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Communications among accountants - and between accountants and the outside world are frequently hampered by semantic difficulties.  Accountants have appropriated some English words and elevated them to the status of terms of art.  Other English words are used by accountants in only one of the senses permitted by the dictionary – though in some contexts an outsider might easily assume a different meaning.  Furthermore, if some words or phrases in common use among accountants prove to be unfortunate from a legal or public-relations point of view, the professions’ official spokesmen have been known to substitute new language to clarify the situation.

For example, accountants used to audit and certify financial statements.  However, “audit” can mean “verify,” and “certify” can mean “guarantee” – these are the senses in which some unfriendly outsiders understand those words.  Now we say that CPAs “examine” financial statements and “express an opinion” on them – though to some laymen this suggests a more superficial process than what is actually done.  The process itself is now called the “attest function.”  One meaning of “attest” is “certify,” but we insist that we use “attest” only in the sense of “bear witness to.”
Furthermore, while the “CPA’s examination” is what used to be his audit, the “CPA examination” is the test by which he becomes a “qualified” member of the profession.  It is usual for a “qualified” member of the profession to issue “unqualified” opinions; but an “unqualified” accountant can – in some states – issue a “qualified” opinion.

Most people disapprove of compromise on principles.  But CPAs can compromise on accounting principles without qualms of conscience, since in the profession’s lexicon “principle” is used in only one of the dictionary meanings – an accepted rule of action – and in accounting there may be more than one accepted rule.
All this is amusing, but it is also serious.  The profession’s efforts to make itself understood – its public relations problems, its legal liability problems – are handicapped, I believe, by the ambiguities of its vocabulary.

2. Nowhere is this more evident, it seems to me, than in the convoluted debates about independence.  This is a word which has at least 15 different meanings.  The word “independent” was first used in conjunction with “accountant” in the same sense as in the phrase “independent contractor” – as the dictionary says, “not subject to another’s authority.”  But the noun form, “independence,” also denotes the admirable quality of being “not influenced or controlled by others in matters of opinion or conduct.”  It was not difficult, by subtle thought transmission, for independent accountants, perhaps with some self-satisfaction, to invest themselves with this admirable quality of independence.  However, in an absolute and literal sense, it is obviously impossible for any human being except a hermit to avoid being influenced by others to some extent – not necessarily for evil.  Inevitably the time came when the profession felt it necessary to explain what is meant by “independence” as the term was applied to CPAs.

In the Tentative Statement of Auditing Standards, issued in 1947, independence was equated with complete intellectual honesty, honest disinterestedness, unbiased judgment, objective consideration of facts, judicial impartiality.  The present Code of Ethics says that independence is not susceptible of precise definition, but is an expression of professional integrity, and refers to objective and unbiased opinion. 
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So far so good.  We can say with confidence that audit independence means integrity and objectivity.  With equal confidence, I think, we can say that CPAs have displayed integrity and objectivity in their capacity as independent auditors, with exceptions so rare as to be immaterial.
But, alas, the discussion cannot end here.

The Securities Act of 1933 provided for audits of registrants by “independent public or certified accountants.”  The administrative regulations stated that an accountant would not be considered independent under certain circumstances, among them if he was an officer or director of the audited company or had a substantial financial interest in it.

This introduced for the first time a distinction between real independence – integrity and objectivity – and the appearance of independence.

It became evident before long that this distinction between reality and appearance could lead to an ethical, logical, and semantic morass – and so it has.  We are not out of it yet.

This is not to say that the questions of appearances should or could be ignored.  Public opinion can be ignored only at grave risk.  In recent years public opinion has become very sensitive to conflicts of interest in high places – in the judiciary, in Congress, in the executive branch of government, in business corporations.  The accounting profession cannot hope to maintain public confidence in its integrity and objectivity if its members enter into relationships with audit clients which appear to create conflicts of interest.  The most obvious of such relationships are financial interests, and service as officer, director or employee of such clients.  These relationships are now specifically proscribed in the Code of Ethics.
What has led us into the morass is the question of what other relationships should be considered as involving conflicts of interests, and therefore weakening public confidence in the integrity and objectivity of CPAs in their capacity as independent auditors.
The Code of Ethics says, in effect: any relationship which might be expected to result in the auditor’s opinion on financial statements not being considered independent, objective and unbiased by one who had knowledge of all the facts.  But this demands more definitions.  “Expect” means to regard as likely to happen – probable, not just possible.  The 64-dollar question, however, is who is this “one who has knowledge of all the facts?”

In an interpretive opinion the Ethics Committee has defined him as a “reasonable observer.”  Since he must know all the facts, we can then describe him as a “reasonable and well-informed observer” – not a hostile, unfriendly, illogical, unreasonable or ignorant observer.  To be well informed, I submit, he must understand the nature of the relationship between the auditor and his client which is being questioned, the CPA’s role in the relationship, the possible impact of the relationship on the financial statements, and whatever additional circumstances are relevant.

Now, the specific relationship which has recently been the principal target of criticism – mainly from the academic community – is the CPA’s involvement in the so-called “management services,” variously known as advisory or consulting services.  But these terms have never been authoritatively defined, and it seems quite clear that they convey different meanings to different people.  Accordingly, when we discuss the relationship of “independence” to “management services” we must deal with two very elusive concepts – and when we add the element of what reasonable, well-informed observers are likely to think, will probably think, the difficulties are compounded.

In my personal opinion this discussion of Management Services, while useful in encouraging rigorous analysis of the independence concept, has been wide of the mark, in that it has distracted attention from the more immediate and more vitally important aspects of the independence problem, and shifted attention to what I am convinced are peripheral issues.
What are we trying to do?  We are trying to develop institutional arrangements which will reassure the informed public that when a CPA expresses an opinion on financial representations that opinion can be relied upon with confidence – that the CPA can be trusted to act with integrity and objectivity; that he will not subordinate his judgment to that of his client.

At what point is the CPA exposed to the greatest pressure on his objectivity – the greatest temptation to subordinate his judgment to that of his client?  Clearly this is at the point of exercising his attest function – giving his opinion on financial statements.  If he and the client disagree, the CPA is faced with possible loss of the client and a recurring annual fee – regardless of M.S. and Tax.

Can CPAs be protected against this pressure and this temptation?  No one as yet has been able to invent any protective device which would not effectively put the entire financial reporting and auditing function under direct control of the government.  If the audit of corporate financial statements became an adversary proceeding, similar to the I.R.S. examination of tax returns – if auditors became “policeman,” as some writers have suggested – it seems quite obvious to me that investors would be not nearly as well served with financial information as they are today.  (Internal revenue agents and policemen, incidentally, cannot be shielded against all temptation either.)
How, then, can the public be reassured that the CPA’s integrity and objectivity will be maintained?  Not by self-serving declarations intimating that CPAs are a superior breed, possessing superhuman virtues and strength of character.  The public wouldn’t believe that, even if it were true.

Reasonable, well-informed observers will believe, however – indeed they do believe – that there are countervailing pressures which far outweigh the pressure of a CPA to yield to a client’s improper demand.  These countervailing pressures are:

(1) Normal strength of character, disciplined intelligence, professional pride.

(2) Possible legal liability – a painful lawsuit.

(3) Possible professional discipline, including loss of CPA certificate.

(4) Possible loss of reputation and consequent loss of clientele.

In addition to these countervailing pressures there are other considerations which make the temptation to yield to a clients’ demand much weaker than it may seem at first glance:

(1) The CPA has many clients: the loss of one will not be catastrophic.

(2) Clients do not like to change auditors for reasons that might be difficult to explain: it’s likely to raise awkward questions at stockholder’s meetings – and even invite some scrutiny by the SEC.

From many informal, confidential conversations I am convinced that when the chips are down the auditors almost always win.

Almost always.  When do they lose?  They sometime lose when the client can produce “substantial authoritative support” for an accounting principle, treatment or method which the CPA does not really approve, but which as an emerging practice has several “appropriate” solutions, endorsed by authoritative sources and has not been as yet ruled upon by the FASB or SEC.  In cases like this, due to what I regard as the rather unfortunate degree of competition among accounting firms, there is a possibility that if the CPA on the job insists on having his way, another accounting firm, just as reputable as his, will agree with the client in view of the substantial authoritative support for his position.  So the CPA on the job may yield his professional preference – though there are enough cases where he has not, and has lost the client, to demonstrate that integrity can prevail even under these conditions.
But it is in this area, I think, that the greatest threat to public confidence in the objectivity of CPAs is germinating.

The publicity flowing from the investment-credit fiasco brought sharply to public attention the fact that the existence of alternative generally accepted accounting principles made it possible for two companies, in identical circumstances, to get clean opinions from reputable auditors – or even the same auditor – on statements based on different principles which resulted in material differences in reported net income.


This was a shock to many people, and it has evoked a widespread suspicion that management can manipulate reported earnings at will by choosing accounting principles which best serve its purposes.  This, of course, is not true.  The range of generally accepted accounting principles has been steadily narrowed.  Earlier practices which can fairly be called abuses have been eliminated.  Existing alternatives having substantial authoritative support do not result in statements which are in themselves false or misleading – though they may impair comparability.
All this, however, is extremely difficult, if not impossible to explain to the public.  The only solution, in my opinion, is for the profession to eliminate alternative practices not justified by differences in actual circumstances – and do it as fast as possible in the areas where reported earnings per share are most significantly affected.

To be sure, involvement of CPAs in management services has been mentioned frequently in the public press as raising additional questions about audit independence, but usually as a secondary matter.  If the main problem concerning accounting principles can be solved, I really don’t think the M.S. problem will cause much trouble.

Why don’t I think so?  From the time the profession first organized in the United States, nearly a century ago, CPAs have been advising and assisting clients in matters other than auditing, financial reporting and tax work.  For example, the Institute has a report dated in 1910, by an accounting firm, on a company’s organization, its cost and general accounting systems, its production methods and its employee incentives.  Financial management, cost controls, inventory control, and credit management were among the common subjects of advice and assistance by accounting firms prior to World War I.

No one even suggested that services of this kind had any adverse effect on audit independence.

Such services, however, were not called “management services” or “management advisory services” until the 1940’s.

Perhaps this descriptive phrase was unfortunate, in that it may suggest to some observers a closer relationship to management than previously existed.  In fact, the vast majority of M.S. are of the same nature as those which accounting firms performed before the term M.S. was invented.

Misunderstanding of the role of the CPA in rendering such services sometimes beclouds the issue.  Users of financial statements consulted by the AICPA’s Devore Committee (1969) had no objection to the CPA’s advisory role with respect to any phase of management’s functions if that role were confined to structure, plan, system, method, or procedure by which management can achieve desired results.  It seems to be generally accepted that CPAs can properly gather and analyze data and point out the advantages of disadvantages of alternative courses of actions.  And this is mostly what they do.

Even after there had been a good deal of published criticism of M.S. in relation to the appearance of independence, the chairman of the SEC said in 1966 that no serious threat to independence appeared to be involved in services related to the financial process or broadly defined information and control systems.

All this is not to say that specific situations cannot arise in management services, or tax practice, or in auditing, which might raise doubts in the minds of reasonable, well-informed observers as to a CPAs’ objectivity in exercising his attest function.  But such situations must be dealt with on a case-by-case basis.  No one has suggested a rational basis for proscribing entire areas of service solely because of their possible effect on the appearance of independence.
The CPA’s management and tax services are obviously useful, or they would not be in increasing demand.  They would be more costly if they could not be performed by CPAs already familiar with clients’ organizations and procedure by virtue of their work as auditors.  There have been and will be changes about conflict but the evidence has been unconvincing that the performance if such services has in fact adversely affected the objectivity of CPAs in their audit functions.

Accordingly I must conclude:

1. That efforts to protect CPAs against pressures on their objectivity are unrealistic.  No one can participate in the world’s affairs without being exposed to temptation.

2. The most direct pressure on the CPA’s objectivity arises in the exercise of the attest function itself, but the countervailing pressures far outweigh the temptation.

3. The public’s skepticism about independence comes mainly from the mistaken notion that the acceptability of alternative accounting principles permits management to manipulate earnings improperly.  This notion can be eradicated by prompt action by the profession to limit alternative principles to those justified by differences in circumstances.
4. So far as management services and tax practice are concerned, independence should not be defined so liberally as to permit relationships which would be likely to erode public confidence in the CPAs’ objectivity; but it should not be defined so strictly as to inhibit the rendering of useful services when the likelihood of such erosion is remote.  This fine line can be drawn only on a case-by-case basis, not by broad proscriptions of entire areas of services.

EDITOR’S NOTE: John L. Carey’s administrative career with the AICPA spanned four decades.  In 1969-70  authored a two volume history of the AICPA entitled The Rise of the Accounting Profession.  The original version of this paper, previously unpublished, was first delivered to an accounting seminar at the University of Illinois on April 15, 1970.  Carey’s first major book length work on CPA ethics was published by the American Institute in 1946.  A specialist in CPA ethics, Carey continued to follow the developments of the CPA profession from his retirement home in Taconic, Connecticut until he passed away.
“We can say with confidence that audit independence means integrity and objectivity.”





“The range of generally accepted accounting principles has been steadily narrowed.”








