revicw, XIV (July, 1970}, 524531, :
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Therelfore, prior to the discusslon of each agsumptlion, a
functionsl reletionship willl be presented to shou the essence
of the assunpticn. The uvee of such functions in no way im~
rlicg eny mathenatical or neasuxable ryelablonships, bub is

nged solely for simplifying the prescntation.

*

F(I/X e L Xn)
Vhexo - R = Rezsouvxyoe Allocation
I = Accounting 1poemc
X1s o o o 9 Xy = Other verliableg trested
ag constants

1

The first essunptlon iz that the sccountling mcpawrc; st
of incomes hag real glgnificance in the economic proccss of
resource allocatlon. Clasgleal economlces teaches us that wore
efficient conpanies have louer costs and produce greater
incomes. Therefore, In the capiisl markets, the more effi-
cient preducer reccives nore faverable credit terms then the
less effliclent produvcer. In this process, capital is allo-
cated to the more efficlent producers. This, of course,
aggvnes the presence ¢f & free and conpetitive caplisl mars
ket. The accounting neacuye of income c2i be used &g en
appfoximation of the econonle concept of income. Therelford,
in a c¢lasgleal sense, the groater the income of & company,
the more efflcient ito opsration. Incoms Ie aseuncd by sone

to be & neasure of eiflelancy. 7
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7sce the olassic vork in sccounting, W.A. Peton and
A. C. Littleton, &n Introduction to Corporate fecounting
Standards (Evenston, Iliinots, J.9k G), Ppe Fe23,




The meagsurenment of income i the yesponsiblility of a
compauy ts monagencent. The funetion of the audlt is teo Jend
reliability to the accoenting recsurcments made by nanzges
ment. Without the sopurence of tho sudlftortes certificnte,
creditors couvld place little confidenca ipn the incone measure-
ment. Without the sttest funciion, the capliiald merket would
be disvupted. Thereifore, llke Cﬁoﬁdnbiho, the avdit function

A

pleys an Indlspensable role iln yesource allocsliion.

Ri = 05_/ e ']) .
Uh??o hq * RBegouroe Allociitlong
Oi = fudit Opl 11017
Xqe o ¢ o 3 X, & Other varliobleg
treated as congtants

The gccond agsunptlicon ls that s & result of his exemlinae-
tion, the suditor may lassve eny one of a set of graded oplnions.
Furthermore, each oplnlcn in the set has a different impact
upon rescurce allocoticii.

While it is ﬁregumed et the outset that a glven audit
engogerent will result in en wngualified opinion, the suditors
are not restricted to eny one type of opirdion. The unoualie
fled opinion states that in the oplnion of the vaoitors, the
financlal stetements “prasent falirly® the financial position
of the company ard the resulis of operations for th2 period
reported. The opinlca furthen stotes that the financial
statements were prepared in eccordarnce with Hpenerally acecepted

aceovuting peinciples,” end that the principles vicre applied



on & bagis consistent with lest yernry. The ungualified oplnion
is the nmost degirable from the vicupoint of management.

Next in order of deglyabillity s the gualified opliuion.
.It 18 ncoessary for thse audltor to rendsye a gualified opinion
where the éoope of tho auditv s limited by clzcumsionsces beyond
his conbrol, or vhen the finenelisl statements do not present
fairly the finencial position cxnlfor results of operatlions of
the compsny, or vhen uncertalintics aboutb the Tuvlurpe camnot be
repolved or thelr impscet catimiced. The cualified opinion hag
tuo general Tormg. A Fgubjeolt to¥ qualiflication ls generally
rendoved vhen the cuteoms of some material future event cannct
be estlmated by the euvditors. For example, the company nay
have a nunber of letgswlits flled agdlinst it, end the final
disposition of these sulitz could have ¢ materinl effect upon
the finonclal stetenaybs. In thls case the avditors mey
gualify thelr opinion subject o the reselution of the swits.
Disclosure of the reasons for this type of guallficatlion are
glven in the footnotes to the financlel stetenents. The
second general type of qualificsilon lg yefevied o a5 the
Yexcept forY gqualliicatcicn. Thig type of cqualification
results when the compainy hes node some chenge in sccounting
procedures that hag & materisel e¢ifect upon the finonclal
statemonts. For example, & qualificstlon uwovld be in order
if & cllent changed 1is proceduvsre from expensing rescerch

and developuent costs to capitelizlng the corts end cherging
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a portion of these costs to Income each year. The sauditor's

the financlal statements had been

oF

opinion would state tha
preparved on & baglzs coucistent uwlith pridr years except for

the ehange in accovnting for research end development cos%s.
The copinion must note the exceptleon, and adeguate dlisclosure
should be made of the effect of the chnange uvupon the finagn-

clnl stetenrents, with particulor emphasle on the lnconme
yeported.

\The next opinilon in oxder 1¢ the plecemeal opinlion.

This Type of opinlon results uwhen the auvditors find it neces-
saxry to disclalm an oplnion or to glve an adverse opinion on
the financisl stotenments in gensral. The plecemeal opinicon ig
an effort to express an effirmative oplinion on those parts

of the financlal statencnts which the anditors feel are

falrly represented. For example, a plecemcal oplinilon may
state that certeln assets and certelin liabilities sare pro-
sented felily, but disclaim an opinjon on the remainiug
finsncial stostenent items.

Following the pleeccmeal opilnion is the disclaimer of
opinion. The digclalmer sinply states that the auditors are
not able to express an opinicn on the felrness of the client's
financlel stetencnts. A diselalinmer of opinion generally ariges
from gome liniteticn on the scope of the audit or highly sig-
nificant uncertalintles about the futvre that cannot be

regelved by the esudliors to thelr satisfectlon.
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The final general type of oplnlon le¢ the edversc opinion.
This type of oplinlon states that the financlal statements do
not present falerly the financlal positicn or results of
operations of the client.

Within each of the five bread typss of oplnlons, there
exiats a large numbsr of pogsible opinions that may resultd
from & given avndit engegencnt. Nonetheless, 1t is assumed
that the sophlstlecated statement user is able to distingulich
botweén the verious types of opinlons in moking en investmoent

decislion.

01 = f(Ei/Xli . « 3 Xn)
Where: 03 = Andlt Oplnlong
Ejy = Audit Evidencey
X732 « o « 4 X, = Other varisbles
treated ay constents

R

i

The thlyd assunption is that the auvdit steff is able to
determine the quantity and quality of evidence necessary to
susteln ezch type of eudlt opiniocn. Urnder glven clroun-
stences, auditors are able Lo assoclate a given set of evi-
dence with each type of oplnion. Cextelinly the set of evidence
hecessary to susteln en wngualified opinion iy not the samn £g
the set of evidence necesmery to issue a disclaimer of opinion
or an adverse opinion.

Ey =2(C, 0, I, H, Pt B/R3s o « 4, X,)

Wherc: Fj = Audlt evidencey

C = Custom and esuthoritative pro-
noungsenentsy
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Nature and slze of clientts

- O
4 #

» Cllent's systenm of internzld
contyrol

- Audlt hlexarchy

* Fee Gonstralnt

Relative risk of the sudit

Xy o o o 4 Xp ™ Othesr variables

) treated s constents

2]
i onon

!

The fin2l ezgsumptlon lsg concerncd with the determinates
of the evidence regulred to lssue & glven sudit oplnion. It
1s agsumed thzt the gquoantliiy end quality of evidence to be
gathered ob eny gliven ensrgensat can be approxlimately deter-
mined by cugton and cuthoritevive propouncements, the nature
and slze of 2 clicnt's coperations, the client's system of
Internal control, the audit hiexarchy, the fee constiraint,
and the relative risk assigned to the sudit engagement. For
purposes of clarity, & brlef deseription of each of the
Tactors In thls rather complex relationshlp is presented
belovu.

There cen be little doubt thet custom plays & part in
the evidence gathering funcilon of the auditors. Witness
the fact that on all repoat engagenents, & set of the prior
year'ts working papers erc used extensively by the auditors,
or the clelm by some thel auvdit programs do not chonge sub-
stantlally from yenr Lo year.

Likewlse, authoritatlive pronouncenents influence the
quantity end quallity of the evidence gathered by the avdit

staff. Perxhaps the most influantial proncuncements are
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thoge of the Committee on Auvdlting Procedvres of the Ancrican
Institute of Certifled Publlic Accountents. Statements of
this cormittee covexr importont sress of the sudlitors® evie
dence goathering end docusentation rroceldures. While customs
and pionouvncements Influence the suditoy, this ls not to gay
that auditing 1s entiyely &n habltval actlvity.

The size and nature of & client's opsrations are ilmpor-
tent fectors In the evlidence gethoring proecess. Certein types
of assete are lnheorently mowe difTicult to auwdit than other
types of essets. For exemple, 1t ls generally eagler to
avdit physical assets than to endlit claims which represent
assets. For the most pert, the larger esnd more diversified
a client's cperations, the grecater the quantity end/or higher
the quality of evidence that must be gathered to sustain a
given opinlon. Whlle there 1s probably & direct reletionship
between slze and evidence gathered, the relationshlp is probe-
ably not proportloh&l.

The client's system of interpsl control is perhaps the
most widely publielized factor in the relationchip presentaed
above.s The second standerd of eauditing fielduork reguiics

that there be "a proper study and eveluation of the existing

BInternal control 1s generally defined as Ycomprising the
plan of organizatlon end all of the co-ordinate methods end
peasvye adopted within & busliness to gafeguerd itsg essets,
checl the accuracy and reliability of its date, promote opeyoe
tional efficliency, end encourage adherence to prescribed mana-
geriel policles." See Accovnting RBeseareh Study No. Zv "In=-
ventory of Generally Accepted Accounting Princinles for
Businegs Entoerprises,” (Hew York, 1$65), pp. 34-38, for a
noye detalled explanation.
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Internal control as & basls for reliance therconzng for the
deternlnation of the resultent extaznt of the tests to which
audlting procedures axe to be restricted;"g Therefore, the
AICPA mskes 1t mandatozry fo review internsl control end use
the results of thls review to set the scope of the audit work
to be done. Standerdized programs for the review of internal
control have been developed by most accounting firms. It is
presuned thet the nore effective the system contzols, the
more the avditer can rely upon the systen, end theredby minie
mize the evidensa to bz gathered. A wesker systen uwould
requlre & greater quantity cor a higher gquality of evidence

to susteln the same oplnion.

The structure of the typleal audit hierarchy influences
the volume and kind of evidence that 1ls gathered during en
engegement. The typlcal audit staff is triangvlarly shaped.
The untyralined and lnexperlenced junior accountants compose
the base of the tfianglmo Each succegcsive layer In the
trisngle constitutes a smaller proportlon of the totel steff,
but 1gs composed of more highly trelined individuvals. However,
it 1s the junior sceountenty who do most of the sctual evi-
dence gathering. Becausc of thely lack of experience, the
Junlor accountents are net deomad quelified to detevmine thoe
kind or volume of evidence that must be gathered on &ny given
gudlt proposition. The evidence to be gathered must be carce
fully progremmed In edvencs, end the funcilon of the Junior

accountant is to collest the evidouce c¢2lled for in the audit

PR — e T A TP
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(New York, 1963), p. 16,
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program. As & regult of the pre-progreammed nature of the
audit, too much or teoc liitle evidence may be gathered.

The fee constraint 1s & very real determinate of the
evidence gathersd., It ceén be essuned that wozt coupanlies
treat thelr audlt fee &g sny other ordirary busincss expense.
Therefore, in the long rua, nost clients will attempt to
minlmlize their sudlii fec, glven ceriain gualitative con-
straints.lo The slze of the saudlt fee places & constralnt
vpon the amount of evldence (hat can be gathered. If the
accounting firiz cannot gathoer the evidence 1t deems necegsary
bacauge of @ client-inposcd fee constrailnt, it would be forced
to glve up the client; or lesue & lou~grade opinlion, which
often means loging the cllent.

The relative risk which the suditors assign to any esudit
'engagcment elso influcnces the evidence to be gathered., If
the rlsk of adversc actlion ls thought to be relatlvely high,
they will collect & nigher quality and/or greater quantity of
evidence. Where risk ils thought to be relatively iow, 8
pinimun amount of evidence is necded on eny glven eudit
rroposition. It Lls the purpose of this study to examine In

depth the relative risk factor.
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10For exanple, a large company uould not genexally employ
a small loeel or regionel Tirm. The problem of Independence
mey become zeube 1f one client were to account for, say,
fifty per cent of the total revenues of an accounting firm.
The very learge compenles may therefore ettenpt to minimize
the endit fee by chooslng from eamong the top elght or
tuelve accounting firus.
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Statement of Hypothesics
It ls the hypothesis of thls study that there 1s an
evaluation of reletive visk prior to each avdit engagement
which 1s one of the determinatcas of the guantity &nd quality
of evidence gathaored. The term "relative risk® is defined
as the probablility that eny glven eudlt engsgement will
eventually result In some damzge to the reputation of & public

gccounting flrm.

Methodology
To ldentify the factors thet sccounting flyms should bLe
conslidering in the process of risk eveluwation, an extensive
revien of the literature was undertaken. In addition to
accounting and auditlng literature, the review included
recent litigation and disciplinary actlons apgainst eccounting
flrmus ag well as llterature from the field of insuvrance and

risk.ll

This review lead to the developnent of & broad
reletvive risk relationship vwhich is discusced in detell ih
Chapter I1. V&he relationship ineludes the major determinétes
of reletive risk asgoclated with & given sudit cnpagement. -

After the relative rish reletvionshlp vas developed,

personal Intervieus weve condveted with responsible Individuals

in the msjor rnetional sccounting firms. The primar} purpoce

A O wn I BN A TR T AT > R T
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118@@ Appendlx A for & detnlled review of the recent low
sults and important dlsciplirery actlons egalnst public
eceountants.
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of these interviews was to ascertemin the extent to which risk
evaluatlon has been retion2lized by the profesgsion. The
secondary purpose was to obltain the reactlions of practi-
tioners to the rclatlve risk rclationship.

Personel intervieuws were limited to Individuals repre-
sentling the so~called "Blg Eight® publlc accountlng firms.12
These firws are the largest and most influential in the pro-
fesslon. They have the resources to devote to the problem
of risk eveluatlion. As &n exanple of the dominance of these
elght firms in the public zccounting profession, it has been
noved that they audit approximately nlnety per cent of all
conpanies listed on the New York Stock Exchange.lB

The results of the personal interviews gre discussed
in Chapter III, and Chapter IV contains the summary and

conclusions.

129ne firms included in the "Bipg Eight,* end thelr home
offices are es follcous:

Firm Home Offlce
Arthur Anderscn & Co. Chicago, Illinois
Arthur» Young & Co. New York, N. Y.
Ernst & Ernst Cleveland, Ohlo
Hesking & Sells New York, N. Y.
Lybrand, Ross Bros. & Montgomery New York, N« Y.
Peat, Maruwlck, HMitchcll & Co. New York, N. Y.
Price Waternouse & Co. New York, Ne Yo
Touche, Ross & Co. Chicago, Illinols

13see "Ihe Blg Bight Accountants: How Far Should Thoy
Go?" Corporate Financing, VI (Jexuary/February, 1970}, 3w
39, where John Lyons stated thet of the 1275 firms listed on
the New York Stock Exchange, 1132 were audlted by membears of
the Big FEight.




CHAPTER II
THE RBELATIVE RISK RELATIONSHIP

The purpose of this chapter Is to decusmsnt ard discuss
the development of the relative rlgk relationship shoun in
Chapter I. The relatlonshlip was developed from & careful

review of the litecrature, legal and digelplinary actlons

involving publlc eccountents, end discusslons with acadeniclons

and practiticners. The true test of the valldity and use-
fulnese of the relotionghly rests In lts acceptance apd e
plementation by practlcing esccountants.

For sake of simplicity, the risk relationship is pre-
sented below in the functional form usged in matheiatics. By
so doing, 1t 1ls not Iinterded to imply that & preciee and
meagvrable relatlionship cxlsts between relative risk and the
varioug factorg.théﬁ tend to influence the degree of this
risk; rather, it is presented Lo glve the reader an abbro-

vieted look &t the mrin topic of discussion in this ehenter.

Relative Rielh
Where:
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As in most functlioznel relationshlps thare are ssveral
varisbles that can not be identifled cr isolated. 1In the
above relationshlp, these are represented by the factors Xl
through X, , which for purpos2e of thls study are troatved
as constents. As more end more kinouwledge lg gained about
the risk functlon, i1t will e possibvle to incorporate some
unknoung into the relatlonshlp. Houever, knouling that ne
are dealing with a soclial sclense, 1t 1s doubiful that one
®ill ever be able to identify 2ll of the fectors that in-
fluence relative risk.

As to the pethodelogy uveed in thls chapter, the function
wlll be altered so as to treat one fector at a time, holding
the other factors constant. For example, when the nature of
a cllent's operation and its effect upon relative risk is
being dlscussed, the reader should mentelly change the rela-

tlonship to read as follows:

Relative Risk = f (B/Ry I, Cy Fy Gs Ly X940 « & o 4 Xp)s

When the discussion is concerncd uith the interw
relationships of the various factors, the reader should meyi-
tally chonge the funciion to incorporate two or more of the
factors. For examvle, there may exlest 2 cexrtain retationship
between the longevity of an sudit engagement and the inde-
pendence of the auditor. Therefore, the functional rela-

tionshlip may appear to be:

helatlve Risk = T (L, ¥/B, It, C, ¥, G, Xis o o o 4 Xp)e
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Again, 1t should be emphaslized that ths prosentation of
the risk relatlonship in & funetional form is in no way in-
tended to imply a preclse ani quantifiﬁbie relationship
between risk and the factors identlfled for discuscion in

this paper.

Risk Defined

As stated in the introduction, the term "relative risk"
is defincd as the probebllity that a glven audlﬁ engagament
will result ln some damage to the raputation of &n eceounting
firm. At this polnt; It is necessazry to expand sowmewhst on
the deflinition presented above.

As Dickerson has so aptly stated, "It is a trulsm that
the Injury te an accountant's professionzl reputation uhich
can result from a suecessful clalm ageinat him for negligence
will often be far more sexious & matter then the money damages
he may be required to pay."l lle musgt assune that at soue
point in tlme a firm's lose of reputstion will result in
the loss of clients and therefore & loss in revenue. Whether
or not this is a valld assumpllon remains the topie for
further research in thig erea. Honever, 1t docse seem loglesl
that a firm held in low regard by the finenelial communt ty
wlll not have &s rany c¢lients referred to them ag a8 firm

with an unblemished reputztion. One night therefeore conclude

23 v MR RN v L ey o

1
B. W. V. Dickerson, Agcovubants end the Lau of Negld-

gence (Toronto, 1966), p. &3. )
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that rather than suffer & less In revenue; the firm with &

damaged reputaticn would'not experience ag rapld an increase

in clients and fees as & firm with & better reputation. In

elther case, it 1s possible to ecguaile loss of reputation

with loss In clients cox petentiel clients and, thnerefore, feeg.
Another 1dea Inkersnt In the definition of yisk is that

a firam need not e gulliy cof eny migconduct to sulfer & loss

of reputation. The firzsncial press hae ¢ften linked the

name of & public accounting flym with the collapse or bankruptey

of & business, lmplying in some way that the firm was recpone-

sible oxr centributed to the dounrall, even though available

facts could prove no mlesconduct on the part ¢f the auditors.

As en example, wltness the recent adverse publicity recelived

by Pezt, Marwlck, Mitchell & Co. in connection with the

bankruptey of the Penn~Central Rallrcad. The portrayal of

facts by Fortune proved to be groundless with respect to the

eccounting firﬁ, and resultecd partielly from the writers!

lack of accounting knowledge.z

In the following month's
edltlon of Portune,the maneging pertner of Pent, Marwick,
Mitehell & Co. told his side of the story in the "Letters

to the Editor" seetion of the magazine.B However, the dsmage

had been done in the originsl article and the reply by Peat,

AR v e

“Rush Loving, "Penn Central Bankruptey Express,” Fortune,
IXXXIT (August, 1970), 104-109., 77wt

3. E. Henson, "Letters to the Editor,* Forvune, LXXXII
(septemver, 1970), 87--88. o
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Marwlck, Mitchell & Co. did not sppear to offset any of the
adverse publicity. This 1s an exenple of &n auvditing Fflrn's
suffering damage to lts reputatlon, even though the firm

was Innocent of nogt, If not all, of the sllezations made in
the press.

To further amplify this line of thought, several lawn-~
sults agalnst public accountants recslved widespread pub-
licity In the financiel press, &nd upon further research
it vas found that the ceses were dlemissed by the trial juige
ay grovnﬁless,h Houwever, thé féct that the cases had been
dismlezed received no mention in these publications. This
pay lead & reader to conclude that all actions brought egainst
public asccounting firws &re successful. In any case, 1t
tends to damege the reputations of the firms involved as well
ag the reputstlion of the entlre professione.

The above comments are not to say the auditing firng
have been blameless in all legal and disciplinary ections
brought agalnst them, but rather that & firn's reputation
can suffer even though the charges against thet firm are
groundless.

The word "reputetion” in the definitlion of risk slso
presents some problems thet need to be clarified. Each
fire ray view lts reputation in a different 1ight. For

exemple, one firm may bellieve Ltself to be & leader in the
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4.
‘Here refersnece is made priparily fo The Wall Street
dournal, Barrens, and Businers Weelk.
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profeassion, continvally edvancing new 1deas and concepts.

Any firm thaet tekes this positlon is bound to recelvzs a great
deal of criticism fron other avditing firams end the financial
presg. In the past feu yoesrs, these firws have bheen labeled
"liberal” 1n terms of their appresch to enditing snd their
application of accounting principles. A firm iun thls position
is willing to sccept atiacks upon 1ts reputation, because L1t
has asguned vwnat It thinks to be & leadersghip position. The
gelf~irage of the fire's reputaticon rney be quite different
from that of othex flrie In the irdustry. Fach Cirm probably
has & different ldea ag to what iig image ls or what it ought
to be.

However, for purposcs of this study, it is assumed that
the word "reputation" can be assocliated generally with all of
the "Big Elght® flrms ulithout attenpting to differentiste the
Indivlidual concepts of reputatlon within each of the various
firms. Also for purposes of this study, the word "reputa-
tion" 1s used in lts brosdest sense to mean public esteen.

The final vord in the definition which needs some
clarification is that of ¥probability." It might be safer
to substitute the word “possibility! in place of “probability"®
slnce the latter conmotes o degree of measurablility, as used
in the statistlical sense. The word Uprobabllity? was
chosen, however, for at some time in the futuwre when nops

facts axc gathored, one may be able to sssociste @ probablility
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with the degxree of rlsk Involved in the sudlt engagement. At
the present time, 1t 1s lnpogsible to attain thls degree of
sophlstication. Before moving on to the main topic of this
chapter, 1t 1lg necensary to digress for sone brlel comments
conceriding ﬁhe eppycach to risk evaluvation used in the insur-

ance Industyy.

Insurcnce and the Problem of Relmtive Rlisk
Becauge the insvroncz lndustry offers the practicing
accountont proressionnd lianillity insurance, oane might
sgaums that the uwnderuriisys are uell auware of the factors
which influence the auvditors! reliztlve risk. In an effort
to determine the extent of thelr knowledge concerning risk
and the undeirwrliting of accountants' professional liabllity
Insurance, several major companles were contacted and asked
the folliculng guestions: @
(1) what fectors or variables ere considered |
by the uwderuriters before 2 premlum can be estabe
Iished for accountante' Ylability insurance? (Homw

do you deterimine the risk fector?)
(2) How do you gather inforzotion about these

factors?
(3) Who do you consider to be the mzjor undere
writers of accountants' Professional Liability

Insurance? (By ‘mzjor® 1t is meant undeywriters
who handle policies in excees of $1,000,000.)5
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4 1ist of the companies that veplied to the inguiry
Include: (1) Netlornl Genexal Agency, Inc.; (2) The Cone
tinental Insurance Companleg; (3) Lloyd's Undersiriters?
Non-taxine Assoclatlon; (&) J. H. Minet & Co. (North America)
Itd., an assecliate of Lloyd's Uudesruriters.
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Through correspondence wilth several underwriters, 1t
was determined that Accountants Professional Liablility Insur~
ance wag deslgned to cover llabllity cazused by neglect, error
or omigslon, dighoncely, mlsrepregentation or fraud, clvil
1ibel, slender or defamation of character.

The factors conzidered when underuriting such & policy
Include the followling:

(1) Names of all principals and partners of

the flrm

' (2) VWhethzr or not they arce Certified Public

Accountents and if so, how lonz they have been certified

(3) When the fira vas establighed

(&) The punmber of pesrsous euployed on the pro-
fessional steflf

(5) Prior insvrers and losses or any past in-
cldents which mnight give rise to & claim.

The total premlum ls btased primarily on the number of
professliongsl stalf employed by the filrm. The basgic liabllity
policy excludes coverage uvnder the proviglons of the National
Securitles Act of 1933. Houever, this exclusion could be
walved for sn additional ten per cent of the taslc premium.
All of the information required to underwrite the policy 1isg
furinlshed by the accounting firme In the responses recelved,
there wes no indication that any sdditional informetion is
gathered by the lusurer before the policy is written., A1l of
the "Blg Elght" firnms exe insured through Lloyd's of Londcy,
vho wag one of the respondents to the questions.

On the baslis of the responses recelved, there arse soeveral

very unusual facts which should ba noted. First, it B pesTa !
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thet the underwriters are not concerned with the types of
clients audited by the acoounitlng firm insured. There sceng
little effort to gather more thun the most routine informe-
tion from the accounting fires. The really meaningful
information would be that connected with the past losses or
situations that nmlght have glven rise to a clalm; however,
none of the respondents vent into any detall in connection
with this factor. In fact, tuwo of the resgpondents, Lloydls
Undervuriters end J. He Mincet Co., Ltd., specifically stated
that this was privileged inforiation between the lnsured and
the undernriter.

Agaln 1t seems stranse that coverage under the 1933
Securlities Act 1s avalilable at only an additional ten per
cent of the basic premium. Thig is especlally pecullar uhen
considered in light of the fact that the majority of the
cases detailed in Appendlix A& lnvolve alleged viclations of
the Securitles Acts of 1933 and 1934,

Througiout the couvrse of the past five years, & whole
new arca of Insuraence has developed in conncction with
Securities and Exchange Commission llabllity insurance. 1In
egsence, the policy ls uritten to cover one particular issue
of stocks ox bonds that are reglstered and sold to the public.
The pollcy covers the time from the date of registration
until the statute of limitaetion explres for filing claims in

connection with the lssue. (The general policy usually
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covers from thirty-elght to thiriy-nlne months.)6 Agaln,
Lloyd's of London ig the primary uwnderwriter of SEC Llability
Insurance. This type of coverage 1is available for under-
writing flirns, stockbrolerg, dlrectors and officers and
Investment truste; houwever, accountents are not eliglble for
this particuler type of coverays. The policy speclifically
states that "It is not feoslible freon the stendpoint of
insureras to include accouvnbenic or other exyerts under the

SEC polieyq"?

Accounting flriag maat rely exclusively upon
professional lisbility insurance.

Through dlscusslions ¥ith the Vies Preslident/General
Manager of one of the lrnsveance undeviyiting firma, 1t uwes
learaned thot the determiuation of en insuransce prenium to
charge a specific accounting flem vas 2 very difficult task.
The prlmary problep facling the underuritore ls the lack of a
statlistical base thav car be used in deriving & premlum,
Genexrally, & vate lg set by the industry aad 1s then varied
either up or doun depending upon the logses that are experlenced.
In the past, the trend has boeen that the lvitlal rate tended
fo drop in the flyrst few yeors the policy was in force,

Then, &g logses gtarted to be incurred, the rates were
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6For more expliclt Information regerding SEC liability
coverage, see The Natlonal Underuriter, LXXTT (Deccmber 6,
1968%, 8, part 2.
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TPredercick A. Palm, “SEC Liobility Insurence--A Field
with Bisl ng interest . 1 L,.‘.[}.E., ]-\_T;N%'i;jm.m 3 ‘iwﬁtﬂg‘;‘-, IXXTI
(December 6, 1968, g? N
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adjusted upuward. The reason glven for this trend is the

length of tinme that is& currently required to settle losses
8

under the policies.
A dliscussion of profegsionzal liability insurance in the
areas of englneeciing and erchitecture adds credibility to
the comments of the above source.
The followlng gquotation from an article summarizes the
efTorts of Iinsurers to esteblish llability premiums:

Because of the lack of & statistical histoxry
for the gettlng of Insurance rateg when the pro-
fesslional 1llablility polliey uas izsusd, rates wera
Tixed on the basls of several gducated guesses
(emphasis added). Clalimg for the Tirst two or
three years after the Inceplion of the commended
pollcy form were minimel; therefore, the insurance
company concluded its erbitrarily set premiums
were too high.

So, the rates were redvced. Unfortunately,
hovever, & two~ or threes-yezr lag was found bee
tween the time thls class of insurance goes into
effect and the appearance of cleimg. Claims
appear upon the inceptlon of consiruvetion and
remain falrly stable for about two or three years,
when a subgtantial increase occurs.

Thus, at the end of the third year of the
program, clalms had growvn to the point where it
wag obvious thmt logses would increase. Loszes
did occur end it becane necessary for rates to be
increased.

The rates on &1l professlonsl liabiliiy insurance have

Increased sgubstantially durinz the past five to ten VEAYS
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8For substantiation of these comments, see D. Guerrind
Muraldl, "Professlonal Liability: How Long Can Insurers Plaoy
sente Clavs?® The Netionad Undeyuyiter, IXXII (December 6,
1968), 20. ' o

9George H. White, "Professlonal Liability Insurence,®

Auerdcan Institute of Avchitects Journsl, IX (Januvsry, 1966), 49.

N
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The latest rate increases found In the literature indicate
that leuwyers'! professionsl liability Alnsursnce raiss were
Increased 100 per cent in 1969, while physicians' and sup-
geons' rates have incressed 22.6 per cent, and dentists!
liability rates have luoreased 66.7 per cent.t? These
rates represgent one~yecr Increzses, and At is not known if
the increascs are thlg substentizl every year.ll From disw-
cussions wlth several lecal practitioners, it was learned
that the rates for accountante® professlonal liability
Insurance have incyeaged at least as fest as the premium
rate Ilncreases in other professions. Houever, they were
reluctant to discuss spcclfic percentege increases or
actual cogt of thelr firms' liabllity coverage.

Some further comments are in order &s to the extent of
coverage that is edequate for the large accounting firms.
It has been suggested that the coverage under ap accountant's
professional liability policy be &t least two and one-half
times the gross billings of the firmulz As several of the
Jarger internationzl flrms have gross billinge in excess

of $100,000,000, this would meon cerrying o . policy of about
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10Pr01eusional Liability hates Are Increased in Numerous
States," The Netional Underueiter, IXXNIII (Narch 7. 1969),
23.

Mpor similer provlens fecing contractors and design
englneers, see "Professional Liability Risk Grouss Cover
Hnrd to Get," The Natlowel Updsyuretiter, IXX (August 26, 1966),

’ lzP‘ Je hu&iu..us MAuvditoxs!? Liszbi.‘l..ity." The égcountg_n;t’
XXe (Octover, 1969), 740. : efA
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$250,000,000. In the Flrst place, it is doubifuvl that any
firn could obtein such & large pollicy even from & large group
of underitriters; secondly, the cost of such & policy would

be guite substantisl, Thls supgested guldeline seems entlrely
out of line with reality.

Other suggested coverage s mentioned in the litexature
that 1s congiderably below the recommendations presented
above. For example, it has been siated that YAlthough
coverage 1s beconing lncrezsgingly difficult to obizin,
Individual (fixm) coverage his epproximated &s high as
$15.000,000."13 Even coxnzidexring thils amount ag the louer
limit of eavallable insurance coversge, i1t appesrs to be
wholly ipadequate in todey's finansial world. In several
of the cases outlined In Appendlzx A, the plelintiffs have
sought damages well in excess of @15,000,000.1“

As & result of research in the ares of sccountants?
professionzl 1iability insurance, 1t appears that the
ingurance industry iz perplexed over the nature of the
auditors® risk, and to dote have not conducted any studlies
to detexnine the cavses of rlsk on & particular sudlt

engegensint or the rieks feced by the entlre avditing commundiy.
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13ichael We Frye, "Extending Accountants! Professionsl
Liebility," The Netlonal Publlice Ascountant, XTIV (February,
1969}, 17.

lasee Apgrican Ingtitube of Certified Public Accountonts,
"Bulletin lO~Insurance for Accounting Pirmg and Practitlionsrs,”
Econonles of Agoomniing Practice (New York, 1959), pp. 5-6,
for the rather meager coverage availasbhle through state
Socleties and the Americen Instltute. -
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For some lndustrles, insurance coupsnles have developed 1ldeas
to preveni the 1ncldence c¢f IOBSGE; fi.2., herd-hats required
in the coastruciion industry. The fleld of publle aceounting
1s s5t111 vwalting for some suggestlions ag to how to reduce
1ts 1ncidenée of loss,.
Public Accountling and the Concept
of Self~insurance

A toplc for consideralion dlrectly related to profes~
sional liebility insuvance iz that of self~insurance by the
practleing accountant. If the aunditors bolleve 2 glven audit
engtgement to be relotively high rlek, they wlll gather a
higher quallity or greater guantity of evidence for any
glven aundlt propoezition. The lncreszed time and effort spent
by the auditers In the evidence pathering process can be
thought of as a form of self-insurance. The increased fees
that result from the addlitiennl work would then be an cpprox-
lvation of the cost of self-lnsurance that is recovercd by
the avditors.

Houever, theve are goversl gerious defects with this
concept of self-insurcnce. FPerhaps the most serious defecd
is that 1t essumes that the audltors are concistently able to
ldentify relatively hligh rigk engagements. If the sauditors
arc unsble to systemotically identify high risk engagements,
then in effect there would be little or no self-insurance
througn extended audit procedures. Another major problem

facing the avditors would be the detorminntion of the extent
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to which procedvres shovid bz extended on a given audlt engagew
ment. If relatively high rlisk engagement could be identified,
but the avditors falled to properly extend their esuvdit pro-
cedures, sclf-~insurance would bs inadecusite. A final factor
that would tend to reduce the effectivences of the aunditor's
efforts to self-Insure ig that nmost clieuts resist substential
increases in eudit fees. Nenagement is relatively free to
change audltors at any time. If the management believes the
avdit fee to be out of line, 1t can employ another accounting
firm whlch pay be able to cowplete the audli at & louer cost.

The above comments ere wade golely to point out that
the difference betvecn the "norwal¥ audit fee and the “risk
adjusted” fee would not be adequate to constitute a meaning-
ful attempt at self-insurance.

With a rational process of risk evaluation, the sbove
concept is not without merit, end supplemented with adeguate
professiounl liability insurance, can provide the practi-
tioner with some protection in the event of edverse acition

developliug from & given sudit engagenent.

The Relative Risk Fecotors
Saul Levy, one of the nost csteened uwriters in the arcs
of ececovntants? 1isbllity, has made the‘fﬁllowing étatement
which server as & gnldepost for the ﬁisousﬂicn of the feeters

which influence relative rigslk:
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In defeidling ourxr audil work, we have to contend
wlth the mensce of %ﬁa m_,ny wisdom. It 1lg alusys
avallable to our critics They know what finzally hap-
pened, and so thoey luow hh&t Jeads to follow in thelyr
search for evidence ¢f negligencee « « « Mindfuvl of
all this, we must cultlivate & type of thinking uhich
antlcipates these hindsignt possibllities and seeks
to provide a defenge egalinst them. When & road
shead ls on the other slde of the hill or srocund a
bend, we visuallize the poessibility of traffic or a
rezdblock on the wnseen road ahead. In our audit
work, we can mininize the hazard of hindslight wis
don only by developing & tﬁchwiquo of imqginﬂuive
thinking which forcsees the sgibllity of future
adverss developmenis and tests the adequacy of audlt
procedureg in that lighu. Call it, iIf you will,
tanticipatory hindGsight.?

It ieg hoped that through the further development of the
relative risk relationship, the profession es & group will be
eble to begin following lLevy's suggestlon that it develop
"anticipatory hindsight." The purpose of risk evaluation is
to antlcipate potential prodblems and, where pogsible, to com-
rensate foxr them by the uvse of dlffering auvdit procedures.

Where the problems appear too great, the only solution may
be to refuss the gudlt engegement.

The current asuditing literature offers little to the
practitloner in the wey of concrcte sugeestions for the devel-
opnent of the much neecded "anticlpatory hindsight.” Ag a semple
of what ope pay fiud In the literature, Jos R. Fritzemeyor offers
the following seven sugpestions for mininizing the risk of
1lebility:

s}g Carry en adequate amount of insuranso.
2 Never sigin your nome to or otherwiss

aggoelate yowesclf wiih & finsncisd st&temunt wnilch
You know o be false or miglesding.

WAL Y R Th o e AT o
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13gaul Ievy “ch»l Hezoards in PubTAO ﬁﬂcovmfinﬁ " The
Jovrnzl of fepountancy, XCIX (May, 1955), 38,
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(3) HMake clear exactly what it is that you
have underialzn to do « » « put the termz of the
engogenent in writing.

(4) See to it that the enpagement is care~
fully performede Here le a8 simple glogan: Be
careful at all tipcs.

(5) Know youwxr client and, teo the extent posw
sible, avold underioking or conbtinuing engogements
with clients whom you believe to be untrustworthy.

(6) Make clear what you have done and, where
appropriate, what you have not dones. It is when
you have done gomething different from a standard
engagenent that the language on your report can be
critical.

(7) Keep in pind that the third party, who
maey be expented to resd your repori is & mythlcal
ereature ¢slled thz 'rasasoneble man.! Be sure
therefore that you s2y nothlng lan your report
which is not perfeclily clear, not only to your
peers In the Ero.easimnp hut to a Jury of 12 good
men and truve.id

While Fritzemever, no doubt, had the best intentlions In
offering thase sugpestlonc to the profession, they present
nothing new of mesningftul valus to the practitioner. Prac-
tltloners are well aweare of the facts that they need to
carry Insuvance, be carsful in thelr audit work, not desl
with untrustworthy persons, evc. Fritzemayer is by no means
the crnly writer tec offer such nebulous and often meaningless
advice. The profession 1s in dire need of explicit facts, rot
vague gehnerslities.

The canes oulllined in Appendix A represent:the results
of an extenslive review of the literature. Because of the
gensltive pature of lawsults and discliplinery sctlons sgainst
profescionsl ecoountsnts, 1t was impossible to obisin sccess

to individval Tirm Yiles velating to such actions. Contacts

o~
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16goa_ﬁo Frltzeneyer, ¥
of LizLility," Tha Journs
A S5 o QL

Do

OV BLI?S for Minimizling the Risks
37, CXXVIE (June, 1969),
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with leading menmbers of the Awerican Institute of Certified
Publie Accountants proved to be of rno help in gathering the
much needed facts. Efforts were made to have all the "Blg
Eight" firms funuel thelir information through & highly
regarded educator, who would then elininate 211 references
to the flrm or individuals involved. This would have pro-
vided the facts needed without direct identification of the
various firme or companles participating. However, this
effort vas uvwnsuceessiuvl as the firas did not wish to cooper-
ate. After all efforvs to obtaln the fects from the
accounting Tirms falled, the review of the literature was
undertaken. These ¢ase historles represent a pool of
information which had not previousgly existed. The fecte
gathered thirougn the review of the literature provided the

background needed to develop the relative risk relatlonchip.

The Nature of & Client's Business

W amay e «

Most current auditling textbooks and much of the suditing
literature could be clageiflied as "how toM material.l? Ag
proef of thls generallzation, one has only to lonk through
the tableg of contents of the most widely used euditing
textbcoks.‘/@ brief introduction ig in most cases follownad

by the procedures uszd by the aunditors to sudit the verious

-t

W

1
?Ekclvded from this generallzaetion 1s the vork of Re K.
Meulz and Hussocin A. Sharal, The Pnilosovhy of Auditing (New

York, 1961). The book represchis & attenpt to erplo\e the
peaning of aud;ting.
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balance sgheet and lncome gtatement accounta. Technlque 1s
considered in depth, walle the meaning of the entire avdit
process is generally treated in one or two short ehapters.lB
After readling scveral of the populer esuditing textbooks, oae

night easily get the impression that all audits are very
| simllar and the same technlques are epplied with siight
modifications to all audit engagsments. Only slight and
Implicit recognition is generally glven to the differing
avdit enviroumnent posed by different types of industries oxr
different types of busineﬂseéw

In practice, however, this is not the cace at all.

Before each andlt engagement, the in-charge persomnel (senior
through partner) must become fully aware of any auditing or
accountling variations assoclated with the buslness that they.
are llkely to face In the course of the audit. Different
types of businessses preszent different problems to the audi-
tors, and fallure to recognlize these differences can be
detrimental to the firm. In fact, the type of business beling
sudited deterulnes the extent to which certain audit pro-
cedures will be follouwad. All businesges ere not treated

the same by the euditors. *"The key to the dizecovery of major

EIIEE Tt

18To confirm the nature of current auditing texthooks,
the resder is asked te cxamine such books ag Prireinleg of
Auvditing, by Walter B. Nergs: Basic Auditine Princivles, by
Arthur W. Holumes; Mombgomery's Avditing, by N. J. Lenhart
end P. L. Defliege. '
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accounting snd audliting probleme lles not in the accounts
themnselves, but rather Iin an undevstanding of the business
being auditede"19 This gquoatation swmmarizes what has coms
to be known &z the "buasiness approeach to anditing.” This
approach places rore emphasls on & thovough knowledge of &
client's businesg than on the a2udit techniques used to
examlne the varioug accounts, The aunditing profession has
recognlzed the lmportence of distingulshing between various
types of businesses arnd Indugiries.

Te Tuvther anplify on the degrse to which this business
approach 1s In effect today, during the ccurse of research,
one publlc accounting firm made available its industry
study program. In the introduction to the vrogram, the
following objective was stated:

Substantive knouledge and understanding about

the cllient's industry-=-1ts distinctive characterw

istics, preblens, etc.~-affords the only sound

foundatlon for the effective discherge of any
asslgnnent. With such background, for example,

audit scops can be established to emphasize the

sreas of execepilonsl exposureg (emphasis added)

which are peculliar to each lndustry; financial

reports and analyses will be most intelligently

preparced and interpreted in light of general

industry conditions end developmentg.<O

The program i1s divided into 27 industry divielons and

sub~divided into 272 individual industriecs. GCenexeal

- .. L
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19Harry Wo Kirchhelmer, "The Busirness Approceh to Avdite
ing," The Oklshora CRA, V (October, 1965), 15,

201pe flrm hes asked that it not be ddentified in thiz
paper, ag 1t may be construed by soms a3 & form of 8OTG P
tising.
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informaetion is then gathered on each of the indastry divislons
and as pany subdivisions es possible. This information is
available at ez2ch local office and can be reviewed before
and during the planning stege of the audlt.

The general informaition gathered on each lndustry in
the progren includes the following:

(1) Background and operatiouns

(2) Fconomics

(3) Current data

(4) Acccuating, suvdlting end tax problens

(5) Pirm industry experience

(6) BRegulatlons

Within each of thesse brozd generel Information categories,
specific Information ls gathered as follous:

(1) Background and operationsg
(a) Labor costs and automatlion
(b) Marketing technigues and practices
(¢) Government regulations
(d) PFinencing problems and cepltal requlrements
(e) BRaw material supply '
(f) Domestic and forelgn competition
(g) Techunologleal progress
{h) Obsolescence
(1) Consumer demand

(2) Economics .
{a) General information regarding the econoumics
of the industry

(3) Current data
(a) Working caplital
(b) Debt to equity
(¢) Return on net worth
(d) BReturnn on total ezsets
{(e) Gross proflit
(f) Net income to soles
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(4) Accounting, suditing and tex problems
(&) Review of avallable information &g well
ag firm knouledge In thls area
(5) PFirm industry exparlence
(a) Correlate the economlce and business problems
of en indusiry with sccounting and manage-
ment alds developed by the firm to assist
in the seluilon or correction of these
problens

(6) PRegulstions

(&) Types of governmentsl or other regulation
prevalent in the industry

Contrary to what ig fouvad in the majority of auditing
textg, the Intelllgeat auvditors glve expliclt rocognition to
the noture of the business they ere about to audit.

Further proof isg algo gavallable to show the explicit
recognition of differencers iln business operations and ths
suditing problems that they may create. Prior to the per-
sonal interviews, members of all *Big Elght" accountlng
flrns were contacted and specificslly asked 1f they had
developed speclalized internal control questiomnaires for
differyent types of businesses or industries. If such
questlonnalires had been developed, they were asked to list
the several different types used. All of the firms responded
to the lnguliry, and slx of the elpght firms indicated that
they had developsd several different questionnsires for

difrerent types of 1ﬂﬁustries.2l These guestlionnazires are

prinarily desligned for industries with specialized auditing

ash

2lsee Chepter TIT. p. 96, for a common 1ist of such
questionnaires.
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and accounting problemz. The guestionralres call to the
suditors! ettention certain areas of ¥high exposure" that
m&y requize coareful audit planning.

To this poilnt it hag been shewun that aunditors do drew
very explicit distinctlions between various Types of buslnesszez.
The guestion that remains to be answered is: Why are these
dletinctiong felt to be so important?

The answer precgented in thls study is that the nature of
a client's business influvences the relstive risk of the audlt
engngament.  To better uwndersvand the réature of the risks that
the suditors will assune, speclflc knouledge must bz gathered
abeut the various business enterprises they will be called
upcen: to auvdlt. "Each business has recurring risks of which
the suditor must be auvere and should review eaohlyear.”zz
Any srea of risk In the buslinegs presents an area of risk iu
the audit of that enterprice. It i1s interesting to ncte that
the objective of the industry study progren mentioned above
relates the type of avdlt procedures to be used to the areag
of "exceptional exposure.” "The very rature of some &ssstls
makes the riskh of nisstatement greater than for others. 23

Therefore, a client with a materisl anount of "hlgh risgk?

T T

22M. 0. Alexander and D. S. Wells, "4 New ILook &t the

Extent of Auvdlt Work," Canasdisn Croertered Accountant, XCII
(Kay, 1968), 325.

4 T e e

23ysiter B. lelgs and E. John Larson, Principles of
Auditins (Homeswood, I11l., 1969), p. 145,
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assets would probebly be considered & "high risk" client by
the auvdlitors. The asget cowpzgition 1s notthe same for all
busincsezes.

The inherent chavacteristics of gome buslinesses cause
them to be classiiled os "nigh risk" type opevations. High
risk 1s used heve In two differont senses: There 1s & high
probability that the finenclal sistenents mey be materially
migstated, and pzst experlience has shouwn that this particulsr
type of businegs has a high Incldence of feilure. In either
case the risk to the audlitor is highn, &s several leswsuitz
have developed from elther couse. From the facts avelilable
in this study, 1t can be ceucluded that the compsnles in the

finance lndustry tend to be high risk engagements as far as

the auditor 1ls concerned.

Three of the six compsnles having different Industry
guestionnaires have designed questionnsires for finance comw~
panles (not including banks or savings and loan institutions),
and slx of the lawsults oy digciplinary actions listed in
Appendix A involve finance or finance-rclated companies.zu
Inherent risk cormected wlith firnence companies appears to
center on the valuztion of the collectibility of loans. In

the eases of Mill Factors Corporations and Atlentice Acceptance

T T O AT ST e VA eIV, -t

zaSee Appandlzx A, MKIll Factoxzs Covporatlion, Case No. 20;

Bleir & Co., Case No. 2i; Atlentic Acceptence Corpovation,
Case No. 13: Valley Commercisl Coyporatlon (an arfiliste of
Continental Vending Machine Compary), Caze No. 73 and Sese
- board Conmercilel Corporation, Case No. 1. '
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Corporation, the sudltors were &ccused of negligence in thelr
work associated with the collectibility of ocutstanding loans.
Had the nature of the cllent's bueiness been fully under-
stood by the suditorz, 1t vould appear that a great deal
more evidence would have been needed concerning the realliza-
ble value of the lozn poxifolioc.

The BarChris case is another example where fallvre to
glve adequate conslideration to the nature of the client's
buglinegs proved dlsastrous to the individual auvditors in-
volved and thelr firm. Pevhaps the nmost obvious fact in
the cage was that the bowling irndvstyy as & whole was in a
reriod of decline and svbstantislly over-buili. Also,
percentage~of-completion sccounting presents some real
problems for euditors. Special care must be taken Lo see
thet proflts are not over-stated by merely increaesing the
percentage~of~completion fipgure on the booksg. Substantial
time should have been spent Lo ensure that the stage of
completlion was stated properly, especially in light of the
fect that the industry was in a gencral decline and the
conpany wes short of cash. In addition, the company also was
in nesd of supplementary finoncing.

Before it is possible to desipgn a realistlic avliit pro-
gram, or test the effecctivenesss of luternsal control, it is
first nacessary to krow end understand the risks associated

with & given business enterprice.
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Every publlic accountant will be c2lled upon to auvdit
many different typss of busglinees enterpr;ses. Auditing,
¥if 1T is to atteln maximum utility, must be taken into con=-
slderation, and be tallecrzd to flt, the individual chare
ecteristics of specific types of buslnesses."25

The CPA Handbook discusses the speclal auditing problens

that one might encounter in the following types of businesses:

{1) Advertising Agencies
{2) Hotion Pilctare Thestres
Congtructlon

HMotoi Carvlers
Invegtonent Conpanies
Retall Depzrtment Stoxres
Newspapers

Public Utilities

Real Estate Flrms
Securitles RBrokers
Petroleun

(&) Producers

(b) Refiners

(c) Distributorsl®

—~
=W
g
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It goes on to say that "in sowme businesses the con-
plexitles, trade practices and procedures are such that sone
knowledge of then by the auditor is essential as a basls for
exerclise of professlonal judgemsnt &s to the nature and scope
of the audil procedures requireﬁ."37 This would indicate
that failiure to censlder the prohleps sssceizted with a glven
client's business end the risks involved ensbles auditors té

assess what audlt approach should boe talen.

[ 4

“Ancrican Institute of Acoountants, CPA Handbook, Volume
g» edited by Robert L. Kene, Jr. (New York, 19587, Chapter 20,
pP. le

201014, 271pid., p. 8.
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The Beprutabtlon end Stabllliy of
Client's N nt

i % (et 2 nevans s e

The reputation and stabllity of client'ls management are
really tuwo factors combined, for simplicity, intc one. During
the course of this discusslon, sons effort will be made to
separate the tuwo espects of thls factor. The contention is
that when an audlt tezan ls dealling with manageﬁent that 1s
hiéhly reputable, honest and stralgnb-forward, then relative
risk is conslderably louer than dezling with a management
group not possessing these chovacterdstics. Related to this
point is another contentvlon that stebllity, In terms of
tenure, of the mnagencnt group mey alse lower the auditors!
relative rlsk, as they are nore familiar with the people

uilth whom they must deal. The opposite of these contentions

‘would be that the avditors® reletlve risk would be high if

manzgement were considered dighonest or disreputable, or Af
there was & continual turnover in koy psrsonnel from year
to year. A move reflined exoninstion of these contentions will
follow in the genexal dlscussion of thls factor.

Mautz and Sharaf posge as one of thelr besic postuiates
of euditing that there lg 'Yno necersary confliet of interest
befwecn aundltor and managcmenﬁ,"za They stote earlier in

thelr vork that

ZBR. K. Kautz and Husseln A. Sharaf, The Philosophy of
Anditineg (Menasha, Wisconsin, 1961), p. &b 7 7T T
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Postulates are sggumptions that do not lend them-
selves to direct verifliecstion. The propositions
deduced from the poxiuviaies of & given system,
hovever, can be directly verifled, and such verl-
fication bears evidsuce of the truth of the
postulates themsclves.29

This ¥postulate? would appesr to be invalid as far as the

- practlicing accountant is concerned. However, thls is not to

say that the opposlite of the pestulste is true, e. g., that
there is a necessary conflict of interest between aunditor
and m:negement. By rejectling thls notion as s "postulate,™
it Is meant that the valldity of the statement is svbject

to direct verification. In fact, i1t should be the auditors!
responslibility to determine the validity of the statement.
For where a conflict of Interest is present, the relative
risk of the auditor is increased.

It seems extremely surprising that the auwditing and
accounting literatuxe have very little to say about the con-
sideration of the reputability and stability of & client's
managemnent, whlle the literature in finance devotes a great
deal of time to the subject. It also seems somewhat rara=
doxlcal that the financiel analystvs, ezamiuing & company for
Invegtment purposes, should be so concerned with this factor
while the auwditoy, whe reclies e greot deal vpon the repre-
sentatlons of managenent, has psld very little explicit

attention to the sams factor.

PRV { VT AR T ARl TR, WA

291b1d.
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An evaluation of the reputation ard stabillity of =
client's monagement uwould appear t¢ be Tthe starting polint in
the conslderation of any eudit eugngemeﬁt. The public
eccounting flrm muet declde at the outset whcether 1T wishes
to be &ss ociataa with the people who run the compar not
the company lteelf, The declslon reached concerning tue
agsocliation may heve a grealt influence upon the degresz of
rigk associated with the audit. After a prospectlve c¢llient
has been referred to sn auditing firv, for one resgon oxr
anothor, it then becouwes the suditors' responslblility to
make cerdalin inguirlies regerding the principels, directors
and key managerial personnel to determine if they should
essoclave with this group.

From the literature, 1t seems obvious that the most
direct lrguirlies are nade to reputable benkers and lawvers
who have had dealings with the prospective client,BO Howe
ever, “reliance on intimate pexsonal acguaintences is not a
substitute for profTessional care, 3t This statement indicates
that something beyond tho routine Inguiries to intimate
acquslntances ls necessary for the suditor to fulfill hig
obligation to use professionsl core.

Referance wag nevey pade ln the auditing and sccovnting

literature to the comments of the Securities and Exehange

30808 Arperican Instltute of Accountents,
Volune 2, eddted by Robert L. XKena, Jr. (Net
Chapccw 132.

3lotd., p. 90
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Commigsion concerning the investigatlon of a prospective or
establisched client's management. As one of the prououncew-
ments stemming from the Mokesson & Robbins scandal of the
late 1930's, the Commission stated,
The facte of thls cace suggest that for new

and unknown clients sone independent investlgation

should be made of the conpany and of 1ts principal

officers prior to underteking the woerk. Such in~-

gquiry should provlide wvalvable background for

interpreting conditions revealed during the audit

or, in extrene cases, might lead to a refugal of

‘he engagement.32

In connection with the point of cllent lnvestigation,
the Commisslion continued by stating that, "furthermors, an
examination ¢of this kind should not, In our opinion, exclude
thé highest officers of the corporation from its appralsal
of the manner in which the business under revlew is con-~
ducted."33 From the above comments, it can be construed
that If the auvuditors fall to meke an "independent investi-
gatlion" of all responsible individuals within 2 prospective
client's orgenization, they could be charged with negligence
in the performance of thelr duties. One might also construe
the term "independent investigatlion® to mean the gathering
of subgtantive facts upon which the esuditors could bage

thelr opinion. The Comwrission, in these statements, made it

obvious that they were referring not only to an investigation

AT A i o At macoy

2 . : =
32commerce Clearing House, SEC Accountineg Series Relense

No. 19, "In the Matter of lcKesson & RBobbing, incen (December
5, 1940), p. 3042,

331pid.. v. 30L&,
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of the compsny, bul also &n investlgotlon of the people who
operate the company. The Commission was spneaking directly
on the investigetion of the repviation §f the principals

of the busliness. For in the course of the hearings, 1t uas

- brought out that the President of licKesson & Hobbins had
been previousgly conviclted of commexical fraudsz. He had been
alded In the perpetration of these fraude by his three
brothgrs vho were leter to becone officers of McKesson &

3

Robbins. Cne would hops that, if the avdliovre had been

awvare of the reputations of the principal officers of' the
Company, the engagement would probsbly heve been refused.

An effectively cperating system of internal control can
~glve some assurance to the audlitors that materlal misstate-
ments of accounts by employecs of the business will be
minimlzed. However, the princlpals of an organization sare
above the system of internal control. They are the individu-~
als whe Iinstitute the systen.

What assurence docec the auditing tesm have that material
misstatements or misrepresentatione by the principals of en
organization will be minimized? Ag one outspoken practitioner
hag stated,

The auditer's greatest risk of belng in-

volved with misleading finsncial stntements is like-

ly to stem from high~level fraud vather than frow

ingufficlent audliting procedures. PRy this, I mean
deliberate and clever conceslment of facts from

wan - D TRAIG e A1 e T AT

ibid., p. 3040.

34
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the avditor ¢or misrepresentations to him by top
managemnent. Such deceit cun be extremely &iffle
cult, 1If not impossible to uncover. Most highly
publicized scendals result from thls type of
fraud.

In an effort to minimize such possibliities, the auvditors

must underteke an expliclt evalvatlion of the reputation ang
stabllity of client's management. While there 1s some evale
uatlon carried on by 211 of the "Big Elght?® firms, it i=s
questionable as to whether thls investlgation 1s as thorough
es 1t should be.

Had in-~depth evaluaticﬂé of client'ts management been
conducted, several of ths legal and dlsciplinaery actlons out-
lined in Appahdlx A might have been avoided. Asg an exsmple,
the Judge in the BarChrls case gtated that neither of the
principals of the company were equlpped to handle financial
matters, and that both were men of limited education end
manegerial czpabllities. Certainly this should have had sone
bearing on the audit appreach. While not briefed in Appendlx
A, the "Great Salad OLil Swulndle" is snother example where the
auditers falled to take into congideration the reputation of
the principzl officer of Allied Crude Vegeteble 0il Refining
Corpceration. The men, Tino de Angells, had previously been
convicted of commercial fraud charges, and through the 2id of

American Express Compzny, started a swindle thet cost American

BJAmerxosn Institute of Certified Publiec Accountants,
Corporate Elronelal Reporting: Conflicts end Chsllenses,
edited by Johi C. Burton (lew York, 1969V, e 250.
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Express some 5{5;90.000,000.36 While no legal sctlon uas
brought against the audltling flrm, having thelr name asso-
cisted with the "suwlndle® probebly cauged as much demage to
thelr reputation as & lawsult would have caveed.
The efforts by the managenment of Liberty FEdulties fo
“dress up" thelr baslence sheet and Income stetement speak

lovdly enovgh of thelr reputation,j?

The arrangenent by
the chalrman of Blalr and Company to bolster the finarcial
position of the cowpany by lending §2,000,000 in securitics
thet were withdraun as soon ds édditionﬂl loans ueye arrvanged
cast sonie doubt upor the honegty of thls inﬁlvidu&l.38 The
general coungel of Mill Factors openly accused the company
of pocr and Inept management of thelr commarclel loan port-
folio.39 The president of Westeo Corporaticn, through
bogus deallings with relatives and Tilctltious subsidlaries,
caused the filling of stock Traud and conspilracy chargeﬁ.uo
The honesty end reputation of these individuvals should have
been sgeriously questioned by the auwditors. The menagement

of Belock Instzument Corporation was openly consplring to

—reia Ay v et L e e Tenri >
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36Kenmeth Fe. Byrd, "accountancy and the Onslavght of Case
L?wiin North Americs," The Accountant, CIVII (July 8, 1967),
3441,

3?See Appendix A, Case No. 25.
381p1d., case No. 24.

witot

391v1d., case No. 20.

oce S remclire

401bid.. case No. 17.
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defraud the Federal Government.”l The foundexy and presldent
of San Praricisco Natlonal Bank was convieted ¢f violatlons of
Pederal banking lews end misappropristion of bank funds.uz
The presldent of Centinsntal Vending Machlne Corporation was
deliberately dralning off funds of the company for his ouwn
personal use.43
In 2ll of these caseg, 1t was not the employees, who
are conirolled to a cervaln extent by the checks and balances

of & good system of internal control, who were charged with

compitting some c¢ivil or criminal wrong; rather, it wag the

'y 9

3]

principals end nenagement of the coupanies. Certainly one
may arguve that these are merely isolated czges and reprezent
only & gm2ll fractlon of all the companies audited each year.
However, FBI statistles show that in the banking industry,
273 per cent of all defalcations and misappropriations are
cerrlied ount by persons at the managerial level or higher (it
ls not Intended to infer that these statlistics apply to all
industries).“u In addition, in many of the above cages, &

careful evaluatlon of management by the suditors may have

prevented the situatlion from occurring in the first place.

Mlipia., cese No. 16.

1Lz.‘.%ee Avpendlix A, Case No. 12.

“31p1d., case No. 7.
”MMilton M. Brocker, "Audliting FProblems Relating to the

Review of Internal Control," The Journal of Accountancy,
CXXVIT (February, 1969), 78. T
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Yet another point 1s that it would probably not take too muny
of these "lgolated® cases to seriously demage the reputaticn
of an accounting firm.

The stabllity of the management team is the second part
of thlg fector whlch nseds to be consldered by the auditor.
When avditors deal from year to year with the same nanagerlal
personnel, they are batier able to asszsess each individual's
strengths and weaknesses, @8 well as his honesty and integrity.
This nelps the auditor In hls estlimation of the relative rigk
of the entlire ecugagement. If, on the other haend, there is
8 continual turnover in key pmanagerial personnel, the audi-
tors ere deeling each year ulth an unknown quantity. Eval-
uations are apt to bz inacecurate as so little is known about
the new personnel. It should not be Inferred from the above
generalizations that staebllity in mansgement 1s in every
case & virtue. The esudltor must alsc recognize the factor
of "managemeﬁt obsolescence” in connection with the manzge~
ment undcr review.

- The question remeining is: How should the auwditors
determine thelr evaluation of the reputation and stability
of & cllent's managenment? Naeturally, the results of the
evaluation wlll have & significant effect upcn their
determination of the risk essigned to the zudit engagenent.

The literature In all fields of business is filled with

books and artlcles about the "management audit.® In capsule
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form, the nmanagement audit ls a system designed to tell the
investigator the quallity of management bagsed upon certain
criteria. 1In the fleld of auwditing, 1t has specifically
been suggested by many writers that the audit opinlon should
conteln some statenent about the quality of management and
the tyve of job they have done in the past year. This
may ox may not happen in the future; but it does not solve
the practitioners' immediate problem of how to evaluate
manaéement for lts oun Information. Today the auditor is
confined to wmerely expressing an oplnion on the falrness
of presentation of the financlal statements.,

He can't report to [the stockholders) whate

ever he likes or tell them whatever he wants. He

may know that the president is ruining the conw-

pany by hls bad judgement, or that he is spending most

of the time of the golf course instead of taking cere

of the cowmpany's affsirs. Though the shareholders

who appointed him would presumably be most interested

to knou thlg--and maybe shou}d know about it~=the

auditer cennot tell them so.%5 :

However, reporting information to outsiders is quite
another gtory from gathering information for your onn use.
As & starting polnt in a mesningful evalustion of client's
managerent, the auditor should select the best attributes of
the management eoudit. This information should be used in
formulating & decislon concerning the relationship between

cllent's ranagement and the relstive risk. This process

WA D IO, A P TR SO A an2. TN A D, FT A Y e I 4G T L A,
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45J. Ro M« Wilson, "Responsibilitlies of Auvdlitors and
Company Directors," The Journal of Agcountancy, CXXI (May,
1966), 59. ST
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may involve asgking "enbgrraszssing” questlons of the principals

)

end prylng into arces that have not been explored dbefore. If
the evaluation 1s to have sgubstsnce, all pertinent data should
be gathered.

It may be begt to break the evalustion into two broad
categories: (1) PFPerxrgonsl qualities of the key executives of
a company, and (2) mansgeriel capabilities of the key execu-
tilves. From these two brozad categories, questions can be
deslgned to ald the avditor in evaeluatling the client's manage-

pment. Several possible cueptliore have becn gleaned fron

. L&
various scurced 1ln the lliterabture end are presented belﬁu:’é

Current orgenization and staffing
Past accomplichments In the industry
Plans for the future
Who are the men on the top ménagement team
How old are they
Have there bzen eny noticeable problems in
the teanm
(a) in-fighting
(b) individuzl personal problems
(¢) job dissatisfaction
(7) What is the background of esach
(a) educationzl
(b) Dbusiness
(c) personal :
(8) Have there been any key ghifts in personnel !
or asslgnments In the past year !
(9) What plans have been mode for managenent
successlon in key personncl. i

I~ — p— —
O B0 o
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46 For & gample of some of the above questiong, see Pred
V. Malek, "Assesswent of Henagement Quelity," Business Hori-

zons, XI (April, 1968), 23-28; Douglas A. Hayes, "The Evelu-

atlon of Kensgement," Finencial Analysts Journsl, XXiv (July-
August, 1968), 39-42; Phillip H. Duitver, "Quality of .
Management " Finsnclal Analysts Journal, XXV (Mereh-April,
1969), 105~108. T
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The list of possible questions could be contlnued fox
several pages; however, the point is thst the audlitor must
galn an intimate knowledpe of the compaﬁy's top mansgement
team. More wlll be sald about an explicit evaluation method

in the concluding chapter of this study. It ls only through

en objective evalustion of the reputation and stabllity of
client's mansgenent that the auditor can howve to make any
rational decision about the degrec of risk involved in the

engagensnt.

Independence of the Auditor

The duesgtion of independence ls one that has plagied the
suditing profession for many years. The function of the
audltor s o act as an Independent party whose objective
evaluatlon of the flnancisl conditions of a company cen be )
relied upon by outeiders. The presumption is that the
auditor 1lsg independent. Before going further into the
relationsinlp between auvdit indepandence snd rclative risk,
it is neceszary to determine what constitutes an independent
accountont in the eyes of profescionszl socletles end govern-
rental regulatory agoncies.

Eule 1.01 of the Code of ProTesslonal Ethics of the
Angrlcan Inatitute of Certifled Public Accountents stotes |
the follouing regarding independence: o

Nedther a member or assocliste, nor a firm of
which [the auditorj lg & purtner shall express an



oplnion on flnencial statements of any enterprise
~unless he and his firm eres in fact independent
with resgpect to such enterprise.

Independence 1s not gusceptlible of precise
definition, but is an expression of the pro-
fessional Integrlity of the individual. A member
or associele, before erpressing his oplinion on
financial statencuts, hzs the responsibillity of
assessing his relationship with en enterprise to
deternine whether, in the clrcumstances he might
expect his oplnion to¢ ke ccunslildered iIndependent,
objective and unblased by one wno had knowledge
of all the facts.
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Further in the Rule, the Inetituvte states two Aingiances

that would cause an accouvntant Lo be congidered not Indepeiy-

dent:

() During the period of his professionzul

engegenent or at the time of expressing his opinion,
had, or was committed to acquire, any direct financiel

Iinterest or materlal indirect financial interest
in the enterprise, or

(b) During the period of hls professionzl
engagement, at the time of expressing his opinion,
or during the period covered by the financisl
statements, was connected with the enterprise as
a promcter, underwriter, goting trustee, dlrector,
officer or key employee.4

In the concluding comments of the Rule, the Institute
stetes that the above tro exemples are not meant to bhe all~

Inclusive. In other words, there are nony other gltustions

that would cause an suditor to be considered not independent.

It should also be noted thot Stetement on Anditing Procedures

No. 42 reguirves the auditors to disclelm en opinion when

they are not in fact indcependent.

e L T B L .

eI

“"Independent auditing Stondayds, edited by J. C. Rey

D e

(New York, 1964}, pp. Lb-lisg)

“Brpia., p. bs.
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The Securitlies and Exchiange Commlszgion hasg also forou~
lated & definition (Rule 2.01(b) of Regulation $-X) of what
constitutes an independent &ccountent for purposes of prac-
ticing before the Comulssion. It shouvld be noted that
thelr definltion preceded that of the AICPA and is &so
followug:

The Commission will not recognize any certified
public sccountent or public accountant as inde-
pendent who is not in fact independent. For ex-
ample, an sccountant will be conszidered not
Independent with respecet o any person he has, or
had during the perlod of report, eny direct fl-
nanclal interest or any material Irdlrcet financial
interest; or with whem he lg, oi* wag durlng such
period, conncected as & promoter, underuriter, voilng
trustee, directosr, offlicexr or employee.

Nelther of these ruleg sre of much help in elding the
practlicing accountant in "agsessing hls relationsghlip with
an enterprlise.? For independence 1s, in fact, a state of
mind or an attitude maintalned by the practitioner. The
rules that have been promulgated clte only obvious situse
tions that might cause the sudlitor to lack independence.

The majoritly of the discusslons of independence in the
1lterature do not revolve esyxound the various rules of indse
pendence presiented above. Rather, the literature beplins

where the (guite inadequate) ruleg end.

o *w —awach TS TR T~ =i, ¥ Inemme v

49;Q&g,. p. 45. It is interesting to note that the lan-
guage in both definitions 1ls almost identical and that the SEC
definltion preceded the ASCPA definition by several years.,
Furthermore, the SEC goes on to indicate at least fifty-three
examples where accountents were considercd not Independent.
See Thomas G. Higging, "The Need for a New Bule of Indepen-
dence," The Journsl of Agcountency, CX1 (Jenvery, 1961), 37-L2.
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Several authors have suggested that indeperdence lg in
reality a twofold concept; independence in fact and inde-
pendence in appesrance. The following quotation eoeuyately
describzs the twofold nature of lndependence:

It is most important that the CPA shall

refuse consclously to subordinfite his judgeament

to that of others [independence in Tact] . but

2ls0 that he avold relatvionsnins which would be

l1ikely to worp his Judgement even subconsdougly

in reporting whether or noet the flinanclel state-

ments he has audited are iy hls opinlen falrly

presented |independence in appserance) . Inde~

pendence in thls scinse means avoldance of

sltuations vhich wevld tend to lmpale cbhjec-

tivity or cyroate personal bisg mwhich would

influence delicate judgements.o?

The auditor, therefore, has a {wofold responsibiliity in
conncetion with independence. He must be able to dlspiay to
his peers and the genexal publlc thet he didin fact act
independently in the dlgcharge of his duty end further thsey
he did nothlng to give the appcayance that he did not act
independently.

The results of fallure to fvlflill these responsibilities
cen be disasbtrous for the individual practitioner, ths fiim
with whom he s asgceclieted, and the cceountving profession in
gencral, Yor fallure to ect in en Independent ond profes-
gionzl mwenney, the practlitloney rmay have bhis certliificntion
revoked, be denled permigslon to practice hefore the Securl-

tleg and Exchonge Compmiasion and be sved In court by clliente

T 3 w12 4T 4T3 TTDRA AT S T DS b S A A T A L1 T N o BT LT T LT T L, S R P R A N R A TI ORI R, - Amvorh - o - or cameLn T LRz
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‘or - third partles. Any of these actlons would certalnly damage
the reputstion of the individual end his firm. "The lmpor-
tance of maintaining the auditort's independence cannol be
overéﬁphasized} Unless eccountants are entirely objecilve
;n_their work . o {_Lue profession will lose stature. n51

o When the auvditors compromise thely independence, the
ik assqujataﬁmhﬁth that eudit engugement increases. The

wall S e, T?H;n?l accused the audltors of fellure to
exex‘slise enovgh independent judgenent in thelr awdit of
Iibexrty Dguitien Corpore tsuong While the case ig gvill in
the pre-trizl) stages, one of the central lesucs may well be
the fact that the auvditors failed to glve the appeayance of
acting independently. In the case'of Revenue FPropertles,
there is 1ittle doubt that the partner 1ln charxrge of the audit
waeg in fect not independent, &s he held & financial Intercad
in one of th: subsidleries of the company.53 Likeuise, in
the corc.of Franklin Supply, the partner in charge of the
sudit waes in obvious violation of the rules of both the
ATCPA wxd thghﬁEC, for he served ocn the board of dlrcetors

of a clic&t.54 Oxnie of the primery lssues In the Continental

Vending Case uwas that the suvditors falled to gilve the

W 4 A AT U, M TR AL Ly S P TN 0 3 SEE
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5liya N. Frisbee, "How Personsl Attributes of the Auditor
Affect the Application of Audlting Stendards,' The Journal of
Accounteney . XXCIX (February, 1950), 123.

525&6 Appendix A, Casc No. 25,

531pid., Cage No. 21, Shyprd., Case No. 19.
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appearance of independence by thelr drarting of the nebulous
FPootnote to the financisl statenonts.o? Botu of the discie
plinary proceedings invelving Thomascelor snd Seabosrd Come
mercial were instituted kecavse, in the opinlen of the SEC,
the avditors falled to ¢t in & professional rqnmor‘56 In
both proceedings, the gueastlion of the exerclise of Iindependent
Judgement was brovght up by the Comwission.

There 1s e real dllemna which the auditors must face
in essessing thely relatlonshlip with & client where indepzn-
dence is conceined. "The yelathionship betueea the client and
the auvditor puts the accountant ot a dlssdvantege. The
auditor ls suppesed to make en impartlal report to . . . the
public. But it 1s not the public that hires and fires him;
it is the client."57 7The client can aluays get another
audltor, but the sudltor may not be able to replace & lost
client. It would eppear extremely difficult to wmeintalin an
absolutely 1ndepenﬂent attitude 1n light of these clrcum=-
stances

There 1s alvays & natural desiyre Lo want to

plesge a client, but moving too far in this direce-

tion mey easily result in glving approval to state-

ments which are sctvally misleading. Such & mishep

is almost certaln to be folloned by & loszs of repu~
tation and eventually by & loss of clients.59

t
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55Ibid., Cage Ho. 7. 56;91g,, Ceses No. 1 and 3.

52“why Accountents Need to Tell o Puller Story,." Business
Week, MMLXCIX (Febwuoxy 6, 1971), 86. Trmm——

8
5 Howaxd Stetiler, Auditive Frincinles (Englcunod Cliffs,
Nr Je:: 19 {j; po 5?0 .
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Even given the precariousness of this sltuatlion, the auditors
muet maintsin thelr independence, for to do otheruwise would
be to increase the relative rlsk they wili e E8UNE »

A svggested epprozch alred tousxd helping the pracstitloner
essess hig independence on any glven auvdit engagement ls pre-

gented in the concluding chapter of thls study.

Client's Sysbes of Internsl Conbtrol

S RSPy TS Tavdia DT R WU A T A

The generslly sccepted definition of internal control

L 4

wag glvern in Chapter I, &nd there is no need to repeat 1t.
Houvever, for purposcs of thig study, It is necessexry to
expend on the context of interral centrol. Internal control
should be viewed in lts brozdest context, not merely confined
to 2 gystem of internsl sccounting checks. The definitlon
should be thought of &s Including such activities as budget
prevoaration technlaues, the utilization of budgeted inforus~
tion, the dispositiocon &nd utillization of varlious management
reports, employee training procedurves, the effectiveness of
delegated avthorliy to the varlous functional erens of the
company . etc. When one thinks sbeout internsl control in this
very brooad sense, nen informatlion ls obtalned that may prove
helpful in the risgk evalunilon procecs.

An elsborate gystem of accounbing controls does not
agsure en efficlent sysgtem of lnternal control. New progress
touward o gore meaninglful evaluation of internzl controls coan
__bc maﬂc,_onzc.one_gdgp_sua bro&der concept of the systen.

The emphagis shovld be on adrinigtrative controls ao w@ll &gt

accouniling convrols..



62

The relationship betueen internal control evaluatlon and
the evidence gathering functlon has recelved extensgive atten~
tion in the accounting &nd auditing litefature. Houever,
there is vory little discussion of the relstlonshlip between
internzl control and the auditovs! relatlive risk.

Before discussing this latter relationship, it 1s nec-
easary to explain the procese used by audltors te evaluate
internal control. All of the large public accounting flrms
have developed some type of lnlernnl control quesgtlionnalre
that serves as the bage Tor the eveluatlon. The audltor
in charge of the evaluvellicon galhers indormation &bout the
various controls in effect in ench major sccounting area
(cagh, accounts receivables, ete.). After information has
been gathered 1n 2 partlicular area, he formnulates sone
Judgenent ebout the reletive strengih or veakness of the
controls in that area. Thig proccss is contlnued uvntll all
major eccounting areas aye covered. AL the conclusien of
the eveluation, he nay be regulvsd o aspess the general
strength or vealiness of the enthre gysten of coatwele.

Bascd upon hig concluslions In each &res ahd for the
syeten as & whole, he then hag gopc inforsatlon that can be
uged to delevilng The scope of The sudit procedures to be
followed in each aica.

Vhere Inteirnael control g styrong, this means that thers

is & low probability thaet thexe wlll be material misstatements
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in the account.59 Where internal control 1ls weak, there is &
higher probability of misstatements in the accounts. Wesk
internal control yregvires the auditor to extend his P10~
cedures to gather more evidence and convince himsel{ of the
fact that material misstatenents do not exlst.

The above discusslion has a dlrect bsarling on the rels-
tive risk of the auvdit engpgement. A strong system of inter-
nel control tends to lower the relative risk involved. The
anditor knoue that the probability of materisl mlsstatementis
i1s low end the conventlonal auvdit procedures should be ade-
gquate to confivi thls belief. On the other hand, & uweak
syetem of internal control tends to lnocrease the relative risk.

The suditor ls awarc of the weakness in the system and
must thevefore plan proceduresd Lo uncover any misstatements
if they are present. Ee is called upon to make certain
decisiong in ovder to &scertaln which procedures are needed.
It could be that conventional procedures would not reveal the
missgtatenment that moy exlist. In any event, the auvdltor knoug
that the probability of materisal mlsztetements is greater
where & weak system of Internzl countroel 1s suspected, and his
risk of ettesting to misleading financial statemente is
greater. As a generallzetlon, it cen be stzied the the
auditor's relative xisk varles directly uwith the uvealkness of

the client's systen of Anternzl countrol.
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59Evcn in the strongest system of internal control, there
is always the pesglibility of pilsstatement throush colluzive
fraud or othexr schemes,
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To verify the above ccmmente, one can loock tc the San
Prancisco Natiornal Bank cace where v was concluded that the
bank's system of internal control was "unsetlisfactory," end
ag the fects of the cmge Indicate, there wes naterisol mnls-
statement in gome of the accounts of the blnaoéo Yele
Express Systom offers another ozamnple of weak internal cone
tyol,  The loternsl control of thig company was one of the
foectors wt lead Lo the downfall of the company and a lgu-
suitomgtinet the soditors.  The weak internsl contiol at

Yele lead to the misatstoment of Lho cosh sccount by some

61

Fielgn and ILarzon describe weak interrnal control i

62

$458,000.
as leading to & "high risk sudit situation.™ Stettler g
also agrees, as Indicated by his statement that "Circume :
stances surrounding & sgitvatlon will . « « affect relatlive ;

risk. The degree of internal control asgoclated with the

accounting and handling of en iltem is one such factor. - . ."63

Iype of Finsnelng Used by Client
The typo of financing used by e client Influences the
risL of that conmpany &s wWwell as the risk of the auditor.

Perhaps the most cobvious example of the relationship between

Tl A % ML R KA TG YR Y e rERvr.L et e - 5 rana: R R ]

60890 Appendix A, Case No. 12.

6l1p1d., case No. 8.

62, . .
lielgs and Laxson, op. chit..

638tettler, on. cit.
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the types of finanecing ard the suditor's relative risk lisg
represented by securitlies thalt are publliely traded. 7The
Securities and Exchange Commlission regulres that 211 such
securities be registered befove they can be g0ld to the
public. As part of this process, the company must file
audited financiel informetlon ag well ag other information
in & reglistration statement and prospectus. The euditors
lavolved In this proccss then bocome subject to all of the
sectlong of the Secuvwitles Act of 1933 and the Sccuritles
Exchange Act of 193%4. Both of these Acts lmpose severe
penalties upen any parcy lsoving false or misleading state=
nents. The most relevant portions of the two Acts are

Section 11(a) of the 1933 Act, and Sectlion 10(b)-5 of the

1934 act. O

The essence of thesce Sectlons provides that anyone who

relied uvon falge or misleading information, or moterial

AN DAL BT A B N A TRWTILLE. 54 ah EA f ok T e AT e 4 3 AT A ATy .

6aSection 11{a) of the Sccuritles Act of 1933 vcade &g fol-
lowe: If a registratlon stetement contains "an untrue statew
ment of a matexial fect ox omitited to state & materisl fact
reguired to be stated or necesgsory to m2ke the statement therein
not misleading, any person acqulring such sccurities « o « pay
e« o+ SUE . ¢ o (B) every accountant . . . wWith respect to tho
statement In such registratlion statement, report, or valuation,
which purports to have been prepared or cervtified by him « o+ o &
Sectlon 10(b)~5 of {he Securitles FExchange Act of 1934 yeade
ag follows: YIt shall be unlaulful for any person dirvectly ow
indirectly by the use of any mecnz o » « of interstete come
merce. « o (b} to make any untrue statement of a material fact
or omnlt to state a melexlial fect necessayry in order to nonks
the statements made, in the light of the circumstznces under
which they were made, not misleading « « « o It should he
noted that Section 1ll(z) of the Sccurities Act of 1933 pro-
vides & gpecifle civil remedy to the injured party., while
Section 10(b}~5 of the Secvrities Exchinge Act of 1934 doe
not. However, the courts have held that any persoen injure
by the mlestatement or cmission does have & civil rowcdy
under 106{b}=-5.
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facte that were omitted from & registration statcument, mey
suve the accountants and otherg for damages soffered In the
purchege of the securitiecs.

In addition to the listhility lnposed upon suditors by
these Sections of the Securities Acte of 1933 and 1934, the
Securliies and Fxchange Commission may institute disciplinary
proceedings under BRule 2.04 relating to independence, or
Rule II(e) relating to fzllure to act in a professionsl manner.
Generally, adverse Tindlops under thesge rules resuli in guge
penslon from practlceing befowe the Commission.

By essoclating with & client whose stocks or bonds are
publicly held, the auvditor subjecls himself to an entirely
new set of liability ruleg and therefore increases his relae
tive risk. If the c¢lient is & private concern, such as a
partnership, or i the cllent is a closely held family core
poration whoge stock 1s not reglstered, the various rules of
the Securities &n& Exchange Commlssion do not apply to the
auditor. The majorlty of the cases end disciplinary actlions
outllined in Appendix 4 were relaled to alleged vielatlons cof
the Securities Acts of 1933 end 1934. The auditors' reletive
rigk is Increased every time he in dealing with o publicly
held corporation.

When & client uvges long-~term bond financing, ths aundi-~
tor's relative xisk might be incrceased. Most bond indentures

contein certain restrictions vpon the cperations of the



company. I1f the bonds are morigage bonds, the indenture
agreements generally state that the company will keep the
morteaged property In good repalir, that it cemmot sell or
dlspose of the pyopexrty without the ypermission of the bond-
holdexas, that it carry adedquate insurarice on the mertgaged
property, thet it cannot lssue gdditional debt without the
congent of the bondholders, that 1t maintain & certaln cuy-
rent rstio, etcs Sometimes the restrictions are quité
sevefe, while other Limes they mey not really represent
restrictions s for as the cﬁmpﬁny 1e concerned. The point
of Thig dlegcussion is that should the company fail to comply
with any of the restrictions, it would be technicelly in
default on the bond lssuve. This meens thet the bondholders
have the right to forece the coempany to yepay the bonds,
usually with some penaltly involved. In reality, houecver,
the company can often get & welilver of default, which means
the bondholders will take no aclion against them.

From the viewpeint of the euditors, this situation would
present the nscesslity of thelr checking each avdit to sgcer—
tain that the coapany ilg complying with all the indentuvre
restrictiomns. If the company i1s in technical defsult on the
issuc, thelr opinlon must avalt the velver from the trustec.
If no walver ig forthcoming, the company could be forced to
declare bankreuptoey.

Thé possibillty of bankruptey always exlsts when a com-

pany fells to meet the required restiictions. Norizn O. Olson -
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has stated that Vit appears, Iin eostl cases affecting eudltors
which have been publlicized in recent years, the client went
bankrupt or investors or credltors otherﬁise logt large sums
of moneye"65 Thus, where the possibllity of tankruptey exists,
~the posgibillty of adverse actlon sgalust the auditors also
exists, and the relative rlek lncreases. To further amplify
this point, Judge Elmore Whitehurst, & prominent District
Bankrjptcy Referee, has svated that one of the primary ceuses
of business fallure 1s the type of flirnsncing used by the
eomp&ny,66 He concludes that in some cages businesses arc
underfinanced and therefore vnable to continue what might
have been & pirofitable operation. Judge Whitchurst also polnts
out that meny componies sinply cannol meet thelr fixed debt
vayments and are forced by creditors into bankruptey pro-
ceedings.

b/;Another topic relating the term "relative risk" to the
client's finencing is that of leverage. Perhaps Graham and
Dodd offer the best explorotion of the functlon of leversge
by & coxporation.

The presenge of a substantisl proportion 6f
senlor capital [debt and preferred], corrying o
linited charge for interest or dlvidends, permite

the relatively sinall common issue to benefit from
the earnings of a much larger eapitsl fund. Under

CoalrtaT e mimA LT 20 szt rd o

65Norman Q. Olson, "The Auditor in Legal Difficulty--What's
Ehe Ansver?" The Journal of Accountoney, CXXIX (April, 1970),
'2 . Ll - -y WAL AL RS SRITIAEY il Sy "
66'ﬂ‘ - » L 1 2.8} N . B 2T .
-~ Blpmore Whitehurst, "How te Avold Corporate Bankruptey,"
Texas Box Jonrnal, XUXIV (Pebruary 22, 1971), 143~1hi, o
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pormel or average (emphasls added) conditions,

the fund will earn more than the cost of the

senlor capltal; hence, the return on common

will be considerably above The rate on the entire
capital.t?

Leverage can be thought of as & technlque of lncreasing
the return to common stockholders and thus earnings per share.68
Leverage works extremely well for some types of businesses;
for others, it may prove to be dlsastrous. Leverage can work
In sitvations where the business lg reasonadbly certaln of a
fairiy constant stream of earnings. That is to say, they

are confident thalt the fixed debi obligations can be met.
Where past expericence has shoun that & company's earnings
stream has been unstable, a high degree of leverage can
quickly lead to bankrupicy.

Baxter states that "a high degree of leverage 1lncreases
the probablillty of bankruptcey end therefore increages the
riskiness of the overall income stream."69 This author goes
on to say in his conclugions that "the risk of ruiln (bank~

ruptey) thus becomes increasingly important as the degree of

financial leverage incresses.®/0 Again, where there lg risk

O ™ B o WS

67Benjamin Graham and otners, Securlty Avalysis (New York,

1962)c Po 63?'

68For purposes of this study, the works of Modiglianl
and Miller have not been considered. The reader should be
aware that they refute the concept of leverage. For more dew-
tall regarding their theory, cee F. lodliglianl and M. H.
Miller, "The Cost of Cepital, Corporate Pirence and the Theory
of Investment,” Americen FEconomic Heview (June, 1958).

6 . - '
9Ne%ins De Baxter, "Leverapge, Risk of Ruin end Cost of
Capital," Journzl of Finange, XX¥1 (September, 1967), L02.

S v/l
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of bankruptcy, the sudlitors'! relative xisk ls increased. The
auditors must give speclal attention not enly te the type of
financing used by the cllent (dedbt and equity), but also to
the veriability of the eclient's income stream when assessing
the risk involved in the avdit engsgemant.

In sddition to reporting to the Securities and Exchange
Commission, the client may be required to report to any
nunber of other governuental regulatory agencleg, l.e., The
Federal Povwer Commigsion, The Rural Electrification Agency,
The Federal Communlcations Copmigslon, ete. VWhen zaudited
financlal statenents are submltted Yo thesge agenclews, the
suditor can be held responsible for eny misstatements or
omissions. This further increaseps hls relative risk.

A brief revieu of some of the cases and dlisciplinery
actions in Appendlx A4 will 1llustrate speclific exemples of
the relatlonshlp between the cllient's type of financing and
the relative risk.of the audit engagement. Blair & Co. was
requlred by certaln governmental egencies to maintain a
specified capltal requirement.7l The Company was ln vio-
lation of these capltal requircments at the time their
financial statements were published. Fallure Lo disclose this
violation regulted in a2 laswsulit sgalnst the anditor? and
of ficers of the Conmpeny as well as the Company's directors.

The requlred reporting to both the SEC and the Onterio

- o U

-~ a2

?1See Appendix A, Case No. 24.
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Securities Commlesion vléinately lead to 2 lewsuilt against

< Otis-~koAllister

the auditors of Revenue Properties.7
specifically violated one of the requiréments in thelr loan
agrsemnent with several banks. The banks charged that the
auditors dld not disclose thls vioclation in the Annual
Report of the company, noxy did they notify the various banks
73

invoelved. The eventual downfall of Atlantle Acceptance

was due largely to thelir inability to obteln additional
shorf;term debt. The financing uscd by the company was quite
different from that used by nost flinance companies.?u The
legel action agalnst the avdliters of Marrud, Inc. resulted
from thelr fajlure to disclose certaly restrictions 1n the
Joan agreement between Merrud and certelin of its creditors.?5
BarChris' rather unique methods of financing sales put them
Iin a constant cash straln position. Due to this strain,

the company was unable to meet its lnterest payments on the

76

debentures and was therecby forced Into bankrupteye. Fallure
to digcloge the terms of the finance agrecement betucen
Brunsgwlick Corporation and C. I. 7. lead to a lawsult sgalnst

the company's auditor.77

PPN .

72yp14., case No. 21.
Cage No. 15.
7H1pid., case No. 13.
751p1d., Case No. 9.
761p14., case No. 6

??TT‘\"H - .. t‘;"ﬂ (:‘c.'s- ﬁ?f\.. r
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These cages amply 1lllustrate the relatlonship between
the c¢lient's type of financing and the rslative risk of the

audit engagenment.

Client's lete of Growih

Grouth has become an extremely popular word in financial
circles during the past tweaty years. The use of this word
has cone to equate slze with quality in the minds of many
corporate executlves, securities dealers and the investing
public. Foriung regularly publishes & list of the 500 largest
Industrial corporstions and hsg Just yecently begun to pub-
lish a 1list of the second 500 laxgest corporations. Growth
is, 25 1t should be, considered a sign of vitality in =211
companies. Growth mey come sbout through internal expansion
of an already existing company or through the nerger or ac=
quislition of one compony by another. Most recently, the
trend has been to grow through mergers and scquisitions. Rapid
grovth in elther manner cen cause severe problems for the
managenent of the company &s well as the accounting fivm
called upon to audit the coupsny. This study ig nol concerned
8o much wlth the menner of grovth by a company, rather with
1ts rate of growth. The contentien i that the client's
rate of grovwth nay influence the evditors! relsiive risk.

A company experlencing rapld grewth may change its
character drasticelly in a relotively ahort period of time.

One cannot auvtonstically assuws that YTV Corporation, 1972,
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1s basically the same ccispany ag X¥7 Corporation, 1971. This
1s one probvlem thzit the avdlters musit recoegnlze immedistely.
The company that they audited last year'may be very different
from the company they are to audlt this year, even though

the name 1s unchanged. Fallure to recognize thlsg fact and
conseguently to incorporate needed changes into the auvdit
program, may prove unforiunste for the auditors. The audit
program and procedures followed in the past may prove to be
vholly lInadequate in the current period. A mere “up=dete?

of the internal control questionnalire may be impossible,

and & complebely new evaluztlion of internal control may be

in order.

While thexre asre many factors that should be of concern
to the auditor of a rapldly grouwlng company, at least three
factors deserve his utmost attention. One problem srea that
1s likely to develop in a rapidly grouwing company is that of
control and coordinetion. In referring to some of the piobe
lems of corporation growth, one author has stated, "econtrol
problems will be the handmaiden of the future « « o it will
be a challenge to malintain ths kind of cohesive group control
that we had as & sysller company."78 A rapidly growing
company may easily out-grow lts gystem of internzl zontrols.
What in the past may have proved to be a strong system may

now have lapsed into weskness. 0r even worse from the

R o I s ST

?8James K. Broaon, &nd others, "Company Grouth: Hosgtly

-Planned But Sometimes Painful," The Conference Roard Reocmrd.
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auditors' viewpolint, a formerly weak sysbtewm may now e a
nere cshambles. Even well~planned rapld grouth may result in
an obsolete or weakened system of internal control. The
problem may compound itgelf if the growth was accompllshed
through mergers. HMHanagement mugt mesh the two or more
systems of conbtrol into one. If this is not done, the
avditors may be faced with many different systewms of control,
some of which are relatively strong end otherxrs that are con~
siderably weaker. "As the two (o1 mere) groups e&ttempt to
defline appropriate operzting policies and procedures for ithe
Joint enterprise, they may contlnually find thensclves in
strong disagreement.“?9 The result may be & system of con-
trols that are unsatisfactory to all partieg involved, in-
cluding the auditors.

The second major problem area faced by & rapidly growing
company ls that of people. This problem 1s at least two
dimenslonal: "shoftﬂges of qualified personnel, especially
managers . » »3 and the necesglty for executives to measure
up to the greater dermands vpon them in & growth eﬁvironment."go
This problem ls directly releted to the reputation end stabil-
ity of client's management that hes been discussced previously

in this paper. Since avditors must rely heavily upm

"SRichard E. Davis, "Compatibility in Corporate Marriages,
Harvard Business Review, XIVI (July-August, 1968), 93.

80Braon, op. ¢it., Do 9.
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management for informatlion and evlidence gathered in the course
of the audit, dealing with persons who are not fully qualified
for thelir position casts doubl on the valldity of the infor-
matlion gathered from then.

A T1nsl problem in a grouth company that should be cone
sldered by the auditors ls that of adequate financing. Bapld
grovith 1g usually coupled with the expanslion of offlce and
produvction faclilities. Unless the company is in én extremge
1y sﬁrong financial pogition, this meansg a need for additional
capital. The evallability aﬁd cost of additional caplial can
of ten mean the differecnce betuween success or fallure in any
attemnpt to expand.

Compenles that cannot internally generate the

funds needed for cxpansion wlll be plagued with two

principal difficulties: (1)} shortage of both debt

and equity funds, and (2) a likely increase 1n the

cost of money. Thege difficulties . . . will affect

not only company capital investment plang, dbut also

the demand for company products.81

The audltore! primary concern should be with the adew
quacy of the financlal planning function of the company.

Most financing needs can be aﬂtioipated, It i¢ when 1ittle
attentlion lg glven to the future cepital requlirements that
serious problens may develops.

All of these factorsz must be consldered in-depth by the
auditors when evaluating the relative risk assoclated with

auditing & rapldly growing company. The lawsults filed

EA . W A
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agalnst public accountants tend to reinforce this statement.
For example, many of the problems of Westec were probably
the direct regult of the presidentls extreme concern with
growth. At the 1966 annual meeting of the stockholders, he
rate of fifty per cent per year, and that acqulsitions would
be underteken to increase thils rate.az Statements like thia
probably lead to a pollicy of grouth &t any price; and the
price uas a high one indeed. The case of Yale Express is

en excellent example of how fhe'three provlems mentlonad
ebove proved to be the dounfall of the COmpany.83 The merger
between Yale Express and Republic Carloading proved to be a
total disaster. Both companies had weak systems of internsl
control, and the two managements vere unable to mesh the
systems together. The president of Yale did not understand
the operations of & freight forwarder, and after the merger,
open hostility broke out betueen the two managements.
Throughout the merger negotlations, the price that Republic
demanded kept increasing. The final purchase price placed

g real burden upon Yale Express, and geverely weakened its
financial position. N111 Factors offers another example of

8l

the dasngers inherent in rapid growth. The commercial loan

———: . -

€2

Sec Appendix A, Case No. 17.

83l§;@.? Case No. 8.

Sa;ggg., Case No. 20«
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division of the company (which represented a diversilflestion
from its main factoring operations) was the fastest growing
division in the company. Unfortunately, the portfolio mana-
ger was not highly qualified for the position and demonstrated
this by the granting of several highly speculative loans. As

a result of his actlons, the compzny was {orced intce bank-
ruptcy. BarChris Constructlon Conmpany offers an example

of where rapld growth and the inabhility to obtaln adeguate

financing led to the eventual collapse of the company.

Loneevity of the Audlt Engagenent

st

The longevlity of the relatlonship betueen the asuditors
‘and thelr client can influence relative rlsk in several
different ways. In ovie respect; 2 long relationship can
often lead to an attitude of complacency on the part of the
audltors. This attitude may cause them to overlook Impor-
tant agpects of the audit that could result in some type of
adverse action ageinst the firm. In this sense, the longev-
1ty of the relationship may tend to incresse the auditorst

relative risk.

From the client's vieupoint, 1t is argued
that tThe continuation of a relationship with a
single accounting firm prevents the auditor from
taking a fresh look at the company's finencial
and accounting practices and planning. Despiie
rotation of stafr, the pariner in charge of en
account generally remaing on the job for & nume~
ber of yecars, end he may become committed to
existing corporate procedures. Even if thig is
net the czge, he may develop & frame of reference
similar to his c¢lient's, and his ablility to
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supply an outside approach becomes limited. Finally,
1t has bzen suggested that long relationships cause
the auditor to take the client for granted, sand

thus redgce the level of accounting services
offered.S5

In thelr study of auvditexr changes, Burton and Roberts offer
some of the remarks that they received concerning why &
company declided to change aunditors. The remarks reinforce
the general statement made above. For example, one corporate
offleial responded ag followus:

Changes in our internsal, {inancial end sccounting

organization were made in the period and it

seened appropriate to mnke a chsnge in avdiitors

at that time. This change was not mede as a

result of any unfavorable performsnce . .« .

but rather to emphasize the company's desire

to revien agd update all of its accounting

practices.8
Another response sighted in the study is as follows:

We feel that X's staff members assigned to our audit

had let the audit become somewhat perfunctory after

several years and were not making enough con-
structive suggestliong end criticism. This wes
particularly true in relation to the fee wgieh

we felt excessive for the auwdit performed.S?

Expliclt recognition of the problems associsted with &
long auditor-client relatlonship has been given by & nuuber
of prominent practitioners. An outspcken partner in one of
the natlons leading accounting firms has stated'that, "o

the extent possible provision should be made for scie rotation

et L ral’ O Ty

85John C. Burton and Willizm Roberts, "A Study of Auvdltor
Changes,” The Journal of Accountancy, CXXIII (April, 1967), 31.
861p1d., p. 33.

1034, p. 30
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of perscnnel on jobs. There 1s a danger thatl when one 1s
assigned to an engagement too long, he may loge a 1llttle of
his objeotivity."sa While the statemenf s couched in rather
cautious language, the meaning is clear and tends to confirm
the rclationship between longevity of association and rela-
tive rigsk.

Another prominent practitioner has related the problems
of longevity to the legal sctions pending against some pub-
llc accounting firms. In response to the notlon that xrotso.-
tion of personnel within an accounting flrm, in effect,
provides a fresh look at the company each year, he states
that,

Several caseg have come to public attentlon where

audited statements were criticlzed and new audltors

brought in. The new auditors found it necessary to
nake tremendous adjustments in the flgures of the
preceding years.
In his remerks the author could be referring to any one of
a nuvmber of cases. The suthor way be referring to the case
Involving the valuatlon of Thor Power Tool's inventory by
wo different accounting firms; or the Atlas Plywood case,
where the change in auvditors resulted in the company report-
ing a $10,000,000 loss compared with §400,000 ihcome in the

prior yesr before the choages or posgibly the Pran! lin

x> o o,

8801500, op. cite, p. Bl.

89J. S. Seidman, "Letters to the Journal,* The Jouvrnal of
Accountency, CXXIlI (kay, 1967), 31. '
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Supply case, where & change in audlitors revealed a material
misstatement of the compeny's inventory.90

It is also posszible to consider the longevity of the
relationship between auditor and client from anothexr view-
point. Ag the auditors and the cllent work together over a
number of years, the audltors gain additional and intlimate
knowledge of the client's operations. The auditors arse
also in a better position to evaluvate the strength or weak-
ness of the elient's monagement. As they galn more knowledge
and experlence with & glven dlient, the audit can be con~
ducted in & much more efficient marnner. The audltors know
where the weaknesses are and what procedures are called for
to satlsfy themselves that the financlal statements are
falrly presented. Viewed in this light, the longevity cf
the engagement would tend to lower the audlitors'! relative
risk.

No matter how one vieuws longevity of the engagement, the
coriclusion 1s the seme; 1t does influence the relaetive risk

of the avdlt engagement.

Swmmary
The revlew of the literature has demonstrated that the
hypotheslzed factors do affect the degree of risk associsted
wlth a glven audit engagement. The accounting end auvditing

literature lends support to the relatlve risk relationship;

Psee Appendix A, Cages No. 10, & and 19,
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however, the factg developed from the review of legal and
disciplinary actions eoffer the most conclusive evidence
that the factors influence rlsk. All of the factors that
could concelvably influence risk mere not discussed in thls
chapter. However, 1t hags been shown that the hypothesized
factors are included in the set of all possible factors.
Through further regearch In thls area, the relative risk
relationship can be broadened to incorporate new factors.
The most importenl source ol facts concerning relative risk
will come frow increased knowledge of the facts surrounding
legal and dlsciplinary actions brougnt against public
accountants. There is a need to continually up~date the
avallable information in this area.

The review of the lliterature has also shown the interw
dependence of many of the factors discussed. In several of
the caseg cited, a combination of the factors led to the
actions sgalnst the public eccountants. The relationshlps
between the various factors will become evident as more

sophlsticated studles of relative risk are undertaken.



CHAPTER I1I
INTERVIEW RESULTS
Scope and Format of Interviews

The perscnal interview format was designed to cover tuwo
main areas of Interest: flirst, the extenl to which the risk
evaluation process has been ratiornalized and formalized by
members of the eight leading national accounting firms;
second, the reactions of preactitioners to the relative risk
relatlonship developed in Chapter II.

Interviews were first conducted in the Dallas-Fort Worth
ares to obtain responses from local office representatives.
Local offlices are responsible for instituting the policies
and procedures established by the home offices. The rela-
tionshlp betueen local offices and the home office is in a
state of flux today. Generally, local offices are loslng
more auvthority to the national organizetion, whereas at one
time they were treatced as auvtonomous entities. This situs-
tion varles from firm to firm and from office to office.

Approximately one nonth after the Dallas~Furt Worth
Interviews were concluded, interviews were conducted with
home office xepresentatives of the firns. There wasg no
variation in the questions between local and home office
represgntatives{

82
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In &1l, epproximately 5,000 miles were travelled to com-
plete the intervliews with 18 individuals. The respondents
included nine local representatives and hine home office
representatives of the elght national accounting firms. Of
the elghteen respondents, slxteen vere partnsrs in thelir
firms and two were managers.

For the most part, local respondents alded in identifying
the home office representatives who were directly interected
in th; problem of risk evaluation. In general, the home
offlce respondents had devoted nuch more time to the problem
area than the_local interviewees. In one particular case,
the home offlce intervlieuee wasg charged wilth the regponsi-
bllity of ldentifying the factors which cause an audit to be
& high rlsk engagement.

All Individuvals intervliewed at the home offices of the
firms would by no means be classified ag "average! practi=-
tioners. They were all men who held high positions with
thelr firms. As a group, they could be characterized ag
highly Intelllgent, articulate and had an exceptional grasp
of the problem area under discusslion. Many of them have
written articles for vaiious accounting journals and were
actlve In the Amerlcan Institute of Cexrtified Public LAccoun-
tants and the Amerlcan Accounting Assoclation.

The_interview format which is reproduced 1n Appendix B

dealt with an area that was consldered "sensitive® by the
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intervievwees; they a8ll regquested that nelther they nor thelr
firms be identifled in the paper. With this assurance, the
intervieuces were helpful and candid in their responses,

The respondents were wvnaware of the speciflic gquestions but
were informed of the general areas to be covered in the course
of the interview. As the Interview format shous, rather
general questlons were used to start the interview and then
proceeded to the more specific questions as 1t progressed.
Notes were taken durling each interview, and lmmedistely after-
ward & brief sumnmsry of the interview was written to inzure
accuracy.

The results of the interviews are presented below.

A synopsls of the guestlon 1s follcwed by a generalized
answer based on all responses recelved., Specific responses
of interest follow the generalizations.
Interview Results--Rigk Evaluatlon
Efforts of the Eight Firms

(2) Given the definltion of risk used in this study, can
prractltioners ldentify relatively high risk audits?

The responses to thls question tended to be remarkably
glmiler. All of the intervieuees stated that companies with
inexperienced and/or inept management were relatively high
risk engagements. Interviewees from five of the eight firms
ldentiflied companies whose stock was ocnsidéred an Yinvegt~
ment fad" or "glamor stock," such ag rapidly growing con~

glomerates, to be high risk. The consensus of opinion was
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that investor expeoctation genevally exceeded the verformance
of these companies, which can lead to dlsappointment and

in pany casss loss of money. Another rezson stated for the
high risk assoclated with "glamor stock" companies was that
management in such companles may becoms overly concerned with
earnings per shere and Jess concerned uwith orderly, econome
lcally sound grouth. Intervieweeg from three flrms stated
that new companies o0x tThose In the promotlonsl stege tend

to be nilgh risgk audits. The reacsong for the risk vwere that
these companies usually experienced some difficuwlty in
ralsing capltael, end they also have a vexy high incidence of
fallurec. Another recson glven wag thet management of these
companies was often inexperienced.

Hith regerd to spscivic industries, intervienees fronm
four filrme named small finence and loan companies as high
rigk companies. They stated that lendling in thig Industry was
far less stable than banking operations; &nd ag auditors, they
were faced with the problem of appralsing the collectability
‘of losns outstandling. Interviewses from two firms insluded
companies in the construction industry s high risk eNngage =
ments. In addition te the accomnting end auditing problens
presented by lthe percontage~cf-completion method of profit
recognltlon, the interviewess stated that the induvstry in
general suffered from a lower busincss morality than most

other indunsgtries.
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Intervievees from three flrms asgoclated higher risk with
companies that were in the process of registering with the
Securlties and Exchange Commission for the first time. They
stated that the higher risk was due to thelr Ilncreased
liebility under the 1933 and 1934 Securitlies Acts. Two of
these same three firms slgo nawed "purchase audlis" as
relatively high risk engagements. They stated that in the
course of purchage negotliations, the audlted financial state~
ments were used to help estabvlish the purchase price. If
for some reason the inforaation contalned in the statemenis
proved to be false or misleading, the auditor has a direct
liablility to the purchaser.

Interviewees from three firms mentioned compsnies on the
verge of bankruptcy as representing higher risk to the auvdi-
tor. The general opinion was that the company's recelver
in bankruptey or 1lts major creditors look to any source to
recover Investments, and it i1s becoming more fashionable to
blame the bankruptcy on poor accountling and the auditor.

The responses to thls question clearly indlicate that
practitloners In the major accounting firms are able to
ldentify certeln audlt engagements as relatively high risk
engagements. While there was certalnly no unanimous agree-
ment as to which types of audits were high risk, there were
several Industries and types of companies identified as high

risk. The importance of the responses recelved is that
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practitioners are able to assoclate degrees of risk with
various types of audits.
{b) Prior to an audilt engagement, is relative rigk ex~
plicitly considered by your flrm?
None df the firms included in thls study had formalized
procedures or guldelines for the evaluation of the degree of

risk assoclated with a glven avdlt engagenent.

{(c) How is relative risk evaluated by your firm?

Intervienees from all of the elght firms stated thnat
risk was consldered informally. Genexally, the evaluetion
of risk was made in conuectlon with thelr neu clisnt inves-
tigation procedures.

New client investigation procedures involve an investi-
gatlon of the client's principals and a financial nhistory of
the company. The following sources are generally used in
the course of the investigation:

o (1) Reputable attorneys who represént or have.
had deallngs with the principsls or the
company .

(2) Bankers and underwriters whn have had dealings
wlth the principals of the company.

(3) Dun & Bradstreet and/or Reteil Credit Agyoe-
clation.

Additional sources of information that may be used irclude
the prospective client's former auditor and a brief history
and current filnancial situation of the company, including

trends in earnings per share and the sgtock price. It 1s
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common professional courtesy for the new audltors to contact
former auditors and discuss, in general terms, the strengths
and weaknesses of the company. Historicél Informatlon is

avallable in most standard reference material, l.e., Moody's

e

Manuwal, Standard & Poor's, etc.

However, cne of the flrms included in the survey went
beyond the standard practices and employed 8 private investi-
gating agency in cases where the prospective client wae
relatively unknown. This wag the only fire that indicsted
any variation from the investigatlon procedures mentiocned
above.

The new c¢llient lnvestigation procedures were for the most
part formalized by the firms. Houever, in three cages the
procedures were merely suggested guldelines rather then
gstep~-by~step procedureg. Even where the procedures have been
formallzed, the depth of the lnvestlgation ls usgually left
to the indlvidual partner who 1ls to be in charge of the
aundit. Therefore, if the prospective client ls known, an
Investigation may be very curscry. As 2 result, not all
procedures for new client investigation are folloued in every
case by the flrm. A great dezl is left to the ﬁprofession&l
Judgement" or experience of the individual practit’ oner.

The regults of the new client lnvestlgation are handled
differently by the firms. 1In three cases, the partner in

charge of the investlgation is required to write a report
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stating the facts that have been gathered and hls conclusion
es to accepting or rejecting the precspective client. The
report 1s reviewed, usually by other paftners in the office,
before a final decisglon is made. In the remaining firms,
the results are ususlly discussed with other partners ln the
office before the final declsion is made.

For repeat audlt engagements, there are no formallzed
procedures for investigation or risk evaluvation. Factors
discussed which may leed to a re-ipnvestigation includzd a
messive turnover in key management of a c¢lient or a client's
continual fighting about accountlng treztrents suggested by
the auvditors. The decision to start a re-Investigation is
left to the partner in charge of the engagement. No one
Interviewed was able to ldentify e particular instance
which involved a re~investigation.

A majority of the firmg Included in the survey did
maintain & system for reporting "difflicult!? elients. If
a client presents a "difficult? situation for the audit
partner, a report of the facts 1s uwritten et the end of the
engagement. This report is then reviewed before a declslion
ls mede concerning future audit work with the particular
client. However, there are no explicit guidelines for
deteriining what constitutes a "difficult" client.

All persons Interviewed stated that information gethered

in the course of a new cllent investlgation wasg adeguate for
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the purpose of determining the desirabllity of accepting

or rejecting the client. However, 1t was pointed out that
rellable information could be obtained from lawyers and
bankers only on & personal contact basis. These two groups
_ would be extremely reluctant to report anything negative
about a prospectlve client unless they knew thelzr remarks
would be kept in the strictest confidence. Thelr reports
are usually obtained on an "off the record" basis. It then
becoﬂés part of the practitigners‘ Wwork to cvltivate these
personal relationships; for wilthout them, new client invesg-
tigation would prove of little value.

Dun & Bradstreet presents & neutral report on an
individval while Retall Credit tends to produce what can be
terned "negatlve® reports about an individual. For the
most part, Retall Credit reports on what the client has
failed to do, rather than what he has sccomplished. The
reports are only capable of identifying the individual or
company whlch 1s experlenclig very cobvious problens.

Three of the individuzlsz Interviexed expressed some
reservations about the quality of the information gathered
from the above sources. Yet they concluded it was adequate
for thelr purposes.

One of the firms lnecluded in the survey classified
all of 1ts cllents as either "risk" or "non-risk" engagements.

However, 1t was stated that the criteria used to determine a
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v"pisk" engagement are somewhat unreallistlic. For example,
any comparics traded on the New York or American Stock Exchenges
were classified as "risk" erigagements. bBy using these cri-
teria, ATE&T or General lotors are considered "risk" engage~
ments while Atlantlic Acceptance or Belock Instruments would
be cconsldered "non-rigk" engagements.l An intervieucse from
this firm stated that by applyling the establlished criteria,
every major andit engagement was probably clasgiflied ag a
risk‘éngagememt. In effect, the criteria do not establlish
the degree of risk asgoclated with the engagement.
() Whet factors influence a decision to refuse elther =
nev oy repeat engagement?

The following were the most common reasons stated for

refusling an audit engagement:

(1} Inability to pay audit fee--generally indlicating
the company 1s too small for a national account-
ing firm.

{(2) Isck of confidence in management.

(3) Continuing disputes over accounting principles.

(4) HNature of client's business considered high
risk.

Four of the intervieweces stated that repeat engagensnts were
seldom refused. They stafed that following the ebility to
pay fees, the only reason for refusing a repeat engagement
wes a bagle disagreement over accounting principles that

could not be reconciled.

18@@ Appendlix A, Ceses No, 13 and 16, -
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A1l interviewees agreed that new engagements were re-
fused much more often than repcat engagements. The primary
reagon stated for refusing & new engagement wes the slze or
potential size of the proposed client's operations. If the
company was small and had little possibllity for future
growth, 1t was generally referred to a local or reglonal
public accounting firm. The reasons for net accepting the
engagement were related to the problems that often develop
in & srall company (lack of sdequate financing, general
competence of management, inébility te pay audit fee, etc.)
{e) What do you consider a good working definition of

internal control?

There was no general agreemeni among the interviewess
as to a working definltion of internal control. However,
intervieuwees within the same flrm gave similar answers to
the guestion. Five of the elght firms in the survey have

adopted a much narrower definition of internal control then

that glven by the AICPA in Accounting Regearch Study No. 2.2
Interviewces from the five firms stated that internal
control was primarily a system of checks and procedures that
would prevent or deler errors or irregularities in the
accounting records. While not specifically stated by the
interviewees, fraud detection or prevention would seem to be

the end result of & good system of internal control.

2payl Grady, Invenbory of Generslly Accepted Accounting
Principles for Buslness Enterprises (New York, 1965).
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Interviewees from the remaining three {lrms gave & gone-
what brosder definltion of internal control that was more in
1ine with the AICFA definition. These three definitions em-
emphaslzed the lmportsnce of people In the entire busliness
system. Thelr definltions included statements about the
efficlency with which the company was operated, the use wade
of financial statements by management, and the lmportance
of management and administrative controls.

(f) Does your firm use a standard questlonnalre for the
evaluation of internal control, or does the guestion-
naire vary from audlit to audiiv?

All filrms Included in the survey used a standard question-
nalre for the evaluatlon of internal control. By "standard
questionnalre" it is meant some sort of pre-printed 1llst of
guestions designed to detect weaknesses and strengths ln the
client?s system of internal contrel. A flexlible guestlion-
nalre would be one that is specifically designed for a par-
ticular audit engagement.

Internal control guestionnaires were obtalned from four
of the elght firms inteyrviewcd. The remaining four firms
stated that it was thelx» policy not to distribute any
material of this rnature to persgons outside of the firm.

Three of the four questlionnalres obvtalned reqﬁired "'yeg-
no' resgponses to the various questions. Thé other question-
nalre required a written report on the client's system of

internal control and offered certsin questions ag guldes
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for gathering relevant lnformation. Most of the questlions In

this questionnaire could not be answered by & "yes-noY responsee.

The "yes-no" response questlonnalres prdvlded space for the
client's answer to the question end also space for the audi-
tor's answer to the same question. This serves as a check
to make certain that cllent responses are correct.

All of the questionneires obtained were divided into
sections whilch corresponded to varicus halance sheet accounts.
For example, one of the questlonnalres had the follouing
sections:

General

Cash

Marketable Securities and Investments
Sales and Accounts Receivables
Notes Receivable

Inventories

Property, Plant and Equipment
Prepald Expenses

Intengible Assets

Notes Payable

Purchases and Accounts Payable
Accrued ILliablilities

Deferred Charges

Caplital Stock

Other Revenue
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All of the questlonnalres were remarkably simllar in
thelr section titles. The length of the questionnaires
varled from as few as ten pages to as many as 150 pages.

Within each sectlon ¢f the questionnaire, thers wueres
numerous detalled questions relating to how.the client
accounted for and controlled each particular asset, liability,

revenue or expense. In every came the section deallng with
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cash had the greatest number of questions to be answered.
The Vyes-no" response guestionnalires were designed in such
a manner that a "no" answer to any of the detailed questlions
indicated a veakness In the internal control system. For
example, a2 question relating te Cash Disbursements stated
"Are the supporting documents Ampressed with a 'paid! stamp
or cther mark so as to prevent thelr use for duplicate pay-
ment?" If the answer to the question 1ls "no,Y the wealkness
discovered is that Inveoices and cother supporting docunents
could be re-submitted for duplicate payment. The question-
nalre that reguired a written report contalned a similary
questlon,but 1t was phrased in brocder teims. It asked 1f
any notation of payment wes made on supporting date and how,
when, and by whom it was made.

Six of the firms Interviewed have developed different
questlonnaires for several different types of business opera-
tions. The interﬁiewees representing these firme stated that
dlfferent lndustries present different types of auditing
problems, and the questionnaires were developed to produce
more meaningful audlt programs. Several of the interviewees
stated that the composition of the assets of companies in
different Industries required the development of different
questlonnalres. For example, 1t was polnted out that the
primary assets of & public utillty are plant, proyperty and

equlpment, whereas a commercisl bank would have substantial
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ponetary assets. The different types of Industrles had dife-
ferent systems of internal control due to the nature of thelr
assets. To properly evaluate the system 1n a given Industry,
more explicit questlonnalres were developed.

Within the six firms using different industry question-
naires, the number of questionnalires varied from a maximun
of fourteen to a low of six. The average aunber of different
industry questlonnasires was eight. Generally, the larger the
firm in terms of total revenue, the greater the number of
different questionnaires. A list of different Industry
questionnaires common to all sglx of the flrms lrcludes:
Commerclal and Industrial
Public Utilities
Commercial BRanks
Savings and Loans

Life Insurance
Food Processing
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Two of the flrms use a single internal control gquestion-
nalre for all of the audlt clients. One of these firms has
Just recently changed fromthe practice of using several dif-
ferent types of industry questionnalres. This firm has
developed & rather complex questionnalire that 1s used to
determine the scope of the audlit work to be done. When &
deflclency 1g found in the client's system of internal cone-
trel, the questionnaire wiil refer the avdltor to éuother
listlng which identifies the problems that can arise ez a

result of the deflclency and the extended auvdit procedures
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required to compensate for the deflclency. This flrm has
combined the two required audlit steps of evaluating lnternal

control and relating the evaination to the scope of the

audit program.

{g) Who conducts the evaluation of a client's system of
internal control?

A1l firmsg follow similar procedures In the evalustion
of Internal control. In most cases a senior accountant
conducts the evaluatlon of Ilnternal control; i.e., he com-
pletes the internal control questionnaire. His work is
reviewed by the managers and partner assigrned to the aundit.
However, for extremely large engagements or complex new
engagements, the manager may be required to perform the evalu-
atlion. His work is then revliewed by the engagement partner.

A senior sccountant generally has from two teo five
years of public accounting experience, while a manager
usually has from five to ten years of experience.

{(h) Have the internal control questlionnalres changed
slgnificantly in the last ten to fifteen years?

While all intervievees stated thet the guestionnaires
have changed during this pericd of time, the reasons for
the changes were quite different. Intervieuses rey resentlng
four of the firms stated thet the growth in electronic dets
processing In industry caused the greatest changes in the

Internal control gquestionnsire. Two firms have developed a
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supplementary questlonnaire relatlng to the controls and
procedures followed by a company's data processing department.

Interviewees from three firms related changes in the
questionnaires to efforts to move away from the traditional
"yes-no" response questionnsire. They indlcated that the
traditional questionnaires tended to make the evaluvation
somewhat mechanical and inhibited creatlve thinking about
the client’®s system of Internal control. However, as
pointed out earller, one of the major accounting flrms has
moved auwey from the broader types of questionnaelires to a
more sophlstlicated "yes-no" response questlonnalre.

One interviewee stated that major changes in his firm's
internal control gquesticnnalres were due to the proliferation
of multi-plant operations. He stated that operatlons cf this
nature created a situatlon in which there was legs knouledge
about the company at the very top of the hlerarchy. This
sltuation can lead to & lack of effectlve planning and con-
trol by the company leaders.

Intervieweeg from tuo firms stated that fee limliations
have caused major changes 1ln the Internal control question-
nalre. They stated that many clients have become more cost-
consclous In recent years and fee pressures have fdroed the
audltors to streamline many of thelr procedures. They
polnted cut that thls did not mean that the quality of the

work performed was lessened but that more efflcient methods

have been found to accomplish the same task.
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(1) Does your firm maintaln & worklng paper review com-
mittee? If so, what is its purpose and how does it
function?

All elght firms have some type of working paper review
committee. The review was, in all cases, felt to be a
quality control operation of the firm.

In most cases, & review is conducted in each loceal
office every cne to three years. An outslide reviewer,
usually a partner from another office, selects at least
one audit for each maneger and/or pariner in the office
being reviewed. A formalized review program 1g used to eval-~
nate the quality of the vwork performned during the course of
the audit. At the concluslon of the review, meetings sre
held with the various mangagers and partners, as well as a
general staff meeting, to discuss the findings of the
reviewer. E

It is alsc common practice for the reviewer tec forward
the results to the home office where they are compared with
the results of previous reviews. If serious deficiencles
In past reviews have not been corrected, the home office
notifies the local office of needed changes in their audit
prcecedures.

As In the casge of internal control questionnalres,
work paper review programs were obtained from four of the
Tilrms included Iin the survey. Where coples of the program
could not be obtained, sufficlent information was given to

allow a general deseription of the progranm.
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The typlical review program included the followling
broad sectlons:

(1) Pre-planning of the audit engagement

(2) Adequacy of working paper documentation

(3) Adequacy of audlt procedures and internal

contrel evaluation

(4) Adequacy of review of work perfornmed

(5) Quality of financial statements and report

lssued

(6) Aress for improvement.

Of the four programs obtained, three conteined very
broad questions relating to a particular area of the aundit,
and the fourth contained very detalled guestions covering
each of the audit areas. The three broad programs were
short in length consisting of ten pages or less, while the
detailed program contalned approximately thirty pages of
questions. The most effective method of demonstrating the
differences in the types of review questions is to use an
example from the broad program as contrasted wlth the
detalled program.

In the area of adequate disclosure of financial infor-~
mation, the typleal question from the broad programs asked
1f the reviewer thought the financial statements and
related footnotes were adequate and necessary for falr pre-
sentation or whether they were desirable but not necessary.

This can be contrasted with the following questions from

the detalled program:
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(1) Were adequate disclosures made in the following

areag:

(a} Surplus restrictions

(b) Bond and loan agreements

(c) Capital shares reserved for options,
etc.

(d) Involuntary liquidation value of pre-
ferred stock

(e) Requlred by APE COpinions relating to
leaves, pensions, dilutlve effects of
convertible securities, etc.

(f) Commitments or contingencies.

The brozd review programs merely serve as & gulde for
the reviewer. The effectiveness of the review depends upon
the slncerity and diligence of the reviewer. Thare is very
l1ittle documentation of the review steps he followmed.

{(}) What are the most common problem areas mentioned in the r
reports of the reviewers?

As most of the firms do not attempt to generalize on
the basis of reports recelved, the interviewees were unable
to identify common problem arveas. However, four of the
interviewees from home offices stated that fallure to clear
all questions raised in the course of the audit seemed to be
a recurring problem. This would mean that in some cases
oplnions were lssued regarding financial statements when
there still remained some unanswered questions about various !
procedures or accounts. Two of the interviewees statsd that j
thls could be extremely eubarragssing I1f the working papers
were ever used as evlidence in court.

Another problem area was that of proper documentation

of avdlt work performed. 1t could well be that evidence had



102

been gathered relating to a certaln area of the auvdit but

that no documentation of the work was made 1in the working

papers. Again, if the papers were under review, it would
be impossible to determline 1f the work called for had
actually been done.

A final problem area mentloned was that in some cases
there was a lack of timely and adequate review of the audit
work by senlors, managers, and partners assigned to the
engagement.

(k) Has the primary source of growth of your filrm in the
last ten to fifteen years been internal or through
mergers?

All interviewees characterized the growth of their
firm during this period as internal growth. Four inter~
viewees stated that mergers 4ild play an important part in
thelr firm's growth in the immedlate post-World War II era,
but recent growth has been primarily internal.

{1) How rapidly has your lManagement Services functiocn
grown in the last ten to fifteen years, and how
extensive are your services today? _

There was no discernible trend in the answers to this
question. Two of the eight Tlrms have placed limits on the
types of management services work that they will urlertake.
The limitatlion lmposed iIn both cases was that the work be
directly related to accounting problems of the client.
Interviewees from these two firms sfressed the importance

of an accounting firm staying within ite realm of expertise.
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The remaining six firms had no formal limitations on the
type of services that they could perform. However, inter-
viewees from three of the six firms statéd that they had
never engaged in marketlng services.

The gix firms that 4id nrot restrict thelr management
services work did engage in a wide variety of actlivitles.
Most intervieweeg were reluctant to dliscuss the specific
types of activities covered by thelr management services
departments. However, whnen viewing all responzes to this
question, a range of services cén be pleced together. For
example, most of the firms are involved iIn executive search
for thelr clients and other companies. Other areas that

were mentioned were Information systems procedures, work

management, long-range planning, actuarial services, engineer-

ing studies, plant layout studlies and psychological testing.
All but one of the interviewees were reluctant to
give specific answers to questions concerning the rate of
growih of the management services functlon of thelr firne.
The geheral trend was that about fifteen to twenty years
ago, the management services function began to grow much
more rapldly than the auvdit functibn. This stage of rapld
growth continued until about five to ten years ago ind then
began to slow down, so that today the rate of growth is
about the same as the audit function. This general trend

did not apply to one firm, which stated that the managenent
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seyvices function 1lg stlll growing at a much mors rapld rate
than the rest of the firm. Thls firm also offered the wildest
range of services.
(m} Does your firm perform management sexvices and audit

services for a cllent at the sanetime?

All of the firms included In the survey have in the
past and are presently performing both types of services
for a z2lient 1if desired. All interviewees pointed out that
the management services and audlt services are conducted by
different staff personnel. Generally, the firm will have
a partner in charge of the audit and & separate partner in
charge of the management services. Each partner has his
separate staff which reports directly to him, and he has
final decislon in his area of responsibility. However, in
the majority of cases, the audlt partner uas g8lso congldered
to be the overall client partner. That 1s to say, he has
the flnal decision in all matters relating to the client.
In this case, the management services partner would actually
report to the audit partner. Where internal conflicts
develop between the management services and the audit part-

ners, the problem 1s generally referred to the home office

for solutlon.

(n}) Do you think it impairs the firm's independence when
management services and audlt services are carried on
for the same cllent? '
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None of the interviewees thought ilndependence was
impaired when both activities were performed for the same
client. As this response was easily predlctable, the
intention of the questlicn was to ovtaln the reasons why
practitioners thought that thls situatlon posed no threat
to independence.

The most common reason given in response to this
questlion was that the functlon of the management services
is to advise the client on elternative courses of actlon
available, and not to meke tﬁe decislon as {o whleh course
the client should take. They do not particlipate in the
decision-m&kihg process; therefore, they cannot be held
responslble for the results of the declslon. Another common
reason stated was that no evidence exlsts to prove that
independence was impalred by performing the two activities
for a single client. Interviewees from four firms stated
that by using different staffs to do the work, the auditors
were able to retain their Ilndependence. Two interviewees
stated that the management services function of thelr firm
beneflted the auditors in that more experts were employed
by that firm, and that thelr knowledge and experience served
as resources to the auditor.

Interview Results--The Relatlve
Risk Relationship
Each factor in the relative risk relationshlp is treated

as a separate questlon for purposes of reportinz the results
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of the interviews. A summarizaticn of all responseslis pre~

gented at the end of this chapter.

(a) .Does the rate of growth of a clienﬁ's operation influ-
ence the risk assoclated with an audit engagenent?

Eight of the elghteen interviewees thought that the rate
of growth of a client's operation influenced relative risk
in all cases. Eight interviewees stated that it could be an
Influence depending upon the specific circumstances. Tuo
respcadents stated that a cllent's rate of growth had no
Influence on the relative risk of an audlt engagement.

Those Ilnterviewses who thought that the rate of greouth
was & factor or could be a factor in the evaluation of
relative risk gave & wlde variety of reasons for thelr an-
svers. Flve interviewees mentioned that an emphasis on
growth through mergers greatly influenced the auditor's risk.
They thought that these companies were unable to handle a
downturn in busliness actlivity, and the management tended to
minimize the lmportance of proper administrative and account-
ing controls. It was pointed out that orderly internal grbwth,
evén rapld growth, presenﬁed much less of an audlting problem
than growth through mergers and acquisitions. The consensus
of the slxteszn respondents was that the factor should be
expanded to include not cnly the rate of growth, but also
the ellent's method of growth. Three intervicwees stated

that en undue emphasls on earnings per share often resultes
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In undesirable growth. It was also mentlioned that lack of
adequate growth can present problems to the avditors, as
stockholders may become dlsenchanted with the company's
menagement. An interviewee from the home office of one of
the flrms thought that the rate and method of growth could
be a factor in risk evaluation, but also stated that the
companies with rapld growth rates were the preferred clients
of hls firm. The only conclusion that can be drawn from
this rather Iinconsistent response is that his firm iz wllling
to assume the greater risk assoclated with rapid growmth.

(b) Does the nature of a client's business operaticns in-
fluence the risk associated with an audit engagement?
Fifteen of the interviewees stated that the nature of

the client's business did influence the relative risk of an

audit engagement. Two lnterviewees thought that it could
influence risk depending upon the clrcumstances, and one

interviewee thought that it did not have an influence on

risk evaluation.

The answers to thls questlon were generally conslstent
with those of the question relating to the ldentificatlion of
hlgh rigk audit engagements. lost of the Intervieuces thought
that high risk end low risk businesses could be identified,
but that they lack knowledge in assocliating risk with the
vast majority of businesses.

It 1s Interesting to note that the Interviewee who

thought that the neture of 2 c¢llent's business did not
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influence the suditor's relative risk ldentified four types
of audits that he considered high risk. They included
franchising operations, small and medium size finance com=
panies, and promotional type operations.

Three of the lnterviewees associated the nature of
a client's operations with the conmposition of ascsets and
liabllities. They stated that certalin types of assets and
liabilities were more difficult to audit, and thelr presence
influenced the auwdltor's risk.
tc) Doeg the type of financing used by & client influence

risk asscoclated with the audit engagement?

Thirteen of the interviewees thought that the client's
~financing influvenced the relative risk of the auditors and
five stated that 1t could Influence the risk in certain
circumstances.

Eight of the interviewees specifically mentioned the
~high rlisk assoclated with public offering and the problems
that may result upon registration with the Securities and
Exchange Commission. However, this 1s not es revealing as
the fact that the remalning ten did not mention the regia-
tratlion process as a source of additional risk.

Two lntervliewees mentloned that the use of complex
capital structures to "meke" profits rather then esrn then
through operations was a source of additional risk to the

auditor. Along thls same line, one other interviewee
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noted that the use of leverage to create earnings was a
source of possible risk.

One interviewee stated thet the real factor to be con-
sldered was not the type of financlng used by the cllent,
but rather the type of financing that would be avallable to
the client in the future.

The consensus of all Interviewees was that while the
type of financing does influence the relative risk of the
auditor, it is difficult to generalize beyond that point.
(d) Does tne reputation and stability of a client's

management Influence the risk agsoclated with the

audit engagement?

Al) eighteen of the Individuals Ilnterviewed shared
the oplnion that the reputation and stabllity of client's
management influenced the relative risk of the auditors.
All agreed that the reputation of management was the most
important factor as far as risk was concerned. Nost of
the interviewees stated that if management were 1eés then
honest and straightforward wlth the auditors, problems
would soon develop that could prove damaging to all parties
concerned.

Two interviewees”thdﬁght that stabllity of nenagement
could have some rather peculiar effects upon the auditor's
relative risk. On the one nand, they recognized the
importance of continulty of management as an important

factor In lowering the risk. However, both individuals
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polnted out that stablility of mznagement where the managers

and principals were hopelegsly out of date with respect to

business practices could Increase the risk to the auditors.
Most interviewees made some comment to the effect that

it was not difflcult to evaluate the reputation of a pro-

spective client's management and principals and that adequate
steps were taken to insure that all their clients had reputable
management.

(e) Does the effectiveness of a client's system of internal
control influence the risk assoclated with an audit
engagement?

Sixteen intervieweses thought that internal control was
a factor that influenced risk in every audit engagenment, and
tvwo intervlewees stated that 1t was not a factor to be con-
sidered. However, the two '"no" responses probably resulted
from a fallure to understand the gquestion clearly. Both
individuals that gave an answer of "no" to this gquestion
stated that the audltor could compensate for a weak system

of Internal control by expanding the audit program and

gathering addltional evidence. Of course, the reason for

expanding the audit procedures 1ls to compensate for the
additional risk involved. Neither interviewee éccepted

this reason for expanding the audit procedures. B¢ :oh main-

tained that procedures were expanded becauss of weak internal

control, rather than higher risk. These tuwo interviewees dld

not assoclate the cllient's system of internal control with

the relatlve risk of the auwdit engagement.
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The remaining slxteen interviewees all mentioned the
Anmerican Institute of Certified Public Accountants' standards
that required an evaluatlon of internal control to determine
the extent of audit procedures. UWith only one exception,
all Interviewees made some comment about the ability of the
auditor te compensate for a weak system of internal control
by expanding audit procedures. The one exceptlon was that
internal control could be so weak as to make & company
unauditable.

(f} Does the independence of the auditors influence the

risk assoclated with an aundit engagement?

Elght interviewees stated that Independence influenced
relative rick on all audit engagements, four stated it
could influence risk 1n certain circumstances, and six
stated that it did not influence the relative risk.

The group which thought lndependence wag a factor in
all engagements or could be a factor in certain circumstances
gave several reasons for thelr answers. Three interviewees
mentioned the problems that develop when an accounting firm
becomes an advocate for a particular client's method of
handling business transactions. Related to this response
was the statement by two Interviewees that certain accounting
firms have become defenders of "lilberal' accounting practices
which tends to attract cllients who vwould use these practices
to improve thelr finasnclal position. Three intervieuees

stated that lIndependence became a factor every time the
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auditors were placed in the position of chooslng between

alternative accountlng treatments of the same transaction,

where the alternatlves vere both generally acceptable. Tuo
interviewees discussed the relationsnip between indevendence
and the slze of the accounting firm. Both felt that inde-

pendence was more & problem of the smaller firms and did

not present a real problem to the larger firme.

The typleal Interviewee who thought that independence
was not a factor whilch influenced the auvditor's relative
risk clted the various steps that his filrm hed taken to
Insure that all members remained independent. This type
of response is somewhat inconsistent in that the individual
1s merely describing procedures that the flrm has taken to
minlmize the influence of independence as a riek factor.

It would seem that a more logical response to the question

would be one that recognizes independence as & well=-known

influence upon rlsk and that certain steps have been taken
by the entire profession to reduce the 1nfluence caused by
lack :of independence. The fact remained that all these

Anterviewees thought thet there was no relationship between

the audltor's independence and the relative risk of the

engagement.

(g) For reﬁeat engagements, does the lonzevliy of the
relationship between the auditor end client influence
the relative rilsk?

Seven Intervieweeg thought that the longevity of the

audit engagement influenced the relative risk;'seveh thought.
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that it could influence the risk ln certaln circumstances,
and four were of the opinlon that 1t d4id not influence the
relative risk.

At first, most intervliewees thougnt that longevity of
an audit engsgement would autometically decrease the relative
risk involved because of the Increased knowledge of the client's
operations and the greater éxperience gained by working with
client's management. However, after some thought about the
guestion, five interviewees stated that it could tend to
Increase the rilsk if the z2uditors became complacent about
the engagement. Cther Intervieuees agreed with this thought
when questioned dlrectly, but also indicated that sone
planned and unplanned steps were taken to prevent the audit
staff from treating the engagement as routine. They pointed
out that the audit staff assigned to a particulsr client is
rarely the same from year to year. This 1s due in part to
planned rotation of job assignments for relatively inexperienced
staffmen and in part to the hilgh turnover of personnel. MNany
Interviewees stated that they favored a policy of rotation of
all audlt personnel over some period of years. However, sg
far ag could be determined, none of the eight firms had a
pollcy to force rotation of personnel at all levels in the
audlt hlerarchy.

In discussing the problems of rotation of personnel,

it wes stated that clients generally preferred to have
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continulty from the in-charge senlor positlon up to the
partner level. It was clalimed that clients felt the audit
would be carried out more efficlently 1If there was some con-
tinulty in personnel. COne Interviewee stated that rfee
limitations tended to inhlibit rotation of personnel because
staffmen with previous cllient experience could complete the
audit in a shorter period of time, thug holding down the
total audit fee.

One Interviewee expressed the opinion that the longevity
of the engagenent and the avditor's feeling of independence
were really one factor that should be combined. He stressed
the importance of remaining Ilndependent over a long peried
of time and the difficulties the aunditors face in continuing
relationships.

Those interviewees who thought that longevity did not
influence the relstive risk generally followed thelr ansuwers
with the steps taken by thelr firm to eliminate the problems
caused by & continulng engagement. As with the previous
gquestion, this does not seem to be a loglcal answer. If a
firm encourages the rotation of audit personnel, this may be
an effort to reduce the risk assoclated with continuing
audlt relationships.

(n) Are there any additional factors that you feel influence
the relative risk of elther a new or repeat engagement?

Six interviewees offered additional fsectors that they

felt should be considered in the risk evaluation process.
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:Some of these could be incorporated Into the factors pre-
sented above, but for purposes of reporting the interview
results, all the suggested factors are presented.

Two Intervienees stated that the list should be expanded
to include management's emphasis on earnings per share. Both
men expressed slmilar views in this area. Where management
1s overly concerned with earnings per share, suditors will
have & Aifflcult time in galning approval to record any
audit adjustment that would decrease this figure. Companies
whose managements fall in this cetegory will tend to adopt
the most liberal accounting practices in order to "dress~up"
net income. Both men felt it would be extremely difficult to
obtain & true plcture of management's feelings until the
first audit was almost complete. However, one of the inter-
vievwees suggested that the auditors note the present account-
ing practices followed by the company as a slgn of the
emphésis on earniﬁgs per share.

A second additlonal factor was the long~range plans
of the company. Thls intervievee stated that competent

management usually had formulated goals and objectives for

the comparny as a gulde for future action. This sane irdividusl

thought 1t important to know if the company wes & rublic

corporation’or privately owuned. He assoclated higher risk
with the public corporation. It should be noted that this
intervlewee d1d not discuss thls factor in connection with

the type of financing used by & company.
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...« One Interviewee mentioned that the general experience
- with . the client was an Important factor when considering the
. xisk assoclated with repeat engagements. When questioned
as to how ine evaluation of past experlence could be con-
ducted,‘he admitted that 1t would be extremely difflcult.
As an ékample of the diffliculty in evaluvation, he clted sever-
al Instances where cllients proved to be very stubborn, not
in any efiuvt to improve thelr financlal positions, but
ratﬁér,ﬁecause they had lntelligent accounting persconnel who
were not easglly swayed from their positions. These clients
mlght well be classified as "difficult” when in fact thay
are merely highly competent individuals.

Two interviewees mentioned the general financial
condition of the company as yet another possible factor.
In discussing this factor, both men indicated that since most
lawsults developed out of companies which had become bank-
rupt,. the auditors should pay special attention to the
financlial condition of all eclients. One of the intervieuees
- indicated that rapld swings in profits and losses might be
one slign of a company in financial difficulty. No suggestlonsg
were offered as to how the auditor might identify, with a
high degree of certalnty, a financlally distressed company.

A final factor suggested by one interviewee was the use
of questionzble methods of growth by & client. This inter-

viewee thought that growth for its own sake was often &n
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undesirable management practice, and fthat all growth should

be baged on sound business reasoning. He specifically

criticlzed the conglomerate practices of growth through
mergers and pooling-of=-interest accounting as a method

of increasing earnings per share.

(1) In view of the importance placed upon the reputation
and stabllity of client's management as a facltor in
risk evaluation, deces your firm have any formalized
procedures for appralsing thls factor?

Representation from seven of the elight flrms stated
that they had no formalized procedures for evaluvating thls
particular factor. The Interviewee from one firm, which
employs & private detectlve agency to investigate new
clients, stated that informatlon gathered by the agency,
along with information from cother sources, allowed them to
evaluate the factor directly. A copy of the investigation
procedures could not be obtained from this firm, as they
were understandably conslidered highly confidential. It
should be noted that the procedures are new and have yet
to be proved in practice. The discusglion of the procedures
revealed that the detective agency was to gather background
information on the principal owners and/or emplbyees of &
prospective client and any other information that right
prove valuable 1in deo;dlng whether to accept or reject the
engagement.

Interviewees from the seven firms having no formal pYo~

cedures for gppralsing the reputatlon of & c¢lientle managenent
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referred to the new client ilnvestlgatlon procedures as thelir

source of information. A review of these procedures was

presented above.

(3) If you were attempting to evaluate the risk assoclizted
with an audit engagement and Information was avallable
relating to the factors discussed, how would you rate
the lmportance of knowing the 1lnformation?

To refresh the interviewee on all the'factors discussed,

he was glven a rating sheet &8s showhn in Appendlx B, page 232.
He was asked to rate the factors in order of Importance by
plecing a "1 next to the faﬁtor he consldered to be most
important, a "2" for the next factor, and so on. In addition,
he was asked to delete any factors that he considered to be
of no use in the risk evaluation process and to add any
factors he conslidered to be important. Where the intervieuce
added additional factors, ue was asked to rate those factors
in order of lmportance. The Interviewees were agked to rate
only those factors which were external to the operations

of a public accounting firm. The internal factors, l.e.,

independence and longevity of engagement, were therefore

not included in the list of risk factors given to the

intervievee.

Table I below shows the results of the ratings, The
reader should note that the total ratings for any one factor
may not equal the total number of interviewees. This is due

to the fact that a factor may be deleted from the list by a2



TABLE I

BANKIKRG OF RELATIVE RISK
FACTORS BY RESPONDENTS

119

ractor

Mumber Rankine Factor As

181’,

2nd § srd | LTn | gt

6en

Reputation and gtability
of cllient's menagerent

Client's system of in-
ternal control

Rate of growth of clientls
business

Nature of client's
business

Type of flnancing used
by client

Other Factors:
Pinancial condition of
client

Client's long~range
plans

Emphasls of cllient's
management on earnings
per share '

Publicly held corpora-

tion

Past experience with
client

Client's method of
growth

1L




1290

respondent. In three cases, interviewees were able to rate

only a few factors and stated that the lmportance of the

reralning factors varied depending upon specific clrecum-

stanogs.

To summarize the results of the rankings, a welghted

average rank wag determined for all factors that were rated

by tew or more lnterviewees. The results of the welghting

process ar:: glven below in Table II.

TABLY IT

WEIGHTED AVERAGE RANK OF RISK FACTORE

Pactor Welghted Average Rank

Reputation and stability of
clientts management. « o ¢ ¢ « o o ¢ o o @

Nature of client!s DUSINESSe « « o o« o o « &

Client's system of Internal
contTOJ— L ] * o L ] L] L] [ 4 » » » L ] . L L [ - L 2 L]

Type of: financing used by client « « o ¢ « &
Rate of growth of client's

business ‘. L] L ] L] > - * L 4 * - L L d L d * L 4 L] L 4

As this table shows, the reputation and

. . - . 102
[ . - . 2.13‘

s e e e 33
* * . * 3.6

- . o . 1!‘:5

stability of

client's mansgement was consldered the most important factor

in evaluating the relative risk of an audit engagem=nt. It

1s algo glgnificant that fourteen of the respondents rated

thls factor as the most important. Internsl control, which

is consldered in great detall in most standard auditing
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textbooks, rated behind the nature of the client's business
as & factor in the risk evalustion process. The flrst and
second factors are very rarely considered explicitly in the
audlting literature.

There were sopme lunconsistencles in the ansgwers glven
during the discussion of the individuval risk factors and
the ranking of the factors. For example, fifteen interviewees
thought that the nature of & client’s business operations
influenced the relatlve risgk of 211 audit engagements, and
tuwo Intervieuvees thought it could influence the risk: however,
only fcurteen intervievwees ranked the factor as belng inmpor-
tant to a process of risk evaluation. Much of this incon-
sistency is explained by the three interviewees mentioned
above. These individuvals selected only what they consldered
to be the most Important factor and explained that it was
imposslble to rank the remaining factors as the ranking
wonld depend upon particular circumstances. If the responses
of these three individvals are elinminated from the fanking,
the remaining rankings are conslstent with the responses
given during the discusslion of the individuval factors. If
an Interviewee stated that & particular factor did not
Influence risk of an engagenent, he consistently deleted

that factor from the ranking.

Summary of Findings

A brief summary of the major findings of the personal

intervievs 1s presented below:
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1. Practitioners uwith the eight major accounting flirixs
were able to identify certaln types of relatively "high risk”
audit engagements. The major concern of wmost Individuals
interviewed was assocliating a degree of risk with the vast
majority of eudits that cannot be termed elther "high'" or
"low" risk auvdits. The high risk engagements mentlioned were
identified by industry rather than iIndividual companies.
Therefore, asg a first step in the risk evaluation process,
it ma& be desirable to identlify as many high risk industries
as possible. |

2. The process of risx evaluation by the eight account~-
ing firms is informal. Information that may have a bearing
-upon risk eveluatlion is gathered from a variety of sources.
These sources include new client investigatlon procedures,
workling paper review reports, internal control guestionnzires,
past experience with the client, and recent legal actions

-agalilnst publlc accountants. The actual evaluation of the

- risk Involved in a glven audit engagement 1s, for the most
part, left to the "professlonal judgement” of the individual
partner or mensger in éharge of the audit. At best, this

- type of risk evalustion is incomplete,

3. The working deflinition of internal control is much
narrovwer than the deflnitions statsd in the litersture., The

broader definitlon of the AICPA forces the auvditor to examine

more of the company's operatlons than the definition glven
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by most practitloners in the survey. The limitation on the
- scope of a definition of Internal control could inhibit the
. Tormalization of the 1isk evaluaition process.

Y. All firms used a standard type of gquestionnzire for
the evaluation c¢f & clientis gystem of internal control.
Houever, & majority of the flrms have developed several
aifferent questionnaires for different types of business
operatiors. There 1s an expliclit recognition of the variation
in éocoumting and auwdliting problens between companies in
different Industries. Thls relnforces the thought that the
nature of & client's business operations Influences the
relative rigk of an audit. The recognition of individual
differences between inducetries and between companies within
an industry 1s another important flrst step in the refinement
of a risk evaluation process.

5. While the last ten to fifteen years have seen a
vagt change in the types of business organlizations and means
of conductlng business, internal control gquestionnaires have
not changed significantly.

6. All firms conduct simultaneous zudits and menagement
services for a client 1f desired. A majority of the practi-
tioners in this survey thought that there wag rno conflict of
interest In conducting these sctivities.

7+« The reactlon to the relative risk relationship ig

presented In Table II¥. Of the reactions of those interviewces
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TABLE I11

REACTIONS TO THE REIATIVE RISK FACTORS

- :verma

o Ceould —“”wDoes Not
Factor Inflvencesg Influence | Influence
Risk Hisk Risk
Nature of client's 15 5 1
business operatlons
Type of financing
used by client 13 5 0
Reputatlion and stability 18 0 0
of client's management
Client's rate of grouth 8 8 2
Client's system of in-
ternal control 16 0 2
Independence of auditor 8 h 6
Longevity of engagement 7 7 L

who thought the factor did influsnce the degree of risk end
those who thought 1t could influence risk in certain clrecum-
stances, a vast majority agree that the relative risk rela-
tionshlp has sowme practicel coasiderations.

This chapler presenlts the facts that were gathered
during the course of the interviews. The following chapter
wlll comblne both these facts and those gathered from the
review of the literature. By comblning the theorcticel and
the practlcal, conclusions can be drawn about the nature of

the relative risk relationship. The following chapter presents
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these conclusions and develops & tentative program for the

explicit evaluation of relative risk.



CHAPTER IV
SUMIARY AND CONCLUSIONS

Sumnary
Through interviews with prominent practitioners in the
"Big Eizhi" esccounting firns, the hypothesis of this study ?

-

was cenflyueds There 1s a process ol risk evalustion cori ;
gucted pricy to an avdit engagesmsnty however, the evaluatlion
Is an iwmpllcit progeoss.e Among the firms intewviewed, thexe

are no forual proseduraes for evaluating relative risk, The .

evaluation relies heavily upcon the “"profeszional jJudgenent®

of each individual practiticner.

Ll

It was antlicipated that the risk evalustlon process
would be lebeled "informal" by the intervlewces; therefoie,
the intervieyw format contzined a series of guestlons desiansd
to discover houw the practitioners gather evidence which allows
then to essess the relsilive risk of an engagement. There i
a great desl of infermation svallable to the sutute precti-
tlounsy thet would ald hin in bis estimation of rolative risk.
AL1 firus 1ncludéd.in the interview hzve.nen ¢lient in-
vestigatlion procedures, These procedures vsually cowsist of
discusslons with close parconnd contssts of the praciiiioner,
such &s bank ewecubives, lavyers end underwriters. The DI

cedures alsoe include a Dun & Bradstrest oredit investipotion,

126
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end in some rare instences, a Retall Creddt investigation.
If the prospective client had enother suditing firm pre-
viously, the new firm will generally (but not in 211 cases)
contazet the ontgoling auditors and discuss the elient's fi-~
nancisl situatlion and sny problems that have developed In
the course of thelr auditsz. The outgoing firm nay sllow the
new firm to review thelr recont audlt work pepers. At this
poeint, the practitioners hove gathered soze historical ine
foruation about the coupeny and the psople who run it

Another sourxce of evidcence that can be used in the risk
evaluation procecs is the iuformation lezrned after the
client's system of internzl control has becn evaluated,. A
weak system refleets directly upon the management of the
company. It alerts the suditors to possible problems they
mey encounter in the euditv process. It was learnzsd, however,
thet all accounting firms Interviewed vtilize a stendard
Questiomnzlre for the cvaluaticn of internal control. Sone
writers hove olaimed that the stendaxd questilonnaire, generslly
requlring o "yes~no" type response on the part of the eraniner,
mekes the evaluation somsulizt sterile end inhibits creativity
on the part of the exarduey», To the extent that these aceugge
tionz are true, the evaluction of irternzal control does 1ot
yield &1l of the potentisa) information nceded. OFf the four
inteinal control questliconmelires gathored during the intervieus,
all wers stauderdized eund threo regulred "yes-no® responses

to The questlons. Tt is olso of inberest that the mgjority
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of the practitiocnervs interviewed had & rather narrow concept
of internal control, thuz 1imiting the poltentlal information
that pight bz gathered during an internal control evalualtlion.
Regardlevs of the limitations, the fact remains that a certoin
enmount of information g gatherad during the evaluation of
internal control that ensbles the practitioner to better
estinste the relative visk Invoelved.

A furthezr source of daote avallable for the estimation
of relative wisk comes from the firms' working paper review
prograne All filrms Intevviewed have such & proprawm, which ig
designed to detect defllciencles and strenglhs In the audit
procedures used on & particular engagement. The real probleun
with such a progran isg that the review takes place after the
eudlt has been completed, end therefore can only help the
practitioner on future engegements, Deficlencles in the
evidence gathering functlon have often led to lawsults eand
other edverse asctions sgeinst the firm. When the deflclencies
are knoyn, &teps can be telien to correct them in the fubure.
The real value of the working peper review program is that,
1f effective, it may help to ildentify aress of high exposure
that can be mininized in the future.

Therve ere sgore soyious problens thal Lowd o limit the
effectivensss of the worling paper review progrem in gone
firms. Frowm en exewdnaticn of the four copien of the reviewn

progrons gatheved during the interviews, it 1is obvicus that
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gsome firms treat the progran with a much higher regerd than
others. The working peper review program cen be of some

value if applied ssriously by the reviewer and consldered
in=depth by the office under invesiigaetion. There ls some
doubt that & five~ to Ten~page progren guestionnaire can
thoroughly review the deficlencles and streangths of an office's
working papers. On the other hand, the one firm that used an
extrencly intensive review progrem was probably able to derive
sonme yeal benefil from the program. JAMnother pecblewm with the
working paper ryevieu pregrams'was that there was very little
effort by the home offices of ezeh Tirn to generallize on the
findings of a8ll the reviews conducted durlng a glven perlod.
If conmon problen ereas were ildentified and communicated to
the local office practitioners, thls would appear to enhance
the benefits of the entlire program.

Additional informstion that may prove helpful to the
practitioncy in his efforte to Judge the relative rigk is
that infornation galned frow the flrm's past experience with
specific types of clieuts. Certaln flrxms tend to speclazlize
in certain audit arvess, l.€., public uweilitics, hosplitals,
trangportetion, ete. All pergons Intervicned were able to
ldentify what they considered to be "high risk" audit engege-
ments. It can be sszumed that thelr yosponses were bozad to
some extent wvron past cexperience that they, or some menber of

thelr firm, had with that particular type of elient., In
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response to the question of identifylng "high risk" engage
mente, many of the interviewvees reinfoirced the relative risk
factors that wvere to be discusesed later in the lunterview.
For example, seversl pevsons identified high risk with
"inexperienccd and/or incpt managenent," companies such &g
rapidly grovwlng conglomeveaves argd companies thet hed difficult ?
financlial pioblens or were in the process of registering with

the Securlties and Exchonge Cormisslon, They were able to

asgsoclole & degree of rick wlth cextelin types of businsoses, ‘
sueh &z Tingnce end loan comvnanias, conctruction

and conpanles involvead in merger snd acguislitlion ewmvecmsnlo,
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Closely assoclated with the information oxtaluned through
past experience is the Information derived from their review
of recenv litigatlon axalinst public accounting firms., While
all intervieuces were reluctant to discuss specifica {even
when thelr firm was not involved An the legol action), s a
group they displayed an emazlng knowledge of most of the law~
sults outlined in Appendix A. The informstion gathered fron
a gtudy of these cases will sid the alert practitioner in
estinating ths »isk of & gliven engsgement. However, 1t should
be mentioned that the persons intsyviewed in the home offices
of the ceight firms probably had e more complele knowledge of
the litigation than the local practiticner. Thege were mwen
of exceptloual skill and intelligence, who had in some cases
devoted a greal deal of effort to the problem of mlninizing

audit risk,
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One accounting fiwzm that dlsplayed sone innovatlion in
collecting inforsebtion for the risk evaluation process has
gone to the practice of hiving a private investigeting agency
to gether informatlion ou ths baskpground of the prospzsetive
client and the princlipals who opevate the business. This would |
seenm to offer a great source of Information that is now not
avallable to the othay "Blg Eilght® firms. Oblections to this
practlice were voleed by almoult &1l of the other practitioners
intervicwed.,. The mnaln objlecvicen was that it would be offensive ;
to the client., A thought thot boors sone concideralion is

that the public cccountonia® functlon 1s to sexve the gouneral

public directly, end the client only indirestly (through suge ;
gestions as to how to improve thelr accounting aud reporting |
vataen).
A final point of some disappointment (although the rezponse
to the questicn weg eaglily predictable) was that not one in~
terviewce thouzht that the eunditors' independence was impaired
when renagenent serviees and audits were perforoed for a eliont
et the vane time. Those responses were rocelved even in light
of the glaring facts gurrouwnding the Yele Bypress Systom s tbcl
Moat inltcxview2es otated thoey do nol make nanagenent doeclisions
but merely identify elterustives for managencub. It chould
be pointed oul that decislon=wekWing is a procasg, end the

selection of elvernatives s en Irmportent part in that PUOCROS ¢
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Therefors, it would appear that the eudlt flrnm involved in
providing wmenagerent services 1ls very much involved in the
decision-moking progess. Severel respoudents stated that
there wes no evidence thab Independonce was lmpalired when
both typzs of services are perforucd for o single client. IU
is sugsested thaet these respondente carefully read the Judge's
opinicn in the preliminary sctiens of Flsher ve Kletz (the
Yale Express System astion). Fallure to ssasociate the rendeve
ing o cudit and mensgencnt sexvices to the game elicnt with
independsnose, end thevefove rél&ﬁivc risk conleé prove Un-

forituaatc in the fuluwa.

Concluslong

As 2 result of the review of the lilerature and the peve
sonzl interviews conducted, It wag learned that the relative
risk relatlonshiypy hss theoretlesl as well as practical validitye.
As showvn in Chapter IV, the rolabive risk relationship cen be
devived from the llterature, snd Cheptey IIT has shown that
the majorlty of respondenis ssree that the fecbors identificd
Influence the plskh of an avdit engagenent. Table ITI in

Chepter ILI showa the rca

")

nilons of the practitioners to the
varlious relative ricgk footors.

Several Interviewees expressed tha opinion thet the pro-

a2

¢ecse of rick oevelustien should be

vaslized to the oxtent
posgible. AL least twoe firms arve now in the process of

formoiizlug Chelr procsdures. In practice today, the risk



evaluaticn process is incomplete and nighly unstructured.
Many of the factors thal prectitiornsrs aszrec should be €Xw
plicitly reecoguized, aie not now Leilng connidsred by them,

As & starting point in en e¢ffort to formalize the risk cvel-
uatlion progess, & propgran has bazen developed and is pregented
below. This progran has becn developed after caveful con-
sldevation of the facts gothered from the litera%ure-aﬂd the

inforvation cortrivutead

£
£y
o

the Intewviewces. It 1s hoped that

this progras can b modified and iuproved Lo bhe polnt where

practitionecrs f=us 2% w131 bo of bauefit to the enbive suvdit

PrOCTEs.

Reiative Risk Braluation Progran

The objective of this progren is to help you to determine
the relatlve risk asgsociaied with this audit engagement. Your
conclugliors reached concsining the risk involved will have s
direct bearing on the type of audli procedures to be uged,
and the quantity and quelity of audit evideunce that we must
gatheyr, Auditoras, Just &s any other businssomen, are risk
takers, Ve can never hope te find & riskiess encagement.
However, 1 you conzliude that the relative risk associated
wlth this engagement s unscueptable, it way be necessary to
refuge the engagowont. This progrew is not desipgued to cover
all of the pessible facters that could influence the sudii
risk, therefore, you are responsible for collecting eny eddi-
tlonal information thalb wusy inflvence the relative risk of
this engagenent.

As Nemae of Client:

(1) Ave o brlol description of the nstuvre of the client's
businegs.

(2) Ovtain clieut's rocent finsncilsld stetements and
related footnotes.
(a) Beview the statewecnts for any wmsusl itens.
Pey pertlicular atiention to the composition
cf tha cllent's azsets pud lishilitics.
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(b} Where cocs tho eliant rank, in terus of size,
in its doduseny’

(3) What hoo been the fMlrn’s cxzperience with other
¢lients 1rn the sane bus;ness?
(a) IList olher elicuts
() Eelefly descwibe any eudliting, sccounting o
tax provlems, 1T any, we have had with these
clients,

(&) How lerns kog the ellent boen in busincss?
(&) What go ctatisties shoyy to be tho incldence of
failvre in this line of busginegs?

(5) Contact peior eudilers, If any, end company of fie
claels o deternine I client has been ivvolved in
eny Litigatlion that involved the rrloy auditors,
Gilve conslideraition to eny 1itigatlon thalt night
heve Lwvnlved the suditors.

(6) Heve thors bewn any lavsuits or dlseolplinery estions
aoalnst Lifiﬁﬁrs vesulting from the sudits of conw
palies in the gawe business?

(a) Briefly cutline the facts surrounding the
actions.

B. List the nwames end sddresseg of the principsles of the
client (President, Vice President, etce).

(1) Obtein backgrouud information for each individusl

listed, includings

(a) Ase

(b) Length of gexvice with esch company employed

(¢} ALl previous business experlence (be sure all
time pericds are accounted for in the listing)

{(¢) Bluestiounl baskground

(e) Comvensetion

(£} Time doveted to business (4F not 100 per cent,
bg this individual euployed elscvhors)

(g) Injow stoek cimership 1n cempenics obher than
client

(h) Cpiminsl records of eny Rind.

(2) Through your personnld contects In business, inouire
eg Lo the perscnzl 1ife end habits of cach individusl.
(e) If this ie not possible, enmploy Betail Credid
Associatlion or some othew agensy to mzke such
Inguivl s,
(b) Bricfly outline the resvlis of the inguiries,.



C,

D.

(3) Through personzl intervievs with key personnel,
deterining thely avavencess of current buslusss
trenda and practices,

(a) Axk ezch Srdividual to evaluate the nmanage-
nent tesm of the client,

(&) Throughoul the provess of learning more aboutb
clients nanegencat, note any ins ‘.:L nee where you
belleve an individual hes boeen lesms then cendid
arid honsste

I this lg & repeat engagcument, list all personnel that

viorked on the eudlt for the }“ﬂt five yenrs. (If we have

noet boon ass with the client for five yeors, thisg
1ist should be from dste of first audit to preseut)

1) If we bheuve done
eI, moue the

aud t wo:m, Such ag SEC

(2) PRevien o1l sumgestions wade to renspensnt for each
yeayr o hove had audit vesponsiblillity.

(a) Note 3f sugmested 4 mp}ovcm nbe have bean
Iuplenented by monsgomsnt of client.

(v) Are there neu end origlinal suggestions esch
year?

(5) List all client eriticicm of sudit conduct and
persounel that we have received.

() Hos the elient expressced any deslre bo chenge
guditors?
() If yee, whut ere the reasons given by mansgoe
mant?
List {

(3.)

("

s ellent's rajor sources end type of finensinge

Ts the corpany publlcly ovned?

(c Do we have the responeibility fox reporting
to verioux repulatory egencies?

{b) List tuc crv1€uury agenchles to uhlch the
¢lient nmuat KARSTAINXE Ve

(¢} Fun tho clicut cxpericnced ey past AAfficulty

in yeporting o the agoncies?

fJ

(2) X the elicntte LJh”LGJHS corpaiiblc with the
finonolng v the veot of the industry?
(a) Dbt {o equity?
(b) Batez peid for debt (bonds ond preferired) ?
. Ir not explain slgnllicant verintions.
(c) Vho 48 in chevge of fincnclal Plannivg? Vhat
type of flnesncisl fovesasts ore mado?
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(3) Hzs the clieut expcerlienced any difficulty in
obtaining adoguate filnnuning, et & reasonshle roete,
in the past yesxs? I yes, explain the clroun-
stances.

(&) Is the compeny highly leveraged in relatlon to
the reot of the industry’

() Por the last five yeors, calcoulate the ratlo
of cash flow to tolel fixed cherges (bonds
and preferred)

(b) Does the relio indlicente a gafe pargin in ell
years?

Caloviante the e¢lientfe rals of grouth in the past {lve
years to ten years in toevis of lotel essele, net solow
end . net Incosg.

(1) EHeg the elient's systsn of

(2) Has tho growth boow lergely interisd, or throush
mergers and scgulsitlons?
(a) Will thece be eny consolidsted subsldiarles
thet sre sudited by ancther flym?
{b) IList 212 vnoconsolidated afflliatzd companles,
the natare of thelir business and thely rela-
tionship to the client,

{3) BHas the cilient expsrlenced any difficuliy in hiving
ey personael to keep paee with the growth?
(&) Has the rate of growih of management persgonnel
kept pacs with the goneral rate of growth of
the elienty

Concoriilng oupr evelueiicn of inteyrnal contiol:

(1) Would you clessify the cllient's systeu an poor,
gdecuete or gtrong?

(2) UWhat zre the primayy weoknesses in intevnald control?

{a) Can we compencate for these weolingsees through
mextending oupr procedurves, oy nignt 1t be
necessory Vo losuc e low-grade oplinlca?

(b) XIP the zysten ie poor, would it prevent us
from auvditing the connaviy at & rearcnable fece?

{¢) Heve we dlocuszed our evaluabtlion of inbernal
control with c¢lient’s managensut? Briefly
comment on thelir rossitlons.
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Andlit Independencems

As the audlt progresses, you muet continually monitor
your independeuce in relation te the client. It is assuned
that no violatien of the AICPA ox SIC Bules of Independence
will occuvr. We, as e Tivm, demznd three types of inde-w
penderce in econnection with our sudit work: (1) PO
grewing independence; (2) Anvestigative independences
(3) wreporiing indcpendence. This should be clearly dis-
cusscd with the c¢lient before the audlil beglrns. Daring
the andit you ere to nete and fully advise everyons
connacted with the avdil of any violatlons of the inde-
pendence requirvenents gat oul below:

(1) Programing Indepcndence

(a) PFreedom from wmegnogerizl interviervences oy
friction intended To ¢liwninate, specifly, or
noediiy avy porvion of the audit.

(b)  Frecdon {yow Splexlfevence with or an unco-
ORCT&LILVe tude rezpscoting the applicatlon
of melectod GO O

{(c) Frecdon feom v ooebalide ettermpls Lo subjoet
the audit woris to roevicw other than thal proe
vided for in ths audil process.

(2) Investigative Independence

(a) Direct end free access to all company books,
recowds, officers and employces and other
sources of inforunation.

(v) Active co-opsration from managerisl personnel
durlng the coursge of the audlt exanination.

(c) Precdom from eny mancgerlial attempt to assign
o specify the actlivities to bz examined,

(a) Freecdom frow personal interest or relation-
ships leading to excluglon or limitation of
the cxaminatlon of any actlivity.

(3) Repowtlne Independence
(a) PFreodom fion eny feeling of loyaliy or obli-
gathion to nodify the luwpecet of repoxied facts
on ary Parivya
{b) Avoidence of the practics of czeluding signie
ficant natters Trom the formal yepoyiy in favor
of thelir luclusion in an informel revnsst of
eny kind.
(¢) Avoidsnce of intentionzl or univientional use
o awbiguov: lenpgusge in the staboment of focts.

N
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(¢} Feeedom from eny abicwpt to overiwlo the
aun C.i. ﬁ. bf}:i:‘ L S jlqa Lt e 111"; :3 ta appla O }:-)13 :“M I":"‘,‘;:-@ co nt (;llt
of the eudit report

(&Y Are ve papforming cny gevvices for the olient in

addition o the andil, sueh ag nznsgenent scepvieaes

o eny Kiniv

() Dilscusy in detsil any cunflicts thatl reozulied
fromn owe dual wesponsibilities.

(b) What ctops were takon to wesolve the conflict?

(¢) Did the coufilct in any way alffect the inde-
peunaense of ouy audit wvork. Consider the Lie
pact on ell threo iLypes of independence listed
above,

2

el of the RBink Evaluctdon Peogream would have to he 6ol
pletad by o partner essigned toe the elioplt ca the Anfoimie

tion vould be conzlideved highly confidentidel. After itne

[

~

progrem has been conpletod, o neetling of seversl partuners
should be held, end the ilumportant facts dlecovered should be
discusgcced in depth. After tThe discussion, the relative risk
of the engagement should be decided. IF the risk ig conw-
slidered excesglive, the engegenent should be refused. The

b4 bl

degree of risk cescciated with the engesenont will then bo

used Lo modliy or extend the swdit procedures to be followed

and/or esoign whre experionscd personuel te tho cugagenent.
Rigk coveluation, o has boon shown, 1€ not & one-tine

prowposiiicu.  Not only shouwld the nelotive riek be cvaluated

before eath gudiv, bvl the cstineticy of rielr should heo

WRTIWEMELAATI o BT VAT IOW M e 4 T £ L LI L W S e e MY T LA UL € YA € e P AN LA YNy e T SANT T

2 - :
Sheyof uﬂ{ Mauts eve the oviginators of this threo (i
e

nensional type of independence. The outline sbove is from
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of
th‘ir VO . For & fuller discesgion of thelr concept, see
Huorcgelin Ao Shoroed end H. ho feute, "“&n Operational Concept of
Independonse,” Fhe Jouvenal of Accountonoey, CIN (Apeil, 1960),
159 5l Zan DA LG A
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CﬁouhUCll” revieed theoughout the course of th wait ag new

frotn erve lezrued.  Risk eveluatlon should be o

continuwous

PIROCEES .

There are nany hurdlcs in the path Yo ixplenenting a

mee wjngfui yrogram of »isk cveluatione To begin with, mewbecrs

of the leading sccounting fisms wet {ind soume way of pooling

thetlr indivicual inforustion regerding lawsulte, disclplinery

actions, indusicy studlen, client problems, eles In order To

condiet suceeastnl pescarch in the avea of sudldlt

2

inporetive Lo heve & Gole baseo B0 loug o8
inferwation, it Ag impogeilldo Lo wild such & dabe
Practitioners are well sweva of the really lnportent problems

facing the puhlic accounting profesrion. What is

needcd 1s
a8 systemstic ypropgrem of rescarch in these areas. Relstive

risk is once such aveay they

¥

"G ETC nunerons others,.

Miditing vegeaxch can be characterized s haphaserd st

bCf‘a

Pl

= Prnetitioners tend to "fight cuvrveut fires" rether

then snticlivate rellional solutions to potential problens.

GGogenl

wm

& viIvid eronple g thet of eudit proced g regarding ine

forvatlon lonsined in the coursoe of a subseguont review. The

SEC had longe veoulrod he gudliors Lo poviorsu subieguent

yevicws from Uhe dnte of cevtification to the date of filing

end then ta the effective dote. A1Y materizl facts in the

covres of the subsequent xeeienw ware o be fully diseloced

in the firenclial gtatewent. The guestion that should have



been asked by the olert auditor wag "Uhat proceduxes should
be followed Af the subseguernt fects would elter the opinion
rendercd?®  The wesults of feiluve to ank thiz cuesticen led
to lowsuiis iu the cudits of Yale Euoproon Syutensg Contlncutal

3

Vending lzchine, and BoxChels Constructlion COMPAry. Aftey
the dorzge had beey dons, the Complttece on Auddting Pro-
ceduren dssued guldelincs to follow in the disclosuye of
events discovered 1w Lho couvse of o subheoguont revie.
Thisg Giesertalloen has cootmpied Lo presont & gystoemelic

eppirosch Yo one of Uho probhlen groess {aocing boday's prectio

tionci. T is & evontdon poiuve dhe fools wneeverad and

™

the suggestions offewved necd to be vefinced and luplemenved by
prectivioners. Tho evalleblo evidesnee shous that the risk
relationship ls valld, and {there ghould be a concentraied
effort by all fixws to develop thelyr own digtinctlve progiom
for wisk evaluation. Without such e progresm in the future,
the lousulite end Qigeliplinary ectliong are likely to increase
Howvever, 17 such programs could be implemented, the tirend
might be veversed. IU Ao hopod thet this study can contrin
bute ©o bouth the imnzdiate sud long »un needs of the proe

feamlional aceounTani .
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BSGG Eppendix A, Ceagce Noe. B, 7, and 6.



APDRERTYR A

Conteinet in thia ewpindiy o & briced outline of tusnilye
Tive reccint lousulite and discipliunety avtions brousghi egsinst
nembers of the "Big Bight® cogcunting firns. The ouvtlines
sunmRcize galient facts in each cose end, vhere possible, a

desceription of the cventys laenading up to the actlions. Priow

oy of

to thig ctudy there hag bLeen no efforet to gathor seve

-
v
%

the ceses togethoil and voe Lhon ou e dota Legc. The sole

purpoese of Lhcse ovtlines in Lo provide Che woeh necded {ects
foir eny nesningful invesvligablon Inte the relative yisks

feced by the suditors. Beceuse of the sensitive naturve of

lavzuitse and dlselplinery actions biought egelnst professiopel

individunla, it s extrensly Aifficult to gnther a layge
enough gauplo of caser to allow sn Anvestigator to draw any
conclusicns thet woewld heve vesl moaing. Therc is no effoirt
in thic sOudy Uo devew such conglucions; rather, the cascs end

discipliinay metlonn sevve 02 weow focte thal are uszed to help

suppoeirt o of Lhe centenbtions councerving relotive 1lgke.

3

The appondisz conbtalns thoac

’)

M
"Lk \u‘

thoet have received

widegpread publlicity in the {iwsncial and busincss press.

The appondix does not contoin soev

G
o
ol
i

as they vere ouldsted,; deslt with tiiviel issucs that had no

real signilicence Foi this study, ¢v they did not involve

cagcu that ave avallable,



nembeirs of the "Big Eight® cecoevnbting firns. Listed dbelow
oaxre some of the csgeo end dilaciplivnsiy ectlons roeviewed bub

Vi Tor the raeogong gstated aboves

In the metter of

SEC Accou In the natter of

.......

Co Cecil
In the matter of
3 Irn the matter of
Boljt

f: RG Ag

RN

IICMLF‘ it

nattory of

Glanzs
Heddex, Bygas & Co, Iitde ve Hellew & Partners Itd.
Coukis

& (e

ve Touoho of al.

Ve Doy, Hodl ot al.

He Lo Grgen Co.

State
LTS D AT Y e

Bach outliine $1 this avpondi gives the neme of the come

pany invelved, follonoed by the C Tivn invelved
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in the action. The supendlx ls svrenged Iin chroncloglienl
Ordé&ie

It should be enlled to the recder's esiicutlion that any
of the ceoupeuies wmanticned in thhie appendl¥ are pelatively
smell, end v soue czoes the reader may have never hesyd of
& particular compaby. 1This dees ot Indice that the dansge
to the accounting fMrm's weputation 1s minor. It has been
claimod that some large seeounting firws spend a disproposie
ve and that "OPa's oon

tionate awouvnt of tine oa levrger ¢llion

bYecons Luvolved

CHEREORETE "

Indesx o Appondis A

Caze
Rurber Pape

(1) Scabocrd Commerclsal Corporatlion ¢ o ¢ o o o s » o 145
(2) Kohl ey Comp&my s e © & ¢ 6 © ¢ % ¥ ¢ Fr O © ® v e 1}4'9

(3) T}IO]TIQ,SGO]_OE’, 3"1100’1‘};0..‘u @A ¢« o & 5 ¢ b 6 8 € ¢ o ¢ 15

N

(i)  Atlen Plywiood COrporation « o o » e o o 6 o o & o 155
(5) Brunswick Corpovatdon ¢ o ¢ ¢ ¢ ¢ ¢ v ¢ 6 o v ¢ o« 159
(6) DRexCheis Construstion Corporebion o o . s v oo e ¢ 103
(7)  Contiuwsutel Vending Mealiing Colpoyebion ¢ o o o e 165

(8) Yale Exprcus Systany; Ineorparibad o o o s o6 0 6 6
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s
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(9) MNerru 18y Thnoeor rperao Led ¢ B © t ¥ € % & © & e ¢ & ® /(
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(24)

(25)

Sarn Frencisco Mationsd Baadl o

Atlentic Avceplzance Copporation
Firan Go Shatitiuck ComnDesny o e «
Otla-licAldister & Cowpany « o o
Belock Instrumcult Coxporation .
estes Corporatlon o« ¢ e o ¢ o
Dovplas Alveralt Cemoniy e o e
Froanklin Supply Coumpiiny ¢ e o e
Mill Poctors Conponalion ¢ 6 e
Reveanud Propzietleds ¢ ¢ o ¢ ¢ o
Standnrd Kollenil o ¢ ¢ o ¢ e o
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Bleldr & ComPshY ¢ o ¢ o o o ¢ &
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1
(1) Sesheard Commerveicl Corporation

Touche, Boss & Coe

This casc fnvelven o eoblen by the Seeurities and

Exchange Commissior againsl the public acsouwsting flirn o

Touche, Reas & Co. Tug proccodluns vere instituted undew

Buale Ti (e) of the Rulees o Proctice of the SEG;B This rule

allong the Comuisglion Lo baow from practice eny psison lacking
the qualificatlons ox Anteowliity required to ect in a puoe-
fedslong] wmauner,

The Comaieslon oloined that Teushe, Mogs & Co. cerntifiad
flnsnelel statomenis of Seoboard Comeercial Corperaticn thob
were "usteviolly misiending.” The staboncubts referred Lo

wore the 1047 Balence Sheet and Income Staleomant of Seaboard.

o 3G PEATTIRS A0 TA R AT ST TR INR W T T T e At T Lo S T TG A L S N e T M RN AT -, L 2 ST L G

J *
Accounixng Sevice Releoage #70, March 25, 1957, Fedey
Secuvitics Low Reporter, Comuerce Cleswing Huusce, No Y,

zﬂx the tiwe of these procecdinzs, the Filwi was known
ag Touchw, Niven, Balley & Smart.

3pule 13 (¢) is o3 follows; ,
(¢) Ths Comadssion mey discualify, and deny, tamporarily
0X permancnily, the privilege of appeasring ov
precticing before or lu any vay to ony person viko _
ig found Ly the Comwlunicen alftey hoaring in the 5
VJLJLE‘, i
(1)  Rot to pocscss the reguisite qualificebions
te rewregent othevus on
(2) To be leckineg in chercoeter op integrity
or to have cngngoed in uncthical on 1me
Proper profeesiongl conduct.

.h(\

o
Led
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A brief historlesl sketoh of Seaboaxd will shed soma light
on the chopsing conditions under which the Touche Ross eudit
Was condueinde.

Scaboard sverved An buslaess just prior to Wordd Wer IX
as o suell Tinawnce compenye LU wau engaged alwnost exclusively
In the finencing of wholenala end rotall automoblle gales,
After several yeevs in the husiness, Seaboaed oypanded its
business into thoe finencing ol soecouvnbs receiveble end graduolly
inte the finsnclug of inveunbowloez. ith the cuthicak of the
War, The Compehy caperienecd very »apid grovth.  Seaboapd
acquived ite {ilrst maviafaecteving subeldlarvy ducing the eavly
Years of the War,

Shortly after World VHexr ITI, the Compauny found iteclf in
a8 rather precearioug position. Virtuelly all of its losus
were conccutrated in six swell nonufacturing coupanies. A1l
of thege companicee cuperienced severe downturns in sales and
“Income ln The posbewny yoars. Seaboord continucd to Finance
the eowponles during thio dounturn. By 1947, it hed becone
epparent that Sceboaxd's {fulure wae divectly linked to the
future of the giy compasidies. The slitvetion beecane ceritical
whan in 1907 eld of the cowpenics cxpzricnced rother sube
stantial Jcsses. The 1947 audit proved to be the problemn
audirt for Touche, Poou.

Perhaps the wost scriovs chorge wmade by the SEC concerned

the provislonz for poesible locses and conti.gencles and the



balence sheet note relatling o the provisions. Both the
mansgenent of Seaboard and the suditor knecw theit the 1946

provigion of $120,000 wzs inadequate foir 1947, A reprecenta-
tive of Touche, Bogs & Co. cgtimated that the regecrve ghould

. b
be obout $1L,450,000 based on the developments iu 1947,

o)

Howaever, after cousiderchlo dlscusslion between Scaboard snd
the svdit paviner in charge of the client, & reserve of $857,000

4

Lt tvvned out, the SEC connideraed thia
to be en luadeguate yresorve aad indicated that the ouditor
should nov have o rendidy yoduoeed te previouvs estimate of
$1,450,0600,

Two other developmzsuts had & glpgnificant Infliucnce upon
the SEC's finsl decislone First, the footnote used to explalin
the rescrve increase wes consldsred "materially false and
misleeding.® It did not really explain the csuses bLehlind the
incireasee Second, the reserve vwess eztablishod through e
charge to Sex bsardis capitel rather then teken through the
incone statement. By doing this, the company was sble to
show & profit of $250,.G00 rether than e lozs of some $600,000.
The Cowmission cleiwmed that this setion veprescntcd a failure
to comply with generally sccepted coccounting prineiples and
regulations of the SEC. A finsl charyge in this motter was

that by certifying the balance sheet and income staetoment of

RS TESITTMI T AT LT T ST TINTRIEL (1 un SrNLASTaAY LI, HILY T e asar. b

@Thi“ stinzte did not
larger vapaﬂn*c that wes
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a reaerve for one of thoe

nn slel Alfficulty. The 1o
serve for this Company Wos to hﬁ caleulated separately but as
later cvents shomed, no reanpve wog provided.  The uh“ doteire

mnined that ﬁﬂmg VOGPV E elons chovld have been about 34530,000.
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Seaboard, the auditors falled to “exercise indepondent
Judgment."
As a result of the proceeding, Touche Hoss was barred

from practicing before the S8EC for fifteen days.
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(2} Kohley Conpany

Frnst & Ernst

Kohlsyr Coupany is & well-knoun menufecturer of plunbing
fixtures. It was orgenized es a clogely held corporetion
having only tuwenby-giz stockholders end 200,000 comwen shaves
outstanding. One of the larger stockhnolders, Walter J. Kohlew,
forner governoy of Wisconsin, wented to digpose of his holdings
in early 1953 The gtock of the company was net treded and
therefore had no readlly determinable merkel vealue. Tue
directore of Kohler Compeny asked Pavl F. Johnson, a partner
in Fenst & Brnst (the Cowpsny's asuditorsa) to meet with XKchlor
end nake "avallable the fects which might pley e pert in &
discuesion of (stock) valuese“l In eddition to gathering
information sbout Kohler Company end its majeor competiteors,
Jolnmson uced Tinanclal dsba to project ten possible velues
for the stocke.

AL thelin Tlrst meetlng, Kohlor rveviewed the dats pre-
sented by Jokmeon and thought that e price of $125.00 per
sheye wes yeasoneble. Johnason mentionad the Figuve of
$115.00 per shere. Johnaon reperied the resulis of the
meeting back te the directors, and they authorizedrnim to
purchase Kohler's stock at $115.00 por sh&ré, At thalr
second meclting, Kohlew sccepted the offer and the btronsection

wags finnlized.

WO TGS o e+ meiie e fee

Y200 F. Supp. 811
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About four years laicy, Kohler learned that fIrnst & Ernst
had conpleted thelr fieldwerk on the 1952 sudit just priox
to hig secepioance of the offer to gell, sand that the 1952
finauwclz) datae for the Cowpsay wes made public six days arftor
thelr final neeting. Tne 1952 fingucizl inforesation curie
telned gseveral lltems that came es o surpirse to Kohlexr.
Hernings per shave vere up subotantially, due primaeily to a
large tex refund end seveoral lesser ltems. Upon learning
this Inforiallion, Kohler £fillcd suell apgalinst Kehler Company
avid BErnst & Ernst,
LT wes brought to reeover ellelfsd domages of %10,00
per sherc. This anount vepresented the difference bebwean
"actuel" or "falr warket velus® of the stock et the time of
the eale end the asclual purchase price. Kohler clalincd thas
Johuson, while acting as sgent for Kohler Compeny, nisrcepro-
sented the company's true inenciel position and further that
Johngon ceonceslaed certain Irfornaticn frow Kohler that would
have affected the finel purchase price. In particular, it
wae clalmed that Jehnsoon withheld information gbout the texw
refund and certaln changes in sccounting rethods instimted
in 1952 vy Kohler Conpmuy. Xohler felt that 4F he had been
nede awere of these Jtems, he would rot have sold the stoer
for $115.00 por share, but would heve ingloted vpon the price
of $125,00 per shero.

The court found for the defendimics, Kohler Conpeany snd

Eyost & Erast. It stated that Jokunzon; o8 en egent, only hiad
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a duty to make certain Informatlcon avaellable to Kohlere This
auty did nol include inforuation that was not known to the
genersl public becouse the court assurcd that XKohler was more
than an “ordinary stoclkholder,” and knew much about the operae
Tions of Kohler Cowmpsny. The couvrt stabed that Johngon'g
efforis to Coleruine ths "value' of the stocl was an errce

in Judguent on his pext, for any sttemolts o do this should
have been left solely to Kohlers, The econtrolling fasct in

thig deecleglon wan thet the counrt eould £fird no evidercs of

any willful acts, by the mapogoenent of the company or Johnzch,
to mlsrepregont the Tinsneial date o dolvevd Kolilar.

This case could have beon casily avolided if Johnzon had
not compromiszed his positicn es sn independent cccountani.
The court labeled Johnson en egent of the compsny, and it is
doubitinl if anyone would have considered him "indepoundent.”
As an independent ecceountant, Jolnson's solce function should
have been to provide infomuation sboult the company at the
reguest of the dlrectors. His efforts to deterimlne stock
prices certalnly opeaned the cose to the questions of whether
or not he should heve disclosed any additional data to Kehlew.
The facts in this case cleerly indicste thot Johagown acted aa

an agent reiner then an independent aceowmrtent.



(3) - Thonaseolor, Incorporsted

o 2
Haskinsg & Sells

thren cnd Pzxehange Comnnioolon

_-._,

The Gase lpvelves Scou
dlscipl inucyy prosecdings epnlinet o levge public accountving
firm. The proeccedings wore beought wader Bule 1i(e) of the
SEC Ruleg of P“”eticmnj

Thowesenlor vag o seall usingas that ves ¢tlll in the

prowoticisl stoge vhen Haghk! Soils ceenspued the sadit.

At
et
o
I
]
-

The ouvdli vas in connceilon with o Reglotrabion Statonent

coverling 1,000,000 shoves of Tmyviscolor ccumon shoolt.
Themoscolor wes incorporated to agsume the operations

of soveral other gmall coupeinies which vere cuned and operaibed

by Richawd Thowes, en lnventor. Thowss hod been trying to

develop several new devicen in tha field of coler pholtopranhy

for o number of ycears. ALl of his previous work had proven

&

unsucecssiul, end hig creditors wore &t

tewpting to get some
type of poymcut fyom kiw. He decldsd to abtart a newd counpany,
Thoviagcolor, Inec, to provide adequatc capital for furthew

cevelopment werk. Certein patente end patent epplicaticns

EEMRIPGIAT TSRS T LR VL T AN R, WY LT LTSI S b T R s L SEIR T GT1IE T T I TIERILTD T aS A D R O N T e e T T 0 L T )

In the Hatter of Heskinsg & Sclls end Andreuw Sthrtavt.
SEC Accovnt : & ;;’?’39 October 30, 195z,
2 - 1 b)
Alzge nomed in this procseding wes Andrew Stewart, tho
portner in ochevge of the Thowsscolor eudit.

For en explanction of Mle 11{c}, sco Seabosrd Conmercial
Corpovaticn, Footnote 3.
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were to te transferrved Ty Thomas to Thouoscolor for stook
in the new corporatlic.

A review of the entiyce proocedinzgs indlcates that the
move to incerporote vwoy desdgned to accompllsh twe aimse The
first objective ves to welense the precswre from Thowmas's
creditors and,; second, to alloﬁ him Co xemsin in control of
the newr eompainy. The propoged stock issue wag very couplicnted;
it had twe @ifTercont iscacs with veryliung vobing righta.

The SEC charged that the "Ifinonelield gtoteninve in the
Begiatiobion Stovenct of opdpnelly flilaed vwere highly mige
1G&ﬂiﬁﬁc”! The eonbrol isouds du the procosdings nvelved the
"Patent gud Patent Applicetions account. I vaes elasimned that
covrtain snounts were Incluvded in this eccount withoul proper
aceounting evidence ag to thely natuxe or character. The
potente,; {trensfericed by Thomas, werce velued at the "velue”
of the gtock igsued Lo hime The veluo attached to the patent
was thought to be aptificielly high. Another questionable
gssct wes gome $700,000 which roprescnted the “value” of stock
“expected" to be donated by the promoters of Thowescelor, The
SIEC cucgtioned tho velidity of this "augel® and the trense-
scvion behind it

It Lg duvercating Vo note that the sbock was wover isgued,
@nd no onc hod elodmed exny dounges @3 o rosult of the mige

leading atetenenibs. Bather, the SEC fustituted this proceeding

P OREaRS 0 1T T R AT AT LN M S T TSR A L NS S S e S T b TR

BEC Accou
House k‘j
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] /59 Cevmoerce Clearing
p. 62, 187,
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becsuvee it felt the auditors Tailed o get in o professional
MENNEI e

The pracsediungs resulbed in a ton-day suspension of
Haskins & Sells from practlicling belore the Commissione This
repreacnte ne resl ponaliy o the fiirn sand doss 1ittle to

incrense the powsy oy authwity of the SIEG,

B
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(&) Atlas Plywood Covperalliou

Yeat, Marulck, Mitchell & Co. |

The Ableas Plywood esge is of speclial interest bocause it
was the firet of the current videly publicized coses against
a mejor rpatlionzd sccounting Tirid. Actunlly, Cthore are tw

national fivis invelveds Peseb, Herwick, Mitchell, the

companyts cuddbors puloer fo 1957, and Avibhure Andersen & Co.o,
the ccupany e caditovs in 1957 end subgequont yeals.

Atlas Piywood wes feundaed An 1925, by the merger of

plyueod nanufosiurers. Avlas had no major

several sl
stockholacys end woo run exclvsively by one mean  Eluore I
MaoePhic. The compony wes complebely dowinsted by MacPhlie's
pevrzonality. A1) dccislons were mede by HacPhlie and no Gl
uesion vas ellowed on any of the decisions mede. In fact;
"lsePhie rarely told his dircclors o hls excoutives any of
his plens befoyehanda“z
Soon efter World Wer 1L, Ablas begen to run Into stiff
compatlticn from tuo fouvrcen. FPlral, the conteiner merket
was belng token over by thre peperboard manufeeturenrs, and

second; chesp Japsnese herdwesd pancllhg was boeginning to

flocd the Awcsicon nashet. Foosd with thig new coupetition,

UG TS AT R T AL T L LI MEA L LM TN N 0 TR A TAST e 1 1 ST o (8 SR T TYE a S IVRA N T D

lA@tu 21iy, thoe MeKcgson & Bobbliun cnsge in the 1830°s
vas the fivet to galn natlior-wide aticntion, but Tthis case
reprecents the fizst of The new caeges agalnost public
aeeeUNtantE.

2 vy 0 Lo h
“ihe Mess al Atlan Plyvecd " Fort

1958) ¢ 1319« A2,

B TR SR T

LVIT (Jenusry,
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MecePhile was roelucton® to chenge end enter the new flelds,

He dia attempt to diversify into the paperboord field, but

it was stelctly on a szell segles In 1954, the results cf
pckhiets policics boegun to showy sales dropped 14 per cent
and profits 6/t per cenite Bven in the face of stiff opposition
.from hig dirvectors and officews, MaePhle wefuged to chaunge

Ky

hig operating poelicies. ]

In coxly 1955, & disaster sbruck Atlas Plywood; IzcPhide !

f

dicd b the ege of 65. There wog ne one with the company E

gxpericnsed ond kﬂnwl&dg&able'cnangh to run 4t. lMaePhie had é
retained all the peowor ond his esceoutives had 1L1Ttle exponw

isnce in decision-rmeking, although several of thea felt that
they were cepeble of rumdny the compeny. After a briel
abttempt to run the coupany by MazcePhie's executive falled,

& corporate Ywaider,” lourice Clajirmont, selzed coutrol after

L]
XV

a proiy fig
Ciaizmont end his teen ook control of Atlag Plywood in

eawly 1057 and woare dloueyed ot the Tinsunclal condition of

the compeny. The cehied finonclisl offiecers celled In the

current suditera, Peal, Harwlael, Mitchell, aud told them

thet they hod Jout the Atlas ancount and tovld be sued by the

new rnanegenent foir certifying o "Taulity and risleading fi-

nanclel stotements in the Atlsg annpal rcpozﬁse”j

v
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Thig acilieon resulted frow a 1957 audclt of Atlaes by Axthur
Ardersen & Co. The auditcd 1957 statenmenits showad an opersting
loss of ghout 54,500,000, az compared te 1956 incowme of some
$400,000, In eddition to the opouoting legs, Arthor Andersen
insisted that Ablos molie ccriolin swpoclal chopges agalnst 1957

incone in the swount of 56,530,000, This brought the total

Y

logs for 1957 to over $10,000,000. Oue of the major sudlit

L5

ad justments was to the cocouuls recelivable. In 1956, Pesb,

DA

Marwlickh, Hitchell considered i alicuence for dovbtliul accounts
of $150,0006 vo be sdoguate. Iowevey, in 1957, tie2 s1loiwonas

-

was inereased to $700,000, with an edditional SHAE 000 Doing
wreitten of f direetlye.

Il feelling betusen the two auditing filrms started ag svon
es Peab, Haxrwick, Mitochell learned 1T hed lost the Atles
eccount. Thresteved with & lewsult, they refused to let
reprecentatives of Avtlhur Anderscn exsnine theiy working
papers for the 1956 auditsa In theiyr 1957 audit report,
Arthuy fndcereen nade zmeverel couments thet could be mnigive
terpreted by resders of the financsis) stotemoubts. The thrust
of the cowmcnts, coupled with the FPregident®s letter, was thakb
some of Uhe 1957 logsges should have been recognized in eardier
yeersg. The refervonce belng thet Poai, Nerwiok, Hitchell ha

not perforned sdeguabte gudlts in proeviouvs yeais,.

LD TN LT I D TR e e & TN - AR T Bl A R S LT S R R T T b R T L N WA P AT AL T w2 Tt VS T 4 s K

ie conmon proctice for an culgoing firm to answer cor
iestiong about an endll engogement Tor & new firm twk$1¢
he job. Hovever, it schould be noted bhetb legally auditv
spery are the property of the fl*n That condncted the
end a8 Luch 6o nob hevc te we choun o any oubtulder.

Lain
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The detalls of the fell of Atles Pliyuonod recelved wide
coverage in the Financlasl weeaw and did 1itile but damage
the reputations of both pukliiec pesowrwing fivms involved.

No announcencnt of any soebilemont in the threatened

lawsult has been rade. IU is poseible thet the sult wvas

nover forvnlly filed egeinst Peat, Merwicls, Nitchell.
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(5) Brunswiclk Corporation

1
Arthnur Andersen & Co,

o

In eerly 1941, ths Brunsuwick Corporation offered fop sazle
about (25,000,000 in convertidle subordinated debentures, snd
in conncetlon with thls ealc, Thoy filed a Registrabion Stethee
ment with the Securities and Erchsnge Coumission. The doboiu-
tuzres vere convertible into Bruaswlck's comuon shares at the
price of 851,00 per shoxe. Colonizl Roolty Corpoiretion P

a3

chasod 12,300 chaves of Brunswicl®s comson stock of the sane

o

clags covered by the Reglistration Statement for the sole of

o0

the debentures., The shaves were purchesed in the middie of

1961, at a cost of about $750,000, erd old souetime later

et ehout $300,000. In addition to these common sharcs,

Coloniel Heelty Corporstion purchased en additionsl 19,200

comin shawez ot & cost of ebout $950,000, ond these ghares

hed o market value of approxinately $22,000 a2t the tinme of

the sult. Colonlal filed suit sgninst Brunswick Comporation,

the underuritevs of the debentures, end the avditors who alded

in the prepsretion of the Reglstretion Statementez
The sulb wes Tiled under Section 11 of the Securities

Act of 1933, clalming the issuance of false snd mlsleading

TR IR ST ATAACI LT MGV BT T DT CALR SN A LA <m IRAATI e 5 1 31 €0 ) kA € LEh R R )

P

1
While the accovnulng firm involved %n the suit was never
nemed by the court, =nodv~n 1ndvntﬁ1aj snesl indicates thet

Arthur Andovrsen & Co, Wan ohé BUATEGH .ﬁ"i?@i}

225? Fe Supp. 832,
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informstion in their Reglsetrablon Statement. Coloniel clalmed
that it had relied upcn the Reglstration Stabement when 1b |
nade its purchase of Brunswlek comron and suffered a loss eas
& result of thelr reliancs.
The relevent poriion of Sectien 11 is as followss !
(a) in cese any part of the reglstration statement;
when such part became effective, contained en un-
true statement of a material fact or omitted to
state & matevial fact requirved to be stated
thercin or noccssary to malke the statemente

therein not misleading, any person acguirlryg such
security (vnlcss 1t s proved that at the time

&

of such acguisition he kaew of35uch vntruth on
0]:'1:.1.85_'110:&) WY o ¢ o HSULe o ¢ o

The noln issue in the sull revolved gyouvd & financial
agreenmcnt between € T T Corporation and Brungwicl., Colonlel
charged that Brunsuick end thelr ecocuntants clessified the
$1.26,000,000 loan from C. I. Tes to Brunswick as a current
liebility to avold revesling the interest rate on the loar.

The financing sgreement botiueen Co Is Te &nd Brunswick
sterted in 1957 and was to run throuvgh 1962, The terms of i
the agrecment ealled for Brunswick teo asgign to C. I. T, 80
per cent of its installment notes reccivable related to pline-
setting wachines and to borrow at least 70 per cent of the
assigned value of the receivebles vp to a $125,000,000 limit,
The rete of intercst was o be 6% por cent above the prine
rate, i.e:, 11 to 113 per cent during 1960. At this tine,
Brungwick waa cherging its customers about 6 per cent simple

interect on theler notes. Thorelore, the cost o Brunswick

T GO LT LT, T A AN e re e,
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325? F. Supp. 882.
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was somevhere betwcen 5§ snd 5% per cent on 211 recelvables
assigned to Co I Ts

While no nontion wes msde of the dectalls of this agreement
in the Reglstration Staienent, & detulled enalysls of other
longetern debt wag presented g8 reauired by the Securlties
and Exchanze Commission. The other long-term debt armounted
to shout {11,000,000, and the intercst rates veried from & to
5 3/h per cent.

Ia hls oplinlon, Judge Idliestein polnted out that the
finencing from Ce Lo Te was Beupsvick's "ehlef source of
debt" ond that "the propricty of listing the financing under
the heading of current liebilitlies in the Prospectus balance
sheet lg, &b the vexry least, open Lo seriouvs questieno"4

The decislion in this case vas for the defcendants because
1t wes shown thet Colonial did notl purchase eny cowmon stock
issued upen conversion of the debentures; the shaveg they did
purchaco were, however, of the seme clasc of stock. The judge
stated that "such & gult nay be malntalined only by one who
CoIeS within & narroyw c¢lass of pevsons,; l.e., those whe puve
chuge seouvitvies thoat ere tThe divect subject of the Prospectuvs
and Regigtiation St&temcntg"5

Even though the actlon proved unsuccessiul on the part of

Cotonlal, it is not unveslistic to ascsume thot 4Af an individusl

T TIN TGRS T A TR T AT T AT T LS Y TMER Y S8 0 ey Tl B N TR TN L TR TN, L7 3, T I T R A, 2 et e YT 196 W B

&25? Fo Supp. 883,

Stuide, pe 680.
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conlo rhow that he was s purchaser of the debentures mens
tioncd in theﬁProspectusg sanseeuontiy converted the debenturcs
trntvo comuon stock, end that he relied upon the finenclel state-
ments;in'mﬁhing his purchaze, he covld sustaln a successiul
aeti&na .From the lanegnoge of the Judge in The case, 1t is
obviaag that he considorad thke Reglistration Statement to con-

teln moleriel oulssions.
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(6) BarChris Constreucticn Corporation

Peat, HMazwick, Mitehsll & Co.

avChyis was engaged An the consiruction and operation
of howling cenlers. Most of the centers included restaurents
and bors in additlion Lo bowling faclilities. The construction
of centers was the primnsiy source of the Compauy's revenue,
as only a few alleys were asctually operated by then.

Although renked thinrd in the industry, BerChris had orly
about 3 per ceunt of the toltadl morket. They wore greabtly over-
shadowed by the two industry glanto--Brunswick and American
Maechine and Foundyy.

The bowling industry, in general, experienced rapld growt
betwecn 1950 and 1960. The grouth was due primarily to the
perfection of the aubtomabic pin spotter. BarChris entered
the picture at the end of this grouth period. Their net sales
increasced from about $B800,000 in 1956 to $9,200,000 in 1960,

Thiz rapid

!.. ' ]
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e
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coupled with cther factors, caused
several crlticsl problems for the company.

When the compauy was welatively small, ite founder hed
118t1e twouble meneglng it. NHowever, au BarChris began to
grow, managenent limltetions becowe evidonbe. ruglicse, the
cowpany's Viee Prezident, devobted his time to Lhe supervision

of construction work, and Vitols, the Prezident, was concerned
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with the sales end of the huginess. Nelther of the founders
N . .
was "egulipped to handle Lfimsnclal matters.” In fact, iv has

i

been polnted out that prlor to lts denlse, "the business had

2

ezeecdszd the nanagerlal capecliy of 1ts founders."z Bath nen
had oply limited educabicns

Betiieen 1954 end 1960, BosrChris hired two former Peatb,
Merwick, Mitehell emplovees to handle the financlal side of
the quiuoauo By the time these nen were hired, nany of the
company's finoncial policiaes hed alyceedy besn get. DBesicelly,
BarChyis used two methods of Tinauncing the gsle of ite bowlliug
centerse The fivet nethod ves to get e gmall down poyment
and. ¢ noite for the remalinder of the contyact price of the
centor, They then proceeded with the construction worke.
BarChris discounted the note received from the custoner.
Undexr this method, the company had a contingent 1lability on
the notes discount ced in cosc of defeault by thelr custoncr.

The altcrnative to this methed of Tinancing involved e sale

:‘2

and o lcasc-back avvongsncnt. Under this arrengement BarChris

K

would ﬁ&ﬁstxtcc &nd eguip the "intevior" of the bowling centeyw
(1hjoh maent Ins tmjllnr the cquipnent) and gell thiec package
to B factor. In turn, the faetor would lease tﬁe interlor to
the cugtoner o» baclk to a subsidlisry of BarChrls {3 ) which

case the suhsidiavy would lesse to the custoner).

1
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283 ¥. Suppe 653,

e 4 m
Lhide
Lotk



165

Under either method of finencing, the company was placed

in a very wesk cesh flow pesition. BarChris was required to

)

mak

3

subsbtantial ovblays oy coustrocetion costs before it
recelved any cash firown the factor ox the custopner. As g
result of thelr finauncing wmcithods, and thelr ravid growth,
the conmpony wag in censtant need of cash.

By early 1961, the company bogsn to expericnce some dife
ficulty in collecting feom Lis cuvstonzvs. Tt became obvious

F N

to most obheervers thet the ir

MrotIy Was overbullt. In lay,

1981, BarChrie sold en iscue of convertible debentures; the

proceads from the sale vere degpevately needed to ilupirove the
company's working capitel positicu. The industry sitvation
worsened es meny bowling elley opsrators were going out of
business in esrly 1962. In October of that yesv, BaceChris
tried to malse more money througn the sele of common stock;
but the issue failed. With the fallure of this issue, the
company woes bankrupt and defsulted on the debenture intercst
Payneintss

A sult was filed vader Sectlon 11 of the Securities Act
of 1933 by the holdors of the debaubvree issue., Naued along

with other defendente in the suit were the conpany's auditors

‘l
7]

Peat, Movwick, Mitchell. The sult claiwed that “"the Registra-
tlon Statement with respeet o the debeauntures filed wlith the
Securitics end Exchange Commisslion « « « contained materisl

falge statenents and naterisel OMiSSiGﬂ&nHJ
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After six years of 1litigation the judge ruled, amnong
other things, that the 1960 Balance Sheet of BerChris did
contein material false gtatements snd omnlisslons. He also
found that the review of subgeguent evenls wag iInadequate,
and the suditors 4did not make o Yreasonavle investigatlion”
of events subsequent to the bhalense sheol daten4

The naterial errcors found in the finsnclasl statements
dealt with the recognition of revenue under the perceuntage.
of-coipleotion nethed, the estivatling of provisions for dbad
debbs end obhsy contingenciocs, eud The classlificalion of
gssetsg. It was determined thet iuacourate estimotes of the
degiree of completlon of bowliing allleg in process of cone
struction resulted in overstating revenues by about $650,000
(with & resulting $250,000 overstatement of incomec), The
court fur“hcr concluded that provisions for contingencies
werc widervstated by some $1,000,000. Finally, the court
ruled thaet £150,000 of receivables from consclidated subgi-
dleries vas clessifled jmproperly azs trade asoccounts recelvables,
end $LNG,000 in the cash scoount should have been classified
&g an luvegtment fox statenent purposesg.

The count found ell deflendomts guilty of vielations of

Seetlon 11 of the 193%3 Act. The case has received vilidespread

-
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A "gubgequent roviewn" iu zn investigation by the suditors
of meterial events between the date of the finencisl statee
nente and the last day of his ficld work. In this caese, the
review wag from the date of financlal statements to the date
of the Registiation Statenont.
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publicity in the financisl pressg, as 1t deslt directly with
the 1iabllity of all persons sliguning a reglstratlion stabtenent,
No settlemeunt has been announced because all defendants
have flled crosa~clalns against each other for payment of
damages. However, 1t scems likely that all pzrties will have

to bear sonec cost in the case.
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(7) Continental Vending lMschine Corporation

Lybrand, Ross Bros. & Hontgomery

‘The wvenbs in thiz case actually revelve sround the
reletionship of two arffilizsted companies: Contlnental Vending
Machine Corporebion end Valley Commerclel Corporation. Con=
tinentel Vending was engeged in the momufacture and mrinbtensnce
of z variety of coin-operated vending machines, and Valley's
primery business wasz the Tinsncing of vending machines sold

&

by Continental. As an incldécnisl pays of 1ts buginess, Vailey
also made commercial and personal loans

Horold Roth wag the pregident and largest stockholder of
Cordinentsl Vending (controlling eboub 22 per cent of tThe
ontstanding shares). Velley Commerclal wee elso run by Roth
who owned about 20 per cent of its oubtstanding stock. From
time to time, Continentel Vending made substantial advances
to Velicy Conmercial, and Velley made payments to Continental
for these edvences., For the fiscal yeor ended September 30,
1962, the sdvances by Continentsl emounted to $3,500,000.

During the cource of their 19062 audit, Continental Vending's
independent sccountents, Lybeand, Rosg Bros. & Hontgowery,
learned that the sdvaunces {from Contincutel to Vhl?ed merely
served as a conduldlt tiwouph wiilch Roth ga sned control of the

noney. Both had borwowed heevily Trom Velley in hopes of

using the money to finance & purchase of ancther oonp 0 o
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"gffectively, he wasz applying for hls own purpose funds
1
advanced by Continental to its effiliate Velley."

Roth admitted the existence of the arrvangement to the
avditors, and during further digcussions with him, 1t was
learned that he was unable Lo yepay his lean to Valleye Thls,
in twrn, reant that Vallsy was uvnable to repay the advance
from Continental. Roth stated Thet he would secure hig loan
from Valley. He produced marketeble securities in his nanc,
about holf of which were sheryes of Continentsl, to secure the
loan.

To reflect 211 of Vheze Tacts, the suditors prepared cone
troversial Footnote Tiwo to the 1962 financlal statements.

The footnote was designed to diselose the relationship bebtween
Roth, Contincntal, and Velley and reads as follows:
The anount recelvable from Valley Commercial

Corp. (&n affilisted ccmpany of which lr. Herold Roth

is sn officer, dirvector end stockholder) bears interest

et 12% a yesr. Such amount, less the balance of the

notes payeble to that company is secured by the assign-
ment to the Company of Valley's equity in certein
nevketable securiiics. As of February 15, 1963 (date

of cecrtification of fimencisnl ststements) the amount

of such eguity at cuirent market quotations exceeded

the net amount recelvehle.f

The financiel statoemente were now ready for release, It

should be noled, however, that Continental's pre-sudit incone

of $100,000 was changed to & loss of sone $800,000 ag the

P VT T O LA AT A N T AT A Pl A5 S, TS AN, T ST
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Je Mo Benshzll, "BorChrls end Continental Vending-
1968's Legaey Tor Aaorican Aucdtors," Accountaney, LXXX
(January, 1969), 8.
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result of an audit adjustment to write off certaln regearch
and development cosbse.

Shortly aftex the stebtements were issued, the market value
of Continental's stock (uhich had fellen from $16.00 per share
to $4.00 per share in 1962) begsn to fell. This resulted in
the evaporation of the security own the loan from Valley to
Roth., In addition teo this, the suditors learned of a check
"kitting" scheme thet inmvelved sbouvt $1,300,000, and the prave
tice by Continental of "fradulently finencing fietitious
accounts recelivable thyough a comuercial factorc”B

Lyorand, Bogs Bros. & Hontgomery refused to cevtlify Cone

tinental's 10-K that must be filed snnuelly with the Securi-

.tlies and Exchange Commission. A short time after the xefusel,

the company went into reorganizatlion under Chapter X of the
Bankruptey Act.

The trustee in bankrupbcy soen Tiled a $41,000,000 eivil
suit against Roth,'Lybranﬁ, Rogs Bros. & Montgomery, and a
lexrge creditor bank. The sult elaimed thet the defendants
had entered into a scheme to defraud Continental through cone
cealnents and misrepresentationgau The clvil suit was setiled
cut of couwrt fer $2,.1.00,000.

Lybrand was to poy some $2,000,000 in cash and release
clelms agalnst Continentel in the amsunt of $100,000. The

settlement wos approved by the court.

Ly 2T AW 3 g T L A ML

?@Qﬁ Vall Street Jouwrnel, October 18, 1966, p. 21.
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The above sult ig ovly of seconudary Awvportance to the
enditors. Socn after the civil suit wes filed, the Pederal
government filed crininal charges agalinst tiwo partners and a
manager of Lybrand, Ross Brog. & lontgonerye. The sult was
brought under Section 32 of the 193% Securitics and Exchange
Act. This Sectilon makes 1t a crininal offenge Lo willfully
and knowingly meke any stetement in a required report which
is falgse or niglending as to materisgl facts of a company.

The government claimed that the Lytvand, Ross Bros. & Hontgowmery
men were gullbty of fraud beconse they knowingly failed to
dlselose the following msbtevial facba

1. That the recelvaeble snd payable between Conbtimnental
and Valley could not be offeet ageinst each othery

2. That the advances from Contlnental to Valley had
increazsced by $400,000 between Seplember 30, 1962 (fiscal year
end) and the date of cevtification;

3. That as of the date of certification the value of
the securlities wes less thau the smount of the advances by
sone $5900,000

e That most of the scourities were stock and con-
vertihle debentures of Contincntol.

AU the end of the first trisl, the Jury weas vnable ta.
reach a decliglon in the case., The rebrliel resulted in a
gullty verdliet for the three men. The nen were Tined a total
of $17,000, and no prison toris were assesned. All appeals

felled, and the convictlon of the men stood.



(8) Yale Express Systen, Inc,

Peat, Marwick, NMitchell & Co.

Yele Express was & mediluw-sized Trucking company when
Gerald W. Eskow fool control of the company from hls father,
The company had establishzd a good reputation for providing
fast service to Tthe swmsll and ofteun neglected companies In
nced of trucking service. Eskow prided hinself on the intro-
duction of the lstesgt techuolozy in the industry. The conpany
conivinved to grow av a ralhoer wmoderate rate in the first years
of his contwol. In 1963, Yale decided to purchase Republic
Carloading Distributing Coumpany, & leading compeny in the
freight Tocrwarding business. Republice was gpproximately twice
88 large as Yale and could operate natlon wide, wherecas Yale
had only serviced the New York-New Jersey ared. Unlike the

busliness of a trucking compony, & frelght forwarder "is a

broker who purvchagscg transporbation and provides as little
gervice &5 pessible to prasgerve his nerrow margine"l Yale

ves bullt on the philosopliy of custonmer service, and Eskow
fel® that this philogonhy could be carried over to the freight
Forwerding business, Unlortunately for Bskow, he did not
reazllze until too late that there are vast differences in

opGrativz the tiwo types of companies.
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Richard J. Whalen, "The Blg Skid at Yale Bxpressg,”
Fortune, IXXIT (November, 1965), ll?g
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Peat, Marwick, Mitchell peviormed the 1963 audit of the
nevwly expended Yale Express. Reported net income for the year
was $1,180,000. The figure was a great disappointment to
Eskow as he expscted income to be somewhsre arcund 3,000,000,
(Actu%}ly, just after the newger with Republic, it was felt
thatﬁﬁée“tax arning would be sbout 8ix to seven million.)

As a result of hils dissppolintment; he hived Peatbt, Marwlclhk,
Mitchell to undertake a study to determine what was going
wronéo.

Peat, Marwlick, Mlitehell wes awave of sone ol the problens
that existed and discovered nany unore as a result of their
study. Internal contyrol in both companies was wesk, and the
merger tended to coupouvnd the problem. FEach company vsed g
différent type of accounting systewm. Republic was on a full
accrval systen, while Yale was using a modlified cash~basls
type of asccounting. All efforts by management to merge the
two systoms failed, As en example of the weakness of Internal
control, the controller of Yale lcarned {hat banlk reconciliae-
tions had not been made for five months. Upon prepsring a
reconciliation; i¥% was discovered that $4%38,000 in checks had
been written and not recorded on Yele's books. The cancelled
checks and-voueﬁers had been stored in boxes and nerer recordede
This had the effect of overstating the company's cash position.

Open h@étility soon biroke oulb between the mansgenent of

Yele eund Republic. Thig nerely added to all the other Problems,
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"According to the auditors, few of the studlies were ever
completed for often when they produced evidence or lnefrfi-
ciency oy nismanagement, the agsisgnment was changed."z

Yale continued to report disappointing profits for 1964,
However, as a result of thelr study, Peal, Maruick, Mitchsll
discovered that in 196% the company had sustained a loss of
some $3,300,000, instead of an anticivated profit of about
$1,800,000, The real problem Lhat concerned the suditors ves
that the audited 1963 incone Tigure of $1,140,000 should have
becn repoxrted as o logeg of §1,880,000, It is not known vhen
in 1964 they discoversd the errors, but the information was
not made public until May, 1965, when they completed their
study.

Soon after the information becsme known to the genersl
publle, Yale could not obtain much needed bank credit and
was soon forced into bankruptoy.

Several stockholders and bondholders of Ysle filed suit
egainst Peabt, Marwlick, Mitchell claiming "dameges for errors
and onission" in the 1963 audited finencial statenants, un-
andited statements contelined in & prospectus filed with the
SEC in 1963, end unaudited interin stabements for 1964»3
The plaintiffs clalfuwed that Peal, Marwlek, Mitehell wes lisble
because they falled to disclose the fact that the 1963

2Ibid., p. 149,

Jpishor v. Klebz, 226 F. Supp. 180.
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statenents "contalned false and misleading figures," and the
fact that they knew that the 196% interinm statements contained
inaccurate flgures.

The rather unique questlon that wlll be answered during
the triel is whether or not an "independent" accountant owes
any duty to the general public for information learned after
the certification of the financial statements. Peab, Maruick,
Mitchell was not sctlug in its role as en "independent®
accountant when it learncd of the eryorg in the financial
statements. The declisicn ln this cuze may have a significant
impact on the fulure of wmanogenent services provided by sccouni-
ing firng.

Peat, Marwiclk, Mitchell filed a motion to dismiss the
complaints, but this motion failed, and the case will go to

court.

4_:g_m,gug Peo 1830
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(9) Marrud, Inf_‘-.,

Touche, Ross & Co.

Prior to its demise, Marrud, Inc. soid heglth and beauty
products throush lease departments in several discount stores
throughout the country. The collapse of Marrud is closely
linked with one of its subsidiaries, New Sun Ray Diug, Ince.
New Sun Ray Drug was a drug wholesaler dealing primerily with
the outlets owmned by its parent, liarrud.

In esrly 1965, Marrud tenderad a public offering of
common stoclk, and in conunectlon with the offering, it flled
the mandabtory Prospecbus end Registration Statement with the
Securlties and Exchange Comuission., Shortly after the isgsue
was successfully sold to the public, the Americsn Stock Exe
change stopped tradlng in lMarrud stock because the company
"failed to issue definite finencial information within a
speclfiied period.”i

Followlng this stop order, the company, its auditors,
Touche, Bosg & Co., &nd otheprswenrce named as defendants in
at leazt twe stockholder suits. The suits elaimed that the
Prospectns and Reglstration Statement filed in 1965 contained
false stevements end omiited materlial facts. In particular,
it was elileged that the propsectus failed to tell {l.e resder

that Farrud was not able to deslare dividends becsuze of

bt AP ITTO Y e
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certain restrictions in creditor sgreements. The Prospectus
merely stated that sbout #1,1.00,000 would be avallable for
payuent of dividends "upen completion of the offering.”z

Within four monthe of the filing of these lawsults,
Marrud end New Sun Ray filed a pstition under Chapter XI of
the Bankrupbey Act. They asked the court to allow them Yo
operate while they attempted to reach sonc settlements with
their creditors. The company ennounced that it had suffered
a $6,000,000 loss Tor their fiscsl yvesr 1666, Thelr sbock,
which sold for $16.375 per share st the 1965 public offering,
was now selling for $1.375 psr share.3

The primary reasons for the large loss in 1966 were the
lesses assoclated with two subsidlariess New Sun Bay and
Clifton Private Brands. The conmpany also reported losing
several of its major customers in the 1965-66 period.

There has been no announcenent of a settlement in this
case, end it is assumed that the suit is still in the pre-

trlel state.

A S PO Rl
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Irhe Wall Street Jompnal, August 26, 1966, p. 12.
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(10) Thor Power Tool Conpany

Peat, larwick, Mitchell & Co.

Thor Power Tool Company had entered into merger negotla«
tions with Stewart-Warner Corporation in 1965. As part of
the negotiations Thor Power Tool submitted its 1965 financial
stetements which had beoen attested to by Peat, Marwick,
Mitehell, Thor's auditors. Shortly after receiving the
statenents, Stewart-Warner and 1lts eauditers claimed that
Thor's inventory had been overstaeted by 48,500,000, As a
regsuit of this overstatement, the merger negotlations broke
down conipletely. The value of Thor's stock declined when
the reason was learned for the halt in the merger talks.

At the next anmual meeting of Thor, the 0ld mansgement
which originated the merger talks was ousted and a new mansgc-
ment grouvp instituted. However, the stockholders were still
not satlisfled and brought suit egainst the new manegement for
losges sulfered ss a result of the collapse in the merger
hegotiations. The sull elso named a5 co-defendant the come
pany's anditors, Peast, Marwlck, Mitchell. To protect itself
from peylng any denages as & result of the lawsulity the new
ranagement Tiled & cross sullt sgeinst the old manaﬁement and
Peat, Marwlck, Mitchell. The two suits against the suditing

. 1
firim have since been consolidsted into one action,
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Peat, Marwick, Mitchell contended that the 0ld "manage=
ment was informed of the overstated inventory but apparently
decided to withhold the informatlon in its representatlions to
the Stewart-Warner officlels lest it Jeopardize the terms of
the merger.”z So in fact, Peat, Marwick, litchell had ade-
‘mitted that the inventory value attested to by them 1n the
finenclal statements had been overstated, end they knew of
the overstatement.

Thoy and Peat, Marwick, Mitchell were charged in the
Tawsuit with "falsifTications of its inventory and sales
figures and issuing financial stelements reflectling svch
false figures."B Further, Peat, Marwlck, Mitchell was charged
wlth "epplyling inappropriate accounting procedures with respect
to the Thor audit and uttering untrue certifications of Thor's
false {inenclel statements,”

The sult was brought under Section 10(b)«5 of the
Securities Exchange fet of 1934. The relevant portion of
this section states the following:

It shall be walawful for any person, 8irectly
‘ox Indirectly, by the uge of any means or instrunent-
ability or interstate commerce, or of the mails, or

eny fecillity of any national securlties exchange « o o

{b) To muke eny untrve statement of a materizl
fact or to omit to stete a materisl fact

W0 i N R T 1T s w . oy

2
Te Ae Wisge, "The Very Private World of Peat, Marwick
Mitohell, " Egggégg, LXXIV (July 1, 1966), 90, 1 ’

SDrae v. Thox FPower Tool Compeny, 282 F. Supp. 96,
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necessary in order to make the statement
mede, in the light of the clrcumstances
under wnich thgy were made, not mise
leadlns + o«

Peat, Marwick, Mitchell asked the court to dismlss the
charges Iln the stockholder sult, clainming that it had not
benefited frowm the supposedly Inflated price of Thor's stock
end thet it was not the intent of Congress teo provide a civil
renedy under Section 10{b}-5. However, the Judge refused to
dismisz the suit,

Shorvly after thls decision wag reached, Peat, Herwlicek,
Mitehelil setitled the suit out of court for %4?5,000.6 As in

mnest major cases agalnst public accounting firms, e long legal

battle of four years preceeded the settlenent.

51bide, P 97
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(11) ILivingston 011 Cempany

Pest, lMarwlck, PMltchell & Co.

The case was brought as a result of a speech made to
several securlty arnsmlysts by the President of Livingston 01l
Companys. In his speech before the New York Soclety of Security
Analysts, Julius Livingston stated that he expected earnings |
for tla figesl year ending Mey 31, 1965, to be about $3,500,000 |
or about $.90 per shere and cash flow to increase to aboub
36,000,000, "

Bowever, about a month after the speech, the company
reported & loss in the third querter and a drop in cash flow,
Actual year~cnd earnings smounted to about $1,900,000 ($.48
per shere), end cash flow was off about 81,000,000,

The suit was filed.on behalf of a group of ninety stock~
holders and claimed that they were induced to purchase stock
&8 a result of Livingston's speech, which proved to be mige
leading and inaccurate. The stoekholders clalmed damages of
$1,000,000.2 Pect, Marwick, Mitchell, the company's auditors,
were also nemed as defendants in the sutt. It was alleged
that they provided Livingston with the figures he quoted in

hls speech,
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There has been nce announcement of any settlemcnt or

offer to settle by any of the varties iavolved.



(12) San Frencisco National Bank

Peat, Marwick, Mitchell & Co.

This case 15 an example of the adverse publiclty received
by public accounting firus where the facts relating to the
case are difficult to discern from the avallable literature.
The story was cerried for seversl days in the financial press,
and after that, ns further menticn is nade of the Barnk's
failurae,

The bank faelled in early 1955, and ssg a resvit, the Federal
Deposit Insurance Corporation filed sult sgeinst fifteen
former directors for recovery of sn egstimated $10,000,000 in
damages. In turn, one of the directors filed suit against the
bank's auditors, Peat, Marwlek, Mitchell & Co., for damages
that he might be assessed as a result of the FDIC suit.,

The bank's foundesr sid former preslident had been convicted
of "violating Faderal banking lew, including laws against mis-
appropriation of bank funds," about nine months before the
bank's collapse.l He was sentenced to a 60-year priscen teinm
and wes fined $60,000. However, the sentence could have been
medified by the results of & court-ordered paychiatric exami-
nation. The former president ig not Involved in any of the
sulte mentioned above.

The suit by the former bank director claimed that Peat,

Marwick, Mitchell & Co. "negligently railed to revesl the
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acts, errors, and omisslons énd unlawful transactions 1In the
affairs of the bank of which the directors were legally required
to be aware."z

In filing the suit, certailn correspondence between Peat,
Merwick, Hitchell and the bank was made public. One of the 5
letters dealt with Peat, Marvwick's eveluation of the bank®s
intexrnsl control and stated that there existed "unsatisfactory
Internal control--dut the bank's records generally are in
satisfacltory conditiom."3 The sult went on to elaim that
the suvditors mede the above stetoment "without reasonable
grounds for belief in thelr truth, theroby consclously mig~
representing such material facts and perpetrating & fraud
upon the directors of the bank."a However, the auditors were
not retained past November 15, 1963, some two years before
the bank's fallure, snd claimed that the suit was without merit,

The sult asked §$100,000 in punitive damsges and exemplary
demages for all amounts levied sgalnst the former director as
a result of the FDIC suite.

It should be polnted out that this was a2 civil sult claime
ing negligence and froaud on the part of the auditors and does
not involve eny vlolation of the Sccurliles Acts of 1933 and

3big.
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Kemeth F. Byrd, "Accountency and the Onglaught of Case
Law lu Noxth Americe," The Accountant, CLVIT (July 8, 1967), 38
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While there is no mention of a settlement in the case,
it seems likely that eithe: g very small out-of«court settle-
mant was reached or the case was dropped. The reascon for
this belief is the difficulty encountered in proving fraud
or negligence in court, The case law indicates that a recovery

based upon these charges is extremely difficult to obtain,
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(13) Atlantie Acceptance Corporablon

Keskins & Sells

While there have been no lawsults to date as & result of
the finsncisl collapse of itlantic Acceptence, 1lte story 1s
of interest becsuse of the adversgse publliclty recelved by the
accounting profession in general and the corporation's audl-
tors in particular.

Atleptic Acceptance Covporabtion was a large Cansilan
finence company. However, by Amzricen stendards the company
was relatively smell, having total recelvables of about
$150,000,000 in 1965. Prior to 1965, the company had exper-
ienced tremendous growth. Its receivables increased from
about $19,000,000 in 1960 to the $150,000,000 level just prior
to 4ts downfell. Also, during thisg periocd of time the company
began to diversify its operstions. By mid-1965, the company
showed "ebout $60 million of sales financed receivables, over
helf of 1t motor car paper; sbout $38 million in small loans;
and $52 million of commerclal 10ans."1 The commercial loans
were the specisl responsivility of the President of Atlantic
Acceptance and were handlced through a subslildisarxy.

Atlantlec Acceptance's financlal difficulties can be
blaned, at lesst in pexrt,; upon thelr rather uvnigue nsthod
of financing. While thelir lending was 21lnost exclusively

Canadlan, thelxr boyrrovwing was largely from the United States.
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The company's financing came mostly from large institu-
tionsl lenders, primarily insurance companies in the Unlted
States. "Atlantic was short on bank lines, having only one
line with a najor Canadlen ban}f."2 Adout halfr of the company's
total debt was term dsbt, and & large portion of the remaindexr
was in short~term commercisl paper. Flnancial difflcultiles
arose when Atlantic found it exiremely hard to renew its U. 8.
short~term obligations. For during thls psriod of time, there
was pressure on all American lenders to keep thelr money in
the U, 8., and thereby helyr the balance~of~payments situation.

In addition to the pxoblen of securing adequate financing,
in a2bout the middle of 1965, it was determined that several of
the company's largest commerclsl leoans might prove to be
worthliess. "One single commercisl leoan, the largest one made,
was for $10 million--an emount lerger than the entire stated
common stock caepitel of the compeny, including surplus,”
proved to be only partially collectible after careful review
of the account.

In accessing the blame for the downfall of Atlantlc
Acceptance, many writers have ceriticlzed the management and
the independent auditors of the company. "4s for the nmasnage-

ment element in Atlantic, the single gpeculative loasn which

AW LANTINE Nt d B Ml - A s o S TR 1 T

21b1a. *Ibid., pe b,

It
I1bid.
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exceeded the entbire cornon stock equity of the company speaks
loudly enoughg“s The phenominal growth which Atlantlce exper~
jenced prier to 1ts downfall was achieved largely as a result
of these speculsative loans. The wmajority of these loans proved
too risky for the company. Thls would indicate poor management
.of the loan portfolic by sone of the esteemed officers of
Atlantic, in psrticular, the formsr president of the company.

As for the accountants, 1t has been polinted out that
"Atlentlc took en unusuzlly lavge part of its financial income
into earnings as soon as it made & loan, thereby increasing
imnediate profits at the expense of fature resultse”6 The
ma jor problem that developed was that interest on loans that
was nevey pald was teken inbto sccount in profit determination
on a large 8cale., "By the rewrliting of delingquent loans with
the unpald inconie on the old lecans written intce the new, the
fact that Interest was never collected and that loans were
bad wss obscured."

The investors in Atlantic stock relied in a large part
upon the suditor*s evaluation of the collectlbllity of the
loans. 2 shown in this particulsr incldent, the auditor's

report revealed very little to warn the investorg of the

5..3%%;?» » Do 1k 6;m .

SQITyeS s Tt

'7Kenneth Fa Byrd, "Accountency and the Onslaught of Case T
TLaw in North Americe,” The Accountent, CLVII (July 8, 1967), 4.
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dangers that were Just around the corner. The inference that
moat investors would derive from the auditor's clean opinion
was that the recelvables were almost fully collectible., It
has been suggested that the auditor spell out in more brecise
terms the collateral behind such receivables. A4t a very
minimum, the auditor's report should contain a listing of the
major loans nmade by the finarce company and the security of
the collateral backing such 103ns.8

Finally, Atlantic had "too much short-term comrercial
paper in lieu of bank credit.” and this proved to be gnother

problem for the Company-9

BBarron°s= op. cit., p. 14,

%1p14.
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(14} PFrank G. Shattuck Cowpany

Peat, Marwlck, Mitchell & Co.

Frank G. Shattuck Company ls an East Coast subsidliary
of W F. Schrafft & Sons, & large condy menufacturer. Bela-
tively 1ittle 1s known about the problems that plagued
Shattueck in 1965. One investor in Shattuck brought sult
against Peat, HMarwlck, Mitchell & Co. claiming the firm cone
ducted faulty eudits in 1964 end 1965.
| In early 1966, officlals of Frank G. Shattuck Company
armounced that 1964 profits had becn overstated by $210,000
and 1965 praofits were overstated by 822,000, The overstatee
ments were the result of "collusive febrication of fictlitious
involices and other accounting records by certain department
heads (of Shattuck).“l

After the sult was filed, the menagement of Shattvek
stated that the clrcumstances surrcunding the collusion were
so complleated that "it was not possible for Pest, Marwick to
have czught the situation in the course of a normsl audit."z
While the auditors disclaimed any responsibility for the
detection of fraud 1n the engagenent letter to a client’s
manzgement, this doegs not releasse them from the responslibility

for detecting massive frazud,

i

Ithe Wall Street Journsl, May 23, 1966, p. 12.

Ts A. Wise, "The Very Private World of Peat, Marwick,
Mitchell,” Fortune, LXMIV (July 1, 1966), 89,

s
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No mention of any settlement in this sult is glven in
the lterature. If any settlerent was made, 1t wss probably

out-of-court and made prior to any litigation.
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(15) Otis~McAllister & Co.

Peat, Marwick, Mitchell & Co,.

Otis-McAllister is e large San Franclsco-based coffee
importer. The company was declared bankrupt in 1963 after
several years of financlal difficulties.

In 1965, four banks, including Bank of America (San
Franclsco) and Chase Manhattan of New York brought suit
against Otis~McAllister's independent audltors, Peat, Marwick,
Mitchell & Co., claiming that they attested to misleading
financial statements from 1958 through 1960. The specific
charge against the auditors was that they knew about certain
Impropsr uses of proceeds from specified coffee shipments.
All four banks were creditors of Otis-McAllister and accord-
ing to the terms of their loan egreement, receipts from the
sale of certain coffee shipments were to be used to repay
the loan. However, funds from these sources were used by
the company for genersl corporate purposes rather than the
required loan repayment. The banks clzimed thet they should
have been notified of these irregularities by the auditors.

To further complicate the case, it was disclosed that
Peat, Merwick, Mitchell & Co. wag also the suditor ior Chasge
Menhattan Bank during the years 1958 through 1960,

Peat, Marwick, Mitchell & Co. claimed that Chase Manhattan
Was well aware of the inproper use of funds by Otis~-McAllister,

and in fact withdrew ite line of credit based upon the knowledge,
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Peat, Marwick, Mitchell & Co. was dismlissed by Chase
Manhattan as thelr audltor as a result of the Otis-McAllister
sult.

No mention is made of a settlement in this casey however,
e spokesman for Peat, Marwlck, Mitchell & Co. stated that
"the banks offered to settle the dlsputed liebility for ahout
$l.3 million, but (their) insurer decided against this

1
approach, "

1
The Wall Street Journsl, Mey 10, 1965.
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(16) Belock Instrument Cerporation

Lybrand, Ross Bros. & Montgomery

Belock Instrument Corporation was 1n the business of
manufacturing precision instruments and electrical components.
The company's prinmsry customer was the Federal government.

In 1965, it was alleged that the nanegement and directors

of Belock entered into & conspirscy to defraud the government.
It was alleged that Belock overcharged the government on
several contracts and that they failed to digclose these
recoversble overcharges in thelr annual report filed with

the Securities and Exchange Commlssion. Thus, it was elaimed
thet the company knowingly overstated its earnings and under-
staeted its lisbilities for 1964,

Several stockholders brought sult egainst Belock, its
directors, and the public accounting firm of Lybr»and, Ross
Bros, & Montgomery, the coupeny's suditors in 1964, The
sults were brought under the Securities Act of 1933 and the
Securities Ezchange Act of 1934, The stockhelders clsimed
that they had suffered losses on the purchase oijalock COmMON
stock and debentures when they relied upon the informstion in
the 1964 annual repdrt in malking thelr investnment decision.

The sults stated that all defendants knew or should have
known that the statements were false and misleading and that
such statements were issued with the intent of inflating the

market value of Belock's stoek.
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All of the sults brought under the 1933 and 1934 Acts
failed in this case.1 The Jjudge ruled that the false fi-
nancial statements were not lssued "1ln connection with the
purchase or sale of any security," a necessary condition for
a successful action under Rule 10(b)«3 of the Securities Act
of 193402 It can be assumed that If the same financial in-
formation was contalned in a pvrospectus or reglstration state-
ment, the actlion might have besn sustalned. The Jjudge further
stated that i{ & frzud was perpetrated, 1t was sgalnst the
Pederal government and not against the stockholders.

No mention of any government action against the defendants
could be found in the literature. However, 1t can be assumed
that any complaint by the government would be against Belock,
rather than the auvditors, for recovery of the overcharges or

possibly criminal fraud charges.

1260 P, Supp. 602.
2
262 ¥, Supp. 6‘“‘5-
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{17) Westec Corporation

Ernst & Ernst

Until its demlse in 1966, Westec Corporation was a
repldly growing oil explcration and production ccmpany.
Prior to 1963, the company was virtually unheard of by most
investors. However, its stock climbed from $2.00 per share
in 1964 to & high of sbout %$67.00 prior to its collapse. In
the ycars 1964 and 19565, Westec pursued a policy of vigerous
growth. It began to diverslfy into The production of geo~
physical instruments and electronics and aerespace equipment
by purchasing numerous small coupanies. At the annual meeting
in May, 1966, the company's Chalrman, James W. Willianms,
characterized Westec as follows: "If our plans can be des~
cribed by one word, 1t is that nebulous overworked ternm
growth « » « We believe the upper limit on internal growth in
our sales and earnings 1is apﬁroximately 50% compounded annually.
« o « To supplenent this internal growth and overcome its
1linits we will make acquisitions."l A short four months after
this statement, Westec collapsed.

The price of Westee's stock began to fall as security
analysts began to question some of the accounting methods
used by the company. In August, 1966, the company released
the following short statement: "The directors hzd met to

evaluate information concerning the spparent purchase of

lTh

-

oy

Holl Street Jovrnsl, Scptember 6, 1966, p. 32.

i

T
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approximately 160,000 shares of its comuon stock 1in recent
weeks by or on behalf of its piesident, E. M. Hall, Jr."2
Immedietely following this announcement, the SEC suspended
8ll trading in Westec stock; Hall was removed as presldent
of the company; Willisms resigned as Chalrman,

The coumpany soon flled voluntary bankruptey petition under
Chapter X of the Bankrupicy Act. A court-appointed trustee
took over control of Westec and ordered a re-sxaninatlon of
the conpany's books by thelr outside anditors, Ernst & Ernst,
It wag soon learncd that the cowpany's previously veported
earnings for the first half of 1966 of $5,300,000 was in
actuslity a net loss of $2,600,000,

Soon after the investigation was complete, & Federal grand
Jury indicted Hall and his brother-in-law, Lester I, Lilley,
for conspiring to manipulete the prlee of Westec stocke They
both pleaded gullty to these charges and were subsequently
indicted for fraud. Hall also was indicted on "stock frevd
end consplracy charges."3

About the sane time as Federal charges were preferred
against the officers of Westec, a stockholder suit was filed
egalnst the officers and directors and ageinst Ernst & Ernst.
The sult claimed that the company "artifically inflated earn-

ings stetements in an effort to bolster artifically the price

2
The Wall Street Journal, Scptember 6, 1966, p. 32.

3The Wall Street Journal, Januery 9, 1968, p. 3.
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of Westec stock."4 The entire group of defendants was charged
with having "engaged in scts, practices and courses of bdbusl-

5

ness which operated as a frand or decelt.” In the complalini,
the accountants were charged with (1) "Common law negligence
for brealing contractual and flduclary dutles to Westec re-
quiring profession2l care,” and (2) "engaging in fraudulent
acts proscribed by the Securitlies Act of 1933 and the Securi-
ties Exchange Act of 1934."

T further complicate the plcture, the court-appointed
trustee filed suit against Ernst & Ernst claiming "gross
negligence and willful misstatemenis Ain certifying the 1964
and 1965 Westec annual reports.“? However, thisg action and
the stockholder suit have since been consolidated into one
action,

A note should be added that for a peried of time the
Justice Department was considering the filing of criminal
indictnents against certeln members of the Ernst & Ernst
partnership. A4n investigation was undertaken, but no charges
resulted. Also, the Securlties and Exchange Commission "is

congidering an admninistrative proceeding against the firm

4The Wall Street Journsl, Septenber 12, 1966, p. 10,

>Ibid.

6Henry B. Rellng and Russel A. Tausslg, "Recent Liability
Cases-~Implications for Accountents," The Journal of Account-
ancy, CX¥X (September, 1970), 50.

7

The Wall Streel Journal, August 22, 1968, p. 26.
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under Rule 2-E of the SEC's Rules of Practlce.“a This tType
of proceeding wculd not impose any fines or jall sentences,
but could result in the refusal to allow certain memberg of
Ernst & Ernst from practicing before the SEC. However, to

date no action has been taken by the SEC.

The charges leveled agalinst the suditors by the disgruntled
stockholders and security analysts were set out in detail in
the literature.

First, it ves claimed that Westec's profits were distorted
in 1965 and 1966 by the inclusion of several non-earnings
itens in income. For example, in December, 1965, the parent
Weatec sold the o0ll reserves of & subsgidiary, WECO, for sonms
$2,300,000 and ineluded the proceeds of its sale in ircone.
The subsidiary drilled about eighty wells in 1965, of which
only slixteen were productive. "If these reserves had not been
sold, their contribution to earning would have been a small
faction of [the %2, 300,000]."9

Another criticism of Westec's accounting was the inclusion
of $1,400,000 in income which represented the proceeds from
the sale of oll and gas production payments to an insurance
company. Even Ernst & Ernst admitted that "most companies

would have given different accounting treatment to the PY G-~

duction payments.“lo
8
Ibid. 9Ibid., Ds 32
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They also commented at Westec'sa 1965 annual meeting that
the company's Treatment of these production payments "isn't
the most predoninately used method in the oil and gas in-
dustry. « « « The wethod probably then most used 1ls that of
treating it as deferred 1ncome.“ll The result of thils account-
'1ng treatment was to increase 1965 net income by about
$1,400,000. The company, in effect, squeezed about five
years' income into one year by using this more libersl treat-
nente

Probatly the most controversial complaint azainst the
gudlitors was the use of relroactive pooling of five newly
acquired subsldiaries, The five companies were not formslly
purchased until 19663 however, under "generally accepted
accounting principles™ the company could show combined earnings
on a retroactive basls in the 1965 financlal statements. It
ghould be noted that such practices have always been frowned
upon; and the new statements of the Accounting Principles
Board of the AILCPA now prohibit retroactive pooling when the
combiration occurs after year end.

A flnal complaint leveled against the auditors was thast
certalin deallings of Westec did not represent arm's-length
trensactions: In particular, it was disclosed that a sale
of certaln producing oll properties to a Wilerof, Inc. was

not a real sale. In fact, it was later learned that certain

Pvig.
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officers and stocknolders of Wilcrof wsere related to Ernest
Ball, Presidentu of wéstec, end the sales price of the properties
was highly inflated, Znother transactioﬁ between Westee and
Irving Petroleum, which was run by Hall's brother, was found

.to be a bogus sale,

An artilcle in ﬁggggﬁlz scocused the directors and officers
of Westec and Ernst & Ernst of trying hard to find any type
of precedent to support the liberzl accountling methods adopted.
Regardiess of the truth of this siatesent, the damage to the
écoounting firm and the counpany had been dornec.

While the suit was filed in 1966, there has been no
settlement announced at this date., The case 1s stlill in the
pre~trial stege., This 1s an exccllent example of the pro-
tracted legal battle that often follows a sull brought against

publlic accounting firns.

12“What Are Earnings?t The Growing Credibility Gap,"
Forbes, XCIX (May 15, 1967), 3031,
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(18) Douglas Alreraft Company

Ernst & Ernst

Douglas Alrcraft Company 1s a very large California-
based aireraft manufacturer. In July, 1966, the company
offered for sale $75,000,000 in 4 3/4 per cent convertible
subordinated debentures, In connectlion with this offering,

& Reg®stration Statement end Prospectus was filed with the
Seeurities and EBExchange Comuission. AY akout the sane time

as the offering was being successfully made, Douglas was
experlencing a major decline in profits. The conpany ex-
perienced a net loss of $16,000,000 for their first nine
months of operations in 1966; this was in contrast to a pro-
fit of alwmost $12,000,000 for the same period in 1965. The
fiscal third guarter net loss for the period ending August 21,
1966, was $17,000,000 in contrast to & $%,000,000 profit for
the same quarter in 1965. The debentures were successfully
sold in mid-July, 1966, just two months prior to the announce-
nent of the company's larize loss. As a result of the announced
losses, the market for all of the company's sccurities, in-
cluding the debentures, became depressed.

Several debenture holdexrs filed a sult in U. S. Distriect
- Court neming Douglas Alrcraft, Ernst & Ernst, the company's
guditors, and the brokerage firm of Merrill Lynch, Pierce,

Fenner & Smith as defendents. The suit alleged "omissions
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of fact or inclusion of false statements in the Registration
Statement and Prospectus,” filed in connection with the
debsnture offer.1 More specifleally, the debenture holders
clained that Douglas and thely audlitors did not fully explain
the impact of certsin changes in accounting for deferred
development ccsts 1in connection-with the DC-9, The direct
write-off of certain of these costs contributed To the large
net loss. A& sentence In the Praspectus stated "it is very
likely that net income, if any, for fiscal 1966 wilil be
nominalo"2 The sult &llegss that the offlicers of Douglas
and the company's suditor knew al the tine the Prospecibus
was filled that sharply lncresasing productions costs and
changes in accounting procedures would result in a substential
loss for the fiscal year ending November 30, 1966,

No settlement or further sction in this case has been
mentioned in the literature. It is assumed that the sult is
stil1ll in the pre-~trial stage.

lryne New York Times, October 20, 1966, p. 61.

2Ibid., p. 63.
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(19) PFranklin Supply Company
Peat, Marwick, Mitchell & Co,

This is a rather obvious case which was settled quietly
and given very little publicity. Franklir Supply entered
into negotiatlions for the purchase of & South American petro-
leum company, Fetroleum Consultants C. A. (Peticon), from
its parent, Servicious Hydrocerbs The Caracas offlce of
Peat, Marwick, Mitchell wes called uvpon to perform an audit
of Peticon, the results of which would be used as the basis
for determining the =elling price of the company.

The partner-in-charge of the Caracas office who was also
in charge of the audit of Peticon was a former president of
the company before golng to work for Peat, Marwick, Mitchell.
Also, at the time of the sudit of Petlecon, he was a director
of the parent company, Serviclous Hydrocarb. Thus, he wonld
be construed by all regulatory agencies and professional
socleties to have a financlal interest in the proposed sale
and therefore would not be considered an independent accountant.

After the audit was completed, another firm of public
accounbants was asked to re-audit the books. They discovered
several misstatements and mlsrepresentations in théeir second
 audit.

As a resuvlt, Franklin Supply filed suit agsinst Peat,

Marwick, Mitchell for breasch of the terms of the engagement
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and constructive frasud in the audit of Petlcon. The court
found the audltors gullty, and a settlement in excess of
$400,000 was ordered.

The case involved an obvious and flagrant viclation of
the indepsndence requirements of the American Institute of

Certiflied Publlec Accountantsa
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(20} Mill Factors Corporatlion

Lybrand, Rose Bros. & Montgomery

As 1ts name implied, ML11l Fsetors Corporatlion was pri-
marily in the business of purchasing accounts receivables ab
g disceunt and making the collectlons or those acccounts. The
company has been referred to as a "'Tiffeny' name arnong fl-
nance coniganies, a 'Cadillac’® of its 1ndustry."1 Howaver, in
late 1968, it was revealed that i1l Fastors wes on Lhe verge
of varkrapbtey.

Surprisingly, the downfall of the company dld not result
from 1ts factoring operations, but rather from its commercisl
finance division. The company was not involved in commereial
financing untll 1956, when the decision was made to diversify
into this ares. In this year the declslion wus made to chsange
the very nature of the company's operations. Instead of the
outright purchase of recelivables from compsnles, Mill Pactors
began to lend money to businesses and accept thelr receivables
as collaterasl for the loans.

While this move éirectly Involved the company in the
finanelng of businssses, it elsc beceme ladirectly involved
in consuner credlit. For 1t was consumer paper that served as

collateral on some of the losns made by M11ll Factors.

1
The New York Times, April 23, 1969, p. 58.
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The filrst swareness of the financiel problems at Mill
Factors came a8 & result of a Lybrand, RBoss Bros. & Montgomery
investigation of the commereisl finance division in connsction
with a possible merger. As a result of thelr investigation,
they reported that of the $43,000,000 in commercial loans examined,
-the collateral was worth only about $12,000,000. The investi~
gation did rnot include about $15,000,000 which were thought
to be relatively safe loans.

EA1Y Factors' counsel clelmed that the erisis was the
result of mismanagement of the commercial finance divisicn.2
As an example of the ineptness of management, it was pointed
out thet one loean of $11,000,000, made to Vumeo of Springfield,
Massachesetits, excesded the total caplial eof Mill Pactors
reported on the previous year's balance sheet.3 Purther,
that the collaberal behind this loan was estimated to be worth
only ebout $2,500,000, If, as was the case, this one loan
. proved worthless, the company wounld find itself in a financial
erisis. M1l Factors' counsel stated that, "you don't get a
portfolio of $35 million of doubtful zccounts out of a port-
folio of $45 million unless somebody poorly managed the
extenslion of crediv.”

At the time of Lybrand, Ross Bros. & Montgomery's in

vestlgatlion into the commerclial loen porifolio of Mill Factors,

- e
Ibid. 3pid.
“Ipig.
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the two senior executives of the division were no longer with
the company. One had left to take a posltion with another
company and the other was on sick leave due to a serious
1liness. Thls further complicated Lybrand's investigation;

At the time of the annouvncement of the financisl dAffi-
culties, company officlals hoped to keep several creditors
and stockholders from flling damage sults agalnst the company's
manageitent and auditors. However, thelr efforts were in vain
az gseveral cof the corporation's lsorgest creditors and stock-
holders flled sult a5 soon es the seriousness of the possible
losses was realized. The suits filed were to recover losses
of approxirately $35,000,000,

While no statement of the spacific charges against the
sudltors 1s given in the literature, they can be inferréd
from the fgcts presented sbove and the comments of Phillip
L. Defliese, managlng partner of Lybrand, Ross Bros. & Montgomery,
It seems obvious that the creditors and stockholders claimed
that the financlal statements attested to by the auditors in
1967 were false and misleading. In particular, they probably
clalmed that the valuc of the collateral on certain company
loans was inadequate, and the auditors were nzgligent in not
discovering this fact in the course of the audit. Defliese
stated that the clainms were seﬁtled out-~of~court because "it
would serve no one to get bogmed down in litigation extended

over many years and centered on & highly technical area of
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who bears the respectlve responsibllity~-management, auditors
or others-~-in the area of assessing the value of collateral
which supports marglinal flnance 1oans."5' This statement would
indicate that the question of loan collateral was ralsed by
the creditor group.

On September 23, 1970, az tentatlve out-ofwcourt agreement
was reached between most of the parties involved. 4 total
settlement of $5,950,000 was offered by Lybfand, Ross Bros. &
Montgomery and the management of Hill Factors.6 Of the total
settlenent, Lybrand, Boss Bros. & liontgomery would pay
$4,950,000, and Mill Factors' management group viould pay
$1,000,000., The settlement has not been finalized hecause
one creditor and a number of stockholders are holding out for
a larger settlement. However, 1t seems likely that the gettle-
ment will be accepted by all parties involved. The one hold-
out creditor is a relatively small bank, and if it doces not
~accept the offer, Mill Factors will be forced to reorganize
- under the bankruptey laws., The proposed settlement would
probably yield more to the creditors than a bankruptey

settlenent,

SIbid.

67he Wall Strect Journal, September 23, 1970, p. b2,
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{21) Revenue Properties

Touche, Ross & Co,.

Revenue Properties 1s a Toronto-based real estate
developrent company. In early 1969, it made a publiec offer-
ing of 800,000 shares of common stock. In connectlion with
thls offering, the comnany flled & Reglistratlon Statenment
eand Prospectus with the Securitles and Exchange Commission
and a Prospecbus with the Ontaric Securities Commlisslen. The
1ssue was successful end the shares were sold to the general
public of both the Unlted States and Canada.

Shortly after the sale, the Onterlco Commission inforwed
the company that 1t was using improper accounting for certain
sales of land. The Commlsslon requirement stated that income
from the sale of developnent property cannot be recognized
until £11 conditions in the sales agreement have been met,
Revenue Properties was recording income at the date of sale. f
It was necessary for the company to defer sbout §75,000 in E
income, which dropped esrnings per share from $.65 to ﬁ.fa.l |
This fact alone ls not too lumportant, but an investligation
was to go further into the financisl dealings of Revenue
Properties and its subsidiaries.

In particular, the Commission began to look into certain

transactions between Revenue Properties and & subsidiary,

1
The Wall Street Journal, Docewber 3, 1269, pe. 35.
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Victoria Woed Development Corporation, Shortly after the
new investigation, a sult wes flled against the comwpany, 1its
auditors, Touche, Ross & Co., and others. There was no dollar
figure set for the amount of damsges suffered hy Bankers
Trust Co. of New York, the plalntiff in the suit.
| There were two major sllegaticns 1ln the suit: first,
that certain directors and officers, who owned about ten per
cent of the outstanding stock, had sold thelir shares to the
general public about thres months before the regilstraticn
statement becane effective.z In effect these Individuals
were selling umreglstered securlties to the publlce in vicla-
tion of SEC régulations. The second charge was that a number
of land transactlons were recorded az "sales" and the sales
price teken into income, when the purchasers were in fact
Revenue Properties or 1its subsidiary, Victorla Wood Develop-
ment Corp. If true, these sales wounld not be considered bona
fide transactions. Based on their allegations, Bankers Trust
clained the Prospectus and Reglstration Statement, for the
sale of the company's common stock,; contained "untrue state-
ments end omitted material facts."3
Shortly after thls sult was flled, the company's auditors,
Touche, Ross & Co., asked to withdraw from the audit engagement.,

They had discovered that one of thelr partners had accepted a

Tbid. 31pad.

[ e
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loan of $12,500 from an officer of Revenue Properties. The
partner used the proceeds from the loan to buy stock in
Victoria Wood Development Corp. The loan had beern repaid to
the officer. However, there 1s no doubt that this Is a viola-
tion of the rules of independence by all professional socletles
and certaln governmental regulatory agenclies.
Another sult has been flled agalnst the company, Touche,
Ross & Co., and others by U. S. Trust Company clalming that
it had been a purchaser of the unreglstered securitlies and
had not known the status of the stock when 1t was purchasedgu
There has been no announcement of a settlement in thisz

case, 1t 1s probable that the various lawsults wlll be con-

solidated. The cage i3 in the pre-trial stage,

uThe Wall Street Journsl, April 2, 1970, p. 33.
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{(22) Standerd Kollsman

Price Waterhouse & Co.

Standard Kollsman ig a diversified menufacturer of elec-
trical and electronic components. The company is well estabe-
lised and respected in 1ts industry. Based on avallsble factls,
1t was learned that the coupany has been Ilnvolved in a rumber
of recent lawsuits that appear to be connected with certain
marger arrangementss

One suit of particular interest was brought Ly Sun Chemi-
cal Company end alleged that Standard Kollsmen's 1969 financial
statements were false and misleading. The sul? claimed that
the financlsl statements oversteted the company's earnlings
*and had the effect of artificlally inflating the market price”
of the company's stock.

Prior to the tine the sult was filed Sun Chemlcal was
considering the purchase of Standard Kollsman through the
purchase, on the ¢pen market, of a substantial portien of thelr
outstanding stock. In 1968, Sun Chemical purchased 220,000
shares of the company'’s stock et a price ranging from $21.00
to $31.00 per share, For the yeesr 1969, Standard Kollsman
reported a loss of about 5400,000, As a result of the conpany's

poor earnings, its stock dropped to about $14.00 per share,

1
The Wall Street Journal, September 3, 1959, p. 7.
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Sun Chemical Company claims that 1t had suffered a loss of
$1,500,000 in the stdck purchase, It further stated that the
original purchase of 220,000 shares was based upon Standard
Kollsman'’s own estimate that 1969 earnings would be $1.16 per
share. At this point, Sun Chemical announced that it no longer
planned to purchase Standard Kollsman,

However, in early 1970, it was learned that Sun Chemical
was proceeding with its original plan and had purchassd ancther
large Block of Standard Kollsman's stock.z Pinelly, in Aprll,
1970, Sun Chemical announced fhat 1t was dropping 211l charges
against the company and its auditors=3

To further complicate an slready clcuded case, another
conmpany, Ssundstrand, interested in the purchase of Standerd
Xollsman, flled suit agalnst the company. Sundstrand c¢laimed
the company "fraudulently induced it to buy 3,190 shares early
in 1970 when the two concerns were holdling merger talks that
were subsequently ended."h

No setticment has been announced in fhis second sult;
however, clircumstances would indicate that the sult is
probably groundless,; as the Sun Chemlcal sult appeared. This
does nat, however, eradicate the adverse publicity received

by the company's auditors.

2The Wall Street Journal, January 9, 1969, p. 18.

3¢nicago Dally News, April 12, 1970, p. 26.
4

The Wall Street Journal, September 3, 1969, p. 7.
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(23) B. Hoe & Company

Lybrand, Ross Bros. & Hontgomery

B. Hoe & Co. 1s an old and well-esstablished manufacturer
of printing presses and clrcular saws. The company, which
had been in business for 164 years, petitioned for a re-
organlzation in 1969 under Chapter X of the National Bank-
ruptey Act., Under Chapter X, the company would be placed under
the corntrol of a court-apnointed trustee, wno would then dis-
pose of Hoe's assets and use the proceeds to pay the company's
crediters,

The exact causes of the compeny's financial prohlenms are
extremely difficult to discern from the literature., For
several years prior to 1964, the company hed been struggling
to show a profit. In fact, for the flscal year ended September 30,
1963, Hoe reported a net loss of abovt $312,000. However, be~
tween 1963 and 1967, Hoe's fortunes reversed, and the company
reported a record profit of $2,400,060 for the 1967 fisecel
year.

The company's comnon shares, "which had surk to as low as
$.41 in 1963, shot as high as $59.625 (in 1968), although no
cash dividends had been pald since 1956."1 Mutual, funds became
heavy buyers of the company's conrion stocke IJust rrior to its

financlal collapse, 1t was reported that mutual funds had

The ¥ell Street Journel, July 3, 1969, p. k.
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acquired over 40 per cent of the company's oﬁtstanding common
stock.z The stock was held in good standing on Wall Street.
"Market analysts were predicting a new récord for fiscal 1968,
Seles had soared from $16.9 million in 1963 to $46.1 in fisceal
1967.“3 I+ had been predicted that 1968 sales would reach
about #60,000,000.

However, proflits for 1968 only reached $2,100,000 after
nine-month profits had previously been reported at $2,900,000.
The bad newg continued, "For the six months ended lMorch 31,
(1669), Hoe's net lossz was $1.2 million, contrasted with a
$1.8 million profit the ysar befeore. Sales skidded to $16.1

million from $31 million in the first half of 1968."a

With
this announcement, the coupany‘'s stock fell dramatically.

The announcement of Hoe's firnanclal difficulties was made
on January 23, 1969. Just two days prior to the snnouncement,
the company's President, Avrthur Gordon, resigned stating that
his wife ﬁad become c¢ritlcally il1ll. Gordon had assumed his
posltlion nine nmonths earlier when Thomas Hanley resigned fronm
the company. A4 long-tlne friend of Hanley's and director of
Hoe also resigned two days prlior to the announcemert. In
February, 1968, yet another director resigned in a dispute
over operating and financial policies,

A total of six lawsvits have been filed against the

Directors and Officers of Hee, the company's independent
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account, Lybrand, Ross Bros. & Montgomery, and the brokerage
firm of Blair & Co., Inc. The sults against the directors
and officers claim that they used "inside" information to
sell their stock heldings prior to the announcement of
January 23.

In a request by Lybrand, Ross Bros. & Montgomery to
consollidate four of these sults, District Judge Lasher stated
“the princlpal 1lssue of law and fact in each of the cases
are ldenticzl; the eglleged publication by Hoe of its annual
Report for the fiscal year ended September 30, 1957, and
interim financial statements thereafter, all of which are
claimed to have contalned false and wisleading statements of
material facts as to Hoe's finsnciel status and operations."é
Further in his statement he explained that "each complaint
contends that Hoe understated its tax llabilities and opera-
ting costs, while overstating its sales revenues and cash
position.“?

Hanley, & former Prezident and Chairman of Hoe, blamed
much of the company's financlal difficulty on certaln speclal
charges requested by Lybrand, Ross Bres. & Montgomery in the
course of thelr 1968 audit. The company had originally planned
to charge about $1,000,000 of development and improvenent

costs to income over a period of years. However, Lybrand

6

Feldman v. Henley, Federal Securities Law Reporter,
Pe 98’ 320-

7Ib1q.
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urged that the full smount be wylitten off in fiscal 1968.8
In addltion, the company wrote off a $700,000 reserve for
possible increased production costs in fiscal 1.968.

Little detall 1s avallable on the specifliec charges in
these cases, as the cases have yet to go to trial. However,
it 1s known that one suit c¢laims that Hoe "improperly allc-
cated to sales some portion of its production for which no
9

firm orders had been recelived.”

W0 dlsposltion of the suits has yeb been mede.

. —
The Wall Street Journal, op. clt.

9Ibid.
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(24) Blair & Company

Arthur Young & Company

Blalr & Company 1s a brokerage flrm and member of the
New York Stock Exchange. In late 1969, the firm became
financlally distressed, and in eurly 1970, the New York Stock
Exchange began liguldating the firm. It is common practice
for the Exchange to assist finensially distressed brokerage
firms by advaneing them monsy from a special trust fund. How=
ever,; in September, 1970, four of Blair’'s creditors filed suit
to block the Exchange's assistance and forced the firm into
voluntary bankruptcy.

The creditors® suit claimed that they were induced to
make losns to Blair & Company on the basis of its recent public
financial statements and that these statemeunts were false and
misleading., The sult is very explicit in its charges agelinst
the firm and their auditors. They claim thet the directors
and officers of Blair & Company "committed a number of fraidu-
lent acts in solieiting the loans {(fron them}.“l

Flrst, they charged that at the time they uwsde the loans
to Blalr & Conpany, they were told that ne material withdrawals
of other loans were being made. However, the creditors bolinted

out ln thelr charges that between August, 1969, and March, 1970

1
Ihe Wall Street Journsl, October 1, 1$70, p. 8.
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about $6,000,000 worth of loans had been withdrawn.z About
75 per cent of the wlthdrawals cauwe within two months after
the credltors® loans were made. A further charge was that
during the loan negotlstions, one of Blair's creditors was
demanding the return of 31,000,000 in subordinated securities
'deposits, and this fact was never revealed,

In addition, the suit clalmed that during the lean
negotiations "Blalr was in violation of thz capltal acccunt
requlrements of all the stock exchanges to whlch it belonged
and was also in violation of the capltel reqgquirements flxed
by various Governmental agencies."B and they were told thatl
the loan from.these creditors would "ellow Blalr to contlnue
in compliance with standards on capltal reguirementsg.”

One final and significant charge was that the Chalruman
of Blair made about $2,000,000 in securities available to the
firm with the understanding that the securlties would be with-~
drawn as soon as the loan was made.

The primary charge agalinst the auvditors, Arthur Young &
Compzny, was thét none of these meterisl facts were revealed
in the audlited filnancial statements, The credltors alse ¢laim
that the auditors were aware of certaln substantial errors in
the books of Blalr and warned the firm of its weak accounting

system, and this knowledge was not made avalilsble to them,

2Ibid. 31vad.
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Two days after the creditor sult was brought against
Blair and Arthur Young & Conpany. The Securitlies and Exchange
filed inJunctions against the Chairman of Blair and three
other individuals "barring them from violations of registra-
tion and anti-fraud provisions of PFederal securities 1aws.“5
The SEC claimed that the four men 30ld securities that hagd
not been reglstered with them.

The creditor suli seeks damages of $9,000,000 and the
SEC sult has the effect of preventing Blair from trading in
securities until the injuaction is 1lifted.

As the suit has Just recently bsen filed, it 1s too early

to speculate about the eventual outcome of the case.

5The Wall Street Journal, October 2, 1970, p. 29.

—— v




(25) Liberty Equities Corporaiicn

Peat, Marwick, Mitchell & Co.

Until 1970, Liberty Equitles was a relatively small but
rapidly growing conglomerate, Its Board of Directors and
nanagement included many well-known Washington D. C. per-
sonalities.

However, in August 1970, the Securities and Exchange
Commission sought an injuncitien in Federal Districi Court to
prevent certain officials of LibertyEquities, its benk, under-
writers and independent accountanis, Peat, Marwlick, Mltchell
from further violation of the 1934 Securlties Exchange Act,

The charge stated that the company and a group of its offlclals
"made false and misleadling statemente to the 3EC, cowpany
stockheolders and the general publlce about its financlal con-
dition and operations.“l The complalnt went on to charge

the officials and others with "falsifying financial statements,
distrivuting unreglistered stock and manlpulating the market of
the stock."z

The speclfies of the charges revolve around certain
transactions that the SEC consldered to be mere "window
dressing.” The 3EC clalimed that Liberty Equities borrowed

$325,000 at year-end to "dress-up” the balance sheet. The

1
Washington Posgt, August 7, 1970, Sec. G, p. 4.

21bid,
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proceeds of the lcocan were put lnte non-interest bearing
certificates of depesit wnich served as collateral. The note
payable, which was four fourteen months, was classiflied as a
long-~term lisbility. The effect of this transaction was %o
improve the company’s current ratio., It was cilaimed that

the gceountents falled to disclese the fast that the certifi-
cates of deposit were non-interest bearinzg and that these
certificates were belng used as collateral for the fourteen-
month loan.

The second major charge claimed that the company incinded
in "ordinary" income the profit of $760,000 that resulted from
the sale of an option on real estate property, Ths optlon was
purchased for some $45,000 and sold for $808,000 on the last
day of Liberty Equitles® filscszl year.

In‘November, 1970, the court issued an injunction against
Liberty Equlties and its bank, enjoining them from *future
violations of the anti-fraud provisions of SEC acts.“3 The
action agalilnst Peat, Marwick, Mitchsll is still pending. This
cage is unusual in the respect that, to date, there have been
ne stockholder or other third party suits against any of the
defendants named in the SEC action. The only claim filed was
that of the SEC, It is reasonsble to z2ssune that, g a result

of the court injunction, some third party sults are likely to

develop.

3

The Wall Street Journal, November 10, 1970, p. 16,
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The Wall Sireet Journal summarized the accounting aspects

¢f the case by stating that "further action in the case could
bear on the current controversy over whether accounting firms
exercise enough independent Judgment in anditing the books of
publicly~held corporations.“4 The primary issue in the case
is whether the accounting firm of Peat, Marwick, Mitchell
will be allowed to continue to practice before the SEC as an
independent accountant if in fact they have been found to

lack independence in this particular case.

Ibid.



APPENDIX B

INTERVIEW FORMAT

Name:

Firm:

Date:s

The purpose of this interview is to collect information about
risk evaluation in public accounting practlce. For purposes
of this iInterview the teym risk is defined as the probability
that a particular audit engagement will eventuslly result in
some damage to the reputation of an sccounting firm. This is
the same risk faced by &1l professional gICUPS .

ls Kay I have permission to use your name or the nams of your
firm ln connection with this study?

Yes No

— e — s .

2. Reactlons of the interviewee to the definition of risk.
General Conmments:

No Commentss

3+ In light of the above definition of risk (that isg, the
probabllity that an audit engagenent will result in damage
to a firm's reputation) are there any types of audits that
you would consider to be high risk sudits, and what makes
them risky?

Tyrve of Andit Reasons Additional Couments

225
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5

6
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Prior to each NEW engagement (as distinguished from a repeat
engagement) does your firm expllcitly conslder the relatlve
rigk involved? Do you have & formallzed program for risk
evaluation? May I have a copy of the progranm?

Bxpllcit? Yes No

Formallzed? Yes No

Program? Yes No.

General Commente:s

Is the relative risk consldered informally?

Yes . No___

How is the evaluation of risk conducted? What are the
factors you consider when evalusting risk?

General Comments:

Factors - Comments

What do you consider a goced working definition of internsl

control?




7

227

Does your firm maintain a standard quesfionnaire for the
evaluation of a client's system of internsl control, or
does the questiormmalre vary from audit to audit?

Standard___ ~ Flexible

STANDARD QUESTIONNAIRE:
(a) Who actually evaluates the internal control?

{b) May I have a copy of the standexrd questionnaire used?
Yes Ne

(¢) Bas the questionnalre significantly changed in the
past 10=-15 years. What has been the cause of the

change?
Change Cause

No Change

FLEXIBLE QUESTIONNAIRE:

(a) How 1s the questionnaire developed for a particular
eudit?

(t) What factors or variables sre considered before the
questionnalire is drawn up?
1.
Z2e

3.
5.

(¢) What factors cause the guestionnaire to change from
audit to audit?

Factors Comnents




8.

S.

1c.
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What factors influence your decision to refuss either a
new or repeat engagement?

Factor Comments

Does your firm have a working paper review program or sone
obher method of auditing the auditors?

Yes No

How does the program operate?

What are the most conmon problew-areas mentioned in the
reports of your reviewers?

1

2

3.
5.

If the review is formalized, may I have a copy of the
Program oY procedures followed?

Yes No

Does your firm maintain a program or questionnaire or some
other formalized procedures for the evaluation ~f a elient's
mansgement?

Yes No

May I have a copy of the procedures?

Yes No

e sy TN
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11. If the evaluabtion process is informel, what steps are
taken to determine the reputation of management?

Steps Comments

12, How would you characterlze your firm's method and rate of
growth in the past 10-15 years?

How would you characterize the rate of growth of your
management services depaprtment in the same time period?

13. What types of management services do you perform?

Do you think it impalrs independence to perform masnagement
services and audits at the same time? Why or why rot?

Yes No

Reagsons
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Do you think that the following factors influence the risk

assoclated wlth a new audlt engagsment?
influence the risk? If no, why not?

1

2

3.

Se

Clientfs rate of growth Yes_____~  No_

Comments

Nature of cllent's business Yes No
Comments

Ifypre of financing used by client Yes No

Comments

Reputation and stability of client’s management
Yes No Could
Comments

Cilient's system of internal control Yes No
Comments

Independence of auditor Yes No
Comnents

- If yes, how do they

Could, —

Could

Could

Could__ .

Could
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For repeat engagements does the Longevity of the Engagement
influvence the auditor's relative risk?

Yes No Could
Connents

Are there any other factors that you think influence the
relative risk of a new or repeat engagement?

Factors Comnents

Do you think that the risk is higher for new or repesat engage-
ment? Why?

New depeat
Comments
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If you were trying to evaluate the risk assoclated with a
gliven audit engazsnent and informatlon was avallable on all
of the following areas of the client’s business, how would
you rate the importance of knoewlng such information? You may
delete or add any other areas that would be of interest to
yaou,

Client's rate of growth

Nature of client's business

Type of financing used by client

Reputatlion and stabllity of client's nanagement

Client's gsystem af internal control

Other (specify and rank)
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