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Iindependense sné Fthica of Publiec iesountents
From the Viewpolnt 0f Lhe Sebele

4n exeminstion of securities end Lxchange Commission publications
seems to indioste that comsidersable publicity hee been given to the
viewpoint of the Coamission with respest to the subject of the indepen-
dence of public accountants and the ethies of the professien. Dowsver,
& short review of the subject and analysis of commlssion statemsnts
thereon may be apprepriate on this occasiom.

The Segurities Act of 1238 requires that financial stetsments
contained in registration statements filed with the Commission pursuant
to such Aot be “oertified by an independent publie or sertifisd
segountent.” The Investment Company Aot of 1240 requires that finemcial
statemonts filed thereunder be “soconmpanicd by a eertificate of indepen-
dent public ascountants.” The Securities Exshangs #ot of 19%¢ und the
Publie UTiility Holding Company Ast of 1956, while not regqulring eertifi-
cetion of financial statements, provide that the Coxmission may require
certification of finsncisl statements in which event the esrtification
mst be made by "iédtpmdant public mecountants.™ Houe of these ssts
oontaing & definitian of the term “independent” and I think that the
defining of this oonoept was rightfully comsidersd by the Con:ress as
& prepsr fNunction to te delegzated to the Commission, whioh would, as &
result of experience, be in a pouition toc adspt the definition teo
whatever exigenciss the future might hold. Certainly there could hawe

been no doubt among the members of the secounting professicn, who had
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bean eduoated and trained to regard their independence as a prime
oriterion of sucosssful publioc practice, as to the sirnificsnee and
basic objeotive of the ecnespt. The esrliest rules adopted under the
Securities sot of 1538 included the announcemsant that
“The Commission will not regognite any certified acocuntunt
or public aceountant ss independsat who is not in fect indepen-
dent. An scsountant will net he considered iadependent with
respeot Lo any person in whom he has any substential interest,
direot or indiresst, or with whom he is cuwinectsd as an officer;
employee, promoter, underwriter, trustee, partner, dirsctor, or
persen perferming sismilar funetions.®
It would sppear that this rule is merely en asdoptiom dy the
Comaission of an acespted code of professicnal condust long urged, and
we may assume observed for many yeers, by professionu]l accountants,
In proportion to the large number of certifisd financlal ztate-~
wunts £iled with ths Commission relatively fow viclations of this
rule hawve coms &5 the attention of the Commiesion's staff. Bowsver,
in oany instanees accountants end their cllients have haen spared the
sxpeuse and embarrasssent of stop~order or dellisting proceedings by
obtaining & ruling as to independence prior o filing certified state-
aents, The number sud varisty of thmse cases led to & revision of the
Commission's rules on independense on Nowesber 7, 1942 (iocounting Series
Eelesss ¥o. 37), and on May 24, 1943 (accounting Series Relemse Wo. 44),
so that the pertinent peragraphs of sule 2-01 inm Regulation 5-X now read:
*(b) The Comuission will not reecognize any sertified publie
sscountant or publie spoountant as independent who is 20t in
fast independent, For example, an acoountant will not be eon-
sidered independent with respeet to any person iz whom he has
any substantial interest, direct or indireet, or with whom e

is, or was during the period of repert, coanecoled as a promoter,
wderwriter, voting trustee, direstor, officer, or employee.
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"(e) In determining whether en accountant ig in faat
independent with respest to a particular reglstrant, thw
Commission will give appropriate censidsr=tlian to all relewmnt
oi roumstances iscluding evidenos dearing on sll relationships
between the scoountant snd that registrant, and will net
confine itself to the relationships existing in socmmection
with the filing of revorts with the Commissien,”

At the time the amendment of Yovember 7, 1942 =mse pubdlished &
statement was made of which I quote part:

"The amendment makes 1t elear thet, in deteraining whether
certifying ssoountents are in feot independent as to a particular
sonpany, there should be taken inte asaount the sircumetances
surrounding not only the work done in sertifying statements filed
with the Commisgion, but aleo other work done for the particular
eompany by euch accountants, including the sertificetion of any
finencisl statements which have been publisheéd or otherwise made
generally available to security holders, oreditors, or the publie.

* & & & & 2% &

Fuewen Pariaps the most eritical test of the motuslity of
an accountant's independenee iz the strength of his insistenee
uporn full disclosure of trensactions hetween the company and
members of i%s managenent as individuals; acession to the
wishes of the manmgement in sueh cases must inevitedly raise
a ssrious guestion as te whether the scosuntant iz in fact
independenl, Eoreover, in oonsidering whether an acsountant
1s in faet independent, such accession to the wishes of the
mansgement 18 no less siznificant when it eccurs with respsct
to ths financisl etetements included in an annual report te
sssurity holders or otherwise made publie than when it cocurs
with respeet to statements required to be filed with the
Comalission,”

On Junuary 25, 1944 fecounting Seriss Releaze “o. 47 wss published
which presented & summarization of the releeses of the Commission en
the subjeet of independence of accountants together with s compilation
of hitherto unpublished rulingsthereon in cases or inguiries arising
under the variocus icts n&nﬁnist&ud by the Commission. This releass

conteined the statement that:
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“In the omse of the great majority of financial statements
filed witk the Commission no question hus bHeen raised as to the
independence ol thw certifying aceountant. Sowever, in sddition
$0 wseww formel decizions -e--«= there have been meny informal
rulings in csscs arisiasg wunder the vesurities ust of 1933, the
Securitie:r Zzcheore aet cf 1584, or the Investment Compeny sct
of 1840, 1t is not feasible to present adequately in summarised
form the eirou=mstences existing in partioular cases in whish it
was deterained nct to gquestion an secountant's independensce.

The «=wes compilation therefore includes only representative

examplos of sases in vwhioh an accountant wus considered not te

be independent with respect to s pariicular company."

The various Aots administered by the S.E.C. as I have indicated
above did not introduce a mew ldea of indepondence in the work of publie
acoountants. The New York Stoek Exchange under date of Jenuary 8§, 1933
announeed that singe ipril of 19%2 all corporetions spplying for the
listing of thelr seouritles were saked to agree that future annual
finaneisl statements would be sudited by independent public mccountants
snd efter July 1, 1938 all listing applicutione froas corporations were
required to eontain the certificate of independent public sesountants.
The aancuncemsnt went on 10 say that represcntative houses and banks of
issus Delieved the plan to be "sound and censisisnt with ths importance
of affording to the pudblic the wost complete and scourate information
in regerd to the finenoial eondition of corporstions whose sesurities
are publicly deelt Sn." The soops of the audit was to be not less than
that indiested in the Federsl leserve Soard pamphlet of Hay, 1929
*Verification of Finanelal Statements.” 4 revisien of that pamphlet
published by the imericsn Institute of sceountants in January, 1936 was
given the title "Exaninstion of Financisl Statsments by Independent Publie

Acsountants.” ¥o definiticn of the term "indepeandent public sccountent®
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is given ia this documsnt but independence of management, the generelly
accepted asoncept, sesms implied by the iantrodustory statemsnt thag
finansisl s tatemsnis present o pericdical review or repert on nroprecs
by management and that they reflect & combinktion of recorded facts,
sseounting ocaventions and personal Judgmenta. The revised pammhlet
contalns the statement
“The soundness of the judgmeats necessarily depends on the

campotence and integrity of thoee who make them wnd on thelir

adherence %o gensrally soespted sscounting principles and

souventions. It is for {his reason, ewvwn more than for a

cheek en the clerical acourasy thet an independent review of

the statements is desirable.”

#hile leck of independense doaes 10t in &ll cases negesgarily
lead to unethical condust, yet where a questieon of ethies 3:: involved,
it is almost inveriably the guse that the acoountant was not iln faot
independent, For exsmple, an accountant ozlits & standard audit procedure
becsuse his client has requested its omission; or, he certifiez firnencial
statements filed with the Commission which are materislly different
than those contained in the corporation's annuel report to stockholders
which he has also certified; or, on behalf of & corporstion which is
not required to file statsments with the Commission he certifies finan-
cial statexzents which he knows would not meet the requirements of the
Comaission. From our viesmpolnt it is extremaly doubtful thet the
accountant is indepeadent ia mny of these cases mnd his lsok of indepsn-
denoce may he u;md to have eaused him to be a party to the presentation

of misleading finaneirl statements. This, in our opinion, constitutes
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waethiocal or improper prefessions] conduet. Horeover, if under circum-
stances aiamilar to thsse he reprecents himeelf to be independent by
certifying financial statsments filed with the Commmission it is our
viewpoint that he is lacking in charaster and integrity,

In the latier part of 1938 the Commission amended its Rules of
Practice Lo prescribs s procedurs whereby, in certain circumstances,
agoountants could be denled the privilege of sertifying finaneisl
atetements Filed with the Commission. Frior to tkmt time, numercus
statoments wore filed with the Comdission which containsed wnmacceptable
sertified finsncial statements and whish indiceted that the sertifying
aocountents had condonsd or failed to ohtjeet to practisces wiich, in cur
opinion, were improper. In respect of seversl of these casss, wshich
resulied in stop-order or delisting proesedings mgainst the corperations
by whom the statements were filed, the Commission published opiniens
wherein the gertifying sscountants were eriticized. Iu these cascs the
Comaission has followed the prectice of inforaming the a_.propriate
acgounting socleties and State agencles sc thet these orsanizetions
witieh bave recogaized the necessity of malntaining high steadards of
professional conduct may take eppreopristse disciplinary soction under
ostablished codes of ethics. 5 a repult of this procedure the rizht
of at least three acoountants to nrsctice wmas suspended by the agoncies
heving jurisdiotion for & psriod of six montns in one and & year in two

CRBE8.
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Hule 11(e) of the Commission's iules of Practice which, as stated
previously, were amsnded in 1938 to provide a procedure for disciplining
agcountents who engage in impropsr condust in sonnectlion with the
certifying of financlal statsments flled with the Commission, now
nrovides thate

IThe Comslssion mey ¢laqualify, and deny, temporsrily or
permmnently, the privilege of eppearing or prectiocing bvefors

it in eny may to any person who is found by thw Commission

after hsaring in the matter

(1) Mot to possess the requisite qualificavions te represent
othera; or

(2) To ve lsoking in charsster or istegrity or te have
engaged in wnethical or impropsr profeesionsl conduot.”

The appiliecnticn of thie rule has resulted in the dliesoiplining
of certifying accouniante in three ceses. In two of these sases the
sccountants were denied the right to practice before the Commlission for
geveral months, and in the third ocuse, the ascountant wss permanently
denied such privilege. Progeedings agsinet severcl sther acoountants
are now under consideraticn. In all of these eases w2 foel that the
socountant has displaved & complets disregard of the Commission's rules
and of proper professioual conduct.

There is wnother area in which the desision of the mccountant as
to whether he oen, or should, permit the use of his nume as the aocountant
certifylag to financial statements to be used in oonneotlon with & publis
offering of securitiez ig of funds=mental szocial importance. In s number
of recent cuses it bhas appeared that included emong the top management

of & compeny were one or more individuals whoae businsas reputations
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were qusstiénnble, sven Lo the point of headline newspaper notoriety.
Inssruch 83 & certifying ascesuntant must at best rely to some extent
upon representations of manmgement, such oases invite & question es to
whether, if & reasonsble doubt exists ez t5 the integrity ¢! management
an acoountsnt can, with confidence, express an ungqualified opinion as
t0o mansgement's finenclsl statements. Indeed, an even more bhasio
quegtion was posed as to sush cases hy Col. R. . Hontgomery &t the
fiftieth enniversary meetin; of the imerican Institute of Aceountants
(of which he was then president). Col. Hontgomery said:

"The business men or capitaiist who wante %o fool the nublie

should not bdbe able to retain s reputable sccountant. Isn't

the ¢time ripe wvhen he must have one or be nrohibiisd from

publishing any finaneisl statomentsi®

It might be inferred from the title given e for this short paper
that there it &« differemes in the vicwpelnt of rsstieirr secoumnmtenis
snd the S.R.C. with respect to independense snd ethies. I am sure that
this i not the cese end { fesl that the views of bhoth the acsountasnts
and the S.E.C. may be summed up in the followiny psragraphs quoted
from ir. George 7. iay's lecture entitled T ACCU¥ILXT AND THL INWNVESTOR
delivered u«t Horthwestern University School of Comnerce in 1932:

“To be willing to exercise his jJudzment objectively and
éispassionately the accountant must be & =en of high character,
prepared to recognize and observe hipgh ethical oblizetions
even %o his own immediste dipsdventage. Io be able to do so
he must be free from eny relation to the subject matter or to
the parties in interest whiek might cloud hle judgment or

{mprir his loyalty to the investors, to #~hom his peramount duty
is oweds s I heve indioated, he necessarily sbends in some
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business releticn to the corporaticn creatiny the securities and
the banking hiouse undertaking their issue, but hs should be
cereful to keep those relations on such a fcoting as to insure
thkt hls freedom of sotion and independence of judgment will not
be affectsd,

¥ % ¥ % = £ %
i

"I would not have you think that becsuse the investor le not
nis inmedists client the acoountant owus nothing to the in.estor
except legal duties and ethical obligations. Tnis is no%, of
course, the fact. It is!the investor that ne owes his entire
prasctice in ths fislé of financial suditianr, and it is only
because the investor existe, und attaches weight to an ascount-
ant's report, that the benker employs the accountant's services
in thiz field. ind the continued success of the accountent is
dependeat on his retaining the oconfidence of the investinr publie.
an enlightened self-interest, therefore, as well as self-respect
calls for the maintenance of & nroper ethical stendard by the
practitioner.®
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