] 1

INDEPENDENCE AND COOPERATION

1"

Address
of

William W. VWerntz

Chief Accountant, Securities and lxchange Commission

Before the
Regional Conference
of

The Controllers Institute of America

[ ‘\)

at
The New Ocean House

Swampscott, lassachusetts

Priday, June 7, 1940, R:00 P.M

ANDTAH

fF.::L.“w

| et



INDEPENDENCE AND: COOPERATION

Since Judde Healy in early. 1935 appeared before your New York . Con-
trol and sought to answer the questions you had prepared about the new
Porm 10 and the even newer Form A-2, much has happened. . Statements have
now been filed with .us for six years. We have had to discuss with many of
you a great many-accounting problems., ‘'e have sought your advice in reex-
amining our requirements and in seeking to .improve them.. We have “"cashed
in" on your offer of assistance .and cooperation. - We have sought also to
fulfill our offer to discuss frankly with you your indivxdually vexing
problens at any time — before or after filing. .

So much has been written and sald ln the past few years, and especially
in the past few months, about the duties of controllers and public agcountant.
that it 'is difficult to add wholly new thougbts or novel departures to the
discussion. I have therefore sought to summarize, from our roint of view,
the distribution of responsibility in the joint effort to secure comprehen—
sive and dependable financial sta&ements for investors, : .

. In effect, the twé statuteé;:tﬁp Secprities‘Act and the Securities
Zxchange Act, approach this objective by setiing up a Commission with .power
_ to prescribe fbrms and rules of agccounting and to review material filed,
and by requiring publicly owned companies, whose securities are listed or
to be s0ld in interstate commerce, tp file financial statements under appro-
priate sanctions. Such statements must be certified by independent public
accountants. This three-point approach led me to the title of this paper -
"Independence and, Cooperation.” .

Inaﬁpehdence is defined.as "freedom from control by others"; cooper-
ation as Moperation together for a common object." Both of these are
needed, if the objective is to be obtained: independence, to insure freedom
from_ 1ntentlonal or unconscious bias, to- give due weight to different fac~
tors, and to gain a cross-checking of results; oooperation, to secure econ~
ony and harmony of efiort.

The Commission

I shall take first the role of the .ommission. It seems to me that
our contribution lies. in the field of providing workable forms and rules,
establishing thereby a minimum standard. In drafting the basic' rules and
forms the experience and knowledge of management and public accountantis
has been sought and to a very large extent incorporated in the final drafts.
Examination of the statements.filed is the next step. . If specific require-
ments or generally accepied.standards of practice have not been observed,
it is our obligation to take exception by appropriate action. -Unless the
deficiency is remedied, or an apparent deficliency explained away, 1t is our
duty to apply the statutory sanctions of stop-order, delistving and, in appro-
priate cases, reference for oriminal proceedings. A A by-product of the duty
to ‘prescribe standards is naturally the duty to foster their improvement .
by research consultation with registrants and accountants, -and adoption o
" new rules and requirements ~- sometimes incorporating advances’ already :on,
. spmetimes resolving conflicis, sometimes initiating improvements which tave
substantial support but which are impeded by inertia or special interesi,
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-~ larity with matters diructly in’ his charge might uncover misstatements or

.public have come to rely more.and more on- the controller's work. Such re-
‘liance, however, assumes the existence of certain’ ¢conditions; and raises
;certain problems in practice. These I should like to discuss briefly.

) controller;is,indeedvthe;chief.accounting officér; in another his functions

o [

‘The. Isguer -

In any discussion of the responsibility for accuracy and truthfulness
in financial statements, 1t is casy to overlook'the fundamental fact that
in the tsual case it“is the corporation ftself which 13 selling securlties

-or furnishing information for others- to rely upon. ‘This fact is under- CE
G scored ‘in Section 11 of the Securitiés Act which, In'specific language, 2
wwdenies ‘to the:issuér the defense of regsonablé beélief in the truth of ‘the

Statémerits that i's accorded thése individuals who ‘si'gn the statement or
who as experts participate in thélr preparation. However, except for an
issuer-who is a naturdl person; and théy‘have been exceedingly rare, it is
the offlcers and directors,’ individually and collectively, who must Hee
to 1t that the lssuer's interests are protected and its obligations ful-
filled by finanélal statements which are ‘free from misstatements and mis-

ledading omisslons,  ‘This- obligation of “tHe managenent and directors 'does not
‘spring ‘from these Acts but is ‘fundamental’ in all ‘corporaté law, Realistic-

. .ally, however, the average director, as well ‘as ‘most of thé officers, is

“ not- In a position -to say ‘thet particular statements are In fact accurate

and complete in theélr" ‘réflection of the business. ' ‘Gross misstatements
might be apparent to him from his generai knowledge of the business, or by
reason of lnconsistency with previous statements he has seen. Or, famil-

omi'ssions in a- particular field.' - But here as elsewhere the greatest re-

“:1iance is placed on the corporate machinery for the production of" infbrma—
-t tlon about -the business; - This de;artment is ordinarily the peculiar prov— ‘D
.lince of the: controller. e '

It is not without reason, therefbre;'that‘tHE'SécuritIES‘Act reduires
the signature of the controller or principal accounting officer and that

-'apnual reports which must bé sidned by an ‘authorized representative of the

issuer, are more and more frequéntly seigned by controllers. ~ In praqtide

-as well as in theory the divisionh-of duties within the chpany*thrpwsiupon
“the officer in’ charge of ‘agcounts’ and accbunﬁihg’the'burden of”writingign
‘informative and accurate history 6f the busimess. " As Judge Healy once sald,

"+ . . it cannot be denied that the controller 1s'the man who holds the key
to sound corporate accounting. It Is his system upon which adequate corp-
orate reporting ultimately rests.™ ‘I do not think that controllers have
in any way sought to shift this burden. The atmosphere of nearly every
conference I have had, including those which were highly argumentative, has
‘been: - "These are my accounts; I am proud of them; but 1f you have any"

" doubts or. question any of the principles, let’s discuss them; I want to
present the most 1nformative and most accurate picture that I can. '

In principle, this is tbe basls upon which Pongress and ths investing

what is a controller. >Because of its newness the business ahd 1éga1
position;of the controller is by no:means.séttled, In one company, the

nay be narrow and his authority slight or ineffective.' 'In defining what His
position should be, opinions. differ. Zome ascribe to him & position wholly
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1.0f -integrating the various portions of his work so that
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managerial in vlewpolﬁi; others would divorce him from actual management, so

.that,_he becomes a reporter and a critic of the way in which management has

exerclsed its- dlscretion. Some ascribe to him special duties and .respons-

ibilities to stoqkholders and credltors..others maintaln that he has no

such ‘special; duties and relations, that he is an employee of ‘the corparation,

- which alone has duties and regponsibilities to outsiders. While it is too

soon: toﬂpredict the. ontcome of these conflicting proposals. some of the es-
sentials to any solution seem clear. . .

First, the controller or person charged with responsibility for the
accounts should be .an officer. His dutles and powers should be so described
in the by-laws that his poslthn wlll not be subject to. arbitrary,modiflca-
tion or emasculating interpretation by his co-officers... He should be an
elected officer, or one appointed, not by some other officer, but by the
directors. . ~ " o . . o .

Second, his dutles ‘and his authority should be commensnrqte with his
responsibility, in order that he may have at hand the tools with which to

Jmﬂbl»:,, . - e Lo Con

,; Ihird, incompatlble functions or duties should npt be combined in hls
office. JInevitably a person.who is directly charged with the adminlstra&ion
qf patticular operations and is responsible for their profitable conduct is

.not in an unprejudiced position when he comes to record and report on the

results of his department. — S . T

..i‘ Fourth he should be lndependent of other management officlals in his
:determlnation of how the records should be kept, what checks and safeguards

are necessary fbr reliable accounts, what accounting principles should be
followed, and,.perhaps most important of all, .in his determination of what

"the actual results of operatlon are. To secure. such independence, his gen-

eral‘reports should.be rendered to the board without change by other offic-
ials, To-my. nind this concept of his dutles is not at all incompatlible

., with requlzements for rendering servicé to management by the preparation of

special repnrts, nor with the obvious necessity of cooperation' and consul-
tation on’ mutual problems. ¥Yhat must be maintained, it seems to me, is the

finality of his considered judgment on the matters mentioned, subject of

-course to the. review of the board of directors.

Fifth. the controller's staff should be adequate._ This is not of the

,.same order as the first four points, but it is not less important. The
_very. increase in the scope of.the controller's duties carries with it a

possibility of danger that only the contiroller himself may properly guard
against. I have in mind the possibility that in discharging Lis manlifold
duties he may become: personally so engrossed in the details of his numerous
activities or be occupied with so many varied roles as to lose sight of the

forest., As an,executive officer one duty that cannot be minimized is that
the whole may be

harmonious. . .In some recent cases we have found that this danger is only too

real,
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“he Indeg;pdent Publlc Accouptant

The problam of distributing responsibility between the issuer nnd its
contrcller on the one hand and the certifying accountant on the other is
often summed up in “the question: - "Whose balance sheét 1s''it?" This has
been the subject of much discussion. Accountants who take the position
‘that the balance sheet is that of the company have frequently: pointed for
support t0 the opinion of the Commlsslon in “the’ Interstate H051ery Hxlls
case where it was said! : : - :

"The ‘fundamental and primary responsibllity for ‘the
- accuracy of information filed with ‘the Commission and’
~digseminated among the investors rests upon management, '
Management does not discharge its oblxgations in: this
respéct by the eémployment of Independent ‘public sgccountants
however reputable. Accountants® certificates are required
not as a substitute for management's accounting of 1ts
stewardshlp, but as a check upon that accountinﬁ.

Others have urged that the publie accountant often draws up the statements,
sometimes indeed supervises or carries out much of the detailed work of
adJusting oF even preparing the underlylng enords,'and that as & result
'the statements are his. I think the problem cannot be 1nuelligently dis-—
‘cussed in terms of such a question, whizh is at best ambiguous, and which
fails to state the resl issues -- who is responsibtle for mi'sstatements and
omissions and what is the extent of that responsibility. vhile it 1s ob-
viously possible for an independent accountant to siart from scratch and
' prepare statements which represzent throughout his own judgment and his own
appraisal of conditions, this 1s not freguent. Ordinar rily, the company's
internal accountants have drafied the stetements or are responsible for the
raw data that the independent accountant recasts in the form of statements.
In these cases, the original decisions are those of the issuer and its in-
ternal accountants, not those of the certifying accountant who operates in
a reviewing capacity but who, I am told, sometimes rhallenges those deeci-
- sions. - Tt is this usyal cage that I think is contempla ed when the statute
speaks of "certified firaneial statenients,”" for then the principle oz eross-
check by seprarate and independent exdm*natlon is 11 ful oueration.

Flacing responsibility for the statements up on the issuer does 1ot in
any way lessen the obligations of the accountant. Other paradraphs in the
Interstate opinion, m6t quite so freguently quoted by accountants, make
this sbundantly clear. The rapresentutions made by the accountant' who per—
mits his name ‘o accompany financial statements included in reports to the
Commission are to my mind these: : o

First, that he is a public accountant in dood standing and entitled
to practice as such in the place of his residence or principal place of
‘business; that he has met those requirérehts of training and experience
whick are preseribed by law; and that he is therefore entitled -to represent
himself as one whose profession gives authority %o a statement made by him,

Second, thal! he has made an audit which in scope and procedures follow
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would be recognized by members of his profession, generally, as an adequate
basis upor which to rest a professional opinion'as to the fairness with
which the statements represent the business, and that except as specifically
noted oﬁhqrwise there has been no omission of any procedure which independent
accountants would ordinarily employ for the purpose of presenting compre-
hensive and dependable financial -statements.

Third, that he has expressed his professional opinion as frankly and
fairly as he can. ‘ .

There is one class of cases in which the significance of the cross-
check by issuer and accountant becomes particularly plain. Oceaslonally,

" it will be found that statemeuts have been prepared by the accountant and
"that the accountant has been charged by the company with the duty of super-

vising its accounting system and selecting and applying its accounting

" principles -—— in brief, the primary accounting duties of the management

have been delegated for performance. t0 an outside accountant. Perhaps the
company's employees may perform some of the physical work of preparing the
records, and in a general way the officials 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 tc have discharged its duties through delega~-
tion to a competent agent, the accountant, then the requirement of certi fi-
cation by an independent public accountant is not met, for the same accountant
cannot be two men, nor can he play both 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 requirement 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
gréatest 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 completely objective, free from bias, and devoid of any entangling affili-
ation. -

Cooperation

I have sought to outline briefly the roles assigned to each of the
participants in the joint quest of comprehensive and dependable financial
statements ~- the issuer, the independent certifying accountant, and the
Commission. I have alluded briefly to some of the ways in which the cooper-
ation of issuers and accountants has been sought and found valuable by tie
Commission in the discharge of its duties. There remains the question o q
cooperation between the issmer, usually in the person of the °°ntr°ller’i::
the public accountant. As to this, I would like to point out a few specific
problems in the solution of which effective cooperation would prove most

" helpful .in reaching the joint objective.
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Recent events have resulted in the glittering generality that investors _
should be educated as to the limitations, inherent in certlified statements,
For a, conslderable number of years aqcountants have sought to spread 1nﬁop-
nation as to the character of the work they do.in the course of a normal
audit, its- advantages and its limitatlons. I have also seen attempts by
companies to do this.. Included in one annual report was & brief .description _
of what the management had asked the .accountants to do and a non-technical
description of the nature of the work which the accountants did, both with
a view to aiding the reader to understand the purpose of the annual audit and
its significance. Since investor education is vital to a sound financial and
investment community, cooperation to that end is essential and practicable.

Recent events have also resulted in a great deal of. discussion on-how to
prevent grogs irregularities, such.as those¢ that appeared in the McKesson,
Interstate, Monroe Loan, and similar cases. The problem has been debated
before professionul societies of accountantS.,controllers, and others, in
educatlonal circles and in accounting -forums. Many specific suggestions have
been made of procedures designped to. prevent the recurrence of such irregular~
itles, Some of these have been incorpqrated in reports by professional.
accounting societies and the New York Stock Exchange. ”he Coinmigsion itself
is engaged in preparing a general. report based upon the.McKesson_case, which
will likewise include _specific recommendations. . oL Ll

_ Nowhere to my mind does the poésibility‘ofvclose cooperation between
controller and public accountant appear more clearly than in- designing an
efficient method for recording and analyzlng the transactions of.a company :)

" in such a manner as to insure the dependability of the accounting records.

To this probleg the controller brings primarlly, .1t seems to me, his;intimate
knowledge of the company's way of doing.business, the personalities- involved,
and a thousand and one other details of the particular company. - To this
problem the independent accountant brings an objective outside point of view
tempered by -his experience with other clients and by his knowledge-of what

he needs ln order to be able to give an informed.opinion as to the finmncisal
condition, and the results of operations. The decision as to what is necessary
to insure reliable reporting in the particular case must rest ultimately

with the contreller. However, since the public accountant must im a large
corporation rely extensively on the information produced by the accounting
system, one of his first duties in making his examination of the company's
affairs 1s to review anew the accounting system of the .campany and -its methods
of ilnsuring the reliabillty of its records. This review, since it encompasses
not only a study of the procedures designed but also the actual way in which
those procedures have been carried.out and the results which they have pro-
duced, should result in an intelligent appraisal of the company's methods.
This in turn should serve as a basis for further cooperation between the con~_
troller and the independent accountant looking toward.the strengtheniag .of
weak points that have developed, toward the introduction of new procedures

to care for new conditions, and toward the general streamlining Of the .com-
pany's accounting methods. : oo - .

In recent months this subJect of internal check and control ‘has re- .
reived so much consideration that an historical digression may noi be out of
place. Present interest in the .subject is so lively that the uninitiated
might believe that internal check and control is a new discoveryo However,
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a volume published in 1892 reproduced an audit program of one David
Chadwick, F. C. A., an accountant of fifiy years®' practical experience.
One item in the list of iwenty-two on this gentlemen's program is perhaps
of interest, since it advised the auditor to "ascertain and take note of
the gemeral 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 industrizl 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 strengithened, how can management periodically ascer-
tain whether it is being faithfully carried out, and, most important in the
preparation of certified statements, how can the auditor ascertain whbether
in a partlcular case there is justification for relying on it. Cooperation
of the controller and the auditor in this field is perhaps more essential
than in any other, for, if internal control fails, the financlal statements
and the opinion of the auditors are of doubtful value. Designing a system of
internal control, checking that system to test its efficiency, and revising
it to meet shifting conditions are peculilarly within your own province.
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 sysiem 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 good part of the value of his opinion is lost.
Designing the system and maintaining it in good working order seems ito me
a joint undertaking 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 for investors and stockholders,

Mo discussion of the relation between controllers and public accountants
would be adequate without some mention of cooperation in the planning of the
audit. At the outset it seems to me that direct field-contact between the
controllexr 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 appraise the particular controller and the system he con-
trols. It should also aid in elimbnating frictlon and misunderstanding.

In short, the product should be an effective audit prograu fashioned to fit
the particular case, utilizing internal reports and internally prepared
schedules and analyses to the full extent practicable and reasonab}e and
substituting intelligent checking for expensive and labarious duplication of
the work of the lnternal audit staff so far as may be consistent with the
auditor's professional responsibilities. I need not discuss specific de-
tails —- that has been well done elsewhere and in individual cases 1s a
subiect of some difference of opinion. But the principle is clear.

Nor should the atmosphere of c¢oeperatlon be confined to the period of
the audit. If the auditor is appointed or elected early in the year, as he
by all means should be,there is a -saud basis for continuous copperation
in the solution of difficult and unusual aceounting problems faced by the

company.
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A final probleh in the preparation of dependable financial statements
and in the administration of the registration requirements under " the Sec~
urities Exchange Act of 1934 is the determination of the most appropriate
fiscal closing date. The concept of the natural business year is not new
to members of your organization. Nevertheless the problem of concentration
of fiscal closings at December 31 is so acute.and so important both to con-
trollers and public accountants that I feel justified in discussing it with
you who should be in the best pesition to do something to improve the sit-
uation.

The most recent compilation of registrants 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 thelr
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 not 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 are
reached for review.

About ten per cent of the calendar year registrants ask for extensions
of time in which to file thelr reports. Sometimes the reason given is that
the firm's independent accountants have not had.time to complete the audit on
which their certificate is based and sometimes the reason offered is that we-
have just issued a deficiency notice regarding last yesr's statement which
will require a revision in the statement then in preparation as well as in
the offending report. 1!’e are sympathetic to such requests, in the latter
circumstance especially, but we are powerless to improve the underlying
di fficulty without employing temporary help to clear the log jam or perhaps
by making rules requiring certain industries to file reports on a natural
business year basis. VNelther of these methods appeals to me as & proper
means oi dealing with the problem. :

Some of the public accountants who testified as expert witnesses in the
McKesson & Robbins hearings indicated a reluctance on their part to urge
adoption of the natural business year more vigorously than they have in the
past because of a feeling that their motive appeared sel f-serving. All
public accountants agree that the adoption of natural closing dates by bus-
iness generally would improve conditions in the profession by spreading the
work and thus relieving mental and physical strain now prevalent in the first
quarter of the year and of still more importance it would provide continuity
of employment for a better trained staff. I am convinced that improvement
along these lines would be of lasting benefit to the client as well as to tP(
accounting profession. 4

I sincerely believe that this is one of the most important problems to
be faced in carrying out your avowed purpose of otserving "the highest eth-
ical standards in corporate accounting practice in the preparation of reports
of finencial. and operating corditioms of corporations to their directors, stock,
holders, and other parties at interest, in such mahner that all concerned my -
know the actual conditions in so far as such reports may assist in the deter-
mination thereof,” With your increasing authority in corporation affairs, the
responsibility naturally falls to you to convince your companies'® officers
and directors that December 31 ig not & mandatory closing date.





