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INDEPENDE!iCE AND: COOPERATION

Since Judge Heal;' in,.e,arlY,,1935 ~ppeared before .your NewYork.COn-
tro! and sought to an~wer the questions you had prepared about the new
Form 10 and the even newer ~rm 1\-2, muc!J.has happenad, ' Sta't-el!lents have
~ow.been filed with .us fo~ six years. .~e ~ave had 100 discuss with many of
you a .great many'a~counting p~ob~ems. ;'!e have sought YOQradvi.ce in reex-
amining our requir~~nts and in, ~ee~illg to .improve th~. ' Wehave "cashed
in~ on your offer .of assi~t~ce ,and ~ooper~tion. ' Wehave so~gbt also to
fulfill our offer to discus~, frankly with yo~ your in~ividually vexing
problems at any, time --: befor~ or ,after fJ.li~g.'

,
So much has been wri tten and sai,d in th_e past r~w years, and especially

in the past fe,,! months, ~b~ut the dJ1't-.ieso~ controllers and pu:blic aQco.untant.
tha!-.it'is di££icult to add wholl.y n~~ ~o~ghts or novel departures ;to the
discussion. I ha~e therefore sought to summari~e, from our point of view,
the di~tri bution of r~sponsi bill.ty iII:.t~.e J.C?int e.ffoItt to, secure cpmprehen-
s1ve and dependable financial s.tatemen~s for investors.

. ,~:

In effect, the two statutes,. the Securities .Act and the. Securl ties
Excllange Act, apPz:Pach this objectiv'e. by 'sett.in~ up a C~llUl1issionwi,th,.power
to ~re.scr~be forms"and rules. of accountip.g. and to review material filed,
and '.~ requiring p.ubl~cly owne.d,companies. WllO~~ securi ties are l1st~d or
to b~ ~old in inters~ate commerce, tp file finan~ial statements under appro-
priate sanctions. Such statements must be cert! fied by independent public
accountants. This three-point approach led me to the title of this paper
w~~d~pe?dence and.Oooperat~on."

.. ', '-. .Independence is defineq. as. "f~eed~~ from con.trol by others"; cooper-
at.10n .as :"operati~n together .for a cOmJllonobject." Both of these are
neeaed •. if. the objective is to be olltain~d: independence, to insure i'r.eedom
from. inten~ional or unconscious bias, to. give due weight. to different fac-
torsl an~ to gain a cross-checking of results; oooperation. to secure econ-
om~ and: hart,n0ny of effort.

The Commission

r sh.;':U. t.ake £irst the role of the CQDUllission. It seems te»me that
our contribution lies. in' the field of prov,id1n~ workable forms and rules,
~stab~ishing ther~by a minimum standard. In drafting the basic' rules and
forms the experience and knowled~e of management and publ Lc accountants
has be~n sought ~nd to a very large extent incorporated in the final drafts.
tXalllination of the statements. filed is the next step. ' If specific require-
!!lent.s or generally accepted .standards of practice have ~ot 'been observed,
it is our 0~li8at+on to take exception by appropriate action. .unles~ the

udeficiency is remedJ,ed. or an apparent deficiency explained away, It is 0 r
duty to apply the statutory sanctions of stop-order, delis~ing and, in appro-
priate .caaea, refer~ce for oriminal proceedings.' A by-product of the duty
to 'pre~cri be standards. is naturally t.he duty. to foster tlleir imp.rovement f
by research, consultation with registrants and accountants, .and adoption 0

new ~es and r~qui~em~nts _ sometimes incorporat.in8 advances' alrea~ won,
~~~etimes ~esolving ~onflicts, sometimes initiating improvement.s whicb ~ave
substantial support but which are impeded by inertia or -special interes

~
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' . -: 	 The I s s u e r  

In any d iscuss ion  o f  t h e  r e s p o n s i b i l i t y  f o r  accuracy and t ru th fu lness  
i.n f i n ~ i t c ia l qst&ements,  

.

it
. 

2 s  .@asy'to-ov&.loa!5 [ t h e  fhd&enta l '  f a c t  t h a t  
i n  . t h e  u s u a l  case '  f the? corpora t ion .  i t s e l f  'whf ch is sexl ing '  S ~ C U P ~ties 


. .or ' f u rn t sh ing  infoi-nie;tion for d the r s - $0 r e l y  upon. T t i l s - f a c t  is  ~ d ' b r -
I , . 

I ; 	 seor) .d in  Sec t ion  11 of:th. $ e c & l t l e s  ~ c t  'wh~ch, l n ' , s p e & f l c language,' 

-.-..::denies. t o  t h e  ;isJl;'ufr the .  d&?fenbe 0 f +e&sonabl+ b6Xi"ef i n  t h e :  t r u t h  o f " t h e  


, . 

. ' s tatemerits t h a t  . i :g  'accorded ; those  i d a i v i a u a ~ s  who.sfgn.t h e  ,statement, , .o r  


who as expe r t s  ' p a i t i b i p s t e  .Il.n'tt:$i'i.priparat;iori . .  ;~ o w e ~ e r ,  f o r  a nexcept. , ,  

i8suer"wtio i s ' a eat;ur&l *ersoni And they'"aave been exceehingly' r a re ,  i t  is  
t h e  o f f i c e r s  and d i r ec to r s , '  - ~ h d i t i i . d ~ a l l y  and ' c o l l ' ~ c t ively,  who mus t -dee  
t o  i t  t h a t  t h e  i s s u e r ' s  i n t e r e s t s  a r e  p ro tec t ed  m d ' i t s  o b l i g a t i o n s  ful- / 

, r . f i . lLed' l5y firian6:iil's t a t m e & s  'whf dh a r = . f r &  ' f r o m  " ~ ' i : d s t a t ~ m e n t s. . mis-and 
. . .  . 1aB.ding omi.s$ions,' Thrs ob.li-gat'f'oS'of:dhe m&aq.&'&f':andd i r e c t o r s  'does not 

.,sp?lfig.ifr& th.ese'&i&,$ buf -i.s' ; h a a m e n t n ~  tfll - '&rpo'rate law, ~ e i l i s t i c -

.a.l.l$, h'owever, t h e  'ave.~'&g& df i-scm'r, 
: ... 

w e l l '  '%.s:no's%0fat h e  of ' f i  c e r s ,  i s  
: nat: i n  a p o s i  tio'n . t o  ' $&&ti:&~.a~isay- .th:aGt; 's+ateiii&ts a r e  i n  f a c t  accu ra t e  

and complete i n  t h e l r  'refl.ect.1-on ;of<th'e business. '  ~ ~ ~ ~ d s ~ ~ m l s s t a t e m ' e n ' t s  
m i  eh t  be apparent  t o  him from h i s  general  knowledge o f  t he  business,  o r  by 
peasoxi o f  incons is tency  with $r&idu$ &,gt@m&nt.p has  =*en. O r ,  femil-

'I -',:'f a r i t y -  w i  t h  matterg:  dir&&y i n  ' ~ l is '&;krie rni-ght ' n i s s t a  tement's: o r  
, . 

'dqi'ss-ions: bn a -  ~ ; ' & : & . l . ~ ~ l ~ ~  :ffel.;d:: - But 'here is eiB&&er';et h e  g rda te i t  re-
a c e '  ' is . .place&'on t h e  corpor<t$  niachindry for; , tha'$.mducti 'on o'f"'infoma-. ,

-.-::'! . ' t io i l  about -thebusiness,  - . - ~ h $ s&epar'tpent 1s , .ordinariljr '  t h e  p e c u i i i r n  prov- @;. . . . . . . . . .  . . ."- ' 	 . . . .  . , .  

. . . . . . . .  ,
. : i n d e  of  t h e .  i & n t d l k @ r ; .  V:  . . 	 . . , ,  

...... . , 	 . i , .  . . . : . . . . . . . .  
. . .  . . . . .  	 . . . . ., . . . 
.... 

I t  i s  not  without reason, therefore,"  t h a t  t ? ~ $ ' ~ e c u r ' i t i e s  reqi i i res~ c t  
t h e  s i gna t u r e  o f  the c o n t r o l l e r  o r  p r i n c i p a l  accounting o f f i c e r  and t h a t  
annual  r e p o r t =  whi ch bus t  b6' si$fiea-.by: 'an.+au.thbr'ized r e p r e s e n t a t i v e  of the  
i s sue r , :  a r e :  more '.andmore 'fregu8htl-g. ifgiied by:.contro.ollers. I n  -pra'ctl&3 

: a s  w e l l  b s  i n  theory t h e  d i v i i i o f ~ o f c h i t i e s  with.ih th'e conpa.ny~fhraws:u$m 

. . the .  o f f i c e r  in: charge o f  ,aocouirts. and ~c-unti 'ng ' t h e  burden of 'wri t ing '  an 


-: Informat ive .  and- a e m r a t e . h i . s t o r y  bf . the bus'iness.--'  A s . Judge ~ e a l j r  onc'e 'said,
". . . i t  cannot be  denied t h a t  t he  c o n t r o l l e r . i s ' t h e  i n a n . ~ h 6  'hold3 t h e ' k e ~  

t o  sound corpora te  accounting. It i s  h i s  system upon which a d e q u a t e  corp- 

o r a t e  r epor t ing  u l t ima te ly  rests.; w,: :.do 'not t h ink '  t h a t  co r i t ro l l e r s  have 

i n  any way sought t o  s h i f t  t h i s  burden. The atmosphere of n e a r l y  every 

conference I .have:had, incLuding those  which weke h igh ly  -argumentati've, h a s  

-been: - "These-are :my.accounts;  ' 3  am p&ad o f  them; but . i f ,  you have <hi'. 


: d o u b t s  O r .  quest ion any o f  t h e  p r i n c i p l e s ,  -them; I want
l e t  a s  ~ ~ S C U S S .  . t o  
. 'p r e s e n t - t h e .most informativ.e and- most accura te  pic.ture t h a t  I 

. . 

. 	 . . .  	 , . , . . .. -., . . " .  . . . . . .  . . . . . .  . . 

. . . , : .In p r inc ip l e ,  t h i s  i s  t h e  b a s i s  upon' which Congress and. t h e  inves t ing  


, p u b l i . c h a v e  come .to r e l y  more*.arid-:more on.. work.
the '  c o r i t r o l l e r . ~ ~  Such re-
l i a n c e ,  however; assumes t h e  cxi  s t ence  o f  c e r t a i n '  condit ions,  a ' d  r a i s e s  

. c e r t a i n  g.ro.blems .in prac t ice .  These Z should L i k e  t o  d iscuss  b r i e f l y .  
C	 , . ' , .  1 . . 

, .. 	 . . 

. 
. - What is' a con t ro l l e r .  ~ o c a u s eof i t s  hewnkss t h e  business  and Legal 


po.si, t ion;of t h e  c o n t m L l e r  is.:by ad:  means -s ie t t ledr  I n  one cdmpby, t h e  

con tmlSer . .Ss  i n d e e d t h e . : c h i e f .  accounting of f icer ;  : i n  a n ~ t h e r  his funct ions  


.. 	 mag be narmw and h i s  autlmrity s l i g h t - o r  i ne f fec t ive .  : :In def in ing  whbt ?iis 

p0,si t i o n  should be,, o p i n i o n s .  d i f f e r .  Eome a s c r i b e  . to  him a pos i  tion',whollY 


. , . 	 . .. . .,. . 	
. . '  . . 

mailto:&,gt@m&nt.p
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managerial in viewpoint, others would divOrce him from actual management, so

(.tba~.he b~c~es,_.a::repo~ter ~(La c,x:it,lc of: the way ,in which me.nagement has
(txerQised 11,s.c;l,I.~~~t.io~. S,Oll1~ a~crlbe '~o,h:lm special du,ties' and ,respons-

,lb,il.\.~l~s to stoqkholde~s, and credl:t.ors, .otbers maintain that he has no
aueh '~pecial: du;t'~es and ~elatAo~s, that h,'1.~ ,an employee ,of 'the corPoration,
~b~.qh,~~Qne has dU,t1es and respons.1 b.111ties to outsiders. While it 1s too
soo:q,-t,o~pre'd1-ct~i~~'.c?}1t;com..eof t~'e~e 'connlcting pro~Qsal's, sOmeof ,the es-
sentials to any solution seem clear. . . "

First, the ~pntr.ol1er or pe~s~n charg~d with responsibility for the
accounts shoul~ be:~ officer •. ~i~ ~tie~.and:pow~~s, should he so ~esoribed
in the by-la~~~hat his posit~~p.will ~ot be sUbJeo~ to,arbl~rary..odifioa-
tion or emascul,a:~lng. ;in~erp,'~et~t,l,on :by his c(I-officer..s •., He .should be an
elected off.iQ.e~.,.or ~n~, appointed, ,~qt b~ S~JIl~ other officer, hut by the
directors. ",,:', '. '\

~,

Second, his du.ties and ~ls authority should,~e comme~su~~te with his
responsibility, in order that he may have at hand the tools with which to

..~~rk.;,_.: ,.".' ' , .
A .# •. ,,;

... " ~iFd, incompatible ~c:tions ~r duties sho~d npt be combi.~!otd~n,!his
~f£ice. <Inev~tably a person ..whois directly charged with the adJllln,lstratlon
~J:pa'r:t~Cu:(~r, opera.tions and 'is respon~,lble for th~i,r p.rofUa'l?,le oondu_qt is
.~ot. ill a~_un'preJu.~Uced position when .he conea to r~cord and repor~ on, t~e
1",e;sults ,of, his department. r

, :_' ,Fourth, he ,should be indePendent o.f other management officials in his
,<\e,te~.i.ru~tion 'of. 'how the records should.' be kept, what checks and. safe,gu~"rds
'ar..e 'n~c,essary for reliable accounts, ~h-at ac'oounting principles shou1.4 ,~e
£ollowed,- -and,. p'erhaPs Inost impo~tant ~f ~l" .Ln his ~etermination of ,,!hat

,the ~a.ctual resul'ts of operation are. -To secure. such independence, ~~_s~n-
erai 'repo~rts" sho~l.d. be rendered 'to the -board without change by other 9ff:1.0-
}a1.~;' To-m~ inind tl1is concept of. hi s 4~tles is not at all incompatible

, wi:th_ requl~~ents tor r,enderins service to manage~ent by the preparation of
speci,al,-,r.eports,- nor with the' obvious necessity of cooperation' and consuJ-
-tatt'on on' mutual prob'lems. vihat must be maintained, 1t seems to 'JI1e, is. ttl e
finaUty ~i'his c'a~sldered judgment on the matters mentioned, subject of

,(X)urs~ 1',0 th~.,review Of the b.oard of directors.
: .. ,

.:.FIfth, ,the ,controller's staff should be, adequate -. This is n.ot of the
.' same. or.d~r as th.e ,first fou~ points, but it is not ~ess important. The
, ~er,y'. increase ,in ,~e. acop e of .: th,e controller.f~ duties .carries with, it a
possibility of danger that only the controller himself may properly guard
a~alnst. I have in mind the possibility that in discharging tis manifold
d\1.:ti-e$- ,he ;~a'y becoae- personally so engross,ed in the de.tails of his, numero~s
aotiv.,itl'8f3 or be. o.ccupie.d wi.th so many varied roles as to lose sight of t e
forest., As an, executive. officer 011-8 duty that cannot be minl~ized is that

t .,.-of,~t.eg~~'~iPS ",t~e vari0:Ufl' poriions' of his 'wo~k,SO t.hat., the ",h~le may ~e, too
J1al'JllQn.J;o~s•. ,In some recent cases ,we have found that this dan~er i~ on y. .. ... ~.
~eal ,

" ~~ '" 

• ~ 4 ,~ 
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- -- The Independent Public  Accou~ltant 
' . 	 . . 

The problem o f  d i s t r i b u t i n g  r e s p o n s i b i l i t ~ p  between t h e  issuer and i t s  
c o n t r c l l e r  on t h e  one hand and Che c e r t i f y i n g  accountant on t h e  o t h e r  i s  
o f t e n  summed up i n  t h e  questior.: "Yhose baXance sheeC is i t ? "  This  has  
been the  sub jec t  of mu'ch discussion.  Pfcco*&Cants who t ake  t h e  p o s i t i o n  
Chat t h e  balance shee t  i s  t h a t  o f  t he  cunpany have f r equen t ly  poin ted  for  
support  t o  the opinion o f  t h e  Commission* i n  t h e  I n t e r s t a t e  Hosiery Pi i l l s  
c a s e  where i t  Mas s a i d :  

" m e  fundamental and prlmary r e s p o n s i b i l i t y  f o r  t h e  
-	 accuracy o f  informatiod f i l e d  with ' the  CDrmission and 

disseminated among t h e  i n v e s t o r s  r e s t s  upon management. 
Nanagement does n o t  'discharge I t s  ob l igb t ions  i n  t h i s  
r e spec t  by the  employment o f  indeper'dent p u b l i c  accountants  
however reputable.  Accountants* c e r t i f i c a t e s  are requi red  
no* as a s u b s t i t u t e  f o r  management's accounting o f  i t s  
stewardship, but  a s  a check upon t h a t  accounting. * 

0tt.ers have urged t h a t  t h e  p u b l i c  accountant  o f t e n  draws up t h e  s tatements ,  
sometimes indeed supervises  o r  c a r r i e s  o u t  much o f  t h e  d e t a i l e d  work of 
a d j u s t i n g  o r  even prepar ing  the  underlying records, and i h a t  a s  a r e s u l t  
t h e  s tatentents  a r e  h i s .  I think t h e  problem pw,.?ot be intelligently dis-
cussed i n  terms o f  such a qtiestion, whish i s  d t  b e s t  atlbiguous, and which 
f a i l s  t o  s t a t e  th& r e a l  i s s u e s  -- who i s  r e u p o ~ s i t l e  f o r  misstatements  and 
omissions and what i s  the  e x t e n t  o f  t h a t  r e s p o n s i b i l i t y .  ' :hilb i t  i s  ob-
vious ly  poss ib l e  f o r  a . ~i n d e p e n d e ~ t  accountant t o  s"rar t  from sc ra t ch  and 
prepare  s ta tements  which r ep resen t  throughout h i s  own jud$ment and h i s  own 
appra i sa l  o f  condit iohs,  t h i s  i s  n o t  f requent .  C)rdiriariljr, t he  company's 
i n t e r n a l  accountants have d r a f t e d  the  s t a t e n e n t s  o r  a r e  respons ib le  f o r  the  
raw d a t a  t h a t  the  independent accountant r e c a s t s  i n  t h e  form o f  s tatements .  
I n  these  cases, the  orggina l  dec is ions  a r e  those  of t he  i s s u e r  and i t s  in-
t e r n a l  accountantd, n o t  those  o f  t he  c e r t i f y i n g  a.ccountant whu o p e r a t e s  i n  
a reviewing capaci ty  but  who, I an t o ld ,  sometim.rls c h a l l e ~ i g e s  those  dcci- 
s lons .  It is t h i s  usua l  cace t h a t  I thin!.: is contemplated when t h e  s t a t u t e  
speaks  of " c e r t i f i e d  f i ~ a n c i a l  s tatenlents ,  " f o r  t f e n  the pr i izc ip le  o f  cross-
check by sepa ra t e  and independent e x a m l n a t i o ~  i s  i n  f u l l  ope ra t ion ,  

Flacing r e s p o n s i b i l i t y  f o r  t h e  sta.iernents upon the  i s s u e r  do,es riot i n  
any 'slay l e s sen  t h e  ~bl i j ie t ior1.s  o f  $he rccountant.  Other paregraphs i n  the  
I n t e r s t a t e  opinion, n o t  q u i t e  so : l u o t e d  by makef r e ! ~ u e n t l y  a c c o o n t ~ n t s ~  
t h i s  a b u n d a ~ t l y  d e a r .  The  .r3bresentsti.o:1s mate by tS1.e accountant : WHO per-
m i  ts h i s  name t o  accompany f i n a n c i a l  s t a t e m e n t s  included i n  r e p o r t s  $0 t he  
Commission a r e  t o  m y  mind these :  

.. . . . 	 - .. 

F i r s t ,  t h a t  h e  i s  a  y u b l i c  acco.m.trn.t i n  good s tandlng  and e n t i t l e d  
t o  p r a c t i c e  as  such in t h e ' 2 l a d e  o f  h i s  resiciende o r  p r i n c i p a l  p l a c e  o f  
bus iness ;  t h a t  he h a s  met '  thoge reguf ritr.5hts o f  t r a i n i n g  and- experience 
which & r e  prescr ibed  by'law;; aiid t t . a t  he' i s  the re fo re  e n t i t l e d  - t o  represen 
himself  a s  one whose ~ r o f e s s i o n  giv5s '  au tho r i ty  50 a s t a t e m e n t  made by him. 

. 	 .. 

Second, t h a t  he has  made an a u d i t  which is scope ar,d procedures folio 

I 
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woul~dbe' recognized by -membersof h1s profession, generally, as an adequate
basis upon which to rest a professional opinion' as to the fairness with
which the statements represent the bUsine~sJ and that except as specifically
noted oth~rwise there has been no omissio~ of any procedure which independent
accountants would ordinarily employ'for the purpose of presenting compre-
hensive ana dependable financial'statements.

~hird, that he has expressed his professional opinion as frankly and
fai rly as he can.

There is one class of cases in which the significance of the cross-
check by ~ssuer and accountant becomes particularly plain. Ocpasionally,
it will be found that statements nave been prepared by the accountant and

',tbat the accountant has been charged by the companywith the du'ty 'of super-
vising its accountln~ system and selectin~ and applying its accounting
prlncip1es in' brief, the primary accoun'tlng duties of the tllanagement
have been delegated for perfo'rmance, to an outside accountant. Perhaps the
company's employees may perform some of the physical work of preparing the
k'ecords, and in a ~eneral way'the offlcia1s may review the final statements,
but essentially'the accountant is-doing the work and making the decisions
ordinarily attributed to the officers of a company. To my mind there is
grave doubt whether statements accompanied by a certificate of the accountant
involved would satisfy the statutory 'standard of certified financial state-
ments. If the work be attributed to the accountant as an independent public
accountant, then the obligations of the issuer have not been discharged; if
the management be considered to have aisc~arged its duties through delega-
tion to a eonpet ent, agent, the accountant, then tl'ie requirem,ent of certifi-
cation by an independent public accountant is not met, for the same accountant
cannot be two men, nor can he play botl1 roles. I do not think this issue has
ever been as sharply raised as the hypothetical case cited. but in not a few
instances the line of separation has been blurred. Nearly the same point

. is raised by the grosser cases involving lack of independence' on the part of
the certifying accountant. The purpose of the statutory relluirement of inde-
pendence is clear. As opposed to'. subservience, there is no question that it
is 'essential, if any true cross-checking is to be obtained. In short, the
greatest benefit for the issuer and for the persons who are asked to rely on
the certified statements will not be obtained unless the auditor's approach
Is cOJ1lpletely objective, free from bias, and devoid of any entanglin~ affili-
ation. '

~oopera~

I have sought to outline brieflY the roles ass.lgned to each of the
participants in the joint quest of comprehensive and clep.endable financial
statements __ the issuer, the independent certifying accountant, and the
Commission. I have a.lluded briefly to some of Ule ways in which the cooper-
ation of issuers and accountants has been sought and found valuable by the
Commission in the discharL~e of its duties. There remains the ~uestlon of

t 11 andcooperation between the issuer, usually in the person of the con 1'0 er,
the public accountant. As to this, I wout.d like to point out a few specific
problems in the solution of which effective' cooperation would prove most
helpful.in reaohing the joint obj ective.
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Recent events have resulted in the glittering general1t-y t.'lat investors_
should be edu,.cated. a,s to the lilll.i-ta.tions, inlterent in cert-ilied s.tatemen,ts

..i,. ,_ .~ ., ..

For a, consi.dera'b~e .;'lumber 0"£ years aqc:ountJ:Ul.t~have 8Ou~~ to spread ipfor-
mat.ion as .th~ 'character of tbe "fOrk the1 do ..1n .the co~r-se .of ',~no.rlll~l
a~dit, its'~dv,~t~ges and its limi~~~lons. ,I have ~lso seen attelllpts b¥
companies to dp this •. Included in one annual report ~as brie£.de$cr~ption
of what tbe man'agetnent had ask;.d the ";dcountant,s to. do "and a non....'ttechnical
description of the nature of the w~rk '~hich the accou~tants dld, both with
a view to a,1di,n.it :the r,eader to. under~t~d. the .pl,lrpose of th.e annual audit and
1ts 81 gnificance. Since investor education is vi tal to a sound flnan{;:~al and
investment collUl1unIty, cooperation to that end is essential and practicable.

. , ..
,Recent ev~nts have alsoresulte,4,:in a grei\t ,d~al of Aiscus~i9n .on,.how to

preY-ent gro~s irregUlarities, such .as thos<r that appeared in the ;M~Kesson,
Inte.rsiat~',- Monroe Loan, and'.simil:a'~ 'pas.es •. The problem ha~ been jeb_~:tted
bef0.re profes~ioniiJ. societies of :&,<)co\U1t,ant,s,,co~tx:o~lers, and o:thers, in
educa:t.1'~!1al c~rcles ~d 1n ac.coW1ti;n8:.fo~s. M~y spe~.fic SUg'g~5.t~0~ have
been lJ4.ad~of. proced~res desig~ea to. prf},vent the. ~ecur.renoe of auch lrr~gular-
i tJ. es, .some of these have been lnco~Qrated in' r~ports py pro fes~io~a.J.,
accoupting societies and the N~~ York Sto'ck .~cha.nge.~ Th.e, coinmip'S~~Dliself
is enga.ged in preparing a generaL report based upen t~e. McKesson.. case,', which
will Ifke,,:,is~ inc~ude. specific. recommend~t.ion~~ . i

Nowhere to' my mind -does the po~sl ~ili ...t~; of close. co~pe~at.J.~n, ,betw~,n
controller ~d public accountant, appear. mo~e clearly than 1~,desig~ing an
efficient method for recQrding and ~~ly,zi'n~ the transactions «t.» co~p~y )
II?- such a manner as. to insure the dependa1?~ll ty .pf .the accoUll.ting. records.
To thi s probi~ the, c"ntroll~r brings primarily s ::i t seems t.o me~ b,is; in:t,imate
knowledge of _the- CompanY'a way ~f ~C?tng:business, the p.ersonali ~1es.involved,
and a thous~d,and.one other detail~ of the par~icu~ar,company •. To-this
problem the ind~pendent accountant bt:'iI}gs 'an obj~cti ve ,outside point. o.f view
tempered by.bis experience with other cli~nts and by his knowledg~.of what
he n~eds in order to be able tc? 'give an infonned.opinlon a~ to the £inEf,llcial
condItion ,and ~he results ~f.operations. The dec~sion ~s to w~~t is necessary
to in~ure reliable reporting,in the 'par~ioular ,case must rest ultimately
with the controller. However, si~oethepubllc accountant must in a large
corporation rely ex~ensively on tb~. information prodqced by the accounting
syotem .. one of his first duties in mitokingh~~ _~xami~at-ion of tl,1e company's
a.ffairs is to 'review a~ew the 'acco~tin~ system of ~he .company andits:~ethods
of insurin~ the reliability of its records. This review, since it enc9mpasses
not only a study of the prooedures designed but also tile aotual way in which
those procedures have been carr,ied ..out and the results which they have pro-
duced, should result in an intellig~~~ 'appraisal of the company's methods.
This in t~r.n should serve as a basis £or further coop'e~ation be:t,~een the con.~
troller and the independen~ acco~tant. looking towcu:d..tbe str~gthe~i~g :of "J!

weak points .that have developed, toward the i:lltroduct.lon of new pro.oed\l~es
to care for new condi tions,. '.and toward. the generf'i streatl1l1ning of thEt.com-
pany r S accounting methods. . _

In .r:e,ce~t months this sUbJ~ct C!f interna.l, eheek and contI"Ql. has r~ ..
reived so much consideration that an h,1st9rJ.cal digression ma¥ not l?e out of ,
place. Present ,interest in the .subj ~ct, is so 11vely that the ~ln1~la'1i~d
might believe that internal chec~ .nd control :1s a ~ew disQOver3 •. a~w~ver,

• 
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a volume published in 1892 reproduced an aud!t progralll of one David
Chadwick, F. C. A., an accountant of fi fty years t practical experience.
One item in the list of t.wenty-two on this gentleman's program is perhaps
of interest, since it advi sed the audi tor to "ascertain and take note 0f
the general system upon which the books are constructed, and the plan of
checking the correctness of the accounts paid."

It is obvious that professional auditors in examining the accounts of
modern industrial empires cannot practicably scrutinize all the numerous
transactions. The question then is not whether independent pUblic account-
ants may rely upon internal control, but what is internal control, how is
it set up, how may it be strengthened, how can manageJ!lentperiodically ascer-
tain whether it is being faithfully carried out, and, mosf important in the
preparation of certified statements, how can the auditor ascertain whether
in a particular case there is justification for relying on it. Cooperation
of the controller and the auditor in this field is perhaps more essential
than in ar..yother, for, if internal control fails, the financial statements
and the opinion of the auditors are of <b1btful value. DesigniniS a system of
internal control, cbecking that system to test its efficiency, and revising
it to meet shifting conditions are peculiarly within your ownprovince.
Subjecting it to an impartial independent and expert analysis is peculiarly
within the province of the independent accountant. His is the duty of de-
termining by actual observation that the internal check and control is ade-
quate. He must watch the system work and he must test the paper results it
produced against the physical facts so far as he is capable, and so far as
that is practicable. Unless he has done this, he is not justified in ac-
cepting its product, and a €ioodpart of the value of his opinion is lost.
Designing the system and maintainin~ it in Qood working order seems to me
a joint undertakin~ of the internal accountant and the outside accountant to
assure that under modern complex business conditions comprehensive and de-
pendable financial statements may be obtained fo~ investors and stockholders.

No discussion of the relation between controllers and public accountants
would be adequate without some mention of cooperation in tt'e planning of the
audit. At the outset it seems to me that direct field-contact between the
controlle~ and the accounting partner in charge of the engagement should be
much more extensive than has apparently been true in many cases. Frank dis-
cussion with the controller and direct observation should enable the experi-
enced partner to appraiae the particular oontroller and the system he con-
trols. It should also aid in eliro1nating friction and Illisunderstandin~.
In short, the product should be an effective audi t pro gram fashioned to fi t
the particular case, utilizing internal reports and internally prepared
schedules and analyses to the full extent practicable and reasonable and
substitutin~ intelligent checking for expensive and laborious duplication of
the work of the internal audit staff so far as may be consistent with the
auditor's professional responsibilities. I need not discuss specific de-
tails __ itat has been well done elsewhere and in individual cases is a
sub.iect of some difference of opinion. But the rrinciple is clear.

Nor shout d the atmosphe~e of coeperatlon be confined to the period ot
the audit. If the auditor Is appointed or elected earl~r in the year, as he
by all means should be, there is a osc:NQdbasis for cont.inuous cooperation
in the solution of difficult and unusuaT.accounting problems faced by the
company.

-
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A final problein in the preparation of dependable financial statee.ents

and in the administration qf the regi.tration requirements under" t~e Sec-
urit~es Exchange Act of 1934 'is the det~rmin~tion of the.most appropriate
fiscil closing date. The concept of' the natural b~slness year is not new
to members of your organization. Nevertheless the problem of concentration
of f1seal closings -at December 31 is so acute. and so importan~ both to con-
trollers and pUblic accountants that I fee~ Justified in discussing it with.
you who should be in the best positIon to do something to improve the sit- ,
uation.

The most recent compilation of re~istrants with the Commission shows
that of nearly 2500 annual reports filed with us, approximately eighty per
cent report on the calendar year basis, about five per cent close their
fiscal years at the end of June, and two and one-half'per cent at the end of
each of the months of January, March, September, and October. The heavy cOn.
centration at the end of December descends on the COmmission in the last
week of AprIl and the first week in'May and necessitates the employment of
temporary clerks merely to record and file the reports. We do nof employ
extra examiners to review the reports as received but schedule the work over
the entire year. As a result, the examining staff Is constantly employed
but some of your reports may be in our hands for many months before they ar~
reached for revi ew.

About ten per cent of the calendar year registrants ask for extensions
of time in which to file their reports. So~etimes the reason given is that
the fi~'s independent accountants hav~ not had ,time to complete the audit o~
which their certificate is based and sometimes t~e reason offered is that we~
have just issued a deficiency notice r~~ardi~g last year's statement which
will require a revi sion in the statement 'tthenin preparation as well as in
the offending report. l~e a,re sympathetic to such requests, in the ~atter
circumstance especially, but we are powerless to improve the underlying
difficulty without employing temporary help to clear the log jaJll or perhaps
by making rules reqUiring certain industries to file reports on a natural
business year basis. Neither of these methods appeals to me as a proper
means of dealing with the prQblem.

Some of the pUblic accountants who testified as expert witnesses in the
McKesson & F~bbins hear~ngs indicated a reluctance on their part to urge
adoption of the natural business year JIloreVigorously than they b ave in the
past because ot a. feeling that their motive appeared self-servi~g. All
pUblic accoun~ants agree that the adoption ,of natural clo~ing dates by, bus-
iness generally would improve conditions in the profession ~y spreading the
work aud thus relieVing mental and physical strain now Prevalent in the first
quarter of the year and of still more importapce it would pr~vide oontinuity
of employment for a better trained staff. I am convinced that improvement
alone these lines would be of lasting benefit to the client as well as to
accounting profession.

I sincerely believe that this is Qne of the most important problems to
be faced in carrying out your "vowed purpose of observin~ .,ttlehi ghest eth-
ical standards in corporate accounting pr~ctlce in the preparation of reports

,of financial, and operating coJidi-tiollsof corporations to their direotors,
hol,ders, and other parties at interest, in such maimer that all concerned
know tIle actual oonditions in so far as suoh reports may' assist in the
mination thereof." Hi th your increadng author! ty in corporation affairs, the
responsib1.lity naturally fa114 to' YO\l to convince your companies' officers
and directors that December 31 is not mandatory closing date.
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