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"ACCOUNTING: A GLIMPSE INTO THE FUTURE III" is scheduled for
January 11 & 12, 1980. It will be a two~day affair; again
featuring national lea&eré of our profession speaking on
curreﬁt and future toples in accounting.,

WE HOPE TO SEE YOU THERE.




OPENING REMARKS

EARL FRY

President,
University of Hawali Accounting Club

_,Gobd morning. I'm Barl Fry. The University of Hawaii Accounting Club
.:and:EEEa Alpha Psi welcomes wou to the second annual conference, "Accounting:
.ﬂiA G1impse Into The Future."

| This series of conferences was borne in the fall of 1977 out of our
recogaition of two urgent needs. The first need pertained to the delays in
receiving curvent information on recent developments in the accounting profes—
sion. Being isolated from the mainland, Hawsii's professionals were often
denied the privilege of being included in discussions of current developments

in accounting with national experts. The second need relates to the unfulfilled
needs of uniﬁérsity students. As students we are told that the learning process
never ends, that we are expected io keep ourselves abreast of changes by atten-
ding professional seminars ané conferences. But as students we never get to
experience or attend these professional development seminars and conferences,
and this is where the action is.

Out. of these two needs was spawned the concept of an updating conference
which would be beneficial to practicing professionals as well as developing
students.

The result is this conference, "Accounting: A Glimpse Into The Future,"
éponsored by the Accounting Club and Beta Alpha Psi, with three purposes in
mind,

First, this conference is designed to give Hawaii's accountants an oppor-
tunity to listen to and discuss, with nationally recognized speakers, the cur-
rent, pending, and future developments in accounting and auditing, both in
principie and in praciice,

Second, this conference enables studeats to broaden their academic horizons
by giving them an opportunity to witness, participate in, and experience the
dynamnism and growth of the zecounting profession.

_ And third, this conference is designed to bring professionals and students
" fitogether for a mutually beneficial exchange of thoughts and ideas, with the

cdntent of fostering increased interaction between professional accountants and




d, our conference coordinators and commitiee members have

£d elyfﬁfégram of prominent, topmuotch speakers, addressing

hiat waé'jﬁét_an idea two years ago, has blossomed into these series

conferéncés which we are sure you will find both vitalizing and




EXECUTIVE CHAMBERS

HONOLULU

January 9, 1979

. .To the Officers and Members
- Accounting Club and Beta Alpha Psi
‘University of Hawati

2404 Maile Way

Honolulu, Hawaii 26822

Dear Students:

Your pioneering work in 1978 and this year in sponsoring professionai-level

o~ conferences with distinguished Mainland specialists in accounting as guest speakers

- has been a noteworthy accomplishment. | wish to extend to you my congratulations

on your initiative and skill as you prepare for the second conference to be held at
the Sheraton Waikiki Hotel, January |9, 1979.

These conferences, intended to give to your membership the advantages of
meetfing and hearing outstanding leaders in your chosen vocational field, are
unusual examples of student initiative, imagination, and hard work which bring
credit to our University and our State.

[ am grateful to all who have worked so hard to make them a success, and
hope you will be able to continue such conferences each year to promote excellence
in your field.

With warm personal regards, | remain,

Yours very truly,

<.
Gegrge R/Ariyoshi




MAYOR'S MESSAGE

The Uhi'\_/:é.ﬁsity of Hawaii Accounting Club and Beta Alpha Psi are to
bé”COngr"atulated for their joint sponsorship of the conference,
S MAccounting: A Glimpse Into the Future 11",

_'___This second conference has been designed to give participants a

- well rounded overview of the challenges and opportunities that exist
Zrwithin the accounting field.

_'J\:Auch energy has been devoted to the success of this meeting with top
- pi_r*ofessionais from the mainland coming to Honolulu to discuss the
. current developments in accounting.

'__Or\ a personal note, the City is well aware of the interest and enthusiasm
of the UH Accounting Club members, for they have been involved with
the IRS Volunteer Incomme Tax Assistance program in our satellite city
halls for the past few years. For this help, I am deeply grateful. I
extend best wishes to conference participants and sponsors,

I am confident
the event will enlighten and motivate all of you.

City amd County of Honclulu




MR. WILLIAM R. GREGORY

Presgent: Vice Chairman, AICPA
Chairman of the Accounting & Review Services Committee, AICPA
Member of the National Review Board, AICPA
Managing Partner of Knight, Vale & Gregory

Past: Board of Directors, AICPA
Vice Chairman, National Review Board, AICPA
President of Washington Society of CPAs

 Education: B.A. in Business Administration, University of Washington
M.B.A., University of Puget Sound

Member of Beta Alpha Psi and Beta Gamma Sigma
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COMPILATION AND REVIEW OF
FINANCIAL STATEMENTS

as presented by

MR, WILLIAM R. GREGORY

A new and fresh approach to a CPA's association with unaudited
financial statements and the expression of limited assurance are the
centerpieces ol a new pronouncement being issued by the ATCPA in January
1979wi The Compilation and Review of Financial Statements is the first
Statement of the Accounting and Review Services Committee (ARSC) and will
be known by the acronym SSARS I. The Statement is a significant step
forward and a long awalted for clarification of the distinction between
audited and unaudited financial statements,

The designation of ARSC as a seniocr technical committee status and
SSARS I are two of the more substantive steps the AICPA has taken recently
in addressing the problems of the smaller practitioner.

The preparation of unaudited financial statements is a majox activity
of a significant segment of the profession. Whether measured in fees
generated or number of financial statements issued, the volume is enormous,
Over 60% of the CPAs im public practice, appreoaching 50,000 CPAs, and 997%
of the firms represented in the Institute are small practice units. In
most small practice units, the preparation of unaudited financial state-

ments is a major part of the practice.

Pregent Practice

Despite this fact, there has been very little authoritative professional
literature dealing with the subject of unaudited financial statements, In
the 500 pages of SAS 1, omnly four are devoted to unaudited financial state-
ments. These four pages, Section 516, pius The Guide for Engagements of
CPAs to Prepare Unaudifed Financial Statements (The Guide), techoically
a staff gulde without the asuthority of a SAS, are the basic guidance pro-

vided CPAs in the preparation of unaudited financial statements. There

1

SSARS I to be effective for periods ending on or after July 1, 1979,




.fére sé6efa1 reasons for this:

- 1, The body responsible for establishing auditing standards in the
profession also had, until the appointment of the Accounting and
Review Services Committee, the responsibility of providing
guldance for unaudited finmancial statements. This body, the
Auditing Standards Executive Committee (now the Auditing Standards
Board), has been~;0mposed of members who are primarily audit _ i
oriented. Thué,'ﬁﬁdSEé, by its very character, had little interest
in developing guidandefiu the unaudited area.

2. Aside from the 1136 Tenant's case, which resulted in the AICPA

staff guide in 1975, there have not been the unaudited engagement

failures leading to the spectacular lawsuits experienced in the

audit area. Such audit failures inevitably precipitated pressures

for additional and beefed-up auditing 'standards. No such pressures

developed for unaudited services.

3. The involvement of a CPA with unaudited financial statements hasg

been considered by many in the profession to be a low and unde—

sirable level of service relative to an audit. This attitude
precluded the development of standards for the prepavation of
unaudited financial statements.
Not only has the guidance been minimal, but many practitloners have
long had a concern about how to interpret and apply what guidance there

was in Sectlon 516 and The Guide. This concern was documented in a survey

conducted by the ATICPA committee on GAAP for Smaller and Closely Held
Businesses. The survey revealed that practitioners believed:
1. Present reporting standards are not respousive to the needs of
small businesses;
2. The disclaimer required by Section 516 did not address itself
to the accounting services rendered and shouid be reconsidered; and

3. "Internal use only" statements should be abolished because they

are routinely distributed to persons other than mansgement ,

This empirical data gave impetus ta the appointment of g ney committee

to reexamine accounting litervature dealing with unaudited financial state-

ments, Originally created as a subcommittee of AudSEC, ARSC subsequently

was granted senior technical status with the authority to estahlisgh




ard P ocedures for accounting and review services a CPA may
connection with financial scavements of privately held entitiles.
g'étEments; i.e., an auditor’'s opindon or a disclaimer.

8_was £ésued in 1967, the profession thus has been in the

to assume that

having any association wirh a CPA have some connection

iz what, for all vractical purposzes, the courts held

attached sgchematic sets forth a compavison of financial statement

and an accountant's level of responsibility under exdisting and
“standards. At the present time, the zaccountant either expresses

opinion or provides no assurance when asscciated with unaudited
Under proposed standards, a client would have the
] :df compiled sitatements, with no assurance being expressed by the
_ccoﬂntﬁnt; reviewed stabements, with limited aspurance being expressed

the accountant; or audited statements, in which an auditor's opinion
S expressed.

Coméilation

A Compilation is defined as presenting in the form of f£inancial
stafements information that is the vepresentaitlon of management without
undértaking £o express any assurance on the statements. This would

génerally include all disclosures and footnotes. The key to a Compilation

g that it is a service that does not have as its objective the expression

By the accountant ci any assurance on the financisl statements. This does

‘1iot mean that the CPA can accept financial data indiscriminately without
having a professional responsibility for it. First, the general standards
of the profession apply to a Compilation. The application of due




professional care is a fundamental responsibility of a CPA, Secondly,

a Compilation requires that the CPA possess a level of knowledge of the
accounting principles of the industry in which the entity operates

that will enable him to compile the financial Statements, He should also
possess a general undarstanding of the nature of the entity's business
transactions, the form of the accounting records, qualification of the
accounting personnel, and the form and content of the financial statements.
Basically, the CPA must have a reasonable, professional basis for accepting
the data supplied by the ciient. This is not too different than the
present quality control standards that apply to us all.

The accountant's report for a Compilation has been designed with the

objective of stating what wag done, what a Compilation is not, and the

level of responsibility of the CPA; i.e., not undertaking to express any

assurance.

COMPILATION REPORT

"The accompanying balance sheet of XYZ Company as of
December 31, 19XX, and the related statements of income,
retained earnings, and changes in financial position for
the year then ended have been compiled by me (us).

"A compilation is limited to presenting in the form of
financial statements information that is the representation
of management (owners). T (we) have not audited or reviewed
the accompanying financial statements and, accordingly, do
not express an opinion or any other form of assurance on them."

A Compilation will be permitted when a CPA is not independent
providing he states in his Compilation report that he is not independent.

A Compilation has a definite role in the services a CPA performs for
his clients. There are many situations in which the client or other user

of the financial statements does not want or need a CPA's assurance on the

financial statements and further, does not wish to pay for the extra cost

of cobtaining it., A Compilation will most often be used for interim

financial statements but may be useful for annual financial statements.

Also, there are many situations involving interim fimancial statements

»in which the client and/or banker do not want the disclosures commonly

 cbﬁﬁained in footnotes. In the banker's case, he may want only the "bare

‘numbers” in order to keep his fingers on the company's pulse. These

fboﬁfaiié&ﬁ'

type of statements thus serve a useful purpose, They provide




:tﬁe & data, and when tied to the full-blown reviewed or audited financial
std éments, they provde a complete and continuing record of the company's
aptiﬁitiesn Therefore, SSARS T provides for the issuance of such a
fintnciai statement. It does require, however, a ciear warning to any
qséf in the accountant’s repoit. Tn addition to the standard wording of
the Compilation report previously quoted, the following paragraph is
added:

"Management has elected to omit substantially all of
the disclosures required by generally accepted accounting
principles. If the omitted disclosures were included in
the financial statements, they might influence the user's
conclusions about the company's financial position, results
of operations, and changes in financial position. Accordingly,
these financial statements are not designed for those who are
not informed about such matters.”
The last two sentCences communicate to the reader the limited and special
purpose of this type of financial statement and sound a clear warning to

the reader that there could be important information milssing.

Review

A Review is defined as performing inquiry and analytical procedures
that provide the accountant with a reasonable basis for expressing limited
assurance that there are no material modifications that should be made to
the statements in order for them to be in conformity with generally accepted
accounting principles or, if applicable, with another comprehensive basis

of accounting. The standards for the review of financial statements require
the accountant to possess the level of knowledge of the accounting prin-
ciples and practices of the industry in which the entity operates and to
have an understanding of the entity's business that will provide him,
through the performance of inquiry and analytical procedures, with a
reasonable basis for expressing limited assurance.

The accountant's degree of understanding of the entity’s business
should he greater than that in a Compilation and should include a general
understanding of the entity's organization, its operating characteristics,
and the nature of its assets, liabilities, revenues and expenses. This
would ordinarily involve a general knowledge of the entity's productionm,

distribution, and compensation methods, types of products and services,




operating locations, and material tranmsactions with relatfed parties. An
accountant’a understanding of the entity's business is ovdinarily ob-
tained through experience with the entity or its industry and donquiry of
pergonnel of the entity.

. I addition, the accountant is expected vo maks inquivies of client
persomnel concerning the entity's accounting principles and practices, and
the procedures for recording, classifying and summarizing transaciions,
and accumulating information for disclosgure in the financial statements.
Furthermore, analytical procedures should be performed to identify rvela-
tionshipe and individual items that appear to bhe unusual. Inguivries are
expectad to be made of the actions of the stockholders or owners of the
business; the fimnancial statements should be read ro consider whether they
appear to be in conformity with GAAP; and ingquiries should be made of
persons who have a responsibility for financial and accounting matters.

Although the form and content of working papers are not prescribed
for a Review, the Statement does require the accountant to prepare working
papers that describe the matters covered in the accountant's inquiry and
analytical procedures and any unusual mattérs of the accountant considered
during the performance of the Review, including their disposition. An
accountant may wish Co obtain a representation letter from the owner and/or
manager but is not required to do so.

The Review report describes the accounting service rendered, states
that the information is the representation of management, compares a
Review to an audit, disclaims an audit opinion but expresses limited
assurance by stating that the accountant is not aware of any material

modifications that should be made to the financial statemenrs.

REVIEW REFPORT

"I (we} have reviewed the accompanying balance sheet
of XKYZ Company as of December 31, 19X¥, and the related
statements of income, rvetained earnings, and changes in
financial position for the year then ended, in accordance
with standards established by the American Institute of
Certified Public Accountants. All information included
in these financlal statements is the representation of
the management (owners) of XYZ Company.




- "A review consists principally of iIanquiries of Company
:f.pefsonnel and analytdical procedures applied to financial
©..data. It is substantially less in scope than an examiniation
" “in.accordance with generally accepted auditing standards,

. the objective of which is the expression of an opinion

. regarding the financlal statements taken as a whole.

U Accordingly, I (we) do not express such an opinion.

‘ "Based on my (out) review, I am (we are) not aware

of any material modifications that should be made to the
accompanying financial statements in order for them to be

in conformity with generally accepted accounting principles.”

In contrast to a Compilation, an accountant is precluded from
'issuing a Review report on financial statements of an entity as to which
he is not independent. If the accountant is not independent, he may
issue a Compilation report provided he complies with the Compillaticn

standards.

Alternatives Now Available

A Review may well be considered to be an altermative to an audit.
The deluge of SASs respomnding to the pressure of government and others to
place greater and greater responsibilities upon the auditor has driven
up the cost of auditing te the point that many companies are concluding
that the cost of an audit exceeds the benefits., Therefore, an alternative
to an audit was an economic inevitability. This is not to say that com-
panies should indiscriminately replace an audit with a Review, but it
does enable the client and his banker, for example, to make a judgment
as to whether or not an audit is necessary or whether a Review will suffice.
Most practitioners have situations in which a Review would be an appro-
priate service as compared to an audit and at the same time, lower the
client's costs.

Thus, there are now choices that can be made by the client and/ox

his bhanker; the selection depending upon the need and uses of the finan-

cial statements and the level of responsibility and degree of agsurance
or nonassurance that is desired, It is no longer a biack or white
situation.

Thus, we will now have three basic services in connection with g CPA's
asgociation with financial statements: a Compilation, with or without

disclosures, in which the CPA does not express any asgsurance; a Review in

13




which the CPA makes inguivies and performs analytical procedures to
enable him to achieve and express limited assurance; and an audit in
which the CPA performs an examination in accordance with GAAP to enable
him to express-an auditor's opinion. A clearey delinition of accounting
services leading to the ﬁreparation of financial statements, specific
standards and procedures for each level of service, and accountant's
reports descriptive of the service rendered are all smignificant improve-
ments in the guidance provided the profession in the preparation of
unaudited financial statements. The major breakthrough, however, is the
ability of the CPA to express limited assurance when a Review has been
performed. A Review will give the preparvation of unaudited financial
statements the stature and respectability that is warranted and long

overdue.
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THE IMPACT OF CURRENT EVENTS ON THE
FUTURE OF ACCOUNTING AND AUDITING

as presented by

MR, EDWIN M. LAMB

I am pleased to be 1n Honolulu today to present some comments on the
impact of current events on. the future of accounting and auditing. I will
address by comments to the 1mpact both upon the pract1c1ng CP4A and management.

In recent years much attentlon has been paid to the accounting profession
by Congress and various governmental agencies. The Watergate affair caused
Congress to focus on political ethlcs. This in turn brought about an inves-
tigation of the ethics of Amerlcan business. Several large business scandals,
such as Equity Funding, Westgate, United Financial and Penn Central, were used
by members of Congress to question the ethics of American business. These were
followed by the general furor over so-called questionable payments by American
companies to foreign government officials, commission agents and others to
obtain business overseas., The business failures and the questionable payments
issues were the subject'of numerous Congressional investigations, highlighted
particularly during the last campaign seagon, Out of these investigations came
two questions. First, "How could managements accounting systems cover up these

types of activ1t1es¢” and second '”Where were the auditors?"

Congressional concern over the accounting profession wag heightened a
couple of years ago when the late Senator Lee Metcalf's committee commenced an

all-out investigation of the accounting profession. After numerous hearings

the Metcalf committee's staff issued a lengthy report which was highly critical

of the profession. The report contained such allegations as auditors were, in

fact, not independent and were guilty of poor quality work. Allegations such as
these tended to discredit the report. The subcommittee continued its work and
in November 1377 issued a much shorter committee report which was more tempered
in its critieism but which did contain some 20 recommendations for the improve-
ment of the profession. About the same time as Senator Metcalf's subcommittee
. was working, Congressman John Moss's committee was also investigating the
{profession, and Senator Proxmire was proposing legislation which has now become
fha’Foreign Corrupt Practices Act of 1977. In addition, the Securities and

Exchange Commission was making proposals for changes. More recently the Federal




enced its investigation of cur profession.

deing by itself to initiate improvements. Long before

b gé?érnmental ingquiries the American Institute of CPAs

ee ‘to reexamine the accounting standard-setting process.

el che formation of the Financial Accounting Standards Board,
'ccountlnﬂ standard-getring process out of the AICPA and placed
an ndependent group, thus enhancing public confidence in the pro-
auditing side the AICPA appointed the Commission on Auditor'

gy commonly kaown as the Cohen Commission. The Cohen Commission

' rbfession changes have been made, and will be made, which can

'the practicing public accountant and the management accountant.
_ike to comment today on what I perceive as the more significant
 impact on accounting and auditing. These are:

ro essional regulation,

Préféssional business practices,

Resﬁonsibilities with respeci to information other than annual
financial statements,

*Réﬁisions in reports on financial statements and

‘The efforts of government to make the auditor a policeman.

rcfESSibnal regulation

| .hé'accounting profession has long been self-reguiatory. The AICPA and
11_bfrfhe state societies have maintained a Code of Professional Ethics under
W _cﬁJﬁémbers have been disciplined. However, there was no mechanism for the

disciplining of entire firms. Recognizing the need to enhance public confi-

dence'ln the profession's self-disciplinary process, in the Fall of 1977 the
EHPA'established a Division of CPA Firms., This Division is comprised of two

ons, one whose members are firms which have SEC practice and the other

having members not engaged in that type of practice. The requirements for

membership in these two sections do not differ significantly and, therefore,




T will 1imit wy comments fo the S5EC Fractice Section

Ts be a member of the SEC Practice Section a #irm wust ablde by a

number of conditions, which include:

1. Adherence to all quality control standards established by the ALCPA;

7, Cause a firm to have a peer veview of its practice once every three
years, or more frequently if requived by the Sectlon;

3. Epsure that all professional personnel in the firm veceive at least

ach

o

40 hours of continuing professional education ear;

]

4. Periodically rotate partners in charge of SIC engagements; and
5. Hpsure that a partney ofther than the one in charge of an SEC engage-

ment perform a concurving review before audir reports are lssued.

The Section is administered by an Fxecutive Commitrtee which 1s supported

by & Peer Review Committee. In additiom, ail activities of the Section arse

subject to review by a Public Oversight BKoard, which is comprised of five
distinguished members drawn from outside of the profession.
The requirements of membership are obviously designed to improve the

qualitcy of professional services. The faillure of a firm to adhere to the

membership requirements can bring about serious consequences. The Section's
Executive Commitiee is empowered to lmpose sanciilonz on membey flrms., These

sanctions include:

- Requiring a firm to take corrective sction, including appropriate action
with respect to individual persons within the firm;
- Requiring additional comtinuing education;

- Requiring accelerated or more frequent peer reviews of the firm's

professional practice;
- Reprimands;
- Monetary fines;
~ Suspension of a firm from membership in rhe Section; and

Finally, expulsion of a firm from membership.

Thus, unless a firm receives a "good housekeeping seal of approval” from

ite peer veviewers, the result can either be costly ov more disastrous. At the

extreme, if.a firm is suspended from membership of expelled from the Sectiom, it




GOk at'what a neer review is all about. A peev review

e can be conducted by & committee appointed

nother C?A firm. The reviewers evaluate the firm's
atem for comp¢ianca with the standards promulgated by the

foaﬁed_to ?e%t the evalvationby reviewing a sampling of

'dQCLMQDLdELOH relating to spec1¥1c engagements. If

**'ber% test the work of the peer veviewers and must

conclusion of the review

L o

the panel issue & stovi-foym repoxi which either

oes mob concur that the firm's quality control system is in com-

srofesgsional standards. In addition, a ionger report is issued

his pgéﬁ réview srocess is the Public Oversight Board. HMembers

g éc¢¢_s to the findings of the peer reviewers and they must

in cases where sanciions are imposed the Public
zgﬁiéw the sanctions to determine whether they are

i3} 3dditicﬁgathe Socurities and Exchange Commission has indicated

don - ‘ S ; A , .
_ ze thie Public Oversight Board to satisfy itself that the profession

-empioyees, which include both CPAs and non-CPAs, must

“6dfb of qualified education a yesr. This generally means

_ in the guality comtrol process is subject to this

1Lh gh many states currently have continuing professional

ﬁaﬁy'firms have policies requiring such education, the

o membe.shlp'requi emeﬂt may cause some firms to require education Ior

che .pre_lously ;ece1v1ng it, TFor example, persons responsible fov

. g ' and bookkeepers performing accounting services

gubject to this requirement. Firms will have to

xreexamlne thelr eruuLure to determine who are professional employees and who

_11 ¥ oplniong'all personnel in & firm, except cierical stafi, are

i9




profesgsional employees. To meet this membership reguirement s00e firms will be
incurving additional cost.

The establishment of the Division of Firms, which provides gelf-regulation
of accounting firms, doas not, of course, mean that the profession 0o longer

hags 2 Code of Brhics which is used for disclpliniog individuals as opposed to

fiems. OQuite to the contrary, the ATCPA's Professional Ethics Gxecutive
Committee has besen very active in rightening up ehtical etandards, especially in

the srea of independence. Several pronouncemnents are surrently dn process, Ja-

cluding rules for determining independence in cases where (PAs have investments

in nonclient joint ventfures and in Limlted p erships. The ATCPA is expanding
its ethics enforcement activity by developlng & program o aptively seek out

tgnce with the rachnical

auditors’ reporis for review Lo determine thelr
stendards of the profession, that is, adherence snerally accepted accounting
principles and generally accepted auditing standarda.

Tn the area of independence membars of Congress have questioned whether
(PAs are, in fact, independent when thelr Fiyme render management advisory
services to their audit clients. AL the initiative of the AICPA this entire
area is currently under study by +he Public Oversight Board, which is expected
to make a recommendation in the neax future. Changes in this area will impact
Hoth the large and the smalier public accounting firms. For example, 1f the
Public Oversight Board decides that certain types of management services should
not be rendered to audit clients, aven the smaller Firms will be affected
becauge a good portion of their practice consists of advising management.

These are the attempts by the profession to regulate itself. Some members
of Congress, however, are not satisfied. TFor example, Congressman Moss last
vear introduced a bill which would require the establishment of a public or-
ganization subject to SEC oversight to regulate the profession in a manner
similar to the way in which stock brokerage firms are presently regulated.

This bill did not pass.

The SEC has acknowledged that it has a responsibility to oversee the
profession and has committed to Congress to review the profession's efforts
and to report each year to Congress. in its June 1978 veport the 8EC concluded
that the profession was making sufficient progress in gelf-regulation to merit
:_giﬁing the profession continued opportunity to pursue ir effovrts. Therefore,

o thé Commission did not recommend jegisilation. The commission observed that the

:;pe¢r réView program is the heart of the self-regulatory process and that the
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fession must commilt itself to make this process work. The Commission's

ersight {of the profession] is continuing and another veport 1s due to

regs in June of this year.

Profesgsional business practices

Although there has been a tightening of ethical standards and enforce-

menﬁ:procedures in the areas of independence and technical standards, there
bds;been a relaxation in the ethics rules governing advertising and solicitation.
irtuaily all of the rules which the profession previocusly had prohibiting
édﬁertisimg and solicitation have now been withdrawa because of various Supreme
Court decisions involving other professions which had similar rules. Basically,
:iﬁe new rules with respect to advertising and sclicitarion appearing in the Code
of Professional Ethics merely prohibit false and wizlesding acts.

. It is diffdcult to predict the effect of the relaxation of the rules on
ﬁadvertising and solicitation on the profession at this time. While there has
 been some scattered advertising which openly scolicits clients, the indications
~are that it is not very productive. Only two of the large national firms have
‘engaged in advertising, but both have been directed toward public service

rather than selling particular areas of expertise.

With respect to the direct solicitation of clients of other CPAs, however,

there has been some more activity. Recently there have been a number of instan-

ces where one CPA firm has directly solicited the business of other CPA firms.

There also has been some indirect solicitaion. For example, one firm publicly

offered to assist its clients in improving systems of internal control, promising

a 10 percent reduction in audit fees over a three~year period. Fortunately for

the profession, sclicitation has not beacome widespread, but if it does it will

lead to competitive bidding at low rates which could well have

quality of work performed.

an effect on the

In this respect this government-imposed relaxation

in our Code of Ethics can conceivable run counter to the proposals T have pre~

viously mentioned for the maintenance of high standards of quality work.

Reporting on information other than annual financial statementis

Corporate managements and the accounting profession have long reacted to
the informational needs of investors, crediters, securities analysts and govern-—
ment agencies by reporting more and more financial information, This includes

quarterly financial statements, forecasted information, current value financial




atrarements and othey dnformation on the effects of dnflation.

Much of this information is kpown as "soft information” and with 1ts
publication has come the desire on the part of mapy that auditors ghould he
involved.

Quarterly financial information has been around for quite some time, but it
was only in the last few years that auditors have become associated with this
type of unaudited information. GStatements on Auditing Standards Nos. 10 and 13,
sesued in December 1975 and in May 1976 in response To requests that auvditors
involve themselves with this type of unaudited information, set forth suggested
procedures for auditor review of the information and established standards for
the auditor's report thereon. The review proceduras generally consist of inguiry

and analytical review, but they are open-ended, permitiing the auditor to extend

nformation. The re-

his procedures if his review ralsses guestions aboui the
i

ortine standavrds, with one exception, require rhe auditor to disclaim an opinion
?

on the information. The one exception, that ol reports submitted to the SEC

accompanying Form 10-Q financial statements, permits the auditor to give assu-

rance that nothing came to his attention that would require adjustment of the
financial statements.

The American Institute's Accounting and Review Services Committee has,
however, issued a Statement which would permit accouniants Lo express agsurance
on unaudited financial statements based upon reviaw procedures which are even
less than those contained in SAS 10; This was described by Mr. Gregory earlier
today. The issuance of the Statement of Standards for Accounting and Review
Services has created an inconsistency in professional literature and, therefore,
the Auditing Standards Board (formerly the Auditing Standards Executive Committee)
is in process of issulng an SAS revising SASs 10 and 13,

The new SAS, which is schedulad for exposure uext month, will orovide that
when an auditor performs a review of quarterly financial information applying

the presently contained in SAS 10, he may provide assurance using the following

language:

Based upon our interim review we are nol aware of any material
modifications that should be made to the accompanylng f£inacial

statemeuls.

Tnus, with the issuance of the Statement on Standayds for Accounting and Revilew

'Se'v1ces and . the proposed Statement on Auditing Standards, accountants will be




Lty on ‘themselves for unaudited information.

are pressures on the profession to

”;1n'wh1ch there

sofL information. For some time there have been

g for the infor-

shou d'provzde forecasts of opevation
geveral proposals have come from

‘the Commission provides that companies may
t théif option, but if they do so they must continue.
be expected to say something about that info
veloping as SAB sei-

rmation.

rds Board'ls currently in process of de

the revxew of forecasted information and accountants'

rds for review which are being considered are simi-

“accepted auditing standards, adapted, of course, tO

For example, the stendard of independence would

8! repora presently contempiated would state that he

e stendards established by the

1n"accordance with th

P ﬁ'dn, the forecast was prepared in accordance with

thé'AICPA and that the assumptions used are reasonable.

pressures have been brought on management

ue nd_dther price-level information. The SEC already has

éompanies must report replacement cost data. Auditors

eplacement cost data and it may well be expected

ion w111 become more and more prevalent in financial
SEquentfauditor involvement.

n erest'to investors and others is that of internal controls

e ) .
lished in its accounting system. The Cohen Commis—
e public on the sufficiency of

ould attest to

na agements report to th
cocounting ccntrol systems and that auditors sh
ns. The ATCPA appointed a gpecial committee to

! 1&1 accounting controls and that committee recently

aft Of.ltS report. It is anticipated a final vepoxt will

'Qdig of this vear. After euch standards have been

bv10§s step again is for auditor jnvolvement in reporting

eir clients’ internal accournting control systems,

ic reporting on internal controls the managements of

many companiés;w to take positive action to improve their systems

because if they d less

hey w111 be faced with unfavorable reports. Need
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[Lt can be expect»d that the trend will e in this divection. In fact, a numbexr

I

to say the SHC is most interested in this arvea and is one of the driving forces

encourapine such public reportinz.
Balg i &

A relsted subject involves the Yoreign Covrupt Practices Act, which {s the
& i ki

topic of Mi. Johnson's speech today., Without encroaching on My . Johnson's
spaech, suffice 1t to say that this Act reguires companles which are subject to
the SEC to maintaln sufficient systems of internsl accounting control, vegard-

fies or not. Fallure

iless of whether the companies are engaged in
to comply with provisions of the Act subjects managemente to penalties. It can
wall be expected thal managements, audit committees and boards of directors will

K

want assurance from their auditors that the companies’ systems are in compliance

with the Act. Io fact, our firm has siveady veceived some wequesis to vender
¥ q

auch reporis

New forms of yeporis on financial statemenis

Aside from the impact on auditors and managements of the growing need for
soft information and information on internal controls, some major changes are
in process with respect to the amnual report., The Cohen Commission recommended

that management should veport onm its own financial statements and that auditors

should report separately in an expanded formal.
in respouse to the Cohen Commission veport the AICPA appointed a special
committee to comsider management’s own reports on ite financial staitements,
That committee recently issued a report of its tentative conclusions and recom~
mendations. Generally, it recommends that wmanagement should report on its

financial statements informing users of mansgement's responsibility for those

ctatements. The committee recommends such a report would imclude:

~ Management’s féptesentééiéﬁ as to its vespounsibility for the fimancial
statements,

- Management's assurances that the objectives of dinternal controls are met,

~ & description of the composition and dutiles of the company's audit com-
mittee,

—~ A& descviption of the role of the independent auditer and

- Any other matters which management counsiders appriopriate to comment upoi.

large companles iast vear provided reports by management on the f{inancial

ta ements ln che ‘annual report to stockholders




Also arising from the Cohen Commission report, the AICPA's Auditing
andards Board has been cousidering changes to the standard form of the

iditor's report. The purpose of changing the report is to expand the in-

formation provided to readers as to the nature of the auditor's examination
nd the extent of his responsibilities., The Board is currently considering

a‘report, which reads as follows:

The accompanying balance sheet of XYZ Company as of December 31,
192X, and the related statements of income, retained earnings aud changes

in financial pesition for the vear then ended are management’'s repre-—

sentations. The recognized basis for those statements is generally
accepted accounting principles. Those principles conslst of conven-
tions, rules and procedures, developed by authoritative bodies and
through custom and common usage, that provide a framework for financial

presentations. The selection and application of generally zccepted

accounting principles appropriate in the circumstances requires judg-
ments by management, Judgments and estimates by management are also
required in determining certain amounts and disclosures and in reflect-
ing within reasonabie limits the substance of underilying transactions
and events.

We have audited the f{inancial statements in accordance with stan-
dards established by the Amerlcan Institute of Certified Public Accoun-
tants. The application of those standards requires the use of judgment
by the auditor in designing and performing selective tests of accounting
records and in obtaining persuasive [sufficient competent] evidential

matter [corroborating information] sufficlent to provide a reasonable

basis for the expression of an opinion on the financial statements

taken as a whole. Decisions as to the nature, timing and extent of
procedures used depend In part on the degree to which the auditor relies

on intermal accounting conirols. An audit provides the auditor with

reasonable, but not absclute, assurance that the financial statements
taken as a whole:are not materially misstated as a result of errors or
irregularities.

In our opinion, the financial statements referred to above present
the financial position of X¥YZ Company as of December 31, 19XX, and the
results of its operations and the changes in its financial pesition for

the year then ended in conformlty with generally accepted accounting

principles.
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No doubi the Roard will expand the language which I just quoted to
include the auditor's opinion on mangement's vepresentatlons as to the com-

pany's dnternal control system.

The sudltor as a policeman

There is another secries of pressures on the sccounting profession and
pangenent coming primarily from the SEC, In ssssence this series of pressures
can be characterized as a desire on the part of government for the auditor to
act as a policeman and for management to improve ite ethics.

Az a vesult of the furor over foreign questionable payments, most com-
panies have adopted corporate pollcy statements governing ethical behavior.

The SEC has made a proposal that audit commitiess be required for all publicly-
held companies. The SEC has also recently required. through the issuance of

management of information

hccounting Series Release No. 250, the disclosure
relating to its velationships with independent auditors. These include descrip-
rieone of services rendered by auditors other than those involved im the exami-
parion of financial statements and whether or mot the auditor's services were
approved by the audit committee ox bosrd of directors. Further, management 1s

to disclose whether the beard of directors gava‘due consideration to the pos-
sibility that nonaudit services rendered may impair the auditor’'s independence.
These yegquirements came into effect late last year.

“n more recent series of proposals the SEC has amended the proxy rules o
require a series of disclosures by management in an attempt to improve what the
SEC calla "corporate governance.' These disclosures are extensive and include
such matters as relationaships between directors or potential directors with
the company, information about any audit, nominating or compensation committees
and a description of any director's disagreement with management over operations.
These requirements came into effect this week. Down the road it may be expected
that auditors will be required to provide some assurance as to the correctness
of some or all of these various types of management represenfations.

In the early history of the developwent of what is now known a8 the Foreign
Corrupt Practices Act, the SEC made a proposal that the iegislatilon contain a
provision making it a crime Tor any person Lo 1ie to an accountant or auditor
asgsociated with financial statements. Many diffilculties were peiceived with

~this proposal. For example, it is common practice for an auditor €O obtain

“confirmation from a company's customer as to the accuracy of an account receivable

from that customer. It is also common practice to obtaln confirmations from




ks as to bank balances. Under the proposed legislation people signing and
urning confirmations could’Weli efiruse to do so because a mistake on their
conceived &u_Lylﬂg Eﬂ ‘BT ﬁuditors Forther, all audits involve

'nd other ciieﬁt emgl@yhu@a Tt

pazE could be

was perceived that
”ak LG an 3udit©r i some situations without
Obvzouo?yg problems qufh

a5 these would only
serve to delay audits. and make *hem MoE e expensiven

‘Therfore, the anti-lying
‘proposal was not daop"ﬁd' ﬁadf t been aéopted ‘the natural consequence would

government agsendy.

*uﬁ&q:dhl@abfﬁ proposal 1s now being revived.
Another toplc invelves théiéﬁubLo; s responsibiliity for "whistle blowing."
The question is, “How much

res oﬁ&1b11¢hy gogg

auditor have to inform the
publiic and the govermment

of errors gna drregulas and other matters which
come to attention?' An £l

i

@ present time the aw

)T veporis in accordance
with a well-defined ser of grandards.

o]

He ds not required to tell the public
aboult every error or irrvegularity he mayffind' He

those matters which are material to the’ fznan01mi
are made by management,

is only concerned with
statements, and if corrections
4n’ most inSLanccs Lhcr w111 be no effect on the
,Thére_are those, however, who persist in aftempting to

auvditorts

whistle-blowing responsibilitieg and

they may well have
gome succe

_geﬁ'lgmen, are some of the more significant things
he fﬁture of accounting znd auditing. They involve
ménagementw They represent a challenge to all
cf us, whether WeLaL - a

accounting student oy & top executive in the
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THE FORETIGN CORRUPT PRACTICES ACT:
THE TNCREASING ROLE OF THE INTERNAL AUDITOR

as presented by

MR. KENNETH P. JOHNSON

I am golng to talk about the Foreign Cortrupt Practices Act {FCPA] and

en’'I'm going to try and relate that to some of the changes that are hap-

péﬂ ng in the accounting profession. My emphasils is going to be on the role
£ the internal auditor, because one of the consequential results of the

.'Pﬁﬁ in my opindon, will be to raise the role of the internal auditor in
America'’s corporate structure and I think this has some implications for the
'accounting profession. I think it has some implications for corporate
‘governance, [ thiok it has some implications for those who regulate the ac-
ECQunting profegsion that, of course, is the 3EC, and, finally, I think it has
dmportant implicatiouns f{or the internal auditors themselves because, unless
‘they are prepared to step forward and accept the new responsibilities,

_will miss what I think will be an excellent opportunity.

The interesting thing about the Act is that it requires, for the first
time, registrants to maintain a certain level of internal accounting control,
and you know that internal accounting control is one of life’s great mysteries.
In this area, which, frankly, is not much understood at the present time, we
now have specific requirements that will need to be applied and there are a
lot of lawyers who are willing to help us with this definitional problem and
there are a lot of enforcers down in the 3EC who are very anxious to use this
law to broaden their own outreach into American corporations. There have
already been four cases, significant cases, where the SEC has used the FCPA

as part of injunctive proceedings agaianst corporations. The first ome was in
March 1978, barely four wmonths from the date the Act was passed.

The interesting thing about the law is that there is not now a good under-
standing of what constitutes adequate internal accounting control, and while we
professional writers on accounting subjects like to stick in ideas like the
cost should not exceed the benefit, the practical fact is that there is no
mechanism available today to measure the benefit of good internal accounting
control. It just doesn't exist., And it means that the application of the

concept has to be done subjectively and inm the absence of measurement




deviees that allow the auditor, ov, particulsrly the manager of the enterprise,

bepefit of control. We are golng o bave to use rules of thuamb.

vis medans that there ds a good deal of developnentel work that must go on in

fhe 4

it is going to dmpact on all of ws, but especially
the corporations. The S3EC will be publishing for exposure a new requirement
that wiil require Americén-corporatioms for 1979 to repovi the depres to which
thelr own internal accounting controls meet the requirements in the Act, spe-

cifically, what the corporation has done to reach that opinion, and finally

the corporation is golog o have to disclose any significant weaknesses in
conbrol that have ot been corracted., The outside audiftor iz not lmmune

because the ALCPA has committed Lo deliver to the SB0 by June 1979 rules that

]

willl allow the external auditor to report on his clients' internal zccounting

controls,

view right now among the st SEC is that the auditor

£

A1 have fto give his opinion on the oli sponses about the Act.

it means thar in early 1980 we are poing to be
g &

the vepoviting regquire-

ment. The key in the Act is the notion of “reasonable assurance.™ Al this

point tevms need Lo be defined. The interesting thing is that the concept
of reasonable assurance mesus some rate of error will be tolerated by the
system. It will fall to management to be able to demonstvate precisely how
they went about tailorving their own internal accounting controls to meet the
needs of the Act, and that demonsiration will be thedir documentation of the
good faith and care that they have applied to this phase of the management
aystem. I means corporations will need a specific program for 1979. There
will be things for them to do and we have something called an acition program
that includes a number of steps that can be applied vight now.

the external auditors, being mindful of these developwents, have been
very careful, In C&L we tried to make sure that our comment letters on weak-
nesges dn internal accounting contvol were deliverved in 1978, because the

SEC's new reporiing requirement will cover the whole year of 1979 and we did

not want a good letter deliveved at the wrong time of the vyear fo cause embar-
rassment to the client or to their audit commitiee by pointing out many things

the auvditor thinks in thelr system neaeds to be changed. It is pot too late for
y

companies to consider the type of plan they want Co carry ouf in 1979 to be

able to meet this prospective new requirement. 1 have not read the SEC release.
I did a fest, im 1978, on 1977 annual reporis to see how many large com-—

Crpanfes managements were already giving their views about dnternal accounting



blue ribbon cowpanies that are repre-

o

1
fute Commitice on Corpovate reporting.

- them in thelr 1977 annual report made

cdintewnal accounting controls. The

aried. The tone of the description varied
the reports were signed by different corpo-

The essential thing is that these large

and émoug them ATT, GM, GE, when they began

s about Internal accounting controls in their
be' trend being set. The FEI, dn 1978, put out
anccursge wanagement of the companies

@ FLI cannot set standards 1t can only encourage

[\

detn their 1978 poris coumments aboul
t £

frowm the inguiries I have had,

s that about 257 of the annual reports for 1978
maﬁégement?s responsibility for both the finan-
nte nai:acccunting controis. Some of them, only a
sC 33163 about the roles of the audit commitiee and
anngéi report not only a discussion by management
'thé_financial statements, and not only a report
ut a*réport igsued by the corporation's own audit
't_e’tfend here is toward wmore disclosure, the trend
tiéulating the role that they play in corporate

to see the clear emergence of a new vehicle, the
gqlng to play an increasing role in financial

d reporting as time goes by. Now everyone konows that
en.afqﬁﬂd since the McKesson-Robbins days. When the

which in the zarly 1930's one of their recommenda-

rdging the use of audit committees, The SEC recently

ey have been suggesiing a number of things, They

CHDOW a requ

rement saying that unless a corpovation

-2 CPA couldn't be independent of the enterprise,




Fortunately, the ALCPA didn't agree with the SECTs conclusion and we declined
the opportunity to force auwdit committees on Awerican corporaticons. Not o

worry, because when we failed to ad . it, we have another group in Wasiington,

the Metzenbaum subcommittes has not yeb introduced, which

proposes to mandate certain things about corpor:

governance. Oup of the
things it i golng to madate, if tegialation i Introduced, is thet corporations
have ap audit commlttiea. Th@y B e going to set dowa uniform duties that They
think the avdit committes may be called upon to exercise, Beay in wind that

the Metrenbaum bill has not Eaem jatroduced; bear in mind, as well, that if

rhat the American business

you have read anything aboui it in the

community in This case is united agalnst this type of leplseladive
Sk )

in the system of corporate governance. American

discreetly to Benator Metzenbaum that he should andon this eweroize and spend
rime on other issues. Infortunately, Amevican industry way not be pevsuasiva.
T don't think the b#il will be passed in this session of Congress. 1 don
even think that the biil has in it emough of the concepts that mrée imporbant
about American corporate goverpance to be gualified zs & "good bili." L zay
that because, at the present time, one of the %@ri@uq concerns is the liabilicy
that an outside director takes on when he agrees not only to be a director but
to gerve on the corporate sudit committee, The interesting ph@meﬂmgnam and
accountants Find this fascinsting, is that lawyers will agvee that having an
audit committes ralses the iiabiiity of audit commitiee mewmbers and it does not
reduce any of the other liabliidrties of the other members of the board of direc-
tors. Of course, as aacoumtﬁntﬁ who are used to ithe rvule about whole not exce-
eding the sum of the pavts, we find that difficuls to ﬂ@a? with. But the key
issue is that, with the g£0w1ﬂ¢ Tiability, the emerging audit committee is going
ro turn somewhere inside the corporation for heip. Already I have had two

cleay indications of one route that they may take, We ai C&L, have been asked

in two instancas by companies that arve not otherwise our awdit cllients to give

3,

secounting controis because the board of divec-

specialized advice

tors have decided that if they get this own auditors 1t gome-

how dmpairs the auditor's indepecdence. & fay move likely place for the audit
compittes to turn for help is the internal auditors. Now we have some inter-

“esting precedents. Haclk in the middie H0's a very eminent jurist, Arthur Gold-
berg, was elgcted to the bosrd of directors of TWA. You remember that Justice.

 Goldberg had been Secyetary of Labor, had been glven z position on the Supreue




Court of the United States and, at the request of President Johmson, he stepped
aglde to take a role in the admindstration. With this background, he went on
the TWA board. You will remewber that he resignead from the TWA board. He
fesigned because he felt that as an outside director of the corpotation, he
needed a separate staff of advigers to help him research the responsibilities
fhat were borne then dn the middle 60's by outside directors. TWA, the ma-
nagement and the other board members, when presented with Goldberg's plea for
assistance, felt thai was the wrong way to go. Goldberg vesigned, but the issue
was not forgotiten, because in that issue we have the fundamental conflict
between the obligations of wanagement and the chligations of the overseers.
While we can debate whether the overseer has the right to duplicate discipli-
nary procedures that should be exercised by management, we could ail agree

that overiapping points of authority are costly and tbese controls, must be
cost~justified -~ that is the benefit must exceed the cost. But we have to
recogiiize as well that the cutside directors who 21t on the audit committee

have limited insight into the corporate reporting., They have limited insight
into the basic workings of the information gettimg and processing system that

we call the accounting system, and they have limited time to explore the

nuances of management contryol that affect thst system that we auditors call
internal accounting control.

We have got to give them a device., The device is called the internal
auditor. I personally had experiences with audit committees of large cor-
porations who use intermal auditors on a monthly basis. There are a whole
series of projects that ave iaid out for the internal auditors to execute.

This doesn't mean that the internal auditors report to the audit committee,
because édministratively thay do not, but it does mean rthat the internal au-
ditor turns out to be the eyes and ears of the audit committee and, under the
right sort of comtwol, it is a pretty effective way to allow the discharge of
the audit committee and the roles that are being thrust upon them,

I have given you two views. OUne view is that we will be required, under
the FCPA, management, to give some sort of view about the degree that intermal
accounting controls meet the statutory regquirements, and I say the best one
:to do that is the internal asuditor. Then coming over the hill, is a new means
of corporate governance, the audit committee., As the duties of the audit
_éommittee become more widely accepted, the audit committee iz going to reach into

the enterprige for help and they are probably going to settle on the internal
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auditor. Corporate manapement s not immune from these prassures elchex.

Remenber that management has the responsibliicy for dgeciding which visks the

'y

spterprise can acceph. T vou think sbo it, mancgement hos to identify
ke, cloneify The ¢ ialay, dectde which rishe the enterprise will accept and
which tisks musi be avoided, and op that basis, make a decision. They must
decide whether to go into a new project on that hasis. They decide whether
to put up & new plant on rhat basis. They decide whether to produce 4 new
product on that basis, and T submit that they decide what sort pf comntrol

rhey need in their enterprize on that basis, When we specify controls we
J I 2 Y

find out that internal accounting coatrol is just one element of the control

gysten that allects managanent o0 a day-to-day basis.

rendard on Acditing Statements 1

You can say what's new? You can read dn &
where the auditor says that irternal accounting control 1s wmanagement ' s
responsibility. Or you can resd in the annual reporis where managements

Lilities for internal accounting controls. T

rhemselves accepl Che Tespons:
will tell you that Che oniy new thing is being able to pul internat accounting
control into the context of any other management sysitem and, of course, that
can't be done. We talked a Iittle about +he fact that managements in 1979

are going to have Lo Teport, probably to the SEC, ahout their internal accoun~
ting controls. We have to think now about what a corporation's management
would put iaside the entity so that they can get the right type of satisfaction
to write their name on the bottom of that report, Where will they turn? They
will tura to the avdlt function and, specifically, to the internal auditoxs.

We have been doing a series of experiments in large public companies, our
clients in the U.S., and we have been working with a number of internal audit
departments to pul some gpecific steps into the program. W gxperimented with
them to get the vight sort of interaction batween rthe internal auditors, who
are now the eves and ears of management as well as the eyes and ears of the
audit committee, and we have tvled to develop their role so that they can go
and look at internal accounting controls, make an assessment with the right
degree of objectivity, and leave their suggestions hehind for management to
implement in the Improvement of the day-to-day controls. Those experiments are
_wﬁtkiug very well,

'_Tff_lgeceﬂtly, T went before the audif commilttee of a large company in the
._mléwest_..il?S_q e T was a iittie bit happy about my wole as an observer, becauge

after the first discussion about the ¥CPA, the audit committee chalrman tuxned




to the corporate controller and asked, "what is our corporate strategy for
acceptable risks in the accounting records? What degree of ervor are we going
to accept?" The controller was & little stunned. He couldn't quickly think of
an answer, and, [rankly, T couldn't either. Recause in the control system
there were no measurements. We just hadn't lcoked at it as a kind of business
strategy. And to show you that the chairman of the audit commitiee was totally
even-handed, he next turned to the audit partner aund he gaid, "Suppose T told
you that I am willing to tolerate errors up to $500,000. Then suppose I said
how much more would your audit cost if T said make that number $250,0007"

My partner was a iittle embarrassed, because in thinking about the audit

strategy, what size ervor would be acceptablie, You begin to get some new

Implication of the concept of materiality, and W yvou think of the payoff

by the audit effort and possibility of minimizing an accounting error, vyou

begin to see some new possibilitiss for increasing the effaciiveness of the
audit function, That has two parts in it, internal plus rhe external auditor,
That meeting was the genesis of a series of corporate experiment where we

are really trying tc make the measurements., We are trying to develop corporate
strategies, We are trying to articulate the notion of reasonable assurance

in a practical way with day-to-day operations and I am talking in a way managers
of corporate entities can understand, The interesting thing is it isn't so
hard,

Probably even more interesting is the idea that the people that we are
working with when we begin to talk about the ideas plck it up very quickly. It
is not a new notion to a manger, it is what he does. We have developed for
example, in the Sun Company, some local internal accounting control committees.
When the audit function, which includes both internal and external auditors,
identifies something that is a potential weakness in the system of internal
accounting contyol, that weakness is turned over to the management comuiiiee,
On. the management committee we have an accountani from The centroller's
department, an internal auditor who represents the headquarters activity, the
local plant manager and in some cases, we have a member of the corporate legal
staff. We find that the committees are able to identify the types of control
very easily and what we find is that, without a great deal of fuss, they can
deal with them in a practical sort of way. We are documenting those commit:tee
members as part of the results of those experiments and ultimatrely o become

part of Sun Company's documentation of the questionnaire that they are putting
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into analyzing their internal accoﬁnting control systems. The point is that
management needs the intermal anditor im this role. The internal auditor is
being tested and, generally speaking, he is pesrforming in an outstanding way,
We still have some more to go in our expeviment. ?or example, we are trying
now to decide and we are thinking about the S5EC quul rement - who in the

company is going to sign the letter about the appropriateness of the internal

accounting controls. We are drafting some reports that would be issued by the

the internal audit function that will wind up being delivered to the board of
directors and to management of the enterprise, It is intevesting that our pre-
liminary view from one of the experimenting companies is that the audii commit-
fee wants the certificate about internal accounting controls executed by
internal auditors. Something that delegates with it some relief to the audit
committee from their regponsibility. I'm not sure that is the case. 1 was
sort of pleased when I heard about it because 1 thought that the particular

decision vepresented the recognition by the audit committee of the importance

of the role of the internal auditor to that enterprise. But, even in that
case, 1 don't think the internal audii function has gone far enough. Part

of the training we are doing iz expanding the scope of the internal audit

function and adding to it certain operational charvacteristics. C&L uses an
internal control questicnnaire. Among the questions that are in 1t ave
questions that relate not to internal accounting controls, but rather to the
operating controls that have financial implications. We have gomne beyond that
by suggesting that the internal audit function should go fully operabtlonal.

We are going to have two groups, One baglcally financially oriented--they will

make what we call financial audits dealing with the operational controls that

have financial implications such as purchasing control. We are going to have

another group of operational auditors that deal in aveas, such as O8HA, with

matters like limits of insurability, efficiency of materials handling and,

experimentally, those three groupe will go forward to develop the operational

aspects of internal audit functions. We are also going to do some additional

auditing of program resulfs. It wor't be enough in this exercise to restrict

the auditing to financial results, but we really will try to assess, with the
right sort of skille, program results of that fhe. enterprise is engaged with. _
_ Where does this put us? T am mildly upbeat about the vole of the internal |
“ilanditor. T see some interesting premises that impact on the work our Firm is

'inﬁg*as-Wellu For example, one of the developments of our experiment that has
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_céught on with almost everybody 1s somethiug we call the user common file.
”eﬁsme describe that. Under the C&L system, we auditors make a description
Qf;tﬁe exlsting intercal accounting controls of the saterprise. The auditor
a_al?zes those controels on an annual basis sod be makes these judgments about
;hiéféu&it program on the basls of his assessmenis of those controls. He uses
he techﬁical advice of a questionnaire to help him get wniformity in his

all of this deocumenta—

approach, The thing that is wrong about that is b
tion, until a few years ago, stayed in the auditor's work papers. So when the

- internal auditors went to the enterprise, even if they were auditing the same

" location, they had to start anew, and 1f the companies have systems depart-

ments or management departments interesied in accounting systems, they had o

prepare their own documentation anew. We had 2 simple ddes. The simple

idea dis that this documentation, which is px incidentally, by company

personnel, stays under a conbrol at each appropris accounting locatilon.

When you go to a particular operation there will be a user common file and

in the file will be scme flowchart notations of the accounting system in that
operation. There will also be gome guestionnaires that assess the importance

of the controls, and also in the file will be the C&L Internal Control Reference
Manual which serves as a guide te give uniformlty to the dnterpretation of

these subjective areas, It will be umnder a control, that is, those people who
are authorized to get into it are limited to three differenct voles. - external
auditors, internal auditors and managements systems people. Local employees

hat have the responsibility to keep the file up to date. Incidentally, what we

find is that responsibility if it is properly executed 1t is often the oniy

Wl recording of many day~to~day changes that are made in the accounting system as
at new transactions develop or as ceonditdons change in the enterprise. The ob-

e vious advantage you can see., When exteynal avditors arrive, we get into the
file, we use it for our purposes, we write o rveport on anvihing we find dis
improper in that f£ile or things that are being questioned, and we put the file
back., When the internal auditors get in, they do the same thing, and you can
gsee the obvious cost savings that are appavent here. We certainly make the
audit function more effective by freeing up time from eﬁsentiélly an analytical,
sort of clerical operation. We still have to test it, but at least we don't
have to document it, f£reeing up that time to go duto othey activities it can
result in significant savings. It also reduces the time of the internal

auditors' examination. Again, when he gets in he uses the files, he tests it,

37




he makes = veport of anything he feels has been impropexrly documented in the

file, and then he puts it back. And, of course, not having to make his own

analveis asnew, plus having rhe reference manual 88 & COMNOND bage has raised
¥ by gl bl

the effecrivencss of that partleular operation very sipnificantly. The result

ig that they have time Lo gel out intn other areas, 1ike operational areas,

¢ under the other approach, may nob have been totally svailable. You've

el
got ta vemember that the audit function is a comtrol. It's just like avery
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other control -— that ls the wenefits sheuld exceed the cosi. When we Can

re making a concrete saving

reduce rhe cost of the internal audit
for the entity.

To make the Job even bebier, we'lve got to look at the srganizacion of the
ipternal auditors themselvas. The Tnsuitute of Tnrernal Auditors is already
judge the effec-

underway e thig program, They have standards out for how to
riveness of an internal sudit department, X think they arve pretty good stan-
srart. We've got some work bto do in this area as well. One is
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that an internal audit functiow, to be affective, has to have the right degree

of objectivity, 1t has o have the right sort of stature in the corporate
enterprise. There are two companies, Unilever is one, and Phillips is another,

hased in the UK, and Holland. Both of them have finely developed intermal

sudit functions. In the case of Phillips, the chief internal auditor sits on

ctors. Those two internal audit departments are

o
D

the supervisory board of diy
deemed by thelr managers as belng esgsentially the same thing as an independent

accounting firm that happens to only have one cliect., They say they are

totally independent from the management enterprise, Some of us wonder if an

employee ever has the right degree of objectivity to be "totally independent."

If anybody can do it, those folks can., The reason that they can, especially

in the Phillips case, 1s that the Phitlips internal audit depariment has
caused trouble foy managewent many, Wany times over the past 20 years, but in
every case the loug-run {atevest of the entity has been preserved or aided as

a result of the Internal audit activity. BSo, at least in that company, the

top superviscry board management ave convinced that an objective hard hitting

inrernal audit depaviment is a benefit. Not every audit department is going
fo achieve that goal.

T know some im the U,5. that are tough as dron, When the internal auditor

“walks in end local management says to “do this", or "get out', I'm taking an

inventory." The Internal Auditors say "7 take my orders Lrom headguarters,'




They do a good job. Obvicusly not everyone is going to achieve this level.
The thing that tends to help them get the right type of corporate stature is
the effectiveness and efficiency of the internal audit operation. Tf you do

a good Job management tends to welcome this as something that really does
producé a berief it - One-cf;the things that we at C&L are working on is a way
to méké'mbfe.éffécti&e ﬁ9é df inteynal auditors In our ordinary examinations
of financial records of clients, We have a program underway. We have trained
internal auditors of about 170 of our clients in %he concept of the FCPA.

We have some courses goimg'oﬁ“right'now in'én‘effort to get a better under-
standing about controls and about the proper placement of the internal auditor
communicated. We don’ know Lhe dnswerag but we have some ideas., People
inside the corporations are beginning to see benefits flow from an expansion
of the internal audit activities, and this in the long run will tend to
buttress the place of the internal auditor in every position. What we are
focusing on is the management of the internmal audit sctivity, How does one
manage and internal audit activity? What are the proper criteria for selectiom
of candidates for the internal au&it:staff?' How deo you effectuate the trade-
off that occurs with the internal audit staff being used as a training ground
for dandi&ateszmay'bé 56 vears from the point when they enter the corporation.
They spéndf3—4_yeaﬁé'on the internal audit staff and then move off to other
trainiﬁg op?brtﬁniiies, They turn out te be pretty good pecple with a pretty
good knowledge;of the enterprise as a whole, and there are a lot of tradeoffs
we have.to eﬁplbre, and again, we have some experiments going on in effect,
doing operational auditing of internal audit departments. I expect Lo be able
to publish the results of this work late this year, and I can say at this
stage of the experiment it looks promising.

It 1is wvery easy to become pessimistic about the state of affairs in
accounting today. There is a lot wrong and the trouble is that too many
people know it, We are getting a hit of pressure. We are getting pressure
cfrom three different places; pressure from the regulators, we are a regulated
industry. We have been a vegulated industry for some period of time. When
you are in a regulated enviromment, you must respond to the needs of your
.public, and in the reguiated environment it means that the regulators them-
_éelves have a role in directing activities and shaping the way the practice
occurs. Part of the pressure comes from management of our clients. The

Pressure comes in this way. As the requirements grow, some changes have
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oocured in the auditing profession. We now have guarterly reporting and,
belatediy, the ATCPA has recog ¢« that you can give a positive report on a
Taviey We now have an obligation to vepor: publicly on the state
's dmternal accounting contvols. Cur clients have, or soon will
things like replacement costs and other disclosure variations. If vou
look at that in retrospect it is a big plece to bite off and it is a whole
lot to chew, The vemarkable thing about cur system is that we are able to do
1t in one way or another. One of the ways we are going to be able to deo it
is be strengthening the eifectiveness of the overall function, the audit
funiction, which includes two o rig, dnternal and external audit sctivity.
Outside thai we ave shing in A5 years ome thing that is going to happen
is that the internal asudlt portion of that function I inig &
significant change. We will raise the level of
bave given them speciflic assigoments that they will have to perform in the
torporate entity, and we are going to raise the position of the internal audit
function in the corporate enviromment, It goes without saying that all of
these things will impact directly on the relationship between the internal
auditor and external auditeor, but that is the subject of another talk. The
vesult of this raiszing of the level of the internal audit function is fo
respond to rhese new responsibilities with what, I think is a reasonable
sort of increase in the cost of the overall audit function. T include in
that the cost not only of the internal audit fumetion bur the cost of the
external audit as well. And the reason we must do that is that the audit
function itself 1s the subject of a social contract and that sccial contract
is thait the cost must be less than +he benefit. 8o basically what I would
gay is take zowe satisfaction., We've had grear steps dp in the requirements

that have been dmposed on us both inside and curside and we've been able to

deal with it in a way that meets our test, that is rhe benefit will excceed

the cost.
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FEDURAL REGULATION OF THE ACCOUNTING PROFESSION

as presented by

MR. SAM YELLEN

have been trying to develop a common theme for the students,

financial men, and practiclog accountants who are present. The only
commen thread we have i that we've all sccountants and auditors of sorts.
Clagsical definitions of the auditﬂr.é@pear insppropriste. Considering
the student aspect of the concept, T decided o look into philosophy
books. A philcsopher who was popul 1 he aarly vt of the twen=-
tieth century seemad to have the angwer; his name was Hlbert Hubert,
and I would like to share his definition with you:

"The typical auditer 1z & man past middle age. BSpare, wrinkled,

intelligent, Cold, pasgive, noncommittal, with eyes like a codfish.

Polite dn contast, but at the same time, unresponsive, and dam-

nably composed as.a concrete post or a plaster of paris cast. A

human petrifiéétidng:With & heart of feldspar and with the charm

of = friendly germ;f ﬂinus bowels, passion, or a sense of humor.

Happlly,-Lhey never rep oduce and all of them finally go to hell!"

Was he that far off? i .

Public accountlng duvelope& 1n an era of qulet obscurity. The pub-
lic’s perspectlve feflected a 31mllax view, The public viewed auditors
as the individuals Wlah green eye shades who added nonexistent precision
to financial statements, This, although untrue, was the popular concep-
tion. Or, stated differently, the public thought we added the Good
Housekeeping Seal of Approval to financial statements and that, too, was
wrong. This perspective continved unitil 1933 when the SEC waz formed,
which became one of the fiyst significant influvences on the profession.
In 1933 the SEC looked at the accounting profession and ifs initial
reaction was te reject us.

Tnitially, the SEC planned on forming a cadre of government auditors,

'}_who would audit public financial statements but, after some deliberation,
. concluéed that dndependent auditors should be permitted to audit and
report upon publiie companies' financial statements.

The QEC hds been a major influence on the accounting profession,




communicating with the profession through a vehicle called, "Accounting
Series Releases.” During the era of 1933 to 1973 their comversation with
that profession was quiet and soft. In that 40-year period, the SEC
issued approzimately 120 Accounting Seriles Releases —- three per year,
which was not a phenomenal production, The SEC communicated with the
profession, the profession listened, and a good working relatlonship
existed.

Sandy Burton jeined the SEC in 1973 as Chief Accountant. AU this
point the quiet tranquility changed dramatically. Although Sandy has
how left the SEC, the pace he set has conmtinued, Between 1973 and the
present, the SEC has issued approximately 130 Accounting Series Releases.
Instead of the average of three per year, they have averaged 40 per year.
In addition the SEC has issued less authoritative pronouncementg —-—

Staff Accounting Bulletins, of which there have been aboub 25 or 26,

The S8EC's charge has been to monitor "fair disclosure.” The SEC
disclaims setting accounting principles and, in fact, has so stated
publicly in Accounting Series Release 150. That statement is correct,..
I will give vou examples supporting the notion that the SEC does not
establish accounting principles! _

Several years ago companies were becoming involved in a novel trans-
action. They were exchanging existing debt bearing a low interest
rate for debt with a higher interest rate but a lower principal amount ~-
a simple tramsaction. Under the clean surplus theory, the differences
in principal had to flow through the income statement., The accountants
had rules for that type of transaction. The recorded difference was
not an extracrdinary item by outr rules and accordingly was recorded as
ordinary income. The SEC objected to the instant ordinary income that
was appearing in finaucial statements. The accountants claimed that since
it was permitted by the accounting rules thay had ao choice. The SEC
stated they understood the difficulty confronted by the profession. In
an attempt to resolve the problem the SEC would require extraordinary
treatment for early extinguishment of debt. The profession objected to
dual accounting principles. The debate continued until the accounting pro-
fession issued a new pronouncemeni requiring extraordinary accounting
for early extinguishment of debt. OCetting back to my original premise,

the SEC does not establish accounting principles; the Accounting pro-

43




fession does.

The SEC next became involved aE prior period

adjustme ents as peyml R 9 and began to interpret the

Opinicon in 2 mapney ated most prior pevilod ad-

Justments. Members of the profession and company wmanagenent disagreed

with the Interpretation. One client carvied its disagreement beyond

i

the SEC Sia to the full Commission. Uuder the appsal process, the

\,“

Company prepared a position paper in supporit of the notion thalt the

transsciion with which 1€ was involved was 2 prior period adjusiment,
2 .

The posiition to the Chief Accountant, who for-

warded 1 o Company was nob given access Lo the

the Commission

although the wai present,  The Jdommission agreed with

the 3taff position, ne mariar.

However, the vax: in dnterpreration of APR Osinion No. 9 as

to prior period adiustmen continued, Bventually, the subject of prior

period adjustmente was placed on the TASB agenda, In Time the FASH
issued a dyaft pronouncement which ostensibly eliminated prieor period
adjustments in their entivety, The SEC cencurred with the conclusions
of the draft FASE proncuncement. However, the FVASD encountered a prob-
lem in issuing the finsl proncuncement The five alfirmative wotes re-
quived for issuance couldn't be mustered, The SEC stepped in and issued
the essence of the FASE draft promouncement as a proposed SEC Release,
as & result of which the accounting profession became concernad with the
potential for dual standavds exi 3 The matter was eventually re-
solved in a simple manner: he FABB changed ifs voting requirement,
requiring only four affirmative votes to issue a pronouncement, Again,
my original theme is supported: © SEC dpes unot e2stablish accounting

principles

Howaver, there iz oune instance where it is possible to conclude

that the SEC has setb accounting i For years, accounting 1i-

terature has permiti lual tlonal accounting for interest -- capitali-
sed ou this lssue and issued a release

was that companies which dis-




logic, in that prior disclosure permits oune principle while nondisclosure
mandates the use of another principle. ince "disclosure"” wasn't defined,
however, inquiries were made to the SEC as to whether it referred to foot-
note disclosure only. The SEC responded that any disclosure would suffice.
The result was that companies searched their files for press releases

and parts of annual reports were reviewed o derermine whether there had
ever been disclosure of interest capitalization. The culmination of all
this is a somewhat illogical accounting principle. If the company is
public and has disclosed anywhere that 1t capitalized inteyest, it can
continue to capitalize intevest, On the other hand, if a company has not
disclosed that it has capitalized interest it cannot countinué toé do so or
adopt the policy. If a company is private, it can either capitalize

or not capitalize interest,

Another interesting situatlon arose which velated to New York City
"Big Mac' bonds. The SEC wanted the bonds written down because of the
clty's perilous financial condition. The New York banking community
stood up to the SEC and mounted a strong campaign against the suggested
approach. The SEC backed off and agreed to require only disclosure of
the breakdown of the various series of bouds.

Anothey interesting topic at the time was replacement cost accounting.
The accounting profession was suggesting current value accounting. The
SEC, on the other hand, was thrusting for replacement cost accounting.
Although the subject was debated extensively, a bit of a standoff vesulted,
This econtinued until the accountants in England issued a pronouncement
entitled the Sandilands report that opted for replacement cost accounting.
The SEC took this pronouncement as the tie breakap and adopted replacement
cost accounting on an experimental basis,

The SHEC required disclosure of assets, inventory, cost of sales, and
depreciation on a replacement cost basis, although the SEC cautioned that
the data should not be brought down to the net earnings or earnings per
share level because they recognized that other items would be affected if
companies ever went to full replacement values. These included plant
capacity and new technoliogy.

In spite of the caution, investment bankers brought the disclosed
data down to the net earnings level and published the results as replacement

cost accounting net earaings. Some Interesting notions evolved. Comparing
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earnings, lower than historical earnings,

raplaC@T@mt cost acoouniing

wilth higt sad the sryvonecus cooclusion {becauss

¢

replacement cost were lower than dividend pavmenta)

that, substantdal upanies were in Idiquidation,

The BEC {involvement with oll and gas accounting warrants comment,
) :

For many years twoe forms of sccounting existed dn the oll and gas industry.

Full cost and acceptable, PFull

cost gaccounting pes the s siizarion of dry holes d illed under
accounting, only successful
0il companies use successful

companies use full cost

spccessial effores
vent them from

to the

going into the caplt place, Longress
il & £

HEC to formuiate vie form of accounting. The SEC, in furn, agsigned

this task o the

The FASE held ez

ensive hearvings and eventually lssved FASE 19 which

,;

accomplished what Congress wanted - a singie form of asccounting for oil

and gas: succeasful efforts, However, this pronouncement vesulted in

an uprvoar by o1l companies and pressure was puit on Congress.

The SEC then came up with its own promouncement which permitited both the

e

existing methods (£uil cost and successful efforte accounting) to continue

Toke

=

and added a new not

on called the veservye change wethod. In an attenpt to
avoid a conflict with the SEC, the FASE withdrew the effective date on
FASB 19, The PASB pronouncement exists in accountiop literature, but

without an effe

The discusslon to soint has related to accounting principles.

I think the point I have attempied to make is

© the SEC does impact the

establishment of accos aot 2stablish them.

But the S5EC has also become involived with the auvditing or nonauditing

rocess. It has issued z provosed relsase that would require guarteérl

data to be dncluded dn the {ooitnotes to the anoual reporiis:

professicn objected b

ise the proposed velease would nobhg

to be labesled as unaudited io the footnote. The SEC Y

wanlted the accountant to be associated with tEE3d ta

necessarily veguive that the data be auiited




proposed draft of suggested reviey procedures to be used in concert with
the accountant's association with quarterly data to be included in footnotes
but labeled “Unauditedw“_fin'time, the AICPA issued its own review guidelines
and the SECTWitﬁd?éwfitézéﬁégested guidelines,

i.'Léaviné_théiSECﬁaﬁaﬁmoving on to Government's impdct on the accounting
pfofessidﬁ;finﬁthé;post-Watergate era newspapers ﬁere replete with commentary
about improper payments, bribes, kickbacks, management fraud, corporate
failure, etc. Congress got into the act and asked, "where were the auditors?"
The Metcalf Subcommittee, the Moss Committee, and the Proxmire Committee
came into being and proposed legislation controlliing the accounting profession.
Pressures on the accounting profession grew.

At this point I would like to share a story with you about the farmer
and the city slicker. The farmer is explainiag that to gain the attention
and cooperation of a mule, you have to speak to it gently. By way of demon-
stration, he lifted a 2x4 and hit the mule squarely on the head. "Why,"
said the city slicker, "did you have to hit the mule with a 2x4 if gentle
talk gets the best results?" And the farmer answered, "First you have to
get the mule's attention.' Parallels? Congressional efforts were about as
subtle as a 2x4. The accounting profession has been known at times to be
slow and on rare occasions perhaps stubborn. And the actions of Congress
got the accounting profession’s attention, to say the least. And the
accounting profession responded.

The AICPA has been divided into two sections, the SEC and the private
section. Members of the SEC section must comply with requirements for pro-
fessional education, peer review, sanctions, and reporting of financial
results. The activities of the section are under the review of a new over-
seeing board.

Congress also has responded and come up with.the Foreign Corrupt Prac-
tices Act (FCPA). 1If we focus on the acronym (FCPA (to the uninformed it
can erroneously be taken for "Federal CPA"), it appears the notion may
relate to the initial SEC desire for a cadre of accountants. Actually, the
FCPA establishes requirements for companies to maintain adequate internal
accounting controls. ‘

The SEC reported to Congress that the profession should be given a
chance to prove iits effectiveness for self-regulation and control. Both

Congress and the SEC will continue watching the profession. The FCPA will
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be the vehicle for increasing audit committeesn and implementing more
independent boards of dirvectors,

What does all this mean and where does it take the profesgion? The
SEC will continue pressing for expanded gervices by the profession, The
profession will get Involved with projections and attesting to dnternal
controis, Accountants will be heavily involved with soft data published
By public companies, The SEC's attempt te influence accounting principles
will continue, The profession will have to be cognizant of publiic opinion
and will be operating in a fishbowl, The profession will have to devalop
the respect of its critics, It wiil be a never-—ending task facing future
graduates into the profession, The profession's image will have to improve.

What is going on isg like making love with a gorilia; ome can’t sitop because

he's tired,
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Ph.D. in Political Science (presently completing), UCLA
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" THE FUTURE IMPACT OF THE REVOLUTIOWARY GHANGES EN
COMPUTER TECHNOLOGY ON THE ACCOUﬂTING PROFESSION”

Because of technical problems Mr. Iéaacs? speech was not transcribed. Below

is .an outline of his presentatien.

1. Trends in computer technology
A, Hardware

Time line of electronic computer hardware developments
1946 First electronic digital computer (vacuum tubes)
1959 "2nd generation" (transistors)

1964 '"3rd generation' (integrated circults)

1970 Micro processors

1975 Interchangeable firmware

Trends in auxiliary memory

Cards

Tape

Disks

Mass memory

Trends in communications
Land lines

Microwave

Satellite

Fibre optics

Trends in terminals
Teletvype

Typewriters

CRT

Graphics

Intelligent terminals
Computers as terminals

Cost trend
1968 system costing $1 million was less than §250,000
S in 1978 dollars
" This is a reduction factor of 8-10 (considering inflation)
o for greater capability
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Software trends - _

(A major increase in intellectual access to the computer)
Machine language :

Asgsemblers

Compilers

Database management

Telecommunication .

B. System processing modes

. Evolution of processing modes
Unit record ) ‘
Batch processing
Remote access
On-line processing
Distributed processing
Multi-system network

. Cost implications ,
Terminal-hour cost for an on-line system is now less than
person-hour cost, and gap in widening
This implies more on-Iine processing

C. What does future hold (5-10 years)

» Voice input of transactions

- Very inexpensive mass memory (E.G. "bubble memory')
. "Problem-solver" software languages

. '""Standard parts" for application software

- Household terminal input

- Cost-effective text input aund retrieval

. Equalization of communication costs for any distance

Evolution of business systems
A, Applications

. Early develepment of financial systems separate from engineering, -
manufacturing, inventory control
- Trend is toward integrated applications

B. Functional contrel of information processing

- Early development decentralized functionally
. Later under contreller or chief financial officer
+ Trend toward information executive

Future impact of the new technology on business systems
A.  Continued shift away from repetitive manual steps

. Evelving obsolescence of:
Key data entry
Typewriting
Manual bookkeeping entries and balancing
Indexing, filing and retrieval of hard copy
. Greaver emphasis of human work on:
Voice data trauscription
Problem identification and solution
Personal interactions
Supervision and management
System development and improvement
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Greatetr accessibility to wmore generalized computer capability

°

For the general public

Increased familiarity with computer externals through access
to availlable consumer systems

Increased emphasis on computers in formal education

For the business person

Increased accessibility to computer power through high 1evel
languages ‘

Increagsed isolation from 1ntrlcac1es of computer hardware and
software : _

Increased difficuley in supervising technical gpecialists

For the computer specialist

Greater degree of specialization
Greater emphasis on tool development
Easier, faster developmental cycle

For the accountant

Decreased amount of time spent in manually tracing errors
Easier use of audit support software

More removed from intricacies of computer internals

More difficult to audit effects of detail transactions
More difficult to audit software development process

More difficult to control verslous of software belng used

Needs in immediate future

Address problems of random software auditing

Standard testing and "seal of approval” for externally supplied
firmware

Extensive ongoing education process for accountants in details
of computer technology

Fxtablishment of quality standards for system developments
using advanced technology
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COORDINATORS:: CHR1ISTY ABE
GrReGG O1SHI

Eric Tom

STUDENTS: AVERY AoKI GiSeLLE MIYASHIRO
MARJORIE BusH ERNEST 0GATA
EARL FRY ROBERTA SHINTANI
Kim HARPER TERTIA SHISHIDO
PATRICE INOUYE RENE ToToK1
Janice KusoTa GARY UYEHARA
NATALIE MAMITSUKA TERESA YAMAMOTO

ErR1ic Mivasaki

PROFESSTONALS MicHAEL CHINAKA, ARTHUR YounG & CoMPANY
JAN DEur, Hawarian TELEPHONE CoMPANY
RicHARD EARL, CooPERs & LYBRAND
Davip GILLETTE, CooPERS & LYBRAND
DoroTHY LiNDLEY, Hawa1ir Society ofF CPAs
ALvIN MivasaTto, PrRicE WATERHOUSE & CoMPANY
DENNIS TsuHAKo, CooPERS & LYBRAND
ALLEN YAMADA, UNIVERSITY OF HAWAII
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