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Business organizations disclose financial Information 

to a wide range of audiences through the medium of audited 

financial statements. Distinct classes of readers come in 

contact with these statements—each reader possessing vary-

ing degrees of financial expertise. Readers as "semantic 

reactors" develop their own expectations and interpretations 

of the messages management and the auditor are attempting 

to convey. In the process, many readers look upon the 

auditor's report as a "symbol" or seal of approval. 

The purposes of this study were to assess the role 

that communication theory plays In the auditor's attes-

tation, to examine the perceived communication effects of 

the expanded auditor's certificate versus the current 

auditor's certificate, and to recommend ways in which com-

munication problems can be dealt with more effectively. 

Sources of data Included prior studies contained in 

the literature, unpublished material, and the perceptions 



of "more knowledgeable" users obtained In the field study. 

Background material was secured through a review of the 

literature relating to auditing and to general semantics. 

Various communication models were explored, and a "common-

ality of experience" was established as the basis for a 

proper understanding of the audit messages. 

Users of audited financial statements were distinguished 

by attributes, and—based on these attributes—a taxonomy of 

users (ordinally ranked) and an original model depicting 

these users were constructed. Using a judgmental sample, 

the perceptions of forty-two "more knowledgeable" users were 

obtained in an in-depth field study. Nonparametric statis-

tical techniques were used to test responses. 

The field study yielded several interesting findings. 

Three areas were found to be statistically significant at 

the .05 level, as follows: The extent CPA's and "others" 

rely on the auditor's report as a test of financial state-

ment fairness, the extent CPA's and "others" would be aided 

by an explicit statement of the message now left for the 

reader to infer, and the priorities by which CPA's and 

"others" believe certain groups should get preferences in 

financial statement presentations. Most respondents agreed 

that the auditor's report is merely a symbol and that the 

messages in it should be stated explicitly. Criticism of 

the profession related primarily to lack of uniformity in 

the application of accounting standards rather than to 



public disclosures of bribes. Few respondents attributed 

such problems to a lack of professional diligence, opting 

instead to place the blame on communication deficiencies 

and failure to agree on the extent of an auditor's respon-

sibilities. Indications are that the respondents would 

pay closer attention to the proposed auditor's report only 

at the outset. The vast majority of respondents were in 

favor of the proposed management report. 

It was concluded that a communication problem does 

exist in relation to the auditor's report, and communication 

theory can play a distinctive role in reducing the magnitude 

of this problem. The profession should continue to seek 

answers as to the proper role of the auditor and management 

in relation to audited financial statements, as well as to 

settle the question concerning whom the statements are 

intended to serve. 
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CHAPTER I 

INTRODUCTION 

Statement of the Problem 

In accordance with existing laws and traditions, both 

listed and unlisted business organizations disclose financial 

and other information about themselves to a wide range of 

audiences through the medium of external annual reports. 

Such reports typically include the president's letter to 

the shareholders evaluating past performance and future 

expectations of the firm; promotional data on the company's 

products, including pictures and other noteworthy events 

occurring during the year; and, finally, a financial por-

trayal of the status and operating performance of the firm 

as a going concern. This performance Is presented in the 

form of so-called multi-purpose financial statements— 

meaning that more than one class of reader is interested in 

their contents. Auditors enter upon the scene when legally 

required—or voluntarily requested—to attest that the 

financial aspects of management's statements were prepared 

in accordance with generally accepted accounting principles 

(GAAP) and that generally accepted auditing standards were 

used to determine such compliance. 



Separate and distinct classes or readers come in 

contact with these published statements—each reader 

possessing verying degrees of financial expertise, rang-

ing on a continuum from the so-called "naive investor," 

with little or no financial analyst. Within, between, and 

among the various categories on this continuum—based upon 

individual backgrounds and experiences—readers as "seman-

tic reactors"* (3) develop their own expectations and 

interpretations of the various meanings management is 

attempting to convey, as well as to what the auditor pur-

ports to attest. To the "uninitiated," the accounting 

terminology contained in the reports often takes on a 

mysterious and bewildering tinge. As a result, the naive 

individual—as well as others on the continuum—frequently 

looks to the auditor's certificate as a "Good Housekeeping 

Seal of Approval," interpreting this symbol to mean that 

the firm represents a "good risk" from a creditor or 

equity standpoint (1). In communication terminology, this 

group tends to equate credibility to the medium of the 

message, rather than to the content (8). At the other end 

of the continuum, the sophisticated financial analyst is 

often aware of information about the firm from other public 

sources, and this particular individual may have access to 

^Generally defined as a person's reaction to an actual 
situation based on what it means to him at that particular 
moment in time. 
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informational experiences and general expertise are thus 

used more effectively in perceiving and interpreting the 

financial status and potential of a firm. Moreover, there 

are some indications that the financial analyst is 

indirectly influenced by actions of the naive investor 

based on the latter's "analysis" of financial statements. 

In between these two extremes of financial comprehension 

lie others on the continuum—possessing varying levels of 

sophistication-—including investment bankers, brokers, 

creditors, accountants, unions, attorneys, and governmental 

agency officials. 

The underlying problem plaguing such a communication 

process is that of transmitting the message or messages 

management and the auditor intend to be conveyed in light 

of the wide levels of background and expertise possessed by 

the various classes of readers. In order to achieve this 

purpose, message clearness between the sender and the 

receiver must be attained with a minimum of distortion or 

"noise" and little or no ambiguity.* Is it possible for 

such a "broadside" to achieve the desired clarity, or is 

vital message content "lost" in the process. 

*As used in this state of the study, noise, distortion, 
and ambiguity are. considered to be synonyms and are defined 
in terms of dictionary meanings. This statement is made in 
light of the technical distinctions made by information 
theorists. 
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Communication theory contends that the process of com-

munication can be classified into three distinct categories: 

(1) interpersonalj (2) small group, and (3) mass communi-

cation (9). Certain similarities exist between the 

techniques applied to all categories; however, there are 

also distinct differences, including the incidence and 

timing of feedback. The relevance of such a classification 

to this study concerns the type of communication approach 

(or combination of approaches) presently utilized for the 

dissemination of management's external reports, and the 

auditor's attestation, and its suitability in light of the 

intended audience. Intuitively, since multi-purpose state-

ments are involved, there is a strong tendency to believe 

that mass communication techniques—-with all their advantages 

and disadvantages-—are applicable. 

Compounding confusion as to the principal receivers of 

these financial messages, a recently issued preliminary 

study (6) by the Financial Accounting Standards Board (FASB) 

concludes that such statements should be aimed at the 

"interested, more knowledgeable investor and creditor." 

Further concern as to how these statements are to be inter-

preted is evidenced in a recent study (1) by the American 

Institute of Certified Public Accountants (AICPA), which 

recommends that the auditor's attestation of management's 

statements be expanded through the use of a series of 

standardized paragraphs, each describing a major element of 



the audit function. This approach is in direct contrast to 

the brief standarized format currently in use. The stated 

objective of this AICPA study—known as the Cohen Commission 

Report—in expanding the attestation appears to be to compel 

the reader to analyze the auditor's conclusions rather than 

to accept the form itself as a mere symbol or seal of 

approval. In the Commission's view, the need is for a new 

approach in form and in content to ensure that the report 

will be read by the users. Skeptics of such recommended 

changes might well ask the question as to whether the pro-

posed expansion is a genuine effort aimed at making the 

auditor's report more meaningful to a range of users, or is 

it an attempt to protect the auditor by shifting partial 

responsibility to management and partial responsibility to 

the user in response to recent court decisions and congres-

sional outcries. Such an approach would tend to give the 

user information about unusual circumstances; the user 

would then decide on the "facts." A related problem to 

consider would be whether the user really wants that 

responsibility, or is the preference to rely on the auditor 

as a safeguard against all uncertainties. According to 

Carmichael (4), two distinct types of risk or uncertainty 

accompany any investment in securities. "Information Risk" 

is the risk associated with the production and distribution 

of financial information. "Business Risk," on the other 

hand, represents the ever-present forces in an uncertain 



economy. In Carmichael' view, reducing information risk 

is the auditor's job; investors must take their own chances 

with business risk. 

Proponents of the Efficient Market Hypothesis (50, 

pp. 300-317) might add at this juncture that the market 

impounds public information so rapidly that the naive inves-

tor is protected, about as well as he can be protected, by 

a fair security price. The issue is far from settled, 

however, since many accountants and others take issue with 

the hypothesis itself (2, pp. 557-562). Morever, some dis-

senters contend that even if the hypothesis is true, then 

the financial statements and attestations serve as a basis 

to either confirm or deny information previously impounded. 

A further complication in getting the message across to 

interested parties is that an emerging and aggressive class 

of audit-report readers is now becoming quite vocal. 

Although governmental agencies (such as the SEC and the IRS) 

have long been involved in the accounting and auditing 

processes, this new class of readers represents the legis-

lative branch of the federal government. Recent and 

continuing studies chaired by Representative Moss (7) and 

Senator Metcalf (10) are highly critical of the accounting 

profession because of a lack of uniformity in the appli-

cation of accounting standards and failure on the part of 

the auditing profession to disclose improper actions by 

corporate management. A pertinent question to this study 
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is, "To what extent are the government's conclusions the 

result of a communication problem (in the sense of under-

standing versus misunderstanding the message) or the result 

of a genuine lack of diligence on the part of the account-

ing and auditing professions?". In other words, the question 

could be considered as one of "unrealistic expectations" 

versus "poor performance." Professional response to this 

type of criticism has been basically defensive. Responsible 

individuals in the profession, however, agree that some 

remedial action is necessary since the messages corporate 

management and the external auditor desire to convey to 

the reader are frequently "garbled" in the process of 

translation, interpretation, and adaptation. 

Purposes of the Study 

Communication problems associated with the publication 

and attestation of external financial statements are 

inevitable in light of the broad continuum of readers. 

Although the external auditor is neither an advocate nor 

an adversary in this communication process, a certain 

degree of conflict can develop between the message manage-

ment is endeavoring to convey and the message the auditor 

is endeavoring to attest. Professional ethics and ex-

ternal pressures from influential groups make constructive 

action imperative in order to reduce the friction and grow-

ing misunderstandings between the accounting and auditing 



professions and the constituencies they serve. A basic 

thesis of this study is that misunderstandings can be 

reduced through knowledge and application of selected 

behavioral science techniques—specifically, Communication 

Theory-—taking into account the present state of the art 

of the disciplines affected. 

The general purpose of this study, therefore, is to 

investigate selected communication problems inherent with 

external financial statements and resulting from the diver-

sity in financial expertise of the various classes of 

readers directly or indirectly influenced by their messages, 

Emphasis will be placed upon the perceived effects of the 

proposed expanded auditor's report on investors' and credi-

tors' comprehension, interpretation, and preferences. The 

specific purposes are as follows: 

1. To assess the role that communication theory plays 

in the auditor's attestation of external financial state-

ments issued by corporate management in light of the broad 

continuum of readers. The incidence of "noise" and optimum 

degrees of "redundancy" for individual "semantic reactors" 

will be included in such an assessment. 

2. To examine the perceived communication effects of 

the expanded audit certificate versus the current auditor's 

certificate as they relate to selected groups of investors 

and creditors. 



3. To recommend ways in which such inherent communi-

cation problems can be dealt with more effectively as they 

relate these selected groups of users. 

Limitations of the Study 

The study addresses the role communication theory 

plays in an auditor's attestation. As such, it is limited 

to selected areas of communication theory and does not 

pretend to cover all conceivable aspects of the communi-

cation process. 

The study also addresses the communication effects as 

perceived by a selected group of users of the expanded 

audit certificate versus the present auditor's certificate. 

The study is limited in scope by the fact that it covers 

only the opinions of selected individuals on the upper end 

of the continuum in financial expertise, as obtained 

through personal interviews with "specialists" in the 

various categories of investment bankers, brokers, certi-

fied public accountants, trust bankers, commercial bankers, 

brokers, certified public accountants, trust bankers, 

commercial bankers, corporate executives, attorneys, and 

governmental agency officials. No attempt was made to 

determine the perceived reactions of those individuals on 

the lower end of the continuum, including the so-called 

naive investor. The study is further limited by the fact 

that these personal interviews were confined to respondents 
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located In the Boise, Idaho, area (pilot study) and the 

Dallas-Port Worth, Texas, metropolitan area. No con-

tention is made that the opinions of these respondents 

necessarily correspond with opinions of similar users 

located throughout the country. Intuitively, however, 

as well as from indirect information obtained from the 

respondents themselves, it would appear that respondents 

of similar classifications throughout the country hold 

similar opinions. In other words, there is no apparent 

evidence to Indicate that the opinions of the various 

classes of respondents would be significantly different if 

the sample were drawn from a wider geographical population. 

Whatever differences do appear seem to be the result of 

differences between types of respondents rather than 

geographical location of respondents. Acceptance of this 

thesis would imply that some degree of generalization of 

the results of this study is possible. Extensive proof of 

this contention is left to a future study involving samples 

drawn from a wider geographical population. 

Preview of the Chapters 

Chapter II will provide background for the study, 

including a review of the literature covering the Cohen 

Commission hearings and research, as well as other related 

writings. 
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Chapter III will examine the various communication 

theory approaches and the role of audited financial state-

ments as they relate to these approaches. 

Chapter IV will discuss the various classes of audited 

financial statement users and will include the derivation 

of an original communication model encompassing this broad 

continuum of users. 

Chapter V will outline the methodology involved in 

collecting data—perceived responses of selected users— 

concerning specific communication programs related to the 

present and newly proposed auditor' report. 

Chapter VI will present an analysis and interpretation 

of the data obtained in the field study. This analysis will 

include tests of the underlying assumptions of the method-

ology employed (nonparametric statistics), as well as the 

actual results. 

The final chapter will present the following: 

— A summary of the problems encountered and the 

approaches followed in this study. 

—-Conclusions on the role of communication theory In 

relation to the auditor's report and the perceived desir-

ability of the Cohen Commission proposals for an expanded 

auditor's report and a separate management report. 

—Recommendations representing constructive approaches 

to reducing user misunderstandings related to audited 

financial statements. 
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CHAPTER II 

BACKGROUND OP THE STUDY 

The purpose of this chapter is to review the history 

of the auditor's report as it has evolved in this country 

and to provide some insight into the professional, agency, 

and legislative intent behind this evolution. Measures of 

intent are found in professional research and pronounce-

ments, agency regulations, and Congressional reports and 

hearings. The role of the Securities and Exchange Commis-

sion is particularly examined in connection with related 

regulatory requirements. The chapter concludes with a 

summary of prior auditor's reports and proposed changes by 

the Cohen Commission. 

History of the Auditor's Report* 

Roots of the Report 

Accountancy as a profession was introduced into the 

United States during the second half of the nineteenth 

century, by British accountants. Consequently, British 

auditing procedures were adopted by the early profes-

sional accountants in this country. According to Cochraine 

*Unless otherwise noted, much of the information con-
tained in this section was drawn from Cochraine (19* 
pp. 448-460). 

14 
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(19, pp. 448-469), the British report was adopted despite 

the fact that neither the auditor's responsibilities nor his 

duties had any statutory background on this side of the 

Atlantic. Audit requirements today arise principally as a 

result of stock exchange listing agreements and regulations 

of the Securities and Exchange Commission. Therefore, in 

the absence of statutory provisions, the responsibilities 

of professional accountants in examining accounts issued 

to stockholders depend on acceptance of responsibilities 

imposed through codes of ethics adopted by the professional 

societies, pronouncements by the professional societies 

and the SEC of accepted principles of accounting and pro-

cedures and standards of auditing, and court decisions under 

general statutes. Until the 1920's there were few court 

decisions in the United States on the duties and responsi-

bilities of the auditor. British decisions, therefore, 

primarily influenced the thinking and proceedings of the 

American accountant. This lack of statutory provisions 

resulted in balance sheet audits directed initially to 

corporate directors or management rather than to the 

stockholders. 

Circulation of the Report 

The decade of the 1920's saw a rapid increase in hold-

ings by individual stockholders, thus multiplying the area 

in which corporate accounts carrying auditor's reports were 
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distributed. This rapid increase created unexpected pro-

blems as follows: 

As a result, there was a disproportionate 
increase in the number of those receiving such 
reports who were ignorant of their significance. 
Misunderstanding as to the object of the auditor's 
work was common, not only on the part of the 
average citizen, but also on the part of bankers, 
credit grantors and businessmen. It was widely 
believed, and to some extent still is, that the 
auditor's examination imbued the figures con-
tained in financial statements with meticulous 
accuracy; that the auditor's opinion was a 
guarantee (19) p. 449) 

In an effort to correct such misunderstanding, the 

American Institute of Accountants (AIA)* issued "A Memoran-

dum on Balance Sheet Audits." This memorandum was approved 

by the Federal Trade Commission, and it was later published 

In the Federal Reserve Bulletin of April, 1917. In an 

effort to educate users, reprints were distributed to 

interested parties. 

Evolution of the Report . 

In tracing major changes in format and wording, 

Cochraine classified seven separate and distinct audit 

reports in use from the turn of the century until relatively 

recent times. It should be noted that the time intervals 

are approximations only. The first report (Fig. 1) was used 

from about 1900 to 1929. 

*This organization Is now known as The American 
Institute of Certified Public Accountants (AICPA). 
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We have audited the books and accounts of the ABC 
Company for the year ended December 315 1915, and 
we certify that, in our opinion, the above balance 
sheet correctly sets forth its position as the 
termination of that year, and that the accompany-
ing profit and loss account is correct. 

Fig. 1-—Auditor's report, 1900-1929 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A." The Accountant (19, p. 449) 

The word "certify" is attributed to the continuing influence 

of the British form of certificate. 

The period of the "Roaring Twenties" was marked by 

speculation and inflation encourage by bizzare methods of 

financial reporting. Accountants of the day made efforts to 

discourage such misleading accounting and reporting methods, 

but their efforts were hampered by a lack of legal authority 

and public acceptance. Corporate management relied more on 

legal counsel than accountants for accounting advice. The 

opinion paragraph included, as alternatives to "correctly 

sets forth," such phrases as "exhibit a true and correct 

view," "accurately record conditions," and "represent the 

true financial position" The phrases implied a condition 

of exactitude which professionals today recognize as non-

existent . 

In 1929 the AIA revised their previous bulletin, and it 

was issued by the Federal Reserve Board under the title, 
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"Verification of Financial Statements," for the consider-

ation of bankers, merchants, manufacturers, auditors, and 

accountants. New stress was placed on verification of 

the profit and loss account which, in the future, was to 

be prepared in much greater detail.. A revision of the 

auditor's report (Pig. 2) was made to meet the require-

ments of this bulletin. 

We have examined the accounts of the ABC company 
for the period from January 1 to December 31, 1929 

We certify that the accompanying balance sheet and 
statement of profit and loss, in our opinion set 
forth the financial condition of the company at 
December 315 1929, and the results of operations 
for the period. 

Pig. 2--Auditor's report, 1929-1931 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A.," The Accountant (19, p. 450) 

It should be noted that the report was still referred to as 

a certificate. 

Challenges to the Profession 

Up until this point in time the profession believed 

that if auditors were challenged as to their duties or 

responsibilities, liability would be measured by the prin-

ciple of law that anyone who holds himself out to be 

skilled in any trade or profession and who is negligent in 

the performance of his work becomes responsible for damages 
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only to his client. The client In this case was the board 

of directors or the management that engaged the auditor. 

In 1931j a landmark decision was rendered by the Court 

of Appeals of the State of New York (Ultramares Case) 

Involving the duties and responsibilities of an account 

to his client. The court held that gross negligence may 

be regarded as evidence that fraud may have existed. The 

accounting profession responded to this crisis with the 

following recommendation: 

Every accountant's report will be addressed 
to the client only . . . the account will 
divide his report into two sections, one dealing 
with the fact (that is, scope of examination) 
and one with opinion . . . . The accountant per-
haps should abandon certificates and merely make 
reports . . . . The word "certify" which has been 
used for many years is quite inappropriate and 
should be abandoned . . . . It is absurd to speak 
of certifying an opinion (4l, pp. 5-6). 

Another revision to the auditor's report (Pig. 3) was 

than prepared, and this change represented the efforts of 

the profession to make clear that the report was an opinion 

only and not a guarantee. 

We have examined the accounts of the ABC company 
for the year ended December 31, 1931- In our 
opinion the accompanying balance sheet and state-
ment of profit and loss set forth the financial 
condition of the company at December 315 1931» 
and the results of its operations for the year 
ended that date. 

Fig. 3—Auditor's report, 1931-1933 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A.," The Accountant (19, p. 451) 
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Cooperative Efforts of the Profession 

In the years following the stock market crash of 

October, 1929, there was a public and professional outcry 

for remedial action to prevent a repetition of misleading 

financial reporting practices. Conferences were instituted 

between the special "Committee on Cooperation with Stock 

Exchanges" of the AIA and the "Committee on Stock List" 

of the New York Stock Exchange. These conferences were 

conducted in an atmosphere of political change (advent of 

the "New Deal") and economic confusion. Two recommendations 

coming out of these conferences were (a) to educate the 

public in regard to the significance of accounts, their 

value and unavoidable limitations and (b) to make the 

accounts published by corporations more informative and 

authoritative (19, pp. 448-460). It is interesting to note 

that more than thirty years later a writer representing top 

management of a major corporation was still bemoaning the 

lack of accomplishment of both objectives (32, pp. 71-78). 

As a result of these conferences, the New York Stock 

Exchange announced its intention of requiring audited 

applications as a condition for corporate listing after 

July 1, 1933 as an investor safeguard. The audits were to 

be adequate in scope, and the responsibilities assumed by 

the auditor were to be defined. The auditors, in turn, 

were to furnish a letter stating, among other things, the 

following opinions: 
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4. Whether . . . the form of the balance sheet 
and of the income, or profit and loss, account is 
such as fairly to present the financial position and 
the results of operation. 

5. Whether the accounts are . . . fairly deter-
mined on the basis of consistent application of the 
system of accounting regularly employed by the 
company. 

6. Whether such system . . . conforms to 
accepted accounting practices, and particularly 
whether it is in any respect inconsistent with any 
of the principles set forth . . . . (19s P- 453)• 

The end result of the New York Stock Exchange and AIA 

conferences was a revised auditor's report (Fig. 4) which 

was more detailed than the previous reports had been. 

We have made an examination of the balance sheet of 
the ABC Company as at December 31, 1933a and of the 
statement of income and surplus for the year 1933-
In connection therewith, we examined or tested 
accounting records of the company and other support-
ing evidence and obtained information and explanations 
from officers and employees of the company; we also 
made a general review of the accounting methods and of 
the operating and income accounts for the year, but we 
did not make a detailed audit of the transactions. 

In our opinion, based upon such examination, the 
accompanying balance sheet and related statement of 
income and surplus fairly present, in accordance with 
accepted principles of accounting consistently 
maintained by the company during the year under review, 
its position at December 31> 19335 and the results of 
its operations for the year. 

Pig. 4—Auditor's report, 1933-1939 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A.," The Accountant (19» P> 453) 

An interesting point to be noted is that for the first time 

the word "fairly" and the phrase "accepted accounting 
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principles" are reflected in the report. While the 

requirements could only be enforced against listed com-

panies and their auditors, it became evident that the 

accounts of unlisted companies and the examination thereof 

might well be considered inadequate unless these same 

requirements were also met (19, PP• 448-460). 

Alternate Format of the Report 

MacNeal's version of the auditor's report prior to 

1933 (Pig- 5) is slightly different from that previously 

illustrated. 

We certify that the above balance sheet is, in our 
opinionj a correct statement of the financial 
condition of the company as of December 31, 1931, 
and that the accompanying profit and loss state-
ment is correct. 

Fig. 5—Alternative form of auditor's report pre-1933 

Source: MacNeal, Kenneth, Truth in Accounting 
(46, p. 22) 

He cites Webster's Unabridged Dictionary of the time as 

defining "correct" as meaning "conforming to fact or truth." 

MacNeal then illustrates how the certificate was changed in 

response to external pressures (Pig. 6). 

We have, after reasonable investigation, reasonable 
grounds to believe, and do believe, at the date of 
this certificate, that the statements contained in 
the attached balance sheet and in the attached 
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profit and loss statement, truly and fairly reflect 
the application of accepted accounting practices to 
the facts disclosed by our investigation. 

Fig, 6—Alternative form of auditor's report, post-1933 

Source: MacNeal, Kenneth, Truth in Accounting 
(46, p. 22) 

In MacNeal's opinion, this complete change of front " . . . 

is a humiliating confession for the profession to make, and 

many individual accountants must feel deep chagrin that the 

work which they produce with so much care for accuracy can-

not, even in a legal sense, be considered truthful . . .". 

(46, p. 22). 

Advent of Governmental Intervention 

During this same period of time—against the backdrop 

of severe public criticism of the entire financial community 

and corporate management, the Congress passed a series of 

acts aimed at softening and correcting the reasons for this 

ctiticism. These measures were the Securities Act of 1933, 

the Securities Exchange Act of 193*1, the Public Utility 

Holding Company Act of 1935, and the Investment Company Act 

of 1940. Although all have a bearing on the work of the 

auditor, the primary effect: was—and still is—the result of 

an agency created by the Securities Exchange Act of 1934. 

While the actions of this agency—the Securities and Exchange 

Commission (SEC)—will be discussed in later sections of this 
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chapter, It is necessary at this point to note that the SEC 

was authorized to take the following actions: 

. . . prescribe the form in which should be 
set forth the items or details in balance sheets 
or earnings statements to be submitted to the 
commission . . . prescribe the methods to be fol-
lowed in the preparation of the accounts, in_the 
apparisal or valuation of assets or liabilities, 
in the determination of depreciation and depletion, 
in the differentiation of recurring and nonrecurring 
income and of investment and operating income and 
other matters. 

The Acts also reversed the rule that the burden 
of proof should be on the accuser and, where the 
Acts were operative, placed this burden on the 
accused (19» P« ^5*0* 

Restrictions on situations where the act could be 

applied and possible expansions to other areas are indicated 

in the following admonition: 

The accounting and auditing procedures re-
quired . . . and the penalties for failure to 
follow these procedures do not apply to balance 
sheets and accounts submitted by corporations to 
their stockholders or to the accounts of corpo-
rations not registered with the commission. 

Nevertheless, if statements submitted to 
stockholders become the subject of litigation, it 
is believed that the courts will take judicial 
notice of the accounting requirements of the 
Securities Acts and the type of disclosure required 
by these Acts (19, P- ^54). 

Under the Act, liability may attach to an auditor for 

an error of judgment regarding the extent of the examin-

ation which he should have made, or through honest error or 

oversight on the part of an assistant. The standard of 

reasonableness when applied to the investigation to be made 

shall be that required of a prudent man in the management 
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of his own property. Consequently, the Act placed a new 

and heavy responsibility on the professional accountant 

and, of necessity, it also increased his authority. 

In response to these new federal requirements, the 

AIA undertook the job of revising its earlier pamphlets, 

and in 1936 it issued a bulletin known as the Examination 

of Financial Statements by Independent Public Accountants. 

Consistency in the application of accounting principles 

and greater disclosure were stressed. 

Effects of Major Fraud Case 

In 1939 a major fraud was uncovered in the accounts of 

a large corporation, McKesson & Robbins, which for many 

years had been audited by a prominent firm of independent 

accountants. The fraud involved fictitious inventory items 

and fictitious accounts receivable—both material in nature. 

A subsequent SEC hearing addressed Itself to (a) the ascer-

tainment of the character, detail and scope of the audit 

procedures which had been performed; (b) the extent to 

which prevailing and generally accepted standards of audit 

procedure had been adhered to and applied; and (c) the 

adequacy of the safeguards inherent in the generally 

accepted audit procedure to assure reliability and accuracy 

of financial statements. The hearing concluded that the 

confirmation of receivables and contact with inventories by 
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actual observation were to be mandatory auditing procedures 

in the future. 

By the time the SEC report was released in 19^0, the 

AIA had already modified its 1936 statement—published in 

a pamphlet entitled "Extensions of auditing procedure." 

This publication became the first in a series of statements 

on auditing procedure subsequently issued by the organi-

zation. It also introduced a revised report (Fig. 7). 

We have examined the balance sheet of the ABC company 
as of December 31, 1939, and the statement of income 
and surplus for the fiscal year then ended, have 
reviewed the system of internal control and the 
accounting procedures of the company and, without 
making a detailed audit of the transactions, have 
examined or tested accounting records of the company 
and other supporting evidence, by methods and to the 
extent we deemed appropriate. In our opinion, the 
accompanying balance sheet and related statements of 
income and surplus present fairly the position of the 
ABC company at December 31, 1939, and the results of 
its operations of the fiscal year, in conformity with 
generally accepted accounting principles applied on a 
basis consistent with that of the preceding year. 

Pig. 7—Auditor's report, 1939-19^0 

Source: Cochraine, George, "The Auditor's Report: Its 
Evolution in the U.S.A.," The Accountant (19, PP* 445-^56) 

The report stressed that a review of internal control had 

been carried out by methods deemed appropriate. 

The subsequent findings of the SEC into the McKesson £ 

Robbins case concluded that the recommended report by the 

AIA was deficient in that it did not state whether the 

examination had been made in accordance with generally 
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accepted auditing standards applicable in the circumstances, 

Nor did it state whether any procedures deemed necessary by 

the auditor had been omitted. In order to meet the Commis-

sion's criticism, the AIA made the necessary revisions and 

established the following format (Fig. 8): 

We have examined the balance sheet of the ABC com-
pany as of February 28, 1941, and the statement of 
income and surplus for the fiscal year then ended, 
have reviewed the system of internal control and 
the accounting procedures of the company and, 
without making a detailed audit of the transactions, 
have examined or tested accounting records of the 
company and other supporting evidence, by methods 
and to the extent we deemed appropriate. Our 
examination was made in accordance with generally 
accepted auditing standards applicable in the cir-
cumstances and it included all procedures which we 
considered necessary. 

In our opinion, the accompanying balance sheet and 
related statements of income and surplus present 
fairly the position of the ABC company at 
February 28, 1941, and the results of its operations 
for the fiscal year, in conformity with generally 
accepted.accounting principles applied on a basis 
consistent with that of the preceding year. 

Fig. 8--Auditor's report, 1941-1949 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A.," The Accountant (19, 456) 

This format was to endure for several years, thus indi-

cating that the revision had met the needs of the SEC at the 

time. 

Recent Changes to the Report 

In 1949, as a result of experienced gained by the 

profession, a revised report (Fig. 9) was introduced. 
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We have examined, the balance sheet of the ABC com-
pany as of December 31, 1949, and the related 
statements of Income and surplus for the year then 
ended. Our examination was made in accordance 
with generally accepted auditing standards, and 
accordingly included such tests of the accounting 
records and such other auditing procedures as we 
considered necessary in the circumstances. 

In our opinion, the accompanying balance sheet and 
statements of income and surplus present fairly the 
financial position of ABD company at December 31, 
1949, and the results of its operations for the year 
then ended in conformity with generally accepted 
accounting principles applied on a basis consistent 
with that of the preceding year. 

Pig. 9—Auditor's report, 1949-1971 

Source: Cochraine, George, "The Auditor's Report: 
Its Evolution in the U.S.A.," The Accountant (19, P- 456) 

The changes in this revision were minor in nature and were 

mainly in the wording of the first paragraph. 

Only one significant change has taken place in the 

form of the audit report since that time. The current 

report (Fig. 10) is illustrated below: 

We have examined the balance sheet of XYX Company 
as of December 31, 19X4, and the related statements 
of income and retained earnings and changes in 
financial position for the year then ended. Our 
examination was made in accordance with generally 
accepted auditing standards, and accordingly 
included such tests of the accounting records and 
such other auditing procedures as we considered 
necessary in the circumstances. 

In our opinion, the aforementioned financial state-
ments present fairly the financial position of XYX 
Company at December 31, 19X4, and the results of its 
operations and the changes in Its financial position 
for the year then ended, in conformity with generally 
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accepted accounting principles applied on a basis 
consistent with that of the preceding year. 

Pig. 10—Auditor's report, 1971 to date 

Source: Carmichael, D. R. and John J. Willingham. 
Perspectives in Auditing (17, p. 3) 

The significant change in this revision is the addition of 

"changes in financial position" in accordance with new 

requirements of the profession. 

Growing Dissatisfaction with the Report 

Obviously, the form of the audit report is secondary 

to the message it is intended to convey. Most experts 

would agree, however, that there is a relationship be-

tween the two. As far as "meaning" is concerned, one 

contemporary writer expresses his observation of growing 

dissatisfaction with the auditor's report in the following 

manner (Fig. 11): 

We have examined the Consolidated Balance Sheet of 
the company and consolidated subsidiaries as of 
December 31» 1976 and 1975- In our opinion, these 
financial statements present fairly the financial 
position of the companies, in conformity with 
generally accepted accounting principles con-
sistently applied. 

On the other hand, there is a growing body of 
opinion, that holds that our opinion is not worth 
a damn. 

Pig. 11—Auditor's report, a critical assessment 

Source: Forbes (30, cover) 
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It should be noted, however, that the article accompanying 

the above observation was somewhat sympathetic to the 

profession in regard to the problems confronting it. 

As the nation progressed through the ensuing periods 

of domestic calm and stress, little criticism about the 

audit report appears in the literature. During the Johnson 

years, however, as the nation became enmeshed in the south-

east Asian conflict, the previously stable economy showed 

signs of falling into an inflationary pattern. At the 

same time, student unrest in institutions of higher learning 

grew to significant proportions, coupled with the emergence 

of consumer militancy. Much of the literature tends to 

indicate that the combination of all these forces resulted 

in a growing resentment against the so-called "military-

industrial complex" and—by implication—the infrastructure 

supporting business in general. This infrastructure 

includes the accounting and auditing professions, and they 

were soon to feel the brunt of adverse criticism about 

policies and efforts to communicate. The latter, quite 

often, resulted in miscommunication, thus aggravating an 

already tense situation. 

It is evident that the profession was beginning to 

take note of such criticism. In 1968, Joseph L. Roth, 

chairman of the AICPA committee on auditing procedure, 

commented that " . . . the committee . . . viewed the 

prospect of revising the auditor's report as being much 
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like Moses smashing the tablets containing the Lord's 

Commandments" (54, p. 63). Prior to Roth's statement, 

the public relations counsel for the AICPA had publicly 

criticized the auditor's report, as follows: 

Too many stockholders haven't the foggiest 
idea what your certificate means, and, if I may 
say so, I think the time is ripe for its revision 
in layman's language and in the light of cha!nged 
circumstances in the past 30 years—particularly 
that of wide stock ownership (54, p. 63). 

In acknowledging that the report is understood 

differently by those who read it and by those who write it, 

Roth has the following response to the criticism: 

We would all be naive if we did not recognize 
that there are widespread misconceptions regarding 
the nature of financial statements and the auditor's 
role with respect to them. These misconceptions 
are not limited to the unsophisticated stockholder 
who owns only a few shares of stock but, unfortun-
ately, extend to large investors, bankers, the 
financial press and, yes, even financial analysts. 
With such widespread misunderstanding in the 
financial community, how can the courts be expected 
to rule intelligently on complaints about financial 
statements and the work of CPA's? Whether or not 
we agree with the criticisms, we must acknowledge 
that the auditor's report is a communication device. 
If it is not communicating what we intend it to, 
then it Is not serving its purpose (54, pp. 63-64). 

In the matter of educating users of financial state-

ments—a previously announced objective—Roth notes that 

" . . . this is not only an impractical task but a patently 

impossible one as well. No one can educate those who do 

not want to learn . . . ." (54, p. 64). In his view, the 

report should be revised in terms that would preclude any 

intelligent person from claiming lack of understanding. 
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Extent of Auditor's Responsibilities 

Adequate communication between the auditor and the 

user would be difficult—if not impossible—unless both 

parties agree as to the actual extent of the auditor's 

responsibilities. This area is obviously where much of 

the miscommunication exists—past and present—in the 

auditor's report. Brown (13, pp. 696-703) points out how 

changing audit objectives have evolved over the years— 

from detection of fraud as a primary objective, through 

determination of fairness of reported financial position 

and detection of fraud and errors, and, currently, to 

determination of fairness in reported financial position. 

Rosenfield and Lorensen (53, pp. 73-83) expand the 

question further by noting that defining the responsi-

bilities of an independent auditor is a prerequisite to 

clarifying the auditor's report. They suggest three inter-

pretations of these responsibilities are possible. 

The presentation is in conformity with 
generally accepted accounting principles and, 
therefore, the presentation is fair. 

The presentation is in conformity with 
generally accepted accounting principles and the 
presentation is fair. 

The presentation is in conformity with 
generally accepted accounting principles and 
generally accepted accounting principles have 
been fairly applied. 

The author's warn that "In the absence by the pro-

fession of independent auditor's responsibilities and 
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unambigious reflection of those responsibilities in the 

auditor's report, governmental bodies may impose respon-

sibilities that are not contemplated by auditors or that 

are not warranted" (53, p. 78). 

Such warnings by members of the profession were 

written against the backdrop of significant court decisions 

critical of the performance of auditors. These decisions 

included the Continental Vending case (59), where the 

defendant auditors were convicted of conspiring to omit 

from the financial statements facts of which they were 

aware. The defendants contended that they had followed 

generally accepted auditing standards and had reached an 

opinion that the statements conformed with generally 

accepted accounting principles. The trial judge instructed 

the jury that the critical test was whether the financial 

statements fairly presented the financial condition of the 

company and whether they accurately reported the operations 

for the year. He further instructed them to consider proof 

of compliance with professional standards as evidence which 

may be very persuasive but not necessarily conclusive that 

the statements were not materially false or misleading (60). 

The court of appeals upheld the decision and considerably 

limited the extent to which a jury may determine a case 

apart from standards of the profession. Isbell, an 

attorney who helped prepare the amicus brief of the AICPA, 

points out that "For the profession the case points out 
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once more the very real advantage, at least from the point 

of view of legal responsibility, in having professional 

standards spelled out" (40, p. 36). 

In the Escott v. Bar Chris Construction Corporation 

case (27), another landmark decision relating to the 

responsibilities of auditors, the court implied that 

auditors should not be held to a standard higher than 

their profession. A prominent business publication notes 

that "Rule 203 of the restatement of the Code of Profes-

sional Ethics rightly puts the burden on each accountant 

to look beyond "generally accepted accounting principles' 

to the overall fairness of financial statements—a position 

that the courts have taken" (14, p. 92). 

This period of reappraisal by the profession—against 

the background of significant court decisions—was climaxed 

by the establishment of a "blue-ribbon commission" by the 

AICPA and simultaneous Congressional inquiries. The next 

section will explore the profession's efforts, and the 

following section will examine the results of the Congres-

sional inquiries. 

Efforts of the Cohen Commission 

In October, 1974, the AICPA established an investiga-

tive committee known as The Commission on Auditor's 

Responsibilities (Cohen Commission). The committee was 

charged to " . . . develop conclusions and recommendations 



35 

regarding the appropriate responsibilities of independent 

auditors. It should consider whether a gap may exist 

between what the public expects and what auditors can and 

should reasonably expect to accomplish . . . " (4, p. xi). 

If such a gap does indeed exist, the committee was charged 

with the task of exploring ways in which the disparity can 

be resolved. 

Detailed studies by the committee were extensive. For 

example, Wiesen (61) performed an in-depth analysis of 

Congressional intent on auditor's duties when the landmark 

legislation of the 1930's was passed, as well as contempo-

rary expectations of the auditor by the SEC and its staff. 

Wiesen notes that " . . . the auditor's work was perceived 

by Congressional committees in 1933-3^ to be burdened with 

certain inherent limitations, and they have persisted" 

(61, p. 112). Critical comments by the SEC staff include 

the following: 

The auditor is skilled in accounting manage-
ment, and he should look at the business practices 
and see if the accounting makes sense (6l, p. 73). 

Changes in the fundamental nature of the 
business should have been red flags to the auditor. 
But the auditor ignored them by analogizing the 
accounting to GAAP appropriate to other circum-
stances (61, p . 7*0 • 

When the risk of miscalculation is high, 
accountants should demand a higher degree of evidence 
(61, p. 75). 

There is a lack of communication among review 
partners and people working on the audit . . . 
communication gaps exist (6l, p. 90). 
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It is apparent from these comments—and others even 

more critical—that a definite expectations gap does 

exist between the SEC staff and the auditor as to the 

extent of this real responsibilities. 

Davidson (22) conducted an extensive analysis of 

statistical surveys on user expectation. He, too, concludes 

that there is an expectations gap between the user and the 

auditor. His observations include the following: 

Users of financial statements expect the 
auditor to intrude into company affairs and to 
exercise a degree of surveillance over management 
that is not at present exercised (22, pp. 94-95). 

Users appear to want the auditor to take a 
greater responsibility for the detection and 
prevention of fraud and possibly adverse manage-
ment behavior (22, p. 95). 

They also appear to expect the auditor to take 
a much more active role in assuring better dis-
closure and to assume a greater responsibility for 
the quality of financial statements, especially 
where alternative accounting principles are 
involved (22, p. 95). 

Concern is evident among all users regarding 
the auditor's independence and objectivity. Most 
tend to feel that the auditor tends to favor 
management when there are conflicting expectations 
(22, p. 95). 

Epstein analyzed the corporate shareholder's view of 

the auditor's report, and he summarizes his analysis with 

a quote from one of the shareholders. "Why read the 

auditor's report—it always says the same thing. I look 

at the name of the auditor—if I heard of it, I figure the 

company's ok and the statements are ok" (25, p. 3). 
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Epstein notes that this line of reasoning represents about 

twenty percent of the respondents who chose to include 

written remarks. 

Ziegler (64) analyzed the views of three groups of 

financial statement users—financial analysts, bankers, 

and individual shareholders—concerning the meaning of the 

standard audit report. As a whole, the respondents viewed 

themselves as being knowledgeable readers. Ninety-one 

percent indicated that they understand "all" or "almost 

all" of the audit report. As to whether they read the 

report carefully, seventy percent of the bankers responded 

yes, twenty-eight percent of financial analysts agreed, and 

twenty-seven percent of the shareholders concurred. 

Seidler in his analysis of symbolism and communication 

in the auditor's report concluded that "The present auditor's 

report is not a certificate, a report, nor an opinion; it 

is a symbol. It is a symbol not only to the so-called 

unsophisticated user, but to the informed, professional 

investor as well" (55, p. 34). 

After two and one-half years of research and delibera-

tion, the Cohen Commission released its tentative conclusions 

(3). Reactions to this tentative report were gained through 

oral and written presentations made to the committee in 

public meetings held in Washington, D.C., in June, 1977; 

and in early 1978, the final report was issued (4). Although 

the entire report relates to the scope of the auditor's 



38 

responsibilities, this dissertation is primarily concerned 

with Section 7—The Auditor's Communication with Users. 

The committee concludes that communication between the 

auditor and users of his work—especially through the 

auditor's standard report—is unsatifacttory. It suggests 

that many users misunderstand the auditor's role and 

responsibilities, and that the present standard report 

only adds to the confusion. The remedy is more than just 

devising alternative wording in the report. "It requires 

analyzing the auditor's communication process to determine . 

its goals and searching for better ways to reach them" 

(4, p. 71). 

The committee specifically concludes that standardi-

zation has caused the short-form report to be regarded 

merely as a symbol, or seal of approval, and that It Is no 

longer read—merely noted in passing. Two specific recom-

mendations are a new auditor's report and a mandatory 

management report. 

Revised Auditor's Report 

In order to counteract the criticism that the auditor's 

report is an unread symbol—since the total report looks 

identical in every case—the Cohen Commission has proposed 

a change in format and in length (Pig. 12). 
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Financial Statements 

The accompanying consolidated balance sheet of XYZ 
Company as of December 31, 1976, and the related 
statements of consolidated income and changes in 
consolidated financial position for the year then 
ended, including the notes, are the representations 
of XYZ Company's management, as explained in the 
report by management. 

In our opinion, those financial statements in all 
material respects present the financial position of 
XYZ Company at December 31, 1976, and the results of 
its operations and changes in financial position for 
the year then ended in conformity with generally 
accepted accounting principles appropriate in the 
circumstances. 

We audited the financial statements and the account-
ing records supporting them in accordance with 
generally accepted auditing standards. Our audit 
included a study and evaluation of the company's 
accounting system and the related controls, tests 
of details of selected balances and transactions, 
and an analytical review of the information pre-
sented in the statements. We believe our auditing 
procedures were adequate in the circumstances to 
support our opinion. 

Other Financial Information 

We reviewed the Information appearing in the annual 
report (or other document) in addition to the fi-
nancial statements, and found nothing inconsistent 
in such other information with the statements or 
the knowledge obtained in the course of our audits. 
(Any other information reviewed, such as replacement 
cost data, would be identified.) 

We reviewed the interim information released during 
the year. Our reviews were conducted each quarter 
(or times as explained) and consisted primarily of 
making appropriate inquiries to obtain knowledge of 
the internal accounting control system, the pro-
cess followed in preparing such information and of 
financial and operating developments during the 
periods, and determining that the information appeared 
reasonable in the light of the knowledge we obtained 
from our Inquiries during the current year, from any 
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procedures completed to the interim date in con-
nection with our audit for such year, and from our 
audits for such year, and from our audits for 
preceding years. Any adjustments or additional 
disclosures we recommended have been reflected in 
the information. 

Internal Accounting Controls 

Based on our study and evaluation of the accounting 
system and related controls, we concur with the 
description of the system and controls in the report 
by management (or, Based on our study and evaluation 
of the accounting system and controls over it, we 
believe the system and controls have the following 
uncorrected material weaknesses not described in the 
report by management . . .) (or other disagreements 
with the description of the system and controls in 
the report by management) (or a description of 
uncorrected material weaknesses found if there is no 
report by management). Nevertheless, in the perfor-
mance of most control procedures, errors can result 
from personal factors, and also, control procedures 
can be circumvented by collusion or overridden. 
Projection of any evaluation of internal accounting 
control to future periods is subject to the risk 
that changes in conditions may cause procedures to 
become inadequate and the degree of compliance with 
them to deteriorate. 

Other Matters 

We reviewed the company's policy statement on em-
ployee conduct, described in the report by management, 
and reviewed and tested the related controls and 
internal audit procedures. While no controls or 
procedures can prevent or detect all individual mis-
conduct, we believe the controls and internal audit 
procedures have been appropriately designed and 
applied during the year. 

We met with the audit committee (or the board of 
directors) of XYZ Company as often as we thought 
necessary to inform it of the scope of our audit 
and to discuss any significant accounting or auditing 
problems encountered and any other services provided 
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to the Company (or indication of failure to meet 
or insufficient meetings or failure to discuss 
pertinent problems). 

Pig. 12—Revised auditor's report, 1978 

Source: American Institute of Certified Public 
Accountants, Report, Conclusions, and Recommendations 
(4, pp. 77-78) 

The proposed revision consists of a series of para-

graphs, each describing a major element of the audit 

function. The wording, or wording alternatives, for each 

paragraph and the captions are standardized, but they 

will vary with the circumstances. In this regard, it is 

expected that users will be forced to devote greater 

attention to the content of the auditor's report without 

losing the benefits of standardized wording. The intent, 

therefore, is to compel the reader to analyze the auditor's 

conclusions, rather than to accept the form itself as a 

symbol or seal of approval. It should be noted that this 

revised report omits any reference to the word "inconsis-

tency" since—in the view of the committee—such reporting 

is the responsibility of management, not the auditor. One 

other point about the revised report Is the injection of 

the personal pronoun "we" In several places. 

Separate Report by Management 

The committee also recommended that a separate report 

by management be included with financial statements. This 
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mandatory report would set out the role and responsibilities 

of management with regard to financial statements (Fig. 13). 

We prepared the accompanying consolidated balance sheet 
of XYZ Company as of December 31, 1976, and the related 
statements of consolidated income and changes in con-
solidated financial position for the yea.r then ended, 
including the notes (or, the named statements have been 
prepared on our behalf by our independent auditor from 
the company's records and other relevantsources). The 
statements have been prepared in conformity with gener-
ally accepted accounting principles appropriate in the 
circumstances, and necessarily include some amounts 
that are based on our best estimates and judgment. The 
financial information in the remainder 0;f this annual 
report (or other document) is consistent with that in 
the financial statements. 

Internal Accounting Controls 

The company maintains an accounting system and related 
controls to provide reasonable assurance that assets 
are safeguarded against loss from unauthorized use or 
disposition and that financial records are reliable for 
preparing financial statements and maintaining account-
ability for assets. There are inherent limitations 
that should be recognized in considering the potential 
effectiveness of any system of internal accounting 
control. The concept of reasonable assurance is based 
on the recognition that the cost of a system of internal 
control should not exceed the benefits derived and that 
the evaluation of those factors requires estimates and 
judgments by management. The company's system provides 
such reasonable assurance. We have corrected all mate-
rial weaknesses of the accounting and control systems 
identified by our independent auditors (name of auditors) 
(or, We are in the process of correcting: all material 
weaknesses . . .) (or, We have corrected; some of the 
material weaknesses but have not corrected others be-
cause . . . ) . ' 

Other Matters 

The functioning of the accounting system and related 
controls is under the general oversight of the board 
of directors (or the audit committee of the board of 
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directors). The members of the audit committee are 
associated with the company only through being 
directors. The accounting system and related controls 
are reviewed by an extensive program of internal 
audits and by the company's internal auditors. The 
audit committee (or the board of directors) meets 
regularly with the internal auditors and the indepen-
dent auditors and reviews and approves their fee 
arrangements, the scope and timing of their audits, 
and their findings. 

We believe that the company's position in regard to 
ligigation, claims and assessments is appropriately 
accounted for or disclosed in the financial statements. 
In this connection we have consulted with our legal 
counsel concerned with such matters and they concur 
with the presentation of the position. 

The company has prepared and distributed to its em-
ployees^ a statement of its policies prohibiting certain 
activities deemed illegal, unethical, or against the 
best interests of the company. (The statement was in-
cluded in the 197X annual report of the company; copies 
are available on request). In consultation with our 
independent auditors we have developed and instituted 
additional internal controls and internal audit pro-
cedures designed to prevent or detect violations of 
those policies. We believe that the policies and pro-
cedures provide reasonable assurance that our operations 
are conducted in conformity with the law and with a high 
standard of business conduct. 

(If^applicable, During the past year our independent 
auditors provided the company with certain non-audit 
services. They advised us in the preparation of (or, 
if applicable, They prepared) the company's income tax 
return; they assisted in the design and installation 
of a new inventory control system; and they performed 
the actuarial computations in connection with the 
company's pension plan.) 

(If applicable, The board of directors of the company 
in March, 1976 engaged Super, Sede & Co., Certified 
Public Accountants, as our independent auditors to 
replace Test Check & Co. following disagreements on 
(accounting principles, disclosures, or the scope of 
the examination). Test Check & Co. agrees with that 
description of disagreements.) 

Fig. 13--Management report, 1978 

Source: American Institute of.. Certified Public Accoun-
tants, Report, Conclusions, and Recommendations (4, pp. 78-80) 
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The committee's expectations are that this separate 

management report will help to clarify the distinction 

between the role of management and the role of the auditor 

in regard to financial statements. It is Interesting to 

note that the Financial Executives Institute, representing 

top financial management, has come out in support of this 

separate management report. 

The committee also examined other areas of potential 

misunderstanding—such as communication by inference, 

hazards of technical terminology, and the need for addi-

tional messages. Questions generated by examination of 

these aspects are subsequently explored in this disser-

tation through personal interviews to determine how users 

perceive these problem areas. 

Response to Cohen Commission Report 

During and following the public hearings, organi-

zations representing the public accounting profession and 

related organizations expressed their views on the various 

recommendations contained in the report. These organi-

zations include all of the national public accounting firms, 

regional and local public accounting firms, the Financial 

Analysts Federation, the Financial Executives Institute, 

and the American Academy of Actuaries. The consensus of 

opinion about the report may well be expressed in the 

following statement by a partner of one of the national 

public accounting firms: 
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There was a wide range of views expressed, 
but there seemed to be general agreement that 
reforms are desirable in clarifying the auditor's 
responsibilityj in establishing auditing standards, 
in the content of the auditor's report (particu-
larly in regard to internal control), in the 
detection of fraud, and in the selection of alterna-
tive accounting principles (37, p. 3)-

This section has reviewed the professional response 

to problems associated with the auditor's report. The 

following section will examine Congressional inquiries 

into the same subject. 

Related Congressional Investigations 

Parallelling the private sector's response to criti-

cism of the auditor and his report, the public sector also 

began to "delve into abuses" in the areas of disclosures 

and uniformity in accounting standards. These invest!^ 

gations were conducted by both Houses of Congress and were 

the direct result of corporate bankruptcies, landmark 

court cases, and alleged payments of bribes to officials 

of foreign countries. The two investigations will be 

considered separately in the discussions that follow. 

House of Representatives' Inquiry 

On April 20, 1975 5 Subcommittee Chairman John E. Moss 

announced the beginning of a comprehensive study of federal 

regulatory agencies. The study's purpose was to include an 

assessment of the independence, performance, and economic 

effects of the activities of regulatory agencies under the 
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subcommittee's jurisdiction. The study included six 

independent commissions and three executive branch agencies. 

The independent commission applicable to this research is 

the Securities and Exchange Commission. In its subsequent 

report issued in October, 1976, the subcommittee made the 

following recommendation: 

(2) To restore confidence in the system of 
corporate accountability and to protect the public 
interest and public investors, the SEC should 
require to the maximum extent practicable uniform 
accounting principles and auditing standards, assure 
that certified public accountants are effectively 
independent of the corporation being audited, and 
enforce the corporate disclosure requirements of the 
Federal securities laws stringently (39, p. 18). 

In a later warning to the profession, Representative 

Moss held out hope that the private sector would still take 

whatever action required, as follows: 

I will not introduce the legislation my staff 
is drafting if I am convinced that real progress is 
being made within the industry to remedy its pro-
blems; I believe that the Congress would much prefer 
that the accounting profession take steps itself to 
solve the problems facing it. As long as reasonable 
progress is being made down that road, I do not 
believe that Congress will legislate. If I may mix 
a metaphor, the ball is in your court, so don't 
fumble it (49, p. 1) 

Subsequent events indicate that the legislator—although 

retiring from public office in the near future—is not con-

vinced that the private sector can and will take the desired 

remedial action. By mid-1978 he had introduced comprehensive 

legislation regulating the activities of public accounting 

firms practicing before the SEC. The bill would establish 
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a "National Organization of SEC Accountancy" and would 

require any public accounting firm with one or more 

publicly held clients to register. Under the proposed 

legislation a five-member SEC-appointed board would be 

authorized to review and investigate auditors that are 

registered. Under the proposed measure, the SEC would be 

required to take the following action: 

. . . determine a list of issues, relating to 
accounting principles and auditing and quality 
control standards, to be addressed on a priority 
and timely basis, and to develop and issue account-
ing principles and auditing standards if the 
appropriate designated organizations fail to 
develop principles and standards in a satisfactory 
manner (44, p. 3)• 

The profession's response to this proposal has been 

basically negative, to say the least, and highly uncompli-

mentary, to say the most. (See comments of respondents 

interviewed in a later chapter of this dissertation.) As 

of this writing, no further action has been taken by the 

Congress to institute Representative Moss' recommendations, 

The next section will consider corresponding efforts 

by the upper house to correct alleged abuses by the 

profession. 

Senatorial Investigations 

In the latter part of 1975 a Senate subcommittee 

chaired by Senator Metcalf began a study of the federal 

government's role in establishing accounting practices 

which are used by publicly owned corporations in reporting 
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financial and other information to the public. In the 

subcommittee's words, "The study was precipitated by 

continual revelations of previously unreported wrong-

doings by major corporations, as well as a series of 

corporate failures and financial difficulties which have 

come to light in recent years" (57). The subcommittee 

attributes some of the problems to accounting practices 

that failed to reflect accurately the substance of corpo-

rate business activities. 

Subsequent findings of the subcommittee are highly 

critical of the public accounting profession for its lack 

of independence from the corporations being audited, for 

the dominance of the national accounting firms over the 

setting of accounting standards through dominance over 

the activities of the Financial Accounting Standards Board 

(FASB)j and for insistence by the SEC—as a regulatory 

agency in delegating its public authority and responsi-

bilities in accounting matters to private self-interest 

groups. The following devastating critique expresses the 

subcommittee's views: 

Because of their broad social and economic 
significance, accounting issues must be addressed 
by Congress and the public in a manner which 
insures that the public interest is protected. 
If past abuses are to be prevented in the future, 
it is important that the accounting establishment, 
which has permitted many abuses to occur, be under-
stood. Accounting issues are too important to be 
left to accountants alone (56, p. 2). 
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The profession's rebuttal to Senator Metcalf's charges 

were vocal and highly critical. They included official 

responses by the Financial Accounting Foundation/Financial 

Accounting Standards Board (28), AICPA (2), American 

Accounting Association (AAA) (1), AICPA Commission on 

Autitor's Responsibilities (36), SEC (38), as well as state-

ments by several public accounting firms. The latter group 

includes Price Waterhouse & Company (51), Haskins & Sells 

(35), Arthur Andersen & Company (7), Ernst & Ernst (26), 

and Coopers & Lybrand (20). Although recognizing room for 

improvement in the accounting and auditing professions, the 

consensus of the rebuttals is that the abuses—to the extent 

that they exist—can be more appropriately corrected by the 

private sector. Dominance by the national accounting firms 

over the setting of accounting standards is denied, and the 

effectiveness of the existing joint efforts of the SEC and 

the private sector efforts is affirmed. 

Dillon and Hermanson conducted a survey of attitudes 

of certain interested parties to the Metcalf committee 

report (24). Those surveyed represented three source 

groups: AICPA, AAA, and the Financial Executives Institute. 

The overwhelming majority of the three groups believe that 

the federal government should leave the area of accounting 

standard-setting to the private sector. 
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Moreover, the SEC—in its first report to the 

Congress on the progress of the profession's efforts to 

correct abuses—stated that it has " . . . not concluded, 

at the present time, that comprehensive direct govern-

mental regulation would be a superior means of ensuring 

that accountants discharge their responsibilities with 

proper regard for the public interest (^5, p. 7)." 

An academician supports the private sector's point 

of view in the following statement: 

Finally, there is reason to believe that the 
proposed system would not work as well as the pre-
sent one. We still do not have clear accounting 
objectives upon which to base a superior system. 
Even if we did, the pressures that would certainly 
be brought to bear on the new standard-setting 
agency would force conformity with political 
considerations to pervert accounting standards for 
the sake of achieving social objectives (34, p. 16). 

The consensus by the private sector at this time is 

that peer review (a procedure whereby each public account-

ing firm is audited by another public accounting firm) and 

the privately estabished oversight board on accounting 

firms practicing before the SEC will serve to prevent 

future abuses. Direct governmental control would be 

undesirable. 

Summary 

According to the literature, the auditor's report 

has evolved through at least eight separate and distinct 

revisions in the United States from the turn of the 

century to the present. Currently, a ninth revision is 
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being proposed. These changes have been the result of 

professional, agency, and Congressional imput based on 

the perceived needs of the times. 

The following chapter will examine the literature 

relating to communication theory and its application to 

the auditor's report. 
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CHAPTER III 

COMMUNICATION THEORY AND APPLICATIONS 

The goal of this chapter is to explore selected 

communication theory concepts and applications as they 

pertain to interpersonal, small-group and mass com-

munication techniques. The role of audited financial 

statements as it relates to these concepts and techniques. 

The role of audited financial statements as It relates 

to these concepts and techniques are also analyzed. The 

chapter concludes with a summary reflecting the perceived 

need to reduce miscommunication in the auditor's report. 

Concepts of Communication Theory 

General semantics represents a basic element of 

communication theory. It provides a conceptual scheme 

for analyzing a person's perception of reality and efforts 

to symbolize these perceptions. Pettit defines the term 

as " . . . how man perceives reality and . . . structures 

his perceptions and relates to the real world through 

symbols. General semantics attempts to relate three areas 

of human developmemt: man's thought .processes, his 

language function, and his behavioral responses" (25, p. 1) 

Korzybski, the founder of general semantics, maintains 

that the structural assumptions implicit in any language 
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are, of necessity, reflected in behavior. Consider the 

following statement: 

A language, any language, has as [sic] its 
bottom certain metaphysics which ascribe, con-
sciously or unconsciously, some sort of structure 
to the world . . . . 

Now these structural assumptions are inside our 
skin when we accept language, any language . . . . 

We do not realize what tremendous power the 
structure of an habitual language has. It is not 
an exaggeration to say that it enslaves us through 
the mechanism of semantic reactions and that the 
structure which a language exhibits, and impresses 
upon the world around us (17, p. ix). 

Three of Korzybski's basic principles upon which his 

non-aristotelian system is built are as follows: 

Non-identify.—The principle can be restated as "The 

map is not the territory," or "The word is not the thing." 

Thinking denies identification as the fundamental order of 

nature, illustrating that the "is of identify" arrests 

process thinking. In his view, consciousness of abstraction 

levels and the process point of view puts human thinking 

into a more realistic perspective. 

Non-allness.—This principle assumes that words do not 

represent all of the territory. Thus, since words can never 

convey precisely what one "knows" on a nonverbal level of 

reality—regardless of how much is said—there is always 

more that can be known about that thing, subject, or event 

which cannot be linked with words. 
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Self-reflexiveness.—This principle applies mainly 

to an ordering of abstractions on the verbal levels. 

Through language it is possible to describe perceptions 

of reality and infer about these descriptions to others. 

By ordering abstractions, the structure of reality and 

the structure of language can be seen in a more enlighten-

ing frame of reference. 

The orientation recommended by Korzybski to free the 

individual from the "tyranny of words" was termed 

extensional. This term means to be aware of things, 

facts, and operations in the way they are related to 

nature, instead of the way they are talked about. Accord-

ing to Rapoport (26), the extensionally oriented person 

differentiates better than the word-minded or intensionally 

oriented. He is aware of the basic uniqueness of things 

and events; therefore, he is more aware of change than the 

intensionally oriented person who mistakes the fluid, 

dynamic world around him for the static, rigid world of 

labels, qualities, and categories in his head. Hayakawa 

(18) believes that the extensional meanings of words refer 

to that which is talked about, or the denotation of an 

utterance. In other words, it points to or describes the 

word in an extensional or physical world. The extensional 

meaning cannot actually be expressed in words because it 

represents that for which words stand. On the other hand, 

the intensional meaning of a word is that which is suggested 
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(connoted) inside a person's head. When more words are 

uttered in order to express the meanings of words, 

intensional connotation is being given. Intensional 

meanings may be considered as a general term covering 

such errors as the unawareness of contexts, the tendency 

toward automatic reactions, the confusion of levels of 

abstraction (confusing what is inside one's head with 

what is outside), the consciousness of similarities but 

not differences, and the habit of being content to explain 

words by definitions—that is by more words. 

Korzybski pioneered in a study of the thinking 

activity referred to as "abstracting," and Bois expanded 

this idea by explaining that "A word is multiordinal 

when, without any change in its dictionary meaning, it is 

used in the same sentence—or the same context—to refer 

to different orders of abstraction . . . to the vertical 

aspect of our thinking" (5, p. 92). The main character-

istics of multiordinal terms are that on different levels 

of abstraction they may have different meanings and 

significance. The result is that such terms have no 

general meaning, because the meanings are determined 

entirely by the given context, which establishes the dif-

ferent orders of abstraction. Numerous examples of 

multiordinality can be found in the every-day vocabulary 

of an individual. Consequently, in order to be soundly 

operational, the questions of who, what, when, where, and 
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how should be answered, and levels of abstraction and 

existence must be determined. 

Bois (5j p. 20) also draws upon ideas first presented 

by Korzybski in the consideration of man as a "semantic 

reactor." According to this scheme, man is not made up 

of two parts—body and mind—that act upon the other. 

Rather, he is a single, complex, integrated organism whose 

activities may be described under the following different 

aspects: (a) the electrochemical activities of man from 

conception to death; (b) sensory perceptions and automatic 

movements of the vital organs; (c) feeling activities such 

as drives, ambitions, desires, and reactions to values; 

(d) thinking, covering all activities of symbolization— 

conceptualizing., or talking to self and talking to others 

by words and by writing. All four clusters overlap and 

interact. Bois then introduces a fourth dimension—time— 

representing past experiences and expectations about the 

future. Consequently, for understanding intrapersonal and 

interpersonal relationships, man is described as a " . . . 

thinking, feeling, self-moving, electro-chemical organism 

in continuous transaction with a space-time environment" 

(5, p. 22). 

Other writers, such as Lee (21) and Haney (15), have 

taken Korzybski's concepts and expanded them further. 

Lewis (22, pp. 7^-83) notes that these expansions include 
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the following factors as barriers in the communication 

process: 

Bypassing.—The tendency to ignore the fact that the 

same words can mean different things to different people. 

Allness.—The tendency to think you know it all or 

have said it all about a particular subject. 

Evaluation tendencies.—-The tendency to confuse facts 

with personal opinions, engage in either/or thinking, or 

close your mind because of bias or prejudice. 

Blinderedness.—The tendency to see one and only one 

way of doing something. 

Thalamic reaction.—The tendency to mistake attempts 

to be friendly with attempts to transmit information. 

Misuse of "is".—The tendency to use the word "is" 

as though it were an arithmetic equals sign. 

Misuse of "and".—The tendency to use the word "and" 

as though it were an arithmetic plus sign. 

Lewis stresses that each of these barriers can be 

crucial impediments to the proper flow of messages. 

Bois (6, pp. 1-20) notes that in order to study com-

munications, we must see it as a phenomenon that belongs 

to the behavioral world. By this term, he means the complex 

whole of man active in this total-space-time-environment— 
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as previously discussed. Within this behavioral world, 

communication is not limited to its verbal aspect. Rather 

as a holistic human experience it may be considered as a 

preserver of pre-established distance, as an occasion for 

mutual push-and-pull exchange of energy, and as a symbiotic 

compounding of thoughts and values toward a common enrich-

ment of participating personalities. He thus classified 

all communication into three levels, as follows: 

Communication 1.—This level involves the recognition 

or presence-at-a-distance. There is the making of conver-

sation, pleasantries, etc., with established conventions 

of politeness and formality--as with a diplomat, a poli-

tician, or an acquiescent spouse. This level represents 

communication without engagement. 

Communication 2_.—Here the communicators engage in 

an exchange of semantic energies—as with a debate or 

dialogue—using the rules of clever logic. This level 

represents communication patterned after action and 

reaction. 

Communication _3. This level is a ritual transaction, 

as blending of semantic reactions, a sharing of feelings, 

values, and purposes—fully expressed and fully acknowl-

edged. It is better described as communion rather than 

communication, since the symbiotic experience is the focus, 

and the exchange of thoughts is merely a by-product. 
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According to Bois, most communication takes place on 

the number two level and " . . . successful communication 

is still, in too many cases for us to feel complacent about 

it, a matter of sheer luck" (6, p. 20). 

Much more could be written about the ramifications of 

general semantics as a vital part of communication theory. 

Suffice to say, communication theory presents unique oppor-

tunities for understanding individualized human beings—in 

person, in correspondence, and messages such as the auditor's 

report. Ignorance of its warnings increased the probability 

of misunderstandings. 

This section has reviewed the concepts behind selected 

aspects of communication theory. The following section will 

concern itself with past efforts to develop models of this 

communication process. 

Communication Models 

Numerous efforts have been made over the past thirty 

years to develop "workable" communication models. Most of 

these models can be reflected schematically in a manner that 

can convey the communication process more readily than mere 

words. Several of these models are illustrated below. 

Mathematical Models 

Mathematical models of communication were developed 

in the cybernetics field by those who believe that the 

human organism is essentially the same as a machine (31). 
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One of the conventional diagrams of the communication 

engineer-adopted by many communication theorists and model 

builders—is the Shannon-Weaver information theory model 

(3?)., as illustrated in Fig. 14. 

Information 
Source Transmitter Receiver Destination 

Signal Received Message Message 

Noise Noise 
Source' 

Pig. 14—Shannon-Weaver information theory model 

Source: Shannon Claude and Warren Weaver, The 
Mathematical Theory of Communication (32, p. 7) " 

The emphasis in the Shannon-Weaver model is transmitting 

accurate messages for any type of communication situation. 

Components of this linear model include an information 

source sending a message through a transmitter. The latter, 

in turn, produces a signal that will be picked up by the 

receiver, thus enabling the message to reach the destination. 

Built into the model is the noise source which can interfere 

with the reception of the message. Noise is generally 

defined as anything that interferes with the transmission 

of the intended message. A criticism of this model is that 

there is no provision made for feedback within the system 

nor is there any indication that noise might interfere at 

other points along the model (22, p. 108). 
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Human Behavior Models 

Several models have been developed in the human behavior 

area. One of these representations is the Westley-MacLean 

model. Although their original approach was for face-to-

face communication, the model was expandable to illustrate 

a two-step flow of information or mass communication when 

other persons are added. Figure 15 illustrates the mass 

communication approach. 

Pig. 1 5 — W e s t l e y - M a c L e a n mass communication model 

Source: Westley, Bruce H. and Malcolm S. 'MacLean, Jr., 
"A Conceptual Model For Communications Research," Journalism 
Quarterly (35, p. 35) 

Primary strengths of the model are its perceptive 

representation of the two-step flow of communication and the 

inherent nature of feedback. A criticism is that the model 

does not appear to be dynamic as in an on-going process 

(22, p. 110) . 

Another instrument in the human behavior category is 

that known as the Berlo Model (1). This source-message— 

channel-receiver paradigm has had a definite impact on the 

study of communication. Fig. 15 illustrates such a model. 
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Berlo's model is non-linear and shows the interactional 

qualities of those involved in the communication process. 

The source and receiver are similar in nature since both 

possess certain communication skills, attitudes, and knowl-

edge. Both also receive inputs from their social system 

and culture. The message transmitted.is defined in terms 

of its content, elements,.treatment, structure and code. 

The channel for sending and receiving messages consists of 

the individual's five senses—seeing, hearing, touching, 

smelling, and tasting. Criticism in the literature is that 

it does not depict how the sender and receiver interact 

and how feedback works in this type of system (22, p. 110). 

The Whitehead interpersonal communication model (36) 

also attempts to depict the communication process. Pig. 17 

illustrates this particular model. 

Stimulus*- Interpretive Process -**• Meaning -^Behavior 

Fig. 17—Whitehead interpersonal communication model 

Source: Whitehead, Carlton J., "Communication—A key 
to Managerial Effectiveness," Michigan State University 
Business Topics 

This approach emphasizes the receiving of messages—the 

process one goes through when he hears, comprehends, and 

acts as intended. Thus, when a meaning similar to the one 

motivating the message has been assigned by the receiver, 

communication is consummated. It can also be projected to 

the man-person level. However, a word of caution is that 
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perfect communication is rare and occurs only in degrees. 

If the interpreted meaning deviates from the motivated 

meaning, then miscommunication occurs. 

Transactional Models 

A third type to be illustrated is the relatively 

recent Wenberg-Wilmot infinity—transactional model (34), 

which uses the infinity symbol to demonstrate that communi-

cation is a never-ending process (Pig. 18). 

The model can be expanded by similar loops to reflect 

several participants in the communication transaction. 

The approach reflects a personal, transactional process 

because the meaning or understanding acquired differs with 

each individual. Efforts to acquire meaning or understand-

ing simultaneously emit signals that may be perceived by 

others. There is a continuous attempt to understand, and 

any communicative encounter is affected by all that has 

occurred. Moreover, the encounter affects all that follows 

Viewing the nature of communication as a transactional 

process is partically based on a theory of behavioral modi-

fication known as transactional analysis (TA). TA is an 

approach to understanding human behavior based on how 

people interact and relate to each other (2, 16). Berne 

(3) notes that the importance of TA for communication 

purposes is that it establishes an open and authentic 

communication possibility between the affective and intel-

lectural components of the personality. 
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This section has illustrated various attempts to depict 

the communication process in a schematic manner. The fol-

lowing section will focus on communication techniques as 

they relate to three distinct categories-—interpersonal, 

small-group, and mass communication. 

Communication Techniques 

Research during the decade of the sixties indicates 

that the average American spends about seventy percent of 

his active hours communicating verbally—listening, speak-

ing reading, and writing, in that order (1). Nothing in 

the literature would suggest that this percentage has 

decreased significantly during the seventies. Language, of 

course, is only one of the codes used to express ideas— 

nonverbal gestures include facial expressions, movements 

of the hands and arms. Color, size, and distance in printed 

publications are also used as signals in communication. In 

other words, anything to which one can attach meanings may 

be and is used in communication. 

Interpersonal Communication 

Bormann (7) points out that people were able to talk 

to each other long before they learned to share their ideas 

and information through reading and writing. Speech was 

the only means of verbal communication for thousands of 

years before language was either written or printed. As 

cooperative efforts became necessary, crude signs and 
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signals slowly developed Into a more formal and useful 

language. This expansion was accomplished through hand-

written documents and, eventually—through the efforts of 

Gutenberg—to the printed document. 

Printed documents today are the underlying basis of 

both government and law, and there is a tendency to feel 

overwhelmed by the vastness or sheer numbers involved. 

Whyte (373 p. 38) developed the thesis that "The greatest 

enemy of communication is the illusion of it." In other 

words, just because a memorandum (or an auditor's report) 

has been sent is not assurance that the receiver is aware 

of the intended message. Contemporary writers are decrying 

the fact that the nation seems to be "drowning in a sea of 

paper" (7, p. 8). 

In the previous section, Berlo's model (for example) 

illustrates the concept of communicating in a personal 

context. Johnson's (19> PP« 47-56) "The fateful process of 

Mister A talking to Mister B" Is a classic example of the 

problems involved in interpersonal communication. These 

problems are concerned with the day-to-day contact among 

individuals through the written and spoken word, as well 

as symbols. The distinguishing characteristic of inter-

personal communication is that It permits instantaneous 

"feedback"—both to the sender and to the receiver as to 

whether the intended message has been received. Although 

absolute clarity is rarely achieved in the communicative 
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process—because of the existence of noise cluttering up 

the meaning—the various writings tend to indicate that 

the possibility of achieving this clarity is much greater 

with interpersonal communication than with the remaining 

two categories to be discussed. 

Small-Group Communication 

This category represents a "hybrid" between inter-

personal and mass communication. Many of the techniques 

of both approaches are utilized. For example, if the small-

group receiver is listening to an oral presentation, the 

"commonality" and motivation of the listening audience is 

more readily assured than would be the case if mass com-

munication techniques were applied. On the other hand, 

the effectiveness would generally be less than it would be 

for interpersonal communication techniques. Moreover, the 

possibilities of feedback to endure the clarity of the mes-

sage are still possible through the existence of "question-

and-answer sessions." This possibility of feedback is 

clouded to some extent by the fact that many individuals 

in the audience would not ask questions to clarify the 

message—fearing ridicule for their "ignorance." Moreover, 

many people would not ask questions believing they already 

understand the meanings—although, perhaps, the message 

they have received is not information but misinformation. 

In a written communication—letters, memorandums, 

financial reports-—possibilities of feedback in a small-group 
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setting are present but on a more delayed basis. The same 

timidity or belief in understanding the message can also 

occur here, as with interpersonal communication. On the 

positive side, however, is the fact that the message can 

be aimed at select groups with similar backgrounds and 

motivations. This selectivity can, in effect, reduce the 

noise level and make miscommunication less likely. 

Bormann (7) in a study on improving communications 

in the small-group setting found that the more cohesive 

the group, the more efficient the communication within the 

group. He defines "cohesive" as depicting the situation 

where most of the members work for the good of the group. 

They exhibit team spirit and recognize the group as an 

entity of importance to them personally. In his opinion, 

this cohesiveness is directly related to the effectiveness 

of speech-communication within the group and results in a 

greater desire among the members to communicate—creating 

a climate that encourages feedback. 

Mass Communication 

According to McLuhan (23)» media are the extensions 

of man. In his view, one's hands are media, as well as the 

wheels one rides on. Television, radio, newspapers, and 

magazines are media because they extend one's senses. An 

individual has at least three kinds of media available to 

him—one that carries his own messages (voice and gestures), 
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one that brings messages (television, newspaper), and one 

that does both (the telephone). Scharmm (30) believes 

that hands must qualify as two-way media because they 

carry messages through contact and bring back messages 

through the sense of touch. Obviously media existed before 

mass media. Pre-mass media included the talking drum, the 

smoke signal, the town crier, and the bazaar because they 

all extend beyond man and his ability to communicate. Today 

mankind is surrounded by mass media techniques aimed at 

communicating, educating, or persuading. Quite often 

the intended purpose cannot be differentiated by the 

receiver, and he accepts one or more purposes as it is 

perceived. 

According to Schramm, more is known about communica-

tion than is revealed and more is known about the effects 

of mass communication than is utilized. Note the following 

passage: 

Our communication troubles are not with the 
machine interposed in the process; they are with 
man's use of these things. There is no magic in 
communication per se. When we report, as we do so 
often today, that there has been a "failure in com-
munication," we really mean that there has been a 
human failure. And more often than not, the true 
failure has been not in the communicative behavior 
but in the pre communication behavior—the formation 
of beliefs and attitudes and policies that provide 
the reason for communicating and the substance to 
be communicated (30, p. 292). 

This study has used the term "feedback" several times 

without actually defining it. This term represents an idea 
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derived from communication theory and means a return flow 

from the message. In interpersonal communication, a 

speaker hears his words at the same time, or practically 

at the same time, that the other party hears them. He can 

judge for himself how well he has spoken. When it does 

not exist or is delayed—as in mass communication when the 

audience is remote and personally unknown to the communi-

cator—the communicator can suffer doubt and concern, and 

the audience can suffer frustration and hostility (30). 

One other extremely significant point to be considered 

in this area of communication is the "commonality" of 

experience. Schramm notes that in this communication 

relationship the following occurs: 

. . . each participant brings a well-filled^ 
space, funded and stored experiences, against which 
he interprets the signals that comes to him and 
decides how to respond to them. If two people are 
going to communicate effectively, their stored 
experiences have to intersect over some topic of 
common interest (30, P- 43). 

Schematically demonstrating Schramm's point is Pig-. 19-. 

If the circles below represent A's and B's life spaces, the 

overlapping area AB is the setting for their communication. 

Fig. 19—Setting for effective communication 

Source: Schramm, Wilbur, Men, Messages, and Media 
(30, p. 43) 
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The significance of this setting is that there are 

different gradients of mass communication. In its broadest 

form, neswpapers, television, radio, and magazines aim 

their message to the entire audience, and they base their 

content on what they believe the masses desire in the 

messages transmitted. These desires are determined by 

feedback—though often delayed—by surveys, polls, and by 

more instantaneous feedback such as telephone calls or 

telegrams and letters to the editor approving or disapprov-

ing the message. The "commonality" of experience, as 

depicted in Fig. 19> is quite often not present in such 

an audience—and miscommunication results. 

Even in this scope of mass-communication techniques, 

however, gradients exist. For example, there are newspapers 

designed to appeal to selected audiences. Television 

programs are tuned to appeal to select age groups. Radio 

has adjusted its format to appeal to select audiences. 

Magazines are often designed to appeal to a specific age 

group, sex, occupation, or sport. The point of this 

analysis is that as the mass media become more selective 

in the target audience, the probability of "commonality" 

of experience Increases proportionately. Thus Schramm's 

setting for effective communication is more readily achieved, 

and the probability of miscommunication Is diminished 

accordingly. 
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This section has analyzed the various communication 

approaches as they have appeared, in the literature. The 

following section will examine the role of audited financial 

statements in this communication process. 

Role of Audited Financial Statements 

Many of the recent—and past—studies by professional 

bodies in accounting (for example, the recent FASB study 

on objectives of financial statements noted in Chapter I) 

indicate that financial statements should be aimed at "the 

interested, more knowledgeable investor and creditor. 

Moreover, studies by the Cohen Commission (examined in this 

chapter) imply similar objectives as they re late''.to the 

auditor's report. As such, the "commonality" of experience, 

motivation, and knowledge of the message communicated to a 

narrowly defined group of readers is definitely enhanced. 

On the other hand, the two Congressional inquiries examined 

in this chapter imply that a wider range of users should be 

able to receive and understand the messages corporate manage-

ment and the auditor are sending. Reconciliation of these 

divergent views is beyond the scope of this dissertation, 

but the discrepancies must be resolved eventually by either 

the profession or the Congress. For the present, it is 

obvious that the probability of successful communication 

is considerably greater if the professions' view of a selec-

tive audience is adopted, rather than satisfying the mass 

audience. 
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Summary 

This chapter has examined the literature on communi-

cation theory. The objective of this discipline is to 

make mankind more aware of the uniqueness of the individual 

and, through such awareness, facilitate better communication, 

Such objectives can be accomplished with varying degrees of 

success in interpersonal, small-group, and mass audience 

settings. 

The auditor's report—as one of the messages to be 

communicated—must be assigned its proper role in this 

communication process if miscommunication between the 

sender and the receiver is to be reduced. 

Chapter IV will analyze the various classes of audited 

financial statement users and categorize such users on a 

perceived scale. 
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CHAPTER IV 

COMMUNICATION AND CLASSES OF USERS 

This chapter has two objectives. The first is to dis-

tinguish between the numerous users of audited financial 

statements by analyzing the various attributes or charac-

teristics of these users. The second objective is to 

construct a taxonomy of users and to derive an original 

communication model based on this taxonomy. The model 

will depict the incidence of "noise" on the user continuum 

resulting from a perceived "specialized knowledge gap." 

Classes of Users 

In many instances, identification of audited financial 

statement users is Implied rather than explicit. Recog-

nition is merely given to a body of users in general terms. 

For example, Ladd states that "An important task . . . Is to 

provide to properly concerned persons outside the management 

group information about status and probable progress of the 

corporation" (12, p. 11). The actual meaning of properly 

concerned is left to the reader's discretion. Moreover, 

the term information requires some explanation. Caspar! 

believes that "Information . . . is the resultant of the 

coordination of data with knowledge when the data are 

screened, edited, and evaluated for use by a specific person 

8.4 



85 

in a given situation" (4, p. 8). Data are thus converted 

into information through a process of screening, editing, 

and evaluating—and only in relation to a specific person 

(on.'class of persons) in a given situation. Craswell 

(6, pp. 4-10) notes that information to one person or class 

of persons is merely data to another. A positive situation 

can arise when the information is prepared for persons with 

the necessary technical skills to appreciate the information. 

On the other hand, the message does not contain information 

for those individuals who do not possess the required skills. 

Consequently, the ability to communicate successfully will 

largely depend upon identification of users of the auditor's 

report and the types of decisions these users are likely to 

make. 

Smith (13) uses an argument of a similar nature in 

distinguishing between communication, effective communi-

cation, and influential communication. Communication occurs 

if meaning transference is present—that is, the destination 

assigns meaning to the message. The selected message need 

not possess utility to the destination nor influence desti-

nation behavior. Effective communication requires that 

meaning transference be present as well as utility of the 

message to the destination. If there is no associated 

utility, only data are received; however, with utility, 

information is received. Influential communication requires 

meaning transference and utility, as well as the additional 
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requirement that the behavior intended by the information 

source be forthcoming from the destination. Smith contends 

that the objective of communication efforts can be to 

achieve any of these three types of communication and that 

the choice rests with the information source. In this 

context, one might well question what degree of communi-

cation the auditor's report really performs as it is made 

accessible to a wide range of users. 

Ambiguities in terminology can be found in official 

directives, such as those issued by the Securities and 

Exchange Commission. Regulation S-X stipulates that 

" . . . the information required with respect to any state-

ment shall be furnished as a minimum requirement to which 

shall be added such further material information as is 

necessary to make the required statements . . . not mis-

leading" (10, p. 451). The term misleading must be 

interpreted, and a determination must be made as to who 

the individuals are that must not be mislead. 

In connection with the who aspect and as indicated 

in Chapter II, there is an apparent conflict between the 

private sector's official view (3, 8) concerning the 

principle users of financial statements—interested, more 

knowledgeable investors and creditors—and the public 

sector's official view (11, 15) of a much broader range of 

users. A prior study commissioned by the American 

Institute of Certified Public Accountants (2) made an 
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attempt to broaden the scope to include not-for-profit 

organizations and society in general. Further efforts 

by the profession to expand the range of users are con-

tained in the first of a series of publications setting 

forth fundamentals on which financial accounting and 

reporting standards are to be based (9). An implied recog-

nition that all users are not equally served, however, is 

contained in the following qualification: 

Financial reporting should provide information 
that is useful to present and potential investors 
and creditors and other users in making rational 
investment, credit, and similar decisions. The 
information should be comprehensible to those who 
have a reasonable understanding of business and 
economic activities and are willing to study the 
information and reasonable diligence (9, p. 16). 

Consequently, in the researcher's judgment, the 

principal stress by the private sector remains on those 

users who possess a sufficient background in the subject 

matter and who are willing to study the information pre-

sented with "reasonable diligence." 

Broad Continuum of Users 

A number of studies have been made over the past decade 

to identify possible users of audited financial statements. 

Efforts in this direction were conducted by professional 

organizations and by individuals. A study by the American 

Accounting Association (1, pp. 20-21) identifies external 

users as present and potential investors, creditors, 

employees, stock exchanges, governmental units, customers, 



and others. Representatives of these users—security 

analysts, trade associations, credit rating bureaus, and 

trade union officers—are also included. The study points 

out that some external users—such as regulatory commis-

sions and taxing authorities—not only have special needs 

but also the power to specify the information to be sub-

mitted . 

The most intriguing study by individuals—and 

certainly one of the broadest in range of users—-was 

conducted by Corcoran and Leininger (5, pp. 37-38). They 

perceive the following as potential users of annual reports: 

User 

Housewives 

Disadvantaged groups 

General public 

Investment analysts 

Investors (owners) 

Creditors 

Interests 

New product research, promotional 
activities that are entertaining 
and educational, women in management, 
ecology measures, market position, 
profit and divident performance. 

Hiring needs, recruiting plans, 
educational programs, future plans, 
aid offered to small businesses, 
contributions. 

Anti-pollution, crime and discrim-
ination programs, future plans. 

Related performance, distinguished 
performance, potential, public favor, 
investor enthusiasm and apathy. 

Profits, dividends, earnings per 
share, (probably placed on a separate 
page that is bordered in gold leaf), 
capital gains, future outlook, plans 
for meeting competition, societal 
Image. 

Ability to repay, potential for 
future business, societal image. 
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Management (middle) 

Unions 

Employees 

Uncle Sam, the 
major, and the 
state governor 

Accountants 

Management (top) Expansion of sales volume, curtail-
ment of costs, expansion of company 
(or perhaps retrenchment), finances, 
morale, societal image. 

Advancement, status, departmental 
rather than corporate performance, 
morale, societal image. 

Employee's share in monetary rewards, 
employee recreation, employment, job 
satisfaction for employees, security. 

Job satisfaction, employee education, 
employee recompense, job security, 
profits, dividends, societal image, 
corporate security and plans. 

Tax revenues, favorable employment 
conditions, corporate plans, societal 
image, environmental problems. 

Form of the statements, consistency, 
conservation, timeliness, fair 
presentation. (This group should 
be more concerned with the useful-
ness of reports and with satisfying 
the curiosity of all statement 
audiences.) 

The "societal image" phrase is apparent in several of 

the user categories. Corcoran and Leininger stress that 

this listing identifies possible audiences and their inter-

ests—not necessarily their needs. Obviously, the scope is 

exceptionally broad, and it is doubtful that all the above 

categories would find financial statements interesting— 

not to mention informative, as the term was previously 

defined. 

Moreover, the listing includes segments of the popu-

lation who do not rely solely upon external financial 

statements for knowledge of corporate affairs. For example, 
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investment analysts (commentators) quite often have access 

to more detailed and/or current information than that 

contained in published reports. The same holds true for 

all levels of management with access to detailed analyses 

and special-purpose reports. Such documents are also 

available to regulatory bodies, along with the right to 

examine corporate records. Even with such qualifications, 

however, it is apparent that a number of user categories 

have more than just a passing interest in corporate 

affairs. Obviously a common field of experience (Pig. 19 

in Chapter III) will be present in varying degrees as it 

applies to this broad continuum of audited financial 

statement users. 

Definition of Terms 

In the process of examing the literature, certain 

terms appear which require in-depth analysis from the 

standpoint of semantics if communication at any level is 

to result. Two of these terms are "sophisticated" and 

"naive." The American Heritage Dictionary of the English 

Language defines the former as one who is worldly-wise, 

whereas the latter is defined as meaning exactly the 

opposite. Such a general definition implies that the 

sophisticated individual is endowed with a certain degree 

of "refinement" which enables him to view events and 

circumstances on a knowledgeable basis. Perhaps such a 
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definition is generally satisfactory; however, it is in-

appropriate for purposes of this study. Specialists are 

the vogue today in practially all fields of endeavor in 

order to meet the needs of the so-called "information 

explosion." Consequently, "generalists"—as all-knowing 

individuals-—are fast becoming passfe. Searching deeper 

into meanings, this same source defines sophisticated as 

"complex or complicated," and naive as "lacking critical 

ability or analytical insight; not subtle or learned." 

These refined definitions appear more applicable to the vast 

continuum of users of audited financial statements, and the 

two terms will appear at polar ends of such a continuum. 

Attributes of Users 

Specific attributes or characteristics of sophisti-

cation versus unsophistication are arbitrary in and of 

themselves. Judgment factors are evident throughout the 

literature. For example, in a related study Smith (13) 

conducted an analysis to determine readability as a 

measure of the performance of the communication function 

of financial reporting. Specifically, his efforts were 

directed to discovering the extent to which footnotes to 

financial statements are intelligible to the reader. 

Smith selected the fifty largest corporations on Fortune's 

list of 500 leading industrials because he assumed that 

larger firms were more likely to be associated with attempts 
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for excellence in financial reporting, complexity of 

financial reporting, and a larger degree of influence on 

the economy. He applied two readability formulas (Flesch 

and Dale-Chall) to test the hypothesis that notes to 

financial statements are understandable only to a restricted 

audience. The assumption is made that educational attain-

ment level and reading grade-level are equivalent and that 

when a disparity does exist between the two levels, the 

educational attainment grade-level is normally above the 

reading grade-level. Smith concluded that financial state-

ment messages contained in footnotes are understandable to 

only a limited audience--that is, only that portion of the 

population possessing a reading grade-level above that of 

a high school graduate. Regardless of the formula used, 

a reading grade level of XIII or above is required to 

comprehend the messages appearing in the footnotes of 86 

percent, at a minimum, of the selected corporations. 

Tables I and II below summarize the reading ease of these 

footnotes using both of the formulas cited above. 
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These figures are significant when it is considered 

that, when the study was made, only 19.3 percent of the 

U.S. population had attained this educational level. 

Table III reflects this educational status. 

TABLE III 

EDUCATIONAL ATTAINMENT LEVEL OF U.S. POPULATION-
AGE 21 and OVER (1969)* 

Educationsl Attainment 

100.0 

Cumulative Percent 

College Graduate 
XIII through SV 
XI and XII 
IX and X 
VII and VIII) 
V and VI ) 
IV and below 

8.7 
19.3 
56.1 
72.1 

95.4 

100.0 

*Source: Smith, James E., "A Critical Analysis of the 
Application of Communication Theory to Accounting Communi-
cations via Published Financial Statements" (13, p. 200) 

It should be noted that seven years later, 22.8 percent 

had attained an educational level of XIII or above, 64.1 

percent had attained XI and XII, and 74.8 percent had 

attained IX and X (14). 

To further test validity, Smith applied the Kendall 

rank correlation coefficient as a measure of the association 

between the results produced by the application of the 

readability formulas. He found the resulting coefficient 

significant at the .05 level. Consequently, either of the 

formulas are applicable and produce comparable results. 
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Since the Intended destinations in financial reporting 

apparently consist of a broader audience than the formulas 

indicate, the Inevitable conclusion is that at least a 

portion of the financial statement messages are not under-

standable to all of the "intended" destinations. Thus— 

in this respect at least—the communication function of 

financial reporting appears to be only partially achieved. 

Although the study by Smith is revealing, there are 

several questions that remain unanswered. The primary one 

relates to the implicit assumption that possession of a 

college degree—with all that it implies in any discipline-

automatically endows the holder with sufficient technical 

expertise to comprehend all aspects of the corporate world. 

This line of reasoning is perhaps comparable to the assump-

tion in the military that an individual becomes first an 

officer and then—by act of the Congress—a "gentleman." 

Many would question such an assumption, as well as the 

semantics involved. Moreover, as previously stated, it is 

virtually Impossible for anyone—college graduate or 

otherwise—to be widely versed in all aspects of a complex 

society. The contemporary mark of an educated individual 

is the ability to know when to call on an "outside expert" 

for assistance when the problem to be examined is beyond 

the individual's expertise. Conversely, it is quite 

possible that someone with an educational level of VIII or 

IX is capable of understanding footnotes provided the 
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individual possesses a working knowledge of financial 

matters through occupational exposure or other such means. 

A final comment on this study is recognition that foot-

notes to financial statements are indeed extremely technical, 

requiring perhaps more expertise than other aspects of 

audited financial statements. Nevertheless, a generali-

zation can certainly be made at this point—based on the 

evidence to date—that not all readers of audited financial 

statements possess the same financial expertise and not all 

are capable of fully understanding the intended message. 

A current study by Epstein (7) analyzes the corporate 

shareholder's views regarding the gap between auditors' 

performance and shareholders' expectations and the problem 

of improving communication between the two groups. Data 

contained in questionnaires were submitted to a stratified 

random sample of 1,766 shareholders, and the respondents 

returned 432 of the questionnaires. Answers were being 

sought to such questions as how much the shareholder reads 

the auditor's report, how useful he finds it, whether he 

wants the information presented in less technical terms, 

and whether a management audit and an earnings forecast 

should be included. 

At this point, the arbitrariness of user attributes 

becomes evident. One prominent theory concerning the ability 

of shareholders to understand and use the information pre-

sented in external financial statements asserts that some 
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investors are "sophisticated" enough.to understand the 

information being presented, while the remainder simply 

do not possess the background to make use of the infor-

mation. A related theory, of course, is that the reason 

some shareholders do not understand various aspects of 

the external statements is that they are "unsophisticated" 

(naive), and that this condition is not due to any defects 

inherent in the construction of the statements themselves. 

In order to test such a theory, Epstein formulated seven 

criteria of "sophistication" and investigated each of these 

as they relate to various viewpoints on the auditor's report. 

The seven criteria are as follows: 

Job experience: The shareholder has been 
employed in a job in which he 
became familiar with account-
ing, finance, investment 
analysis, or stock market 
listings. 

Formal training: The shareholder has had formal 
educational training in account-
ing, finance, investment analysis, 
financial analysis, or stock 
market Investing. 

Percentage in stocks: The shareholder has over 50 
percent of his total invested 
dollars (stocks, savings 
accounts, land, or other invest-
ments not including his 
residence) invested in common 
stocks. 

Amount in stocks: The shareholder has over 
$100,000 invested in common 
stocks. 

Age: The shareholder is 60 years of 
age or older. 
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Education: The shareholder is a college 
graduate. 

Officer status: The shareholder is an officer 
or director of a U.S. 
corporation. 

Table IV reflects the relative number of shareholders 

examined and deemed sophisticated in accordance with 

Epstein's criteria. 

TABLE IV 

PERCENTAGE OP SHAREHOLDERS THAT ARE "SOPHISTICATED" 
ACCORDING TO THE SEVEN CRITERIA® 

Criteria Percentage "Sophisticated" 

Job experience 37.5 
Formal training 35.9 
Percentage in stocks 58.2 
Amount in stocks 40.1 
Age 25.5 
Education 70.1 
Officer status 27.7 

*Source: Epstein, Marc J., "The Corporate Shareholders' 
View of the Auditors' Report," (7, p. 6A) 

For each of the ^32 respondents to the survey, Epstein 

compared these seven criteria of sophistication with the 

shareholder's viewpoint on the following six characteristics 

of the auditor's report: 

Readership: The extent of thoroughness to 
which the shareholder reads the 
auditor's report. 

Difficulty: The shareholder has difficulty 
in understanding the auditor's 
report. 
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Explanation: 

Usefulness: 

The shareholder expresses a 
desire for further explanation 
in the auditor's report. 

The extent to which the share-
holder finds the auditor's 
report useful in making invest-
ment decisions. 

The shareholder expresses 
interest in having a management 
audit included in the audit 
report. 

The shareholder expresses 
interest in having an earnings 
forecast (presumably certified 
by the auditor) included in the 
annual report. 

Tables V and VI below reflect the distribution of 

shareholders analyzed according to these six characteristics 

TABLE V 

PERCENTAGE OP SHAREHOLDERS CLASSIFIED ACCORDING TO 
HOW THOROUGHLY THEY READ AND HOW USEFUL 

THEY FIND THE AUDITOR'S REPORT* 

Management audit: 

Earnings forecast: 

Characteristic High Medium Low 

Thoroughness of readership 
Degree of usefulness 

25. 2 
13-3 

15.4 
10.7 

59.4 
76.0 

^Source: Epstein, Marc J. , "The 'Corporate S] 
View of the Auditors' Report," (7, p. 6A) 

hareholders' 
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TABLE VI 

PERCENTAGE OP SHAREHOLDERS CLASSIFIED ACCORDING TO 
THEIR REACTIONS TO THE AUDITOR'S REPORT* 

Characteristic Yes No 

Have difficulty understanding 21.5 78.5 
Want more explanation 13-9 86.1 
Want management audit 77-5 22.5 
Want earnings forecast 77.3 22.7 

^Source: Epstein,: Marc J., "The Corporate Shareholders 
View of the Auditors' Report," (.7, p. 7) 

Epstein then took the results of the shareholder 

survey and classified them into 42 cross-tabulations (the 

seven criteria of sophistication versus the six character-

istics involving the auditor's report). A chi-square test 

of independence was conducted for each cross-tabulation. 

Table VI shows the pattern of dependence relationships 

existing between the criteria of sophistication and the 

various views toward the auditor's report. 
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An analysis of Table VII shows that in 27 of the 42 

cases, the chi-square test indicates that the shareholder's 

viewpoint on the auditor's report is independent (at .05) 

level of significance) of his sophistication. In the 14 

remaining cases, a dependence relationship between viewpoint 

and sophistication is indicated. The remaining cross-

tabulation has not been completed. Since these findings 

are expected to have a direct bearing on the dual objectives 

of this chapter, actual chi-square values on which the 

statistical tests of independence are based are indicated 

In Table VIII below. 
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Major conclusions drawn from Epstein's study Include 

the following six points: 

—Approximately 75 percent of the random sample of 

shareholders express a desire for a management audit, an 

earnings forecast, and a presentation of financial infor-

mation in less technical terms. 

— A shareholder's overall views on the auditor's 

report are independent of his investment goals. 

—Whether or not a shareholder expresses a desire for 

more explanation to be included in the auditor's report is 

not related at all to his degree of sophistication—as 

this term is defined by Epstein. 

—The tendency of an individual shareholder to read 

the auditor's report thoroughly and to find it useful is 

related to his sophistication only through the criteria 

of job experience in accounting or finance, formal training 

in accounting or finance, and status as an officer or 

director of a U.S. corporation. The criteria of age, 

wealth, and educational level exert little, if any, influ-

ence on a shareholder's readership and use of the auditor's 

report. 

—Except for those shareholders who base their invest-

ment decisions to a major extent on technical analysis or 

on their own readings of annual reports (see Table IX)— 

and only about 25 percent fall into this category—views 
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on the auditor's report do not seem to depend on a share-

shareholder's information sources. 

— A shareholder who expresses an interest in having 

financial information presented in less technical terms 

is likely to have about two-and-one-half times more dif-

ficulty in understanding the auditor's report than one 

who does not express such a preference. On the other hand, 

an interest in less technical terms does not seem to be 

related to the extent of readership or usefulness of the 

auditor's report nor to whether or not the shareholder 

wants more explanation of the auditor's report. 

It is apparent from Epstein's study that whatever 

differences do exist in the comprehension and usefulness 

of the auditor's report among the random sample of stock-

holders examined, only the attributes of Job experience in 

accounting or finance, formal training in accounting or 

finance, and status as an officer or director of a U.S. 

corporation appear to be significant. Moreover, before 

leaving Epstein's study, it should be noted that he also 

examined stockholder's attitudes concerning preferred 

information sources for investment purposes. Table IX 

below summarizes their responses. 
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TABLE IX 

CLASSIFICATION OP SHAREHOLDERS BY 
PREFERRED INFORMATION SOURCE* 

Information Source Percentage Used** 

Annual reports 15.2 
Technical analysis 10.0 
Brokers' advice 49-2 
Friends' advice 8.9 
Investment services . . 17*5 
Financial periodicals 18.2 

sSource: Epstein, Marc J., "The Corporate Shareholders' 
View of the Auditors' Report," (75 p. 12) 

SKPercentages sum to more than 100 percent because 
several respondents prefer more than one source. 

The results of Table IX may be somewhat disconcerting 

to professional accountants—as well as to Congressional 

committees in their never-ending quest to make external 

financial statements more meaningful to a wide range of 

users. This survey indicates that only 15 percent of the 

shareholders surveyed rely upon the annual report as a 

principal source of information. Obviously, there is 

indirect use of annual reports as exercised through such 

forms as brokers' advice (49 percent) and through financial 

periodicals and Investment services (18 percent each). Of 

course, such responses only apply to present perceptions 

and do not entirely address the matter of what future per-

ceptions would be, for example, If the content of audited 

financial statements is revised. 



108 

Conclusions on Attributes of Users 

Based on the literature and the extensive analysis 

involved in the various studies—particularly that per-

formed by Epstein—it is evident that the principal 

attributes or characteristics of "sophistication" in 

understanding and making use of the auditor's report are 

those involving a common field of experience—specifically, 

job experience and/or formal training in accounting and 

finance. Table IX definitely indicates that—for stock-

holders at least—those who do not possess this common 

field of experience turn to someone who does for the 

necessary assistance. The latter category would most 

assuredly include brokers, investment bankers, and certi-

fied public accountants. Moreover, there is nothing in 

the literature that would indicate creditors and other 

users lacking this common field of experience would act 

in a manner different from stockholders. In other words, 

they would also respond by turning to an "outside expert" 

for assistance in matters beyond their own particular 

expertise. To assume otherwise would imply that they lack 

the characteristics of a contemporary educated individual, 

as previously defined. Obviously, there are indeed some 

who do not fit into this educated "mold," and to this 

group must go the title of "unsophisticated" or "naive" 

user of audited financial statements. 
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Taxonomy of Users 

An adequate foundation has now been laid—based on 

the extensive analysis of others and personal observations 

gained through field studies (Chapter V)—to synthesize 

the findings into a perceived taxonomy of users of audited 

financial statements. The principal basis for this taxon-

omy is Epstein's analysis on stockholder attributes as 

they relate to Schramm's model (Pig. 19) depicting a common 

field of experience as the necessary ingredient for any 

true communication. Craswell's dichotomy of information 

(directed to an informed class of users with the necessary 

technical skill to interpret meaning) versus data (directed 

to those lacking the necessary skills) is also an important 

element providing justification for certain classifications. 

Smith's breakdown of communication, effective communication, 

and influential communication also provided needed insight 

to the ideas contained in the classification scheme. 

This taxonomy will be presented in both tabular form— 

with specific justifications cited for classification—and 

schematically through an original communication model. In 

order to facilitate actual presentation, certain constraints 

or assumptions applicable to both forms were applied, as 

follows: 

— A linear relationship is assumed. 

—Discrete rather than continuous data are used to 

classify groups. It is recognized that on a continuum such 
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groups would merge together, rather than having a defined 

"cut-off point." 

—Reference Is to groups of users only. It Is recog-

nized that Individuals within the arbitrarily established 

positions on the scale may well possess a common field of 

experience which places them above the group In which they 

are so classified. Conversely, It should also be recognized 

that even though an Individual holds a type of professional 

certification or technical job title, lack of personal 

expertise may well place the individual in a category below 

the group in which he is so classified. The latter finding 

was evident in field studies of so-called "more knowledge-

able" users. 

—The process of abstracting is a necessary device. As 

indicated in Chapter III, any classification—such as the 

grouping of individuals—makes the classifier guilty of 

focusing on some details while neglecting others. Obviously, 

"all" has not been said about the characteristics and the 

ranking of audited financial statement users. Consequently, 

judgmental factors have been applied in order to determine 

which attributes are more relevant to this study. Full 

awareness of this "expediency" and what it implies places a 

necessary constraint on any findings. 
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Tabular Presentation of Users 

Table X below represents a perceived grouping of 

audited financial statement users. The groups are ordinally 

ranked starting with the most sophisticated user—defined 

as one possessing a common field of experience (job or 

formal training in accounting or finance)—down to the so-

called naive investor who, studies show, generally looks 

to an outside expert for assistance. It should be emphasized 

that a linear relationship is assumed and—as the financial 

expertise declines—so also does Schramm's area within the 

circle, AB (Pig. 19) decline. 

TABLE I 

TAXONOMY OF USER GROUPS 
ORDINALLY RANKED 

HIGHEST TO 
LOWEST 

User Groups Justification 

Sophisticated financial This group includes chartered 
analyst financial analysts (CPA's) from 

the entire spectrum of corporate 
fiannce. They possess a 
specialized education, as well 
as a "broad" and "deep" common 
field of experience. Moreover, 
individuals within the group 
quite often have access to 
information more current than 
that contained in published 
annual reports. The latter is 
frequently referred to as "inside 
information." 
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TABLE X—Continued 

User Groups Justification 

Certified public 
accountant 
National firm 
Regional firm 
Local firm 

Investment banker 

Although members of this group 
are not analysts as such, they 
are professionals by nature. 
They possess a thorough technical 
education as well as a common 
field of experience. It is 
recognized that this expertise 
may apply more to partners and 
managers than to lower members 
in the echelon and that those 
employed by national firms may 
possess more of that expertise 
(through wider exposure) than 
the other two subgroups. 

Generally these individuals 
are also CPA's. They possess 
a thorough technical education, 
have a broad common field of 
experience, and occasionally 
receive input beyond that 
presented in annual reports. 
As a group, they are ranked 
below accountants; however, some 
individuals in this group may be 
more sophisticated than most 
accountants. 

Governmental agency 
SEC 
IRS 
Other 

Broker 
National 
Regional 
Local 

As a rule, governmental agencies 
possess a relatively high degree 
of expertise—armed with com-
petent staff studies, access to 
additional information through 
special reports, and the right to 
examine corporate records. 

This group possesses a technical 
(or professional education back-
ground not unlike that of an 
investment banker, but generally 
the scope of experience is nar-
rower. Their services are highly 
"accessible" to the general public 
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TABLE X—Continued 

User Groups Justification 

Corporate legal counsel This group possesses a technical 
(or professional education) 
background, but it does not 
always include a high degree of 
financial/accounting expertise. 
Indications are that this group 
calls upon the corporate accoun-
tant when the situation demands 
it. 

Interested, more 
knowledgeable 
creditor and 
investor 

Less knowledgeable 
creditor 

Economists 
Academic: 
Econometriclans 

This special category is reserved 
for those investors and creditors 
who qualify as possessing a com-
mon field of experience and/or 
education, as well as a compelling 
interest in the subject. 

This group is included as a 
"catch-all" for those creditors 
who do not qualify for the 
previous classification, lacking 
a common field of experience 
and/or a compelling interest. 
They generally possess a general 
education—defined as a college 
degree in some discipline. 

This classification is inserted 
primarily because of the need to 
Include those who utilize account-
ing/financial data for model-
building purposes in preparing 
national income statistics. They 
possess extremely high academic 
qualifications, but their exper-
tise is more attuned to abstract 
assumptions. 
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TABLE X—Continued 

User Groups Justification 

Unions 
National 
Local 

The individuals in this group 
primarily come "up through the 
ranks' of an organization and 
possess a general education 
(college or below). To offset 
this lack of expertise, however, 
they frequently have qualified 
experts on their staff to 
interpret and provide advice as 
needed. 

Legislative body 

Company employee 

This group consists primarily 
of congressional or state 
legislators. Their principal 
expertise lies, as a rule, in 
the area of law; however, they 
have input from public hearings 
and staff studies. A frequently 
heard complaint (Chapter YI) 
about the latter is that the 
staff itself is also dominated 
by attorneys. Consequently, 
financial knowledge of the 
corporate spectrum is usually 
lacking. 

This group consists of employees 
who perhaps should have a com-
pelling analytical interest in 
the firm for whom they are 
employed. As a rule, however, 
they are neither qualified nor 
motivated in this direction. 
Their education ranges from those 
with professional degrees to 
those with less than a high school 
diploma. 
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TABLE X—Continued 

User Groups Justification 

Naive investor This group presumably exists— 
although some would deny it 
(see Chapter VI). The 
individuals in this category 
possess a range of education— 
from the professional degree 
to those with less than a high 
school diploma. They lack the 
important element, however— 
a common field of experience. 
Members of this group are 
frequently and disparagingly 
referred to as the "Aunt 
Minnies" and the "Joe Six Packs" 
of the investing public (see 
Chapter VI). They represent 
the extreme low end on the 
continuum of audited financial 
statement users. 

Establishment of an arbitrary classification scheme— 

such as that contained in Table X—invites criticism due 

to its lack of quantifiable "proof" as demanded in any 

scientific analysis. Since this particular classification 

scheme, however, relates, to a behavioral science, such 

quantification—even if practicable—would undoubtedly be 

based on weights, which would also be arbitrary in and of 

themselves. Consequently, based on the extensive analysis 

of others—where some scientific methods in obtaining 

attributes of users were possible—as well as subjective and 
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objective insights gained while conducting personal inter-

views of "more knowledgeable" users (see Chapter VI 

comments by respondents), the above taxonomy provides a 

reasonable representation of the degree to which users of 

audited financial statements meet Schramm's requirement 

for adequate communication of the intended message. The 

final section of this chapter will depict this array of 

users schematically. 

Communication Model of Users 

The consensus of communication specialists is that 

models provide the viewer with a way of looking at and 

abstracting from the totality of communication. Consequently, 

it now seems feasible at this stage of the study to depict 

schematically a perceived model of the communication pro-

cess as it relates to users of audited financial statements. 

Necessary constraints and assumptions previously noted are 

applicable to the model as well as to the tabular presen-

tation in Table X. The communication process in schematic 

form is Illustrated below in Pig. 20. 
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Comments on the model.—Significant facets in Inter-

preting operations of the model are as follows: 

As one proceeds in a clockwise direction on the con-

tinuum, the degree of financial expertise increases in a 

linear fashion. Conversely, barriers to understanding 

the intended message in the form of semantic noise (indicated 

by x's) decrease. In other words, the decreased degree of 

noise is directly proportional to the increase in financial 

expertise. 

The sender—corporate management and the external 

auditor (indicated by the hatched area) issues audited 

financial statements—the message (indicated by the dotted 

area)—to a range of users (indicated by the ruled area). 

Barriers to understanding the message are reduced in pro-

portion to the proper semantic reactor input—as indicated 

by the legend. Primary noise reducers are a common field 

of experience (CPE) or a specialized education CSE), or both. 

Messages seek to reach the user, but their depth 

penetrations (indicated by the solid arrow), are hindered 

based on the degree of semantic noise. It should be noted . 

that even with the most sophisticated user, some noise is 

always present, since very little communication attains 

the empathy stage described by Bois in Chapter III. Con-

versely, even with the most naive user, a portion of the 

message "gets through"—although, for the most part, 



119 

miscommunication results due to the lack of user expertise 

in corporate financial matters. 

One final point in interpreting the model is that 

u s e r feedback—that is, the manner in which the user per-

ceives and interprets the message (indicated by the dotted 

arrow)—is usually present even with the most naive group, 

and it tends to increase as one proceeds up the scale on 

the continuum. For example, feedback occurs when a fi-

nancial analyst examines financial statements and writes 

critical comments as a part of the analysis. Also, feed-

back occurs when members of a "peer review group" (as noted 

in Chapter 11) examine an entity's records and comment on 

the findings. Moreover, governmental agencies such as the 

SEC provide substantial feedback with respect to rulings 

in the search for discrepancies between the 10-K Report 

and audited financial statements. A final example, 

creditors and union groups also verbalize feedback as they 

pursue questions related to liquidity and "fair share of 

profits" respectively. 

It is believed that this model provides assistance in 

abstracting from the totality of communication in the quest 

of identifying and communicating with the vast array of 

audited financial statement users. 

Summary 

This chapter has examined the various characteristics 

of audited financial statement users and—in the process— 



120 

explored the diverse nuances of sophisticated versus naive 

users. It is apparent from the study that the term 

sophisticated refers primarily to one who is versed in the 

particular subject matter through a common field of exper-

ience. Based on this finding, therefore, the second 

objective of the chapter was successfully accomplished— 

that is, preparation of an arrayed taxonomy of users and 

the derivation of a perceived communication model based on 

this taxonomy. 

The next chapter will describe the basis for selecting 

individuals within the groups classified as "more knowl-

edgeable" and methods of learning their views on current 

communication problems related to the auditor's report. 

The study also addresses itself to learning the reactions 

of sophisticated users to recommended changes aimed at 

improving communication between the senders and the 

receivers of the audit messages. 
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CHAPTER V 

METHODOLOGY 

This chapter presents a general outline of how selected 

aspects of the proposed communication model (Pig. 20) and 

conclusions drawn from the studies of others were tested. 

Since personal interviews are the mode of making such tests, 

it was concluded that interrogating a "naive investor" or 

similar type user on complex questions related to the audi-

tor's report would be impracticable within reasonable time 

and cost limitations. A necessary constraint applied, 

therefore, is that only the perceptions of those groups 

classified as "more knowledgeable" will be examined in the 

field study itself. Data gathering procedures and the 

research instrument utilized to gather data on these "more 

knowledgeable" users are discussed at some length. A 

general methodological framework within which the data are 

analyzed is also developed. 

The Data-Gathering Procedure 

Introduction 

The data-gathering procedure was composed of six basic 

steps, as follows: (1) the selection of groups of users to 

be studied, (2) the selection of firms within these groups, 

123 
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(3) the selection of top executives within these firms, 

(4) the sending of letters inviting participation by these 

executives, (5) the follow-up and confirmation of respon-

dents by telephone, and (6) the actual collection of 

data. 

Library research was performed in advance to determine 

appropriate techniques for conducting personal interviews 

and preparation of the research instrument. Such aids are 

cited in the chapter bibliography. 

A pilot study of the research instrument was conducted 

locally (Boise, Idaho) with a limited number of individuals 

representing the groups to be examined. Minor but appro-

priate modifications of the research instrument were made 

before being used in the primary study. 

Selection of Groups of Users to be Studied 

Seven out of thirteen user groups constitute the top 

54 percent on the model continuum. In descending order of 

sophistication these are as follows: sophisticated analyst, 

certified public account, investment banker, governmental 

agencies, broker, corporate legal counsel, and "interested, 

more knowledgeable investor and creditor." The recognized 

"elite" in four of these groups (analyst, investment banker, 

broker, and "interested, more knowledgeable investor and 

creditor")are represented by individuals holding membership 
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in the Institute of Chartered Financial Analysts. Approxi-

mately 4,500 members of this international group currently 

hold the certification of "chartered financial analyst 

(CFA), 89 of whom are members of the Dallas chapter (10). 

Another category of knowledgeable user is that represented 

by "certified public accountants (CPA)" who are associated 

with national, regional, and local firms. Of this group, 

approximately 1353000 hold membership in the American 

Institute of Certified Public Accountants (2), and 2,000 

hold membership in the Dallas chapter of the Texas Society 

of Certified Public Accountants (7). Corporate legal 

counsel and governmental agencies constitute the remaining 

two groups in the top segments. The latter agencies consist 

primarily of the Internal Revenue Service (IRS) and the 

Securities and Exchange Commission (SEC). 

Representatives from each of these seven groups are 

included in the field study. In addition, selected repre-

sentatives from the academic disciplines of finance and 

economics are included, but only if their backgrounds and 

interests qualify them as knowledgeable in the use of the 

auditor's report. The extent of coverage is based on how 

much each category is expected to use audited financial 

statements in the decision processes. 

Selection of Firms Within These Groups 

Since personal interviews were used as the method 

of collecting data, it was deemed essential that firms 
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within selected groups be available in sufficient numbers 

to facilitate the interviews. A limited number of these 

firms are located in Boise, Idaho, and a pilot study was 

conducted there in order to test the research instrument. 

The primary study was conducted in the Dallas/Fort Worth, 

Texas, metropolitan area where large segments of each user 

group are located. These particular locations were selec-

ted in part because cooperation of the respondents was 

easier to secure due to the excellent rapport in both areas 

between the academic communities and the adjacent business 

communities. 

Selection of Top Executives Within Firms 

Forty-two respondents with a minimum level of financial 

expertise are included in the field study. Selection of 

such individuals—since the willingness to cooperate and 

time constraints were involved—was on a judgmental, not 

a random, basis. Thus, no contention is made that the 

opinions of these respondents, necessarily correspond with 

the opinions of similar users in other parts of the country. 

Further comments in this matter are presented in Chapter VII, 

Individuals holding top echelon positions as listed 

below (Table XI) are expected to be knowledgeable about and 

make some use of audited financial statements. Only such 

individuals were invited to participate. 
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TABLE XI 

POSITIONS HELD BY INVITED 
PARTICIPANTS IN 
FIELD STUDY 

Category Position 

Certified public accountant . . Owner (small firm) 
Partner (managing or audit 

of larger firm) 

Chartered financial analyst . . President 
Vice President (senior 

analyst/investment research/ 
investment counselor) 

Trust investment officer 
Investment advisor 

Other Accounting/Audit manager 
(corporate) 

Corporate manager (finance) 
Corporate legal counsel 
Internal Revenue Service 

(supervisor/agent—audit) 
Securities and Exchange 

Commission (regional 
Supervisor) 

Academic (business dean, 
finance/economics professor) 

Classification by these three categories proved to be 

beneficial in later analysis. 

Five executives were contacted by telephone and invited 

to participate in the pilot study in Boise, and all agreed 

to an interview. Descriptions of these participants are as 

follows: 
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Certified public accountant (partner, local firm) 
Investment specialist (academic) 
More knowledgeable investor (commercial banker/trust 

department) 
Business dean with CPA (academic) 

Corporate legal counsel 

Based on individual responses obtained during the pilot 

study, minor modifications were made to the research instru-

ment in order to more adequately "capture" user perceptions. 

Respondents for the primary study were selected from 

the national CPA directory (Dallas chapter) and the directory 

of the Dallas chapter of the Texas Society of Certified 

Public Accountants. Sixty-two names of possible respondents 

were selected on a judgmental basis; they represent the 

entire spectrum of "more knowledgeable users" of audited 

financial statements. 

Sending of Letters Inviting Participation 

As a means of testing respondent reaction to partici-

pating In the field study, two separate letters were prepared. 

One letter (Appendix A) represented a formal request inviting 

participation in the study—incorporating the traditional 

business-letter format. The second letter (Appendix B) used 

a more cordial "Madison Avenue" promotional approach. A 

random-number generator was used to determine the type of 

letter each participant would receive. Out of the sixty-two 

letters issued, 50 percent were sent the Appendix A letter 

and 50 percent were sent the Appendix B. letter. Willingness 
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to share with the respondent a summary of the field study 

was also indicated. 

Follow-up and Confirmation by Telephone 

Approximately ten days after the letters inviting 

participation were sent out, respondents were contacted by 

telephone in order to verify their willingness to cooperate 

in the study. A firm appointment was then established for 

those who did agree to be interviewed. Out of the total 

inquiries, forty-two respondents (pilot and primary study) 

agreed to participate. This number represents 64 percent 

of those contacted. Of the remainder, some were no longer 

associated with the firm in question, some had changed 

occupations or location, and some refused to participate 

in the study. The principal reasons given for refusal were 

lack of time or company policy prohibiting such actions by 

executives of the firm. In general, responses and active 

interests in being included in the survey were quite positive 

and several individuals expressed regret at being unable to 

participate. A basic problem centered around a suitable 

time frame for the interviewer and the interviewee. Site 

of the interview was generally at the respondent's place of 

business; however, in a few instances the interview was con-

ducted at his residence after regular business hours. In a 

number of cases, the original Individual contacted referred 

the matter of the interview to another official of equal 
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stature in the firm on the basis that the latter was more 

knowledgeable in the area of audited financial statements. 

(This referral procedure resulted in inconclusive evidence 

on the reaction of the respondent to the two types of 

letters referred to previously. See Chapter VI). 

Respondents ultimately included in the field study 

represent the following user groups (Table XII): 

TABLE XII 

RESPONDENTS INCLUDED IN FIELD STUDY 
CLASSIFIED BY USER GROUPS 

User type Number included 

Chartered financial analyst: 

Broker/investment banker 3 
Investment company executive 1 
Investment counselor 3 
Trust company/department of bank/executive . 3 
Commercial banker 3 
Insurance executive . . . 1 
Academic dean i* 

15 
Certified public accountant: 

Local firm 5 
Regional firm 3 
National firm. 10 

18 

•~3T— — * 

Also a Registered Professional Engineer 
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TABLE XII—Continued 

User Type Number included 

Other: 

Corporate legal counsel 1 
Corporate financial executive 
Economist (econometrician) 1 
Governmental agency (IRS) 1 
Educator (finance) 2*s 

9 

Total included in field study 42 

s*2 also a CPA; 1 also a CMA (Certified Management 
Accountant); 1 also a CIA (Certified Internal Auditor) 

***1 also a CPA 

NOTE: Efforts to obtain an interview with the Port 
Worth regional office of the Securities and Exchange 
Commission were ineffective. No one In the regional office 
has routine contact with audited financial statements for 
analytical purposes. The office merely serves as a clear-
ing house for data to be forwarded to Washington, D.C., 
where all such analyses are performed. 

Table XII indicates that of the forty-two respondents 

included in the field study, fifteen were drawn from the 

category of chartered financial analyst, eighteen from the 

category of certified public accountant, and nine from the 

general category of "other." 

Actual Collection of Data 

The researcher personally visited with each of the 

forty-two respondents, spending approximately forty-five to 

ninety minutes with each. Each interview began with brief 
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introductory remarks aimed at establishing a rapport for a 

working relationship between the interviewer and the inter-

viewee. Respondents were assured that their replies would 

be kept strictly confidential and that only a summary of 

the results would be made public. At this time, the inter-

viewer requested permission to record the interview. In 

all cases the interviewee agreed to the procedure, although— 

in a few instances—the interviewee refused to comment on 

certain topics unless the recorder was shut off. In one or 

two cases the interviewee's recorded comments on open-ended 

questions were difficult to understand because of unusual 

vocal characteristics. 

In most instances the rapport with the interviewee 

ranged from "excellent" to "good." Pull credit is given 

to the preliminary research previously mentioned pointing 

out the "pitfalls" involved in conducting personal interviews. 

Very little prompting or probing were required after a ques-

tion was asked. In fact, one of the biggest problems in the 

entire process involved Instances where the interviewee 

attempted to answer all aspects of the topic as a response to 

one specific question. Correcting this problem required the 

utmost tact on the part of the interviewer. All respondents— 

by the nature of their professions and their stature as top 

executives in their own particular firms—-are "outgoing," and 

they are not hesitant in expressing opinions on the subject in 

question, as well as other topics not related to the interview 
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itself. Rarely was It obvious that the interviewee was 

preoccupied and merely wished to conclude the interview as 

soon as possible with a minimum of courtesies. The inter-

viewer attempted to conduct each interview in a highly 

professional manner and to minimize his demands on the 

respondent's valuable time. 

The process involved questioning the interviewee on 

specific points drawn from the research instrument and in 

writing down the responses to objective questions. The 

recorder "picked up" these responses and also recorded the 

lengthy responses to open-ended questions. Such a procedure 

enabled the interviewer to give full attention to the re-

sponses and to avoid distracting the interviewee from his 

"train of thought" through the use of extensive writing. 

"Eyeball to eyeball" contact was facilitated, thus encourag-

ing interest in the subject matter and frankness in the 

responses. Throughout the process the interviewer strived to 

give the impression that here is a problem confronting the 

accounting-auditing profession and that one of their peers was 

seeking valuable input in order to make audited financial 

statements more meaningful to the users in their decision 

processes. 

When the interview was completed and the recorder shut 

off, the interviewee frequently began to discuss items "off 

the cuff" -the time frame used in such afterthoughts often 

exceeded that required for the formal interview. This 
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practice occasionally created problems when interviews were 

scheduled close together. Interruptions were generally kept 

to a minimum throughout the entire process. 

As soon as possible following each interview, responses 

to objective questions were verified against the recorded 

responses, and the extremely lengthy responses to open-ended 

questions were transcribed in order to have a complete "hard-

backed document" for each interview. Tapes were also retained 

for future verification. 

The interviews were conducted over a period of approxi-

mately six weeks. The learning experience in conducting 

these personal interviews was invaluable in obtaining user 

perceptions of communication problems related to the auditor's 

report. In the researcher's judgment, such perceptions would 

have been difficult, if not impossible, to obtain through 

other forms of research. 

Research Instrument Utilized 

Introduction 

A thirteen-page interview guide was designed by the 

researcher and utilized to obtain necessary data. This 

instrument was constructed to secure independent measures 

of the variables involved in measuring user perception of 

the present and proposed auditor's reports—as well as other 

related information. A copy of the research instrument is 

contained in Appendix C. 
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Content of the Interview Guide 

The interview guide consists of thirty-six basic and 

twenty-four ancillary questions aimed at securing information 

about the respondent and his individual perceptions of 

communication problems inherent in audited financial state-

ments. The questions in the interview guide can be divided 

into three main categories (Table XIII), as follows: 

TABLE XIII 

CLASSIFICATION OP THE INTERVIEW GUIDE 

Section Topic Question numbers 

I General Information 1 - 15 

II Personal Attitudes About Messages 
Communicated Through the Present 
Auditor's Report 

16 -

i—1 

O
O
 

C
M
 

III Personal Attitudes About the 
Proposed Auditor's Report 

29 - 36 

Section I.—This section contains information relating 

to the background of the respondent and is necessary for 

identifying variables that are either used in this study or 

that could be useful If the study were to be extended. Such 

questions as occupation, job title, age, sex, years in 

present position, years with present employer, years In 

present profession, certificates held, and level of formal 

education are included. 
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Sections II and III.--Likert-type scales: Seventeen of 

the questions in these two sections utilized Likert-type 

scales. Questions were typically asked in the following 

manner. 

USING THE SCALE PROVIDED, WILL YOU PLEASE ANSWER 
THE FOLLOWING QUESTIONS IN LIGHT OP YOUR NEEDS 
AS (cite specific type of user)? 

The respondent was given a 5 x 8 card on which the scale 

was printed, and he was instructed that each step up the 

scale means to a greater degree. Content is as follows: 

CARD NUMBER 1 - SCALE 

NOT AT ALL = 1 
SLIGHTLY = 2 
MODERATELY = 3 
CONSIDERABLY = 4 
TO A GREAT EXTENT = 5 

The specific questions in the interview guide that are 

couched in such terms are as follows (Table XIV): 

TABLE XIV 

LIKERT-TYPE SCALE QUESTIONS 

Number , . 
Question 

16 To what extent do YOU use audited financial state-
ments In your decision processes? 

17 To what extent to YOU rely upon the auditor's report 
as a test of financial statement fairness? 

18 Critics—both from within and outside the accounting/ 
auditing profession—contend that communication between 
the auditor and users of this work—especially through 
the medium of the auditor's standard report—is 
unsatisfactory. To what extent do you agree with this 
evaluation as it relates to you as a specialized user? 
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TABLE XIV—Continued 

Number Question 

19 In citing justification for making changes to the 
present auditor's report, the AICPA's Cohen Commis-
sion believes that some of the problems concerning 
communication between the auditor and the user are 
in reality disagreements about the auditor's 
responsibilities. To what extent do you agree 
with this evaluation? 

20 Some critics contend that such standardization 
distorts the character of the report. To what 
extent do you agree with this evaluation? 

21 The Cohen Commission believes that standardization 
of the auditor's report creates the effect of a 
SYMBOL. That is, the auditor's report is similar 
to a Good Housekeeping "Seal of Approval" in the 
sense that it is not read—merely noted in passing. 
To what extent do you agree with this assertion? 

22 According to the Cohen Commission, the auditor's 
standard report is almost the only FORMAL means 
used both to educate and inform users of financial 
statements concerning the audit function. To what 
extent to you agree with this assertion? 

22.1 To what extent do you feel that the auditor's report 
should state its messages EXPLICITLY and not rely 
on user's INFERENCES? 

22.2 To what extent would an explicit statement of the 
message now left for the reader to infer enhance 
your understanding of the auditor's report? 

23 Financial statements serve more than one class of 
reader. This range of readers is represented on a 
continuum from the so-called naive investor— 
with little or no financial expertise—to the 
extremely sophisticated analyst. To what extent 
do you think a single report can serve this 
segmented audience? 
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TABLE XIV—Continued 

Number Question 

24 A recently Issued preliminary study by the Financial 
Accounting Standards Board concludes that financial 
statements should be aimed at the "interested, more 
knowledgeable investor and creditor." Conceivably, 
the auditor's attestation would follow similar 
guidelines. To what extent do YOU agree with this 
approach? 

25 D. R. Carmichael, a noted accountant associated 
with the AICPA, believes that at least two distinct 
types of risk or uncertainty accompany any invest-
ment in securities. He defines "Information Risk" 
as the risk associated with the production and 
distribution of financial information. "Business 
Risk," on the other hand, represents the everpresent 
forces in an uncertain economy. Consequently, 
reducing information risk is the AUDITOR'S job; 
investors must take their own chances with business 
risk. To what extent to you agree with this 
evaluation? 

26 Proponents of the Efficient Market Hypothesis 
contend that since the market impounds (that is, 
incorporates) information so rapidly, the naive 
investor is protected about as well as he can be 
protected by a fair security price. To what extent 
do you agree? 

27 Recent and continuing studies by the legislative 
branch of the federal government have been quite 
critical of the accounting profession because of 
a lack of uniformity in the application of account-
ing standards and failure on the part of the 
auditing profession to disclose improper actions 
by corporate management. To what extent do you 
agree with this criticism? 
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TABLE XIV—Continued 

Number Question 

28 Communication theorists categorize the process of 
issuing financial statements and the auditor's 
attestation as MASS COMMUNICATION, as opposed 
to interpersonal communication and small-group 
communication. This method is similar to that 
used by newspapers, radio, and television. To 
what extent do you agree with this categorization? 

29 In order to counteract the criticism that the 
auditor's report is an unread symbol—since the 
total report LOOKS identical In every case—the 
Cohen Commission has proposed a change in format 
and length. 

(At this point the respondent was given a 
copy of the Proposed Auditor's Report, 
as contained in Fig. 12, Chapter II.) 

The proposed revision consists of a series of 
paragraphs, each describing a major element of 
the audit function. The wording, or wording 
alternatives, for each paragraph and the captions 
are standardized, but they may vary with the 
circumstances. Thus users will be forced to 
devote greater attention to the CONTENT OP THE 
AUDITOR'S REPORT without losing the benefits of 
standardized wording. 

The Intent is to COMPEL the reader to ANALYZE the 
auditor's conclusions, rather than to accept the 
form Itself as a symbol or seal of approval. To 
what extent do you think (Insert type of user) 
will pay closer attention to the auditor's report 
as a result of the proposed changes? 

29.1 To what extent do you believe that the proposed 
change will accomplish the desired purpose for 
ALL users? 

All of the LIkert-type responses are in terms of 

agreement or disagreement and scaled accordingly. 
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Either/or type: An either/or approach was used 

for eight of the questions in these two sections. Specifi-

cally, these questions involve "yes" or "no" responses in 

uncomplicated situations where such responses are possible. 

Specific questions couched in such terms are contained in 

Table XV as follows: 

TABLE XV 

EITHER/OR TYPE QUESTIONS 

Number Question 

19-2 Do you agree with the current division of responsi-
bility between management and the auditor? 

22.4 Does technical terminology in the auditor's report 
present any particular problems to you? 

23.3 In the absence of priorities, would it be POSSIBLE 
(within reasonable cost constraints) to make the 
communication meaningful to the ENTIRE range of 
users ? 

23.4 In your opinion, would it be DESIRABLE to make the 
communication meaningful to the ENTIRE range of 
users? 

29.2 Would YOU have the tendency to read the proposed 
auditor's report more closely than the old report 
since the length and format will vary based on the 
individual circumstances? 

32 In your opinion, would this revised report—which 
explicitly describes the functions performed by 
the auditor and his findings—improve the legal 
position of auditors by reducing the possibility 
of user misunderstandings? 
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TABLE XV—Continued 

Number Question 

33 Generally accepted accounting principles make report-
ing on consistency the responsibility of management, 
not the auditor. The current auditor's accounting 
for changes in accounting principles and the 
adequacy of management's disclosures concerning 
consistency in the application of accounting 
principles. The PROPOSED auditor's report omits 
any reference to consistency. In your opinion, 
would this omission reduce the credibility of the 
auditor's statement? 

34 The Cohen Commission has also recommmended that a 
separate report by management be included with 
financial statements. This report would set out 
the role and responsibilities of management. 

(At this point the respondent was given 
a copy of the Proposed Management Report, 
as contained in Pig. 13, Chapter II.) 

In your opinion, would this proposed statement 
by management help to clarify the distinction 
between the role of management and the role of the 
auditor in regard to financial statements? 

Multiple-choice type:—In five instances multiple-

level questions were used in these two sections. Such 

questions involve situations where several answers are 

possible. Specific questions couched In such terms are 

contained in Table XVI as follows: 
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TABLE XVI 

MULTIPLE-CHOICE TYPE QUESTIONS 

Number Question 

23.1 Which of the following groups is best served by 
financial statements in their present form: 

( ) The lowest common denominator of users? 
( ) The highest common denominator of users? 
( ) A level between these two extremes? 

Where? 

23.2 Assuming top priorities, which of the following 
groups SHOULD receive top priorities? 

( ) The lowest common denominator of users? 
( ) The highest common denominator of users? 
( ) A level between these two extremes? 

Where? 

27.1 Assuming government conclusions are correct, which 
of the following is the more important reason: 

( ) The result of a communication problem (in the 
sense of understanding versus misunderstand-
ing the message)? 

( ) A genuine lack of diligence on the part of 
the accounting/auditing profession? 

( ) Both of the above? 

30 In your opinion, is this proposed expansion of the 
auditor's report: 

( ) A genuine effort aimed at making the auditor's 
report more useful to a range of users? 

( ) An attempt to protect the auditor by shifting 
partial responsibility to management and 
partial responsibility to the user in response 
to recent court decisions and Congressional 
outcries? 

( ) Both of the above? 
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TABLE XVI—Continued 

Number Question 

31 The Cohen Commission believes that such an approach 
would give the user information about unusual cir-
cumstances; the user would then decide on the 
"facts." In your opinion, does: 

( ) The user really want that responsibility? 
( ) The user prefer to rely on the auditor as a 

safeguard against all responsibilities? 

The nature of these five questions precludes "easy" 

responses by the interviewee. 

Open-ended type:—Questions of an open-ended type 

were used in fifteen instances in these two sections. Such 

questions were used basically to "draw out" or probe user 

responses to previously stated objective-type questions— 

or to summarize the individual respondent's over-all per-

ceptions on a particular topic. Significant responses to 

this type of question, along with the analysis of objective-

type questions, will be analyzed In Chapter VI. 

The four types of questions discussed above were 

blended throughout the interview guide as deemed appropriate 

for securing the desired data. When necessary, the respon-

dent was prompted as to the type of response expected to 

the specific question. 
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Analytical Tools Employee 

Descriptive and. statistical tools used in analyzing 

the responses to the questions contained in the interview 

guide included the use of mean averages. In addition, 

nonparametric statistical techniques were employed selec-

tively as follows: 

Likert-Type Scale Questions 

Kruskal-Wallis one-way analysis of variance by ranks 

test.—This test was used with the "ranking questions" for 

testing the null hypothesis that the k samples come from 

the same population or from identical populations with 

respect to averages. The test assumes that the variable 

under study has an underlying continuous distribution. It 

requires at least ordinal measurement of that variable. 

Either/Or-Type Questions 

Chi-square test.—This test was used with the "yes" 

or "no" type questions and with the multiple choice questions 

The test is useful when the data are in frequencies and when 

measurement of the variables is in a nominal scale or in 

discrete categories of an ordinal scale. It tests whether 

the proportions or frequencies in the various categories are 

independent of the condition (sample) under which they were 

observed. That is, it tests the null hypothesis that the k 

samples have come from the same population or from identical 

populations with respect to the proportion of cases in the 
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various categories. General references used in the non-para-

metric statistical testing are included in the chapter 

bibliography. 

Summary 

This chapter outlined the methodology used to test 

selected aspects of the proposed communication model and 

conclusions drawn from the studies of others. Personal 

interviews were adopted as the mode of obtaining perceptions 

from a selected number of respondents classified on the 

upper end of the model continuum as "more knowledgeable" 

users of audited financial statements. The chapter also 

outlined the data-gathering procedure and the contents of 

the research instrument—that is, the interview guide. The 

chapter concluded with a description of the statistical 

techniques employed in analyzing the responses obtained in 

the field study. Such techniques include mean averages and 

the nonparametric statistical techniques of Kruskal-Wallis 

one-way analysis of variance for the "ranking" questions 

and chi-square for the either/or questions and multiple-

choice questions. 

The following chapter will analyze the results of the 

field study through the use of the techniques outlined above. 

A suitable computer program was devised to assist in the 

analysis. 
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CHAPTER VI 

ANALYSIS OF STUDY 

Introduction 

This chapter offers a descriptive analysis of the data 

obtained by the methodology described in Chapter V along 

with an interpretation of the significance of the relation-

ships observed. Nonparmetric statistical techniques were 

used as appropriate in such analysis. 

As obtained from Part I of the interview guide, general 

characteristics of the respondents and the significance of 

any observed relationships between the three basic categor-

ies of audited financial statement users were analyzed. 

Chartered financial analyst (CFS's), practicing certified 

public accountants (CPA's), and "others" represented these 

three categories. 

As obtained from Part II of the interview guide, atti-

tudes of respondents toward the present auditor's report 

and the perceived ability of the report to communicate 

intended meanings to the three categories of users were 

then examined. Responses to Likert-type scale questions, 

either/or-type questions, multiple-choice type questions, 

and open—ended type questions were included in this exami-

nation. Responses to the four types of questions were 
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149 

blended together in this analysis In order to adequately 

obtain full import. Chl-square tests were used to analyze 

relationships between and among the three categories of 

users. Kruskal-Wallis one-way analysis of variance by 

ranks tests were also used to examine responses to the 

Likert-type scale questions. 

As obtained from Part III of the interview guide, 

attitudes of respondents toward the proposed auditor's 

report and the proposed management report were then exam-

ined. Observed relationships between and among the basic 

categories of users were analyzed for significance by the 

techniques discussed in the previous paragraph. 

Selected questions in Parts II and III were chosen for 

further analysis. Perceived communication problems in the 

present auditor's report were compared with how the respon-

dents believed the problems were addressed in the Cohen 

Commission proposals. 

The additional feature of testing reactions by the 

respondents to a formal business letter inviting partici-

pation versus a more cordial approach involving current 

topics produced inconclusive results. This deficiency 

resulted from the frequent practice of recipients referring 

the interview to an associate more acquainted with the 

subject matter. The "referee" frequently had not seen the 

letter inviting participation. In general, however, respon-

dents indicated that neither type of letter would influence 
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them one way or the other in granting the interview. Agree-

ment to participate was primarily based upon name recognition 

of the university involved and its general rapport with the 

adjacent business community as well as the respondent's 

general attitude toward cooperating in such endeavors. More-

over, a primary factor in the decision was the telephone 

follow-up several days after receipt of the letter inviting 

participation. Many respondents indicated that without such 

a follow-up, the probability of granting an interview would 

have been slight. 

The chapter is concluded with a summary of the findings 

and possible inferences to be drawn from the field study. 

Characteristics of Respondents 

Introduction 

In order to obtain general characteristics for classi-

fication purposes, seven questions contained in Part I of 

the interview guide were asked of all respondents. As 

indicated in the prior chapter, the study was restricted to 

the perceptions of those user groups classified as "more 

knowledgeable." Selection of such individuals were based 

on a judgmental sample of representative groups. Forty-two 

respondents were ultimately included In this sample; however, 

due to the relatively small number of Interviewees In each 

specific occupation, the respondents were combined into 

three basic categories for analytical purposes. Categories 
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and the frequencies observed in each were as follows: 

Fifteen chartered financial analysts (CFS's), eighteen 

practicing certified public accountants (CPA's), and nine 

respondents classified as "other." The latter category 

included a corporate attorney, four corporate executives, 

one econometrician, a governmental representative, and two 

respondents frawn from the academic area. 

Analysis of Characteristics 

Characteristics of all respondents and for each basic 

category of respondents are summarized in Table XVII. 

Significant relationships within and between each category 

of audited financial statement users are analyzed In depth 

in the discussion which follows the table. 

TABLE XVII 

GENERAL CHARACTERISTICS OP RESPONDENTS 

Characteristic 
All 

N=42 

CFA* 

n=15 

CPA** 

n=l8 

Other*** 

n = 9 

Age (mean) 43.45 46.50 43.34 43. 06 

Sex: Male 41 15 18 8 

Female 1 0 0 1 

Years in present position 
(mean) 4.96 4.33 

1—1 
C
O
 6.33 
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TABLE XVII—Continued 

Characteristic 
All 

N=42 

CPA* 

n=15 

CPA** 

n=l8 

Other*** 

n=9 

Years with present employer/ 
business (mean) 8.62 6.33 11.00 6.89 

Years in present profession 
(mean) 15.14 13.00 17. 44 14.11 

Professional certificates 
held (number) 42 15 18 7 

Highest level of formal 
education (mean years) 17.45 16.73 16.56 18.94 

*Broker/investment banker: 3, Investment company 
executive: 1, investment counselor: 3, trust company 
(department) executive: 3, commercial bank executive: 3, 
insurance company executive: 1, educator: 1 

^Affiliated with local firm: 5, regional firm: 3, 
national firm: 10 

K*»Corporate legal counsel: 1, corporate financial 
executive: 4, econometrician: 1, governmental representa-
tive: 1, educator: 2 

An examination of the respondents' profiles revealed 

the following characteristics: 

Age.—The mean age for all respondents approximated 

43-5 years. They ranged in age from twenty-five years to 

sixty-four; however, 52 percent were in the thirty to 

thirty-nine age bracket. Chartered financial analysts 

were slightly older (three years) than their counterparts 
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in the study. The avarage age of certified public accoun-

tants was in the forty-two to forty-five span. The 

characteristic of age does not appear to affect responses 

to questions in this study. 

Sex.—Forty-one males and one female respondent were 

included in the sample—the female being drawn from the 

"other" category. Justification for any possible bias in 

the selection of respondents rests in the fact that the 

intent of this study was to obtain the perceptions of 

individuals holding top-echelon positions. The availability 

of female respondents to participate in this study was 

limited. Significant inroads into the corporate accounting 

field have been made by women, but at this time they hold 

primarily mid-management positions. According to the pro-

fessional directories cited in the previous chapter, 

however, similar statements cannot be made about chartered 

financial analysts or—to a lesser degree-practicing 

certified public accountants. Although proof is lacking 

in this study, there is no reason to believe that the 

characteristic of sex would have any bearing on responses 

to the types of questions put to each interviewee. 

Present position.—Surveyed respondents have held their 

present position an average of 5.0 years, ranging from 

"less than one year" to twenty years. Eighty-eight'percent 

have held their present positions from one to ten years. 
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Respondents classified as "other" have held their present 

positions slightly longer (6.3 years) than the average. 

Moreover, respondents affiliated with regional public 

accounting firms have held their present positions 6.3 

yearsj as compared with 4.0 years for those affiliated with 

local firms and 4.7 years for those affiliated with nation-

al firms. This slight differential in the number of years 

in present position does not appear to be meaningful as it 

related to the questions put to the respondents. 

Present employer. -—Respondents have been associated 

with their present employer—or with their business if they 

are the proprietors—an average of 8.6 years. Certified 

public accountants have remained with their present em-

ployer/business longer (11.0 years) than either chartered 

financial analysts or "others"—6.3 years and 6.9 years, 

respectively. Length of time ranged from one year to 

twenty-five years; however, 69 percent of the respondents 

have been with their present employer from one to ten years. 

Within individual categories, there was no significant 

difference in time with present employer/business. It is 

perhaps noteworthy that certified public accountants who 

have attained a top-echelon position were with their 

present employer four years longer on the average than their 

two counterparts. The differential may be meaningful in 

this study when comparing the responses of the three groups 

of users. 
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Present profession.•—Respondents have been in their 

present profession an average of 15.1 years. Such affilia-

tion ranged from six years to twenty-five years; however, 

62 percent have been in their present profession six to 

fifteen years. Certified public accountants have been in 

their profession longer (17.4 years) than either chartered 

financial analysts or others--13.0 years and 14.1 years, 

respectively. Certified public accountants associated 

with national firms have been in their profession 16.5 

years, whereas those with local firms have 13.0 years and 

those with regional firms 10.3 years. Longevity of certi-

fied public accountants exceed that of the other two 

categories. This fact is perhaps meaningful in the sense 

that it implies greater experience in dealing with the 

problems addressed in this study. 

Certification.—Respondents in this study possessed a 

total of forty-two professional certificates. With clari-

fication, this figure would be misleading—implying that 

all respondents in the sample were certified. This was not 

the case, since two respondents from the academic area and 

classified as "other" were not certified. One chartered 

financial analyst was also a registered professional 

engineer. Obviously, all certified public accountants were 

appropriately certified and multi-certification was invol-

ved in the "other" category. One corporate executive was 
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a CPA as well as CMA (certified management accountant). 

Two corporate executives were CPA's, and one executive was 

a CIA (certified Internal auditor). Moreover, the govern-

mental representative was a CPA—with extensive public 

accounting and academic experience. The corporate attorney 

was properly licensed to practice in several states, and 

one educator was a CPA—also with extensive public account-

ing experience. In the researcher's judgment, certification 

is meaningful to this study in the sense that the sample 

includes recognized professionals In their respective areas. 

Educational status.—The mean level of formal education 

attained by respondents was 17.5 years as related to the 

following scale: 

Bachelor's degree 16 years 
Master's degree 17-18 years 

Higher than master's degree . . . . More than 18 years 

Academic area respondents, which included one chartered 

financial analyst and three educators in the "other 

category; bias the average educational level upward. Such 

bias resulted primarily from the prevalence of terminal 

degrees in the academic community. Forty-five percent of 

the respondents possessed only bachelor's degrees and 4l 

percent had attained master's degrees. In addition, 14 

percent of those interviewed possessed a degree higher than 

the master's degree. The latter included a doctor or 

jurisprudence (law) and a doctor of philosophy (academic). 
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The fact that all of the respondents possessed at least 

the minimum formal training In their respective fields is 

probably the reason that education-level made a significant 

difference in only two basic areas in this study. The 

differences arose in response to the following questions: 

The extent to which audited financial state-
ments are used in the respondent's decision processes. 

The extent to which an explicit statement of 
the message would enhance the respondent's understand-
ing of the auditor's report. 

The differences were statistically significant at the .05 

level using chi-square tests. Fruther comments are reserved 

for the summary to this chapter. 

Conclusions 

The general characteristics of respondents appear to 

be meaningful only in selected areas. The fact that certi-

fied public accountants have greater longevity with their 

present employer or business and in their present profession 

implies greater experience in dealing with the type of 

problems brought out in the study. The finding that edu-

cational level makes a difference, even with a high 

threshold for minimum education, in comprehension tends to 

substantiate the assumption made in Chapter IV that training 

of a specific represents an important factor in understanding 

technical messages. 
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Attitudes toward Present Auditor's Report 

Introduction 

Part II of the interview guide directs thirty-three 

questions to respondents in order to obtain their per-

ceptions of a communication problem associated with the 

present auditor's report. For analytical purposes—since 

the four types of questions are interrelated as to sub-

ject matter~~summarized responses to all objective-type 

questions are presented initially. Each topic is then 

analyzed in depth by bringing in responses to open-ended 

questions for clarification or amplification. 

Nonparametric statistical techniques were used to 

determine significant relationships between and among the 

three basic categories of users. Kruskal-Wallis one-way 

analysis of variance by ranks test and the chi-square test 

represented the specific techniques used; however, the 

former was applied only to the Likert-type scale questions. 

Chi-square tests were used to examine responses by all 

categories and to contrast the responses of one category to 

that of another—that is, CPA vs. "other," CPA- vs. CPA, and 

CPA vs. "other." As a means of performing such tests, the 

following hypothesis—which is applicable to each objective 

type question contained In Part II of the interview guide--

was tested: 
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Null hypothesis (H ): Each individual response is 
independent of the principles 
of classification—that is, 
the three basic categories of 
audited financial statement 
users. 

Alternative hypothesis (Ha): Each individual response 
is related to the principles of 
classification. 

Criterion for decision: Reject H 0 and accept Ha if the 
computed X2/H test > the critical 
value at the .05 level of signi-
ficance for the respective degrees 
of freedom. 

Objective-type Responses 

The following three tables provide certain information 

about responses to objective-type questions relating to the 

present auditor's report: 

Table XVIII summarizes the extent of agreement or 

disagreement with fifteen Likert-type questions determined 

on the following scale: 

Response Weight 

NOT AL ALL 1 
SLIGHTLY 2 
MODERATELY 3 
CONSIDERABLY 4 
TO A GREAT EXTENT 5 

Mean responses weighted in such a fashion are presented 

for all respondents and for each of the three basic cate-

gories—chartered financial analysts, certified public 

accountants, and "other." 
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Relative responses to four either/or questions are 

presented in Table XIX. These questions were structured 

to enable a respondent to answer a "yes" or "no." In 

this table, responses are shown in total and in detail for 

each category. 

The final group of objective-type questions is pre-

sented in Table XX. In this table, responses to three 

multiple-choice questions are also shown in total for all 

respondents and in detail for each gtoup of respondents. 
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Analysis of Responses 

Based on the foregoing tables and other input in the 

form of responses to open-ended questions, an analysis of 

individual subject areas revealed the following: 

Use of statements.—Respondents use audited financial 

statements in their decision processes an average of 3-67— 

that is, between moderately and considerably. Chartered 

financial analysts use such statements slightly more (3-93) 

than the average, and "others" use them slightly less (3.00). 

Since the "other" category includes corporate financial 

executives and governmental representatives who have access 

to specialized reports, such slight differences in extent 

of usage appear to be reasonable. No basic differences 

were noted within the three categories. Attention is called 

to the previous section where the characteristic of educa-

tion as it relates to the use of statements is statistically 

significant. 

Reliance upon report.—Respondents relied upon the 

auditor's report as a test of financial statement fairness 

an average of 3-67—that is, between moderately and consid-

erably. As could be expected, certified public accountants 

placed a greater reliance (4.44) than either chartered 

financial analysts at 3-13 or "others" at 3.00. Responses 

of certified public accountants, when compared with "others" 

were found to be significantly different at the .05 level. 
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In the "other" category, two corporate executives, the 

econometrician, and an educator (finance) indicated that 

they relied upon the auditor's report either "not at all" 

or only "slightly." This finding indicates that auditors 

may have a considerable task in convincing "outsiders" of 

the credibility of the intended message. Of course, the 

sample is small, and responses might differ if the study 

were extended. 

Quality of communication.—Respondents agreed slightly 

to moderately (2.76) that communication through the auditor's 

report is unsatisfactory. Surprisingly, certified public 

accountants agreed with this conclusion slightly more (2.89) 

than chartered financial analysts (2.M0). The meaning of 

this finding is that some members of the profession per-

ceive deficiencies in communicating the intended message. 

The "other" category felt even more strongly (3.11) that 

communication is deficient. Sixty percent of the respon-

dents associated with local accounting firms and 60 percent 

of those associated with national accounting firms agreed 

moderately or above that such communication was unsatis-

factory. In addition, 75 percent of the corporate financial 

executives agreed moderately to considerably with the 

assertion that the auditor's report is unsatisfactory. 

Strong critics included the economist and an educator. 
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A related question concerned whether or not the message 

management and the auditor desire to convey to the reader 

was garbled. Many respondents agreed with such a possi-

bility; however, they generally qualified their criticism. 

The following comment by a partner with a national account-

ing firm typified such qualifications: 

I agree that it is garbled if we are dealing 
with a very unsophisticated reader. Just like any 
other game that we play, if you know the rules you 
don't find anything garbled. Some people who pick 
up the report—without really knowing what the 
report means—will have a very garbled version of 
what it is intended to mean. It therefore would 
depend on the expertise of the reader. 

The findings in this area are meaningful in that they 

tend to substantiate the assumption in Chapter IV that 

expertise of the user represents an integral part of under-

standing the message. They also indicate that the profession 

is aware of the problem. 

Auditor's responsibilities.—When asked if some of 

these communication problems were possibly disagreements 

about the auditor's responsibilities, respondents agreed 

moderately to considerably (3-73)- No distinct differences 

in the nature of responses were noted between the three 

categories of users or within each category. 

Responses to a related question indicated that most 

interviewees understood that management's responsibility is 

to prepare the financial statements and that the auditor 

merely attests to standard compliance. 
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Moreover, 95-2 percent of the respondents agreed with 

the current division of responsibility between management 

and the auditor. All certified public accountants con-

cluded that the current split of responsibility was correct; 

however, respondents in the "other" category felt less 

strongly—only 88.9 percent. One academic respondent 

believed that the auditor should assume more responsibility 

in uncovering fraud. 

These findings indicate that among "informed" users 

there was little dissatisfaction with the division of 

responsibilities between management and the auditor. 

Standardization of report.—Respondents did not 

believe standardization of the auditor's report signifi-

cantly distorts its character. For all respondents, the 

responses averaged 2.05—that is, they agreed slightly. 

Chartered financial analysts were even less critical 

(1. 80) than certified public accountants (1.9*0. The 

"other" category registered the highest in agreement—2.67 

on the scale. 

A related question asked the respondent what he con-

cluded from reading the auditor's report about the audit 

process. Representative comments were as follows: 

It gives me the impression that he has come in 
and has taken the books, gone through the numbers, 
and had done some statistical sampling trying to 
verify the accuracy of the numbers. Then he has 
passed judgment as to whether or not they accurately 
reflect what has happened (trust officer, commercial 
bank). 
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He verifies that the accounts are accurate as 
stated. That the amounts are reasonably accurate— 
with small errors, I'm sure. In short, that what ̂  
the report says has occurred during this period did 
occur—with small degrees of estimating error 
(investment banker). 

It does not tell very much at all about what he 
does. I have some concern about that. What are 
GAAS? The reader may or may not know what that means. 
As a sophisticated user, it tells me generally what 
he does—but not specifically. I must assume that 
the auditor has performed the auditing standards to 
the extent he saw fit—acording to the circumstances. 
But I don't know exactly what he did (partner, local 
accounting firm). 

He has examined the financial statements under 
certain professional standards and developed his 
opinion on the fairness of the presentation—in 
relation to GAAP. I don't have any problem in 
understanding this. In a sense, this terseness, 
this brevity, makes understanding possible. If 
you'll read it, I don't see how you can improve^on 
a clean opinion (partner, national accounting firm). 

The uninformed can rely on only two phrases— 
GAAP and GAAS. If he does not know what those mean, 
then he would not know what the auditor's report 
means (partner, national accounting firm). 

It would be better if we could separate it and 
have a legal and a financial response—but I don't 
know if that is possible. He merely does GAAP 
accounting—period—to make sure that it is consistent 
and fair over certain periods of time. That is all 
he does—the scorekeeper (investment banker or broker), 

I don't think he guarantees the results--in 
terms of the accuracy of those figures. I do think 
that he guarantees that the methods used in attaining 
those results were consistent with what are per-
ceived to be GAAP (investment counselor). 

It means just about next to nothing to me, 
because I know there is so much "leeway" in what 
they can do. So I don't get a real picture of profits 
The whole thing is distorted (trust officer, com-
mercial bank). 



173 

The thrust of the auditor's report goes to the 
form rather than to the substance. It just merely talks 
about whether you applied standard GAAP techniques. Now 
I don't really think that they are really saying here 
that all the information backing up the statement of 
income is totally true. In my opinion, it just says 
they are following GAAP—which doesn't necessarily mean 
that it is accurate (corporate legal counsel). 

If I were an auditor, I would have a much greater 
appreciation of what is necessary. I guess it's my 
basic commitment to an article of faith that the audit-
ing procedures are done by a reputable firm. I assign 
an element of faith to the firm that the numbers have 
been prepared and the positions shown are—in their 
judgment—fair (academic CFA). 

The conclusions drawn from the above comments are that 

there are more similarities than dissimilarities in the 

responses by the various individuals included in the sample. 

Nevertheless, disparity does exist concerning what "knowl-

edgeable users" concluded about the auditor's function. 

Such disparity inevitably leads to communication problems 

even among the "elite" of audited financial statement users. 

One might then understand why less sophisticated users have 

even greater problems in understanding the messages con-

tained in such statements. 

Symbolism of report.—Respondents generally agreed 

that standardization of the auditor's report creates the 

effect of a symbol. Responses to this question averaged 

4.48 on the scale—that is, from considerably to a great 

extent. Only minor differences were noted between the 

responses by each of the three categories and within each 

category. The respondents amplified or qualified their 
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responses in various ways. One academic chartered financial 

analyst concluded that "they are not read unless there is 

an exception and the notes jump out with blaring horns or 

lights flashing. The true professional is going to go 

quickly over the report and into the meat of the numbers 

and the footnotes." 

A partner in a regional accounting firm stated that 

"Even as an auditor, when I see a so-called clean opinion, 

I take it pretty well for granted. On the other hand, when 

there are more than two paragraphs I do read what the quali-

fication is—but only if it is different from what I 

ordinarily expect to see." 

The governmental representative stated that "Most 

people just see that page and the auditor's name, and then 

their curiosity stops. Certainly, they look for qualifica-

tions ." 

One partner in a national accounting firm stated that 

"Basically, it is an 'ok' sign." 

Another partner in a national accounting firm put the 

matter very succinctly, as follows: 

I believe that the average reader either looks 
upon the report as either a clean report or something 
other than a clean report. To the average reader, 
the difference is all that clear between the two. 
A clean report means that he can rely very heavily 
on the financial statements. An exception means that 
the average reader will shy away from it and not try 
to understand what the report means. 

The meaning of the respondents' views is that even the 

most sophisticated users view the unqualified auditor's 
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report as a symbol and that It Is Indeed comparable to a 

"Good Housekeeping Seal of Approval." Since this presumably 

is not the message the profession wishes to convey, it is 

apparent that there is indeed a communication problem. 

Enlightenment function.—Respondents moderately 

believed (3.29) that the auditor's report is the only formal 

means to educate and inform the user of the auditor's 

function. "Others" believed slightly to moderately (2.63) 

that there are other methods. For example, educators noted 

that official publications issued by professional organi-

zations and articles in business publications aid in 

informing the user about the auditing function. The 

inference may be drawn, however, that although such sources 

exist, not all informed users may take advantage of such 

additional input. 

Explicitness of messages.--Respondents moderately 

agreed (3-05) that the auditor's report should state its 

messages explicitly and not rely upon user's inferences. 

The "other" category believed in explicitness more strongly 

(3.56), and chartered financial analysts believed in it 

less strongly (2.27). Academic respondents in general were 

of the opinion that explicit statements were preferable 

A related question pertained to the interviewee's 

understanding of an explicit message. Respondents replied 

that an explicit message would enhance their understanding 
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"not at all" to "slightly"—that Is, 1.73 on the scale. 

Certified public accountants would be helped less (1.28), 

and the "other" category would be helped to a greater degree 

(2.44). The difference in responses by certified public 

accountants, as compared with the "other" category, was 

statistically significant at the .05 level. 

These findings are meaningful in the sense that most 

readers prefer explicit messages in the auditor's report. 

Those respondents who believed it strongly (chartered 

financial analysts) have other input to supplement their 

knowledge of corporate activity—as indicated in Chapter IV. 

Attention is also called to the previous section where the 

characteristic of education as it relates to the explicit-

ness of messages is statistically significant. 

Meaning of GAAP.—Responses to the question as to the 

meaning of "present fairly . . . in conformity with GAAP" 

brought a variety of responses. Representative comments 

were as follows: 

It means that management didn't "screw up" so 
badly that the accounting firm was willing to lose 
a client (commercial banker). 

It means that they followed the prescribed 
procedures of highly recognized accounting bodies. 
Unfortunately, these GAAP's have so many loopholes 
they can mean anything (finance professor with CPA). 

What it means is that there have been a certain 
set of general accounting criteria adopted by the 
profession. The company is utilizing these principles 
in preparing the financial statements (broker). 
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It means that standards have been applied-
but it's not an absolute truth. What may be a fair 
presentation to me may be unfair to someone else. 
The term GAAP is also nebulous, none of the profes-
sional literature can agree on what it really 
consists of (partner, local accounting firm). 

That important entries fit the accounting rules, 
and that it has been done the same way this year as 
the year before (corporate insurance executive). 

That we do have accepted accounting principles 
and that this company does have an ok in that it is 
following the rules of the game (trust officer, com-
mercial bank). 

It simply means that they used good procedures 
and followed standardized practices (econometrician). 

Well, GAAP in and of itself is not as well 
defined as we would like it to be. But on the whole, 
the financial statements are fair in relation to the 
accounting principles that we as a profession have 
established and that the business community has 
accepted as being appropriate under the circum-
stances (partner, national accounting firm). 

All it means to me is that I don't have to 
worry about the consistency of how these things are 
tracked—as not revised in the notes. If fraud is 
involved, I could determine it from the auditor's 
statement or the notes—or the statements themselves. 
I have to take the auditor's judgment that it is 
fairly presented (investment banker). 

It means that we've got this big club here and 
that everybody is following the rules of the game 
(trust officer, commercial bank). 

It means that the financial statements in all 
material respects adhere to that body of knowledge 
that I've been trying to "get a hold on" for many 
years (manager, regional accounting firm). 

It may be inferred from these representative comments 

that even among sophisticated users of audited financial 

statements a difference does exist in the meaning of 

present fairly . . . in conformity with GAAP." It Is 
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likely that less sophisticated users would have even wider 

variations in their interpretations of the term. 

Technical terminology.—Ninety-three percent of the 

respondents stated that technical terminology in the 

auditor's report presented no particular problems to them. 

Not surprisingly, all certified public accountants agreed 

with this statement; however, only 80 percent of chartered 

financial analyst agreed. Surprisingly, respondents in 

the "other" category indicated that terminology presented 

no particular problems. 

These findings contradict responses to other questions. 

Technical terminology is an integral part of the message 

and previous responses indicated that a communication pro-

blem does exist. Many of the corporate executives and an 

academic respondent were CPA's, thus injecting greater 

expertise into the "other" category. The corporate legal 

counsel stated that he calls upon the corporate accountant 

extensively for needed advice. 

Feasibility of single report.—Respondents indicated 

slightly to moderately (2.83) that a single report could 

serve a segmented audience of users. Certified public 

accountants agreed more strongly (3-24), and "other" 

respondents agreed less strongly (2.22). Only the corpo-

rate legal counsel believed as much as moderately in the 

adequacy of a single statement. 
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It may be inferred from these findings that it is 

unlikely that a single report is capable of serving the 

needs of even a fairly homogeneous group—the more sophis-

ticated users of audited financial statements. 

User groups now served.—Only 7 percent of the respon-

dents believed that the lowest common denominator of users 

was served by financial statements in their present form. 

Forty-five percent believed that the highest common denom-

inator of users was best served and 48 percent believed 

that the statements served a level between these two ex-

tremes. Responses by the three basic categories of users 

are reflected in Fig. 21. 

CFA CPA Other 

Lowest I\SNl Highest v//\ Between 

Fig. 21—User groups presently served by audited 
financial statements 

Of those respondents who believed that the statements 

served a level between the two extremes, 74 percent indica-

ted that they served the top 50 percent of all users. The 



180 

"other" category belxeved tllat the statement served basical 

ly the highest demonimator of users, which contrasts sharply 

with the opinions of the CFA's and the CPA's. The latter 

groups favored the in-between level. 

The findings imply general agreement on those best 

served by financial statements in their present form, with 

disagreement voiced primarily by respondents in the "other" 

category. 

User groups ideally served.—In response to the question 

as to which groups should receive priorities in the matter 

of audited financial statements, 52.4 percent indicated a 

level between the two extremes. On the other hand, 33-3 

percent favored the highest level, 9-5 percent favored the 

lowest level, and 2.4 percent indicated that all levels 

should be served. Responses by the three basic categories 

of users shown in Fig. 22. 

CFA CPA , Other 

Lowest NNX* Highest[/Z3 Between 
All 
levels 

Fig. 22—User groups ideally served by audited 
financial statements 
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Of the total respondents who believed that the state-

ments should serve a level between the two extremes, 76 

percent believed that only the top 50 percent of users 

should be served. The greatest difference in the responses 

of users occurred between certified public accountants and 

the "other" category. CPA's overwhelmingly believed that 

the statements should serve a level between the two extremes, 

whereas the majority of "others" believed that the highest 

common denominator of users should receive priority. The 

difference in responses of certified public accountants, as 

compared with "others," was statistically significant at 

the .05 level. 

These findings are meaningful in that there is a great 

deal of correlation in the perception of respondents about 

user groups now served and user groups that ought to be 

served. The majority of respondents believed that financial 

statements should serve the top 50 percent on the user 

continuum. 

Possibility for meaningful communication.—Seventy-four 

percent of the respondents did not believe that it would be 

possible to make communication meaningful to the entire 

range of users. Certified public accountants indicated 

that they were more doubtful (83-3 percent) than the other 

two categories. Exceptions included two local accountants 

and one national accountant who believed that it would be 
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possible to make communication meaningful to the entire 

range of users. 

The implications here are that the vast majority of 

respondents discount the possibility of making communi-

cation through audited financial statements meaningful to 

the entire range of users. 

Desirability for meaningful communication.—Fifty-five 

percent of the respondents indicated that they did not 

believe that it would be desirable to make communication 

through the auditor's report meaningful to the entire range 

of users. Again, certified public accountants felt more 

strongly in this respect (72.2 percent) than either char-

tered financial analysts (40.0 percent) or "others" (44.4 

percent). A comment by a manager of a regional accounting 

firm typified this point of view, as follows: 

I think if we try to make the communication 
meaningful to the user on the lower end of the 
spectrum, it will then be garbled to the guy who 
knows what he is doing. Talk about not reading 
it! People in the financial community certainly 
would not read it if it was so wordy it was mean-
ingful to the naive investor. 

The findings imply that there is a great deal of cor-

relation between what is possible and what is ideal in 

serving users throughout the entire spectrum. The majority 

of respondents doubted the feasibility of serving the entire 

spectrum. 
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Aim of financial statements.—Respondents believed 

moderately to considerably (3-93) that financial statements 

should be aimed at the "interested, more knowledgeable 

investor and creditor." The three categories of users 

differed little in their responses to this question. These 

findings reinforce the profession's intention to serve 

primarily the upper spectrum of financial statement users. 

Reduction of information risk.—Respondents believed 

considerably (4.4l on the scale) that auditors should be 

concerned only with reducing information risk, meaning 

that auditors have no responsibility for business risk. 

The response by an academic dean highlighted this point 

of view, as follows: 

Well, no matter how the numbers stack up, 
inherent risks of cyclical industries are going 
to prevail no matter how you are tallying the 
numbers. So I don't think the auditor can—or 
can be expected to—dampen the swings of the 
economy. I just don't see that—of the auditor 
or of anyone else.* 

The inference is that most respondents do not expect 

the auditor to "insure" against business risk. They do 

expect the auditor to do everything possible to reduce 

information risk. 

*For purposes of this study, business risk is defined 
as follows: (a) Company risk: Business risk peculiar to 
and individual firm; (b) Market risk: Industry or economy-
wide factors; (c) Financial risk: amount of leverage used. 
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Workings of the efficient market.—Respondents only 

slightly agreee (2.33) that the naive investor has pro-

tection by the workings of the efficient market. Chartered 

financial analysts had less confidence in this type of 

protection (1.87) than the average. and respondents in the 

"other" category placed more confidence (3-33) in it. Two 

corporate executives indicated that they place a great deal 

of confidence in such protection; however, an investment 

banker stated his skepticism of the theory in the following 

fashion: 

If we are talking relative to the total market 
movement—yes, I would have to say that I agree. 
But even given random talk and all the other theories, 
I still believe that there is some information that 
is not assimilated into the market as fast as other 
informatiom. And market timing is a very artful 
thing—it is not a science. Also, I think the time 
horizons are so long that, if it is correct, then 
you don't need me. And I hope that I will outperform 
these. 

These findings imply that little enthusiasm exists 

among the respondents for the concept of the efficient market 

As one investment counselor put it, "Many on the faculty at 

Stanford may believe in it, but the products they turn out 

rarely continue to believe in it once they enter a real 

business environment." 

Criticism of the profession.—Respondents agreed only 

slightly (2.34) with criticism of the accounting and audit-

ing professions by the legislative branch of the federal 

government. Predictably, accountants agreed the least (1.88) 
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and "others" agreed the most (3-57). One corporate execu-

tive and two educators were highly critical. Several 

respondents agreed more strongly with the criticism if it 

related to standards only and less strongly if it related 

to bribes only. A comment by a partner in a national 

accounting firm typified this divided point of view, as 

follows: 

There are really two parts to that. Both of 
them are obviously a problem. I think that the 
main criticism is for the accounting group as a 
profession to set overall guidelines—considering 
objectives of financial statements—whereby we 
could have uniformity in the way financial state-
ments are put together and the principles applied. 
I think we have taken the cookbook approach, and 
we can't really decide on the appropriate receipe. 

As to the other—the risks and the rewards and 
the reasons for improper illegal payments are many 
and varied. And it is difficult to determine which 
ones are merely improper and which are illegal. I 
think many of those payments were made by manage-
ment with the sole purpose of expanding their 
business, and they believe that they are doing 
simply what has to be done in the environment of a 
particular country in order to compete with foreign 
competitors. As auditors, our responsibility is to 
the fairness of financial statements. If an illegal 
payment is not material to the financial statements, 
I can't see why the auditor should be responsible 
for insisting that his client report the item to 
the public. 

These findings imply that most respondents do not agree 

very strongly with the criticism of the accounting and 

auditing professions by legislators. Exceptions include 

those respondents classified as "other." What criticism 

the profession has for itself primarily relates to the 
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matter of standards. It generally rejects the Idea of 

negligence in the matter of bribes. 

Reasons for criticism.—Sixty-seven percent of all 

respondents believed that governmental criticism is the 

result of a communication problem. Seven percent attributed 

it to a lack of professional diligence, and 24 percent 

attributed the cause to both reasons. Responses by the 

three basic categories of users are shown in Fig. 23. 

CFA CPA Other 

Communication 
problem 

zzzx 
Lack of 
diligence 

s s 

Both 
reasons 

No 
Opinion 

Fig. 23—Reasons for criticism of profession 

Predictably, none of the certified public accountants 

attributed the problem strictly to a lack of diligence; 

however, 13-3 percent of chartered financial analysts did 

believe this to be the reason. The greatest difference in 

responses was between those of the certified public accoun-

tant and the "other" category. Even the accountants 

attributed part of the problem to communication breakdowns 
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and a lack of diligence on the part of the profession. The 

difference in response of certified public accountants, as 

compared with "others," was statistically significant at 

the .05 level. 

Some of the reasons given by respondents for these 

charges against the profession were too candid to place in 

a paper of this nature; however, representative comments 

were as follows: 

I would place congressional committees as naive. 
I think they are suspicious, and most of that comes 
from ignorance. I don't think they are informed. 
Even with their staff, the conclusions are danger-
ous because of the latter's lack of experience. The 
staffs are typically very young'—right out of school 
and not very experienced. And to what extent their 
biases affect the studies-—that's another thing. 
They are making decisions without having any practical 
experience. That's the main criticism (trust officer, 
commercial bank). 

I think (blank's committee is motivated by a 
desire to get headlines about something he's going 
to get for the "little guy." I don't think he's 
giving any sort of consideration to the accounting 
and. reporting positions of the corporate world. It's 
all a matter of self-interest (manager, regional 
accounting firm). 

There are other reasons (blank) is drawing these 
conclusions. I don't understand the man's motives, 
but they are very attention-getting. Some of the 
recommendations are so impractical, it makes you 
wonder! But it's not really (blank) himself—it's 
his staff. Some of his conclusions indicate he has 
no insight. I just don't think the man receives 
enough different views from qualified people to reach 
the conclusions he does (partner, national accounting 
firm). 

We don't live in a simple world--and I'm sure 
that even among members of your own accounting staff 
at your university there are at least two accounting 
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professors who don't see "eye to eye." And why 
should anyone else? I don't think these poli-
ticians see eye to eye on everything either. 
Opinions of CFA's are different—and they are not 
related to geographical areas—only to background, 
experience, etc. (investment counselor). 

These findings imply that most respondents were of the 

opinion much of the governmental criticism was unjustified. 

The inference is that this criticism is the result of a 

communication problem between the profession and Congress 

and not a lack of professional diligence. 

Process of mass communication.—Respondents were 

evenly divided as to whether or not audited financial 

statements could be considered a process of mass communi-

cation. They agreed with this point of view only moderately 

(3.26). Only the "other" category took issue with this 

point of view by agreeing only slightly (2.44). Opposing 

points of view by partners in two national accounting firms 

pointed out this divergence as follows: 

There is just a relatively small group, relative 
to the populace as a whole, that actually use fi-
nancial statements. The entire population has 
access—but as far as actually using them, I don't 
think there is anywhere close to a mass media. It's 
more a small-group idea. 

It's pretty cold. It's cut and dried. It's 
printed up. It goes out, and it's virtually like a 
press release. We don't know who the users are. We 
think we do, but we really don't. When it gets in 
those hands it's pretty cold—like reading a news-
paper article. Practically no feedback. It's not 
small-group or interpersonal communication—It's 
definitely mass communication. 
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The findings in this area were inconclusive. A number 

of respondents believed that the process represents mass 

communication; however, an equal number disagreed, believ-

ing it to be more of a small-group process. It is also 

possible that respondents did not assign the same meanings 

to the terms of interpersonal, small-group, and mass com-

munication. 

Conclusions 

This section has analyzed the perceptions of respon-

dents to communication problems related to the present 

auditor's report. Three areas were found to be statisti-

cally significant at the .05 level. These differences 

occurred between the certified public accountant and the 

"other" category, as follows: 

The extent to which CPA's and "others" rely on 
the auditor's report as a test of financial statement 
fairness. 

The extent to which CPA's and "others" would be 
aided by an explicit statement of the message now 
left for the reader to infer from the auditor's 
report. 

The priorities assigned by CPA's and "others" 
concerning which groups of users should get prefer-
ences in the presentation of audited financial state-
ments . 

Chi-square tests were used to determine such relation-

ships. In addition, Kruskal-Wallis tests were applied to 

each Likert-type scale question; however, in no cases were 

the results singificant at the .05 level. 
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Based on the respondents' perceptions, several conclusions 

may be drawn from this section. A communication problem 

does exist in relation to the auditor's report, and this 

problem must be solved in order to meet the criticisms of 

legislators and others outside of the profession. Pre-

dictably, respondents classified as "others" placed less 

confidence in the auditor's report then respondents within 

the profession. Most respondents concluded that the audi-

tor's report is merely a symbol and that the messages in 

it should be stated explicitly. A general correlation 

exists between the respondents' perceptions of the level 

the auditor's report presently serves and the level it 

ideally should serve. Most respondents believed that the 

report should serve the top 50 percent of users—analyst 

through "interested, more knowledgeable investor and 

creditor" on the continuum—whereas "others" believed it 

should serve only the most sophisticated of users. Crit-

cism of the profession related primarily to lack of 

uniformity in the application of standards rather than 

public disclosure of bribes. Pew respondents attributed 

such problems to a lack of professional diligence, opting 

instead to place the blame on communication deficiencies 

and failure to agree on the extent of an auditor's 

responsibilities. 

mm#1** a* 
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Attitudes toward Proposed Auditor's Report 

Introduction 

As indicated in Part III of the interview guide, twelve 

questions were asked of all respondents in order to determine 

their perceptions of communication problems associated with 

the proposed auditor's report and the related management 

report. As in the prior section, for analytical purposes 

summarized responses to all objective-type questions are 

first presented. Each topic is then analyzed in depth by 

bringing in responses to open-ended questions for purposes 

of clarification or amplification. 

Nonparametric statistical techniques were used to deter-

mine significant relationships between and among the three 

basic categories of users. Kruskal-Wallis one-way analysis 

of variance by ranks test and the chi-square test represented 

the specific techniques used; however, the former was applied 

only to the Likert-type scale questions. Chi-square tests 

were used to examine responses by all respondents and to 

contrast the responses of one category to that of another— 

that is, CFA vs. "other," CFA vs. CPA, and CPA vs. "other." 

As a means of performing such tests, the following hypothe-

sis-which is applicable to each objective-type question 

contained in Part III of the interview guide—was tested: 
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Null hypothesis (H0): Each Individual response is 
independent of the principles 
of classification—that is, 
the three basic categories of 
audited financial statement 
users. 

Alternative hypothesis (Ha): 
Each individual response is 
related to the principles of 
classification. 

Criterion for decision: 
Reject H0 and accept Ha if the 
computed X2/H test / the criti-
cal value at the .05 level of 
significance for the respective 
degrees of freedom. 

Objective-type Responses 

The following three tables provide certain information 

about responses to objective-type questions relating to the 

proposed auditor's report: 

Table XXI summarizes the extent of agreement or dis-

agreement with two Likert-type questions determined on the 

following scale: 

Responses Weight 

NOT AT ALL 1 
SLIGHTLY 2 
MODERATELY 3 
CONSIDERABLY 4 
TO A GREAT EXTENT 5 

Mean responses weighted in such a fashion are presented for 

all respondents and for each of the three basic categories--

chartered financial analysts, certified public accountants, 

and "other." 
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The final category of objective questions is presented 

in Table XXIII. In this table, relative responses to two 

multiple-choice questions are also shown in total for all 

respondents and in detail for each category. 

Analysis of Responses 

Based on the foregoing tables and other input in the 

form of responses to open-ended questions, and analysis of 

individual subject areas revealed the following: 

Attention to proposed report.—As specialized users, 

respondents believed slightly to moderately (2.90 on the 

scale) that they would pay closer attention to the auditor's 

report as a result of the proposed changes. There were no 

basic differences in the responses of the three basic 

categories of users. Answers were generally qualified to 

indicate that at the outset the respondents would pay 

closer attention to the report; however, after a period of 

time the revised format would also become routine and the 

report would again get only cursory attention. These 

findings imply that the initial "shock effect" of a change 

would achieve Its purpose in compelling readers to analyze 

the auditor's report; however, the effect would be short-

lived . 

Respondents were also asked if they believed the 

proposed changes in the report would accomplish the desired 

purpose for all users. Respondents overall agreed only 



199 

slightly (2.14). Certified public accountants were slightly 

more confident (2.33) and the "other" category less con-

fident (1.89). The more skeptical respondents included two 

corporate financial executives, the econometrician, and 

one educator. These findings imply that the beneficial 

effects of the proposed changes would be less for all users 

in the spectrum than it would be for the more knowledgeable 

users. 

Respondents were also asked if they would have the 

tendency to read the proposed report more closely than the 

old report since the length and format would vary based on 

individual circumstances. Seventy-nine percent of the 

respondents indicated that they would read it more closely; 

however, only 73-3 percent of chartered financial analysts 

and as much as 88.9 percent in the "other" category replied 

in the affirmative. Again, many respondents based their 

reply on what they would do at the outset and not on what 

they would do after the report became routine. 

It can be inferred from these findings that the report 

when it is "novel" in wording and format would attract the 

attention of the user. Subsequent readings would become 

routine, and the proposed report would, in time, also 

become a basically unread symbol. Nevertheless, in the 

expanded report a number of standard parts would be used 

or not used depending on the circumstances. This procedure 
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would make it less likely that the expanded report would 

come to be treated as a symbol. 

Intent of proposed report.—Twenty-one percent of the 

respondents Indicated that they believed the proposed 

auditor's report to be a genuine effort to make it more 

meaningful to a range of users. Nineteen percent believed 

it to be an attempt to protect the auditor by shifting 

responsibility. In addition, 57 percent believed it to 

be a combination of both reasons, and 2.4 percent attri-

buted it to neither. Responses by the three basic categories 

of users are presented in Fig. 24. A surprising aspect 

perhaps is that 66.7 percent of all certified public accoun-

tants believed that it involved both reasons. The findings 

suggest a high degree of pragmatic reasoning to changes in 

the auditor's report. 

CFA CPA Other 

Genuine Protect 
effort Y777\ auditor E\>\\l reasons 

Neither 
reason 

Fig. 24—Perceived intent of proposed auditor's report 
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User reaction to uncertainty.—Sixty-nine percent of 

the respondents indicated that the user preferred relying 

on the auditor as a safeguard against all uncertainties. 

Twenty-one percent believed that the user preferred a 

more detailed report so that he could take responsibility 

for deciding on the "facts." Responses by the three basic 

categories of users are presented in Fig. 25- A surprising 

83 percent of certified public accountants were of the 

opinion that the user preferred to rely on the auditor; 

however, only 66.7 percent of others concurred. The 

corporate legal counsel, one corporate executive, and the 

governmental representative believed that the user wants 

that responsibility. These findings correlate with the 

previous findings that the "other" category rely less on 

the auditor's report as a measure of financial statement 

fairness. 

Legal position of auditors.—When asked if the revised 

report would improve the legal position of auditors by 

reducing the possibility of user misunderstanding, only 

42.9 percent of the respondents were of the opinion that 

it would, whereas the majority (52.4 percent) disagreed. 

The remainder had no opinion. Chartered financial anaysts 

and certified public accountants tended to doubt an improve-

ment in legal position—53-3 percent and 55.6 percent, 

respectively. Only in the "other" category did a majority 
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believe that it would improve the legal position 55-6 

percent responding in the affirmative. All corporate 

financial executives and the corporate legal counsel 

expressed doubt that the report would improve the auditor's 

legal position. The implications are that the detailed 

auditor's report would not improve the auditor's position 

from a legal point of view, and several respondents ex-

pressed concern that it would aggravate the problem, taking 

into consideration the current mood of the courts toward 

business in general. 

Elimination of consistency.—Much interest was gener-

ated in the proposal to eliminate the word "consistency in 

the auditor's report. Seventy-six percent of all respon-

dents believed that this action would reduce the credibility 

of the auditor's report—and all three basic categories 

agreed to varying degrees. Eighty-seven percent of char-

tered financial analysts, 66.7 percent of certified public 

accountants, and 77*8 percent of the ''other category 

believed that elimination of the term would reduce the 

creditility. The following comments were representative of 

the responses in this area: 

I'm not sure credibility is the correct^word. 
It seems an appropriate function for the auditor 
to comment that the accounting principles used this 
year are so different from last year. That is 
important to the investor who has come^to rely on 
the auditor's report—particularly as it relates^ 
to the usual unqualified opinion. I think that it 
is appropriate for the auditor to comment that the 
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principles have not been changed arbitrarily and 
not just wait to wave a red flag if they have been 
(partner, national accounting firm). 

As a sophisticated investor, I want to know 
more than anything that an opinion has been reached 
on the basis of the same set of circumstances (sic). 
I want to know that if things have changed, I know 
about it. I want the wording to stay in the report 
(trust officer, commercial bank). 

It absolutely would. It's one of the most 
positive things you can get at in the damn auditor's 
report today. So at least someone is dealing with 
a model that is compatible. And someone has told 
them there is consistency. If there Is not, they 
say so and quantify the effect (partner, national 
accounting firm). 

No—if it was Inconsistent the auditor would 
flag it in other ways (econometrician). 

The meaning of these findings is that the vast majority 

of respondents were opposed to eliminating the word "con-

sistency" from the proposed auditor's report. Those opposed 

included certified public accountants, as well as the other 

categories. Several expressed the opinion that such action 

was inconsistent with the avowed aim of making the proposed 

auditor's report more explicit. 

Separate management report.--Most respondents believed 

that the proposed management report would be beneficial in 

that It would help to clarify the role of management and 

the role of the auditor in regard to financial statements. 

Seventy-six percent of all respondents concurred in this 

belief. Certified public accountants (88.9 percent) led 

the field in believing that such a report would be beneficial; 
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however, the "other" category agreed by 77.8 percent and 

chartered financial analysts by 60.0 percent. Representa-

tive comments were as follows: 

I think, as a general rule, people misconstrue 
the respective roles of the two parties. People 
too often think of financial statements as those of 
the auditor and not management. For management to 
state most explicitly that they are responsible for 
the financial statements and go through some of the 
jterns that are set forth—such as internal contro ^ 
is an absolutely positive step in the right direction 
(partner, national accounting firm). 

I would think that this is the first step_that 
should be done. It would eliminate the confusion^in 
respect to the communication problem and—once this 
is done—I don't think you'll have any more problem 
with the auditor's standard report. You've got the 
cart before the horse anyway. We should do the 
management report first and then see what the results 
are. Then proceed on to the auditor's report as 
necessary (partner, national accounting firm). 

I think it probably is a good idea. There are 
some chief executive officers who would rather tell 
you less than more (investment counselor). 

Many times the accountant is accused of 
"sweetheart dealings" with management. The accountant 
may want to do something different, but he will try 
to accommodate menagement if possible. What the 
proposed management report would do is give the ^ 
accountant a better hammer over a very strong^chief 
chief executive who has the capability of moving 
things the way he wants. It could assist^in creating 
an atmosphere of nconservativen versus liberal 
accounting procedures (Investment banker):. 

Several respondents affiliated with both local and 

national accounting firms indicated that they would be com-

pelled to write the management report themselves since some 

of their clients would either lack the necessary expertise 

or would "not want to bother with writing it. 
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The meaning of these findings is that the vast majority 

of all respondents were in favor of the separate management 

report. Some indicated that this action would reduce the 

need for revising the present auditor's report. 

Overall impressions.—When asked their overall impres-

sion of the proposed auditor's report, the conclusions were 

"mixed." They varied from "It would be a step in the right 

direction," through "It would merely be another unread 

symbol after the shock of change wears off," to "It would 

expose the auditor to needless liabilities on the part of 

the courts." Representative comments were as follows: 

I am for it, since it answers the explicit 
questions. I think that it is necessary to be 
more explicit as far as the auditor's responsi-
bilities are concerned. I don't think the profession 
has necessarily understood our responsibility. I 
don't know why we need to leave the user in the dark 
in that respect. This would be better (partner, 
national accounting firm). 

After the new wears off, there will be a longer, 
stereotyped report. This is a pronouncement rather 
than a report. Just take this copy and write GM up 
there—and this will be their auditor's report next 
year. After the first year, it will just be another 
standard symbol (manager, regional accounting firm). 

I am indifferent. I think the effect would be 
neutral. I have the feeling that the real effect is 
that it will cost a bit more for someone to go through 
the motions of telling me what he has already been 
doing—just to confirm the fact. But I don't think 
that I'm going to be told any more that will allow 
me to come to a different conclusion (investment 
counselor). 

I believe that the lawyers weren't the ones 
writing this. It could be useful, but the chances 
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for misinterpretation of this statement are much 
greater because it is longer. As a consequence, 
the auditor is exposing himself more readily to 
shareholders1 suits. Given our system of courts 
and some of the judgments we have seen, this report 
is going to become a legal statement. Moreover, it 
will be hedged in such a manner that I doubt it will 
be very meaningful to anyone—that is, except the 
person who is writing it (investment banker). 

Conclusions 

This section has probed into the responses about com-

munication problems related to the proposed auditor's report 

and the related management report. None of the differences 

between groups of respondents were found to be statistically 

significant at the .05 level, utilizing the Kruskal-Wallis 

and/or the chi-square tests. 

Based on the respondents' perceptions, several con-

clusions may be drawn from this section. Indications are 

that respondents would pay closer attention to the proposed 

auditor's report only at the outset. In addition, respon-

dents believed such beneficial effects would be less for 

all users in the spectrum than for them as more knowledgeable 

users. The majority believed that the intent of the proposed 

auditor's report represented a combination of protecting 

the auditor and a genuine effort to make the report meaning-

ful. Respondents holding this point of view included 

certified public accountants—which suggests that the pro-

fession Is being realistic in its suggestions for change. 

In addition, most certified public accountants believed that 
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the user was looking for a safeguard against all uncertain-

ties; however, "others" disagreed believing the user 

preferred to rely on his own judgments. Most respondents 

were of the opinion that the proposed auditor's report 

would not improve the auditor's legal position—and several 

suggested that it would intensify the problem. The majority 

are opposed to eliminating the word "consistency" from the 

proposed auditor's report, suggesting that the action is 

inconsistent with the avowed aim of being more explicit. 

A final point—the vast majority of respondents are in favor 

of the proposed management report—believing that it may 

be the solution to the communication problem. Overall 

impressions on the advantages advanced for the proposed 

auditor's report were "mixed." The answer appears to 

depend upon the "lasting effects" of such changes in gain-

ing the users' attention. 

Comparison of Present and Proposed Auditor's 
Report in Selected Areas 

Introduction 

Although not all questions in Parts II and III were 

directly comparable, selected topics were chosen for further 

analysis in this section. This analysis compared user 

conclusions as to current conditions and proposed actions. 

Points basic to the study are as follows: "Did the majority 

of respondents perceive the topic to be a problem in the 

present auditor's report and did the respondents perceive 



209 

the problem to have been addressed in proposals made by 

the Cohen Commission"? Responses to such matters are 

analyzed below. 

Analysis of Responses 

Unsatisfactory communication.—Approximately one-half 

of the respondents considered communication through the 

auditor's report to be unsatisfactory. Respondents per-

ceived that the proposed auditor's report addressed such 

problems, but they expressed reservations about the long-

term results. 

Auditor's responsibilities.—The majority of respon-

dents believed that disagreements about the auditor's 

responsibilities caused some communication problems. They 

perceived that a detailed auditor's report—coupled with 

a separate management report—would partially solve such 

problems. Respondents were not convinced that standardi-

zation distorted the meaning in the present auditor's 

report. Moreover, they believed that standardization would 

also be an integral part of the proposed report. 

Report as a symbol.—The vast majority of respondents 

agreed that standardization of the present auditor's report 

created the effect of a symbol or seal of approval. They 

believed that the proposed report would solve the problem 
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only at the outset and that—.through repeated usage—the 

report would again become an unread symbol. 

Explicitness versus Inference.—Respondents generally 

agreed that there was too much to infer from the present 

auditor's report. They saw the problem to be partially 

addressed by the detail in the proposed auditor's report, 

but were skeptical of achieving any long-range effects. 

General-purpose report.—The majority of respondents 

believed that a single general-purpose report could serve 

a wide range of users; however, there is some doubt that 

they mean the entire spectrum indicated in Chapter IV. The 

proposed report failed to address the problem directly— 

other than calling for more detail presumably to make it 

more meaningful to a wider range of users. 

Intended audiences.—There are mixed results as to 

whether the financial statements actually serve the users 

they should be serving. The proposal leaves this area 

unchanged, except to make the auditor's statement more 

detailed. The respondents generally saw no problem in 

reconciling the "actual" with the "ideal" on making the 

auditor's report more meaningful to the entire range of 

users. They perceived that such problems were addressed 

in the proposal through a more detailed auditor's report 

and a separate management report. Moreover, they saw 



211 

no problem In aiming audited financial statements at the 

"interested, more knowledgeable" investor or creditor. 

The proposal would leave the matter of intended audience 

unchanged. Respondents were uncertain as to who would 

really benefit from the additional detail in the auditor's 

report. 

Criticism of profession.—Respondents overall did 

not feel that criticism of the profession by the legisla-

tive branch of the federal government was justified. They 

did, however, perceive a lack of uniform standards as being 

a more legitimate complaint than that of disclosing bribes 

by corporate officials. They viewed the proposed report 

as an attempt to meet such criticism through a detailed 

auditor's report and a separate management report. 

Protection of auditor.—Respondents perceived legal 

protection of the auditor to be an implicit concern of the 

present auditor's report and that the proposal would only 

be a partial solution to the problem. Several respondents 

indicated that a detailed report would open the doors to 

various interpretations and aggravate the existing problem. 

Omission of consistency.—The proposal to omit the 

word "consistency" from the present auditor's report gen-

erated considerable dissatisfaction. The vast majority 

believed that a new problem would be created by adoption 
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of such a proposal. They placed great reliance on this 

explicit statement and did not want an inference to take 

its place. 

Responsibility for statements.—Respondents agreed 

that a problem existed in fixing reponsibility for audited 

financial statements. For the most part, they saw a 

definite solution to the problem through the issuance of 

a separate management report stressing management's 

primary responsibility for the statements. 

Conclusions 

It is apparent from the above analysis that users are 

not entirely convinced that the proposed auditor's report 

and the separate management report would solve all related 

communication problems. Most repondents, however, either 

saw this action as a step in the right direction or were 

withholding judgment in order to examine the long-run 

effects. 

Summary 

This chapter has presented a descriptive analysis of 

data obtained in the field study cited in Chapter V. 

Responses representing perceptions of the more sophisticated 

financial statement users were analyzed in order to deter-

mine their collective opinions, as well as significant 

differences between and among responses of the three basic 

categories of these users. 
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Both characteristics of the respondents, as contained 

in Part I of the interview guide, were first analyzed. 

Attitudes of respondents toward the present auditor's 

report—Part II of the interview guide—were then examined 

with the view of determining user perceptions of com-

munication problems inherent with the present auditor's 

report. Perceptions by respondents of communication 

problems associated with the proposed auditor's report 

and the related management report—Part III of the inter-

view guide—were also analyzed. A comparison was then 

made between the way respondents viewed selected communi-

cation problems in the present auditor's report and the 

way they perceived that the Cohen Commission recommendations 

addressed such problems. 

Chi-square and Kruskal-Wallls nonparametric statis-

tical techniques were selected as appropriate tests for 

determining significant relationshops at the .05 level. 

As applied to the three basic categories of users, in all 

but three instances the tests indicated that the null 

hypothesis—which states that the responses are independent 

of the principles of classification—cannot be rejected. 

The three instances found to be significant occurred 

between the categories of certified public accountants 

and "others," as follows: 
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1. The extent to which CPA's and "others' rely on 

the auditor's report as a test of financial statement 

fairness. 

2. The extent to which CPA's and "others" would be 

aided by an explicit statement now left for the reader 

to infer from the auditor's report. 

3. The priorities CPA's and "others" believe should 

be assigned certain user groups in the presentation of 

audited financial statements. 

In addition to the above, it was found that a signi-

ficant relationship at the .05 level existed between the 

characteristic of educational status and responses by the 

three categories for two areas only. These areas are as 

follows: 

1. The extent to which audited financial statements 

are used In the respondents' decision processes. 

2. The extent to which an explicit statement of the 

message would enhance the respondents' understanding of the 

auditor's report. 

Conclusions 

In the researcher's judgment, certain conclusions may 

be drawn as they relate to the sample of "more knowledgeable" 

users of audited financial statements contained in this 

field study. These conclusions are as follows: 
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(1) A communications problem does exist—even among 

those classed as "more knowledgeable" users—and efforts 

to reduce the problem have only limited potential. This 

problem has resulted in less reliance being placed on the 

auditor's report by users outside the profession. 

(2) Criticism of the profession is basically due to 

ineffective communication between the preparer and the 

user as to the auditor's proper function. Lack of necessary 

technical expertise—even among the more sophisticated 

users included in the sample—have aggravated this problem. 

(3) The profession is basically aware of this 

"communications gap" and is anxious to bridge it as soon 

as possible in order to avoid further public and private 

criticism, possible governmental intervention, and unfavor-

able court decisions. 

(4) The Cohen Commission's findings that the present 

auditor's report has evolved into a basically unread symbol 

can be substantiated. This conclusion was shared by all 

three categories of users—chartered financial analysts, 

certified public accountants, and "others." 

(5) The highly explicit auditor's report proposed by 

the Cohen Commission may provide only a short-run solution 

to the problem but is unlikely to be a lasting solution. 

Indications are that it too would become an unread symbol 

after the initial "shock" subsides. 
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(6) The separate management report proposed by the 

Cohen Commission represents a constructive approach to 

explicitly defining responsibilities and respective roles 

of management and auditors in regard to published financial 

statements. This opinion was shared by all three categories 

of audited financial statement users. 

(7) Finally, tests of statistical significance sub-

stantiated findings that the profession relies on the 

auditor's report more than "outsiders" and that an explicit 

statement would tend to improve the comprehension of users 

outside of the profession. These tests also highlight 

the finding that the profession and "outsiders" differ in 

their beliefs on the level of user groups that should be 

assigned priorities. Only minor significance can be 

assigned to differences relating to educational attainment 

beyond the bachelor's degree. 

Observations of the Researcher 

The researcher was impressed with the willingness of 

respondents to cooperate in the interview process and with 

the candidness of their responses. The field study was 

invaluable in making the researcher more aware of the 

actual problems involved in the communication process and 

of the individual needs of users. As a result of the field 

study, certain aspects of communication theory were sub-

stantiated in an actual setting. For example, it was found 
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that "labels" are Indeed misleading, since a wide range of 

expertise was exhibited by those holding the same type 

of certification. Moreover, Schramm's "common field of 

experience"—as an essential Ingredient in understanding 

the message—was found to have definite validity in the 

matter of audited financial statements. 

It was interesting to find that many non-CPA's were 

sympathetic to the problems presently confronting the 

profession and that a "united front" apparently exists 

against further intervention by the federal government in 

matters pertaining to the private sector. Most respondents 

believed that intervention in the reporting and standard-

setting processes would be detrimental to the profession 

and would not accrue benefits to the users of audited 

financial statements. 

Finally, it was rewarding to find that members of the 

profession sampled were fully aware that a communication 

problem exists in relation to the auditor's report. What 

is even more important, they evidenced an eagerness to do 

whatever is necessary to bridge this "communication gap." 



CHAPTER VII 

SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS 

Due to a growing number of corporate failures and 

disclosures of "improper actions" by corporate officials, 

considerable attention has recently been focused on the 

reasons behind such occurrences. The ultimate result has 

been outspoken criticism of the accounting/auditing pro-

fession from both the public and private sectors. In 

addition, the profession itself is currently undergoing a 

great deal of introspection. Such introspection recently 

culminated in specific recommendations by an official arm 

of The American Institute of Certified Public Accountants— 

the Cohen Commission—a number of which were aimed at solving 

communication problems believed responsible for much of the 

criticism. 

The general purpose of this study, therefore, has been 

to investigate the reasons behind such communication pro-

blems and the perceived effectiveness of proposed remedial 

actions. In the process, selected aspects of communication 

theory were examined to determine their influence on the 

incidence of "semantic noise" encountered by the various 

receivers of the messages and the degrees of redundancy 

implicit in overcoming this noise. A general assumption 
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was made that these problems are the direct result of 

diversity in financial and/or technical expertise on the 

part of the wide continuum of users. 

The introductory chapter set out three specific 

purposes, of this study, as follows: 

1. To assess the role that communication theory plays 

in the auditor's attestation of external financial state-

ments in light of this broad continuum of readers. 

2. To examine the communication effects of the expanded 

audit certificate versus the current auditor's certificate 

as perceived by a selected group of "more knowledgeable" 

users of audited financial statements. 

3. To recommend ways in which such inherent communi-

cation problems can be dealt with more effectively as they 

relate to these selected groups of users. 

Necessary input in the satisfaction of these purposes 

was supplied by two sources. One input consisted of an 

extensive review of the literature relating to the auditor's 

report and to communication theory. This review encompassed 

prior studies of user attributes, and these—in turn 

provided data for the researcher to derive an original com-

munication model of audited financial statement users. 

This model encompassed the incidence of "semantic noise" 

as a barrier to communication and "semantic input" as a 

reducer of such noise at each level on the continuum. The 

other input was provided through an analysis of the findings 
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related to a field test of a selected group of "more knowl-

edgeable" users of audited financial statements. 

Summary 

An extensive review of the literature on the history 

of the auditor's report as it has evolved in the United 

States during this century was provided in Chapter II. As 

an integral part of the review, insight was provided into 

the professional, agency, and legislative intent behind 

this evolution. 

Initially, British influence prevailed in the type of 

auditor's report adopted in this country, and balance sheet 

audits were directed primarily to directors or management 

rather than to individual stockholders. A rapid increase 

in holdings by individual stockholders occurred during the 

decade of the 1920's—thus multiplying the distribution of 

corporate accounts carying auditor's reports. This dis-

persion included many readers who were essentially ignorant 

of the report's "true" significance—imputing, instead, 

absolute accuracy to the certification. Efforts by the 

profession to correct this misunderstanding were immediately 

initiated, and these efforts have continued to the present 

with only marginal success. 

From the turn of the century to date, the auditor's 

report evolved through various stages of development— 

from certifying to "correctness" to attesting that the 
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financial statements were prepared in accordance with 

"GAAS" were used in the attestation process. Some of these 

revisions were initiated by the profession; however, many 

were made in direct response to criticism from the public 

sector—namely the Securities and .exchange Commission and 

the Congress. Such criticisms were prompted by disclosures 

of fraud—such as in the case of McKesson & Robbins in 1939* 

Adequate communication between the auditor and the users 

was difficult, if not impossible, because of continuing 

failures to agree on the nature and extent of an auditor's 

responsibilities. The auditor's assumed role has evolved 

from "detection of fraud" as a primary objective, through 

"fairness of reported financial position and detection of 

fraud," to the current status of "determination of fairness 

of reporting in the financial statements." Ambiguities in 

these areas and recent court decisions fixing the individual 

responsibility of auditors have caused many in the profession 

to fear governmental imposition of "unwarranted" responsi-

bilities. Previously undisclosed "improper actions" by 

corporate officials have also aggravated an already sensitive 

public relations problem. 

Simultaneous inquiries were launched by both houses of 

Congress. These investigations produced strong criticism 

of the profession and the implied threat of harsh measures 

aimed at correcting the perceived "abuses." Anticipating 

the impact of such inquiries, the AICPA established it own 
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investigative committee-—the Cohen Commission. After a 

long period of deliberations, this committee announced a 

number of recommendations related to communication problems. 

Included were proposals to replace the present auditor's 

report with a more detailed auditor's report and to require 

a separate management report. Both reports would set out 

explicitly the role of the auditor and the role of manage-

ment in regard to financial statements. 

In Chapter III, selected communication theory concepts 

related to the role of audited financial statements were 

explored. This analysis involved a review of "general 

semantics" and the power of language in freeing man from 

the "Tyranny of Words."* In order words, man, as a "seman-

tic reactor," presents certain barriers to the communication 

process. Communication was thus visualized as a phenomenon 

that belongs to the behavioral world. To assist in under-

standing this phenomenon, various schematic representations 

of communication processes were portrayed through mathe-

matical, behavioral, and transactional models. Techniques 

involving interpersonal communication, small group communi-

cation, and mass communication were also explored to determine 

their applications to the auditor's report. 

*The title of a book by Stuart Chase, one of Korzbyski's 
early disciples (New York, Harcourt Brace and Company, 1938). 
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Various classes of audited financial statement users 

were distinguished in Chapter IV by the process of analyzing 

the attributes of these users. Ambiguities in professional 

and governmental pronouncements left much room for judgment 

and for controversy as to just who the users of audited 

financial statements really are. One study indicated that 

these users range from the housewife to the sophisticated 

analyst. Still another study indicated that possession of 

a college degree is essential in understanding the language 

of financial statement footnotes. This study was signifi-

cant since—at the time—only 19-3 percent of the nation's 

population had achieved this educational level. lhe implicit 

assumption was that user comprehension directly relates to 

the characteristic of higher education; however, such a 

conclusion is questionable since it failed to take into 

consideration the type of education received. A much later 

study concluded that such characteristics as job experience 

and/or formal training in either accounting or finance 

constitute significant attributes in understanding the 

nature of the auditor's report. Chapter IV was concluded 

with the derivation of an original communication model 

depicting users of audited financial statements on a con-

tinuum from the so-called naive Investor to the sophisticated 

analyst. This model also depicted the barriers to user 

understanding at each level in the form of "semantic noise" 
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and reducers of such noise in the form of "semantic reactor 

input." 

The methodology employed in a subsequent field study 

to test these findings was described in Chapter V. Using 

the communication model as a basis, the field study was 

restricted to the perceptions of "more knowledgeable1, users. 

The field study was directed at communication problems 

relating to the present auditor's report and to remedial 

proposals by the Cohen Commission. Personal interviews 

were employed as the method of conducting the field test 

the pilot study being conducted in Boise, Idaho, and the 

primary study in the Dallas/Port Worth, Texas, metropolitan 

area. A selected sample of forty-two respondents included 

sophisticated analysts, certified public accountants, in-

vestment bankers, governmental agency representatives, 

brokers, corporate legal counsels, and "interested, more 

knowledgeable investors and creditors." The views of an 

econometrician were also secured. These perceptions were 

obtained through the use of an interview guide involving 

four types of questions—Likert-scale, either/or, multiple-

choice, and open-ended. 

The results of this field study were analyzed in 

Chapter VI, and the important findings are presented in the 

following section. Nonparametric statistical techniques 

were utilized—where applicable—in the determination of 

significant relationships. 



225 

Conclusions 

Role of Communication Theory 

A communication problem does exist in relation to the 

auditor's report, and communication theory can play a 

distinctive role in reducing the magnitude of tnis problem. 

It is a role that has been largely ignored by the profession; 

however, indications are that the profession is now fully 

aware of this "communications gap'1 and is anxious to bridge 

it as soon as possible in order to avoid further criticisms 

and other undesirable ramifications such as unfavorable court 

decisions and possible governmental interventions. The 

profession can ill afford to use highly technical language 

in the auditor's report in the belief that all interested 

parties will—of necessity—understand the intended message. 

Although very little communication can be described as 

"perfect," certain improvements in relaying the profession's 

message are possible. One way is by the recognition of each 

receiver as a unique "semantic reactor"-~a product of his 

own background and experiences; however, there are many who 

believe that this "recognition" is not feasible in a typical 

business environment. In any event, even a partial accom-

plishment of this objective is unlikely unless there is an 

explicit recognition and a mutual acceptance of the proper 

role of the auditor and the proper role of management in 

regard to external financial statements. This role—whether 

instituted by the two parties originating the message or by 
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governmental mandate—must be a mutual agreement. Only 

then can efforts be successful in communicating this role 

to the various receivers of these messages. 

In addition, such misunderstandings will continue to 

pose a communications problem until such time as there is 

a mutual agreement as to just who the audited financial 

statements are intended to serve. Reconciliation of dif-

ferent points of view presents an urgent imperative to the 

profession to seek answers. Prior studies, the researcher's 

communication model of users, and views of respondents of 

the field work conducted as a part of this study indicated 

that users on the lower end of the spectrum simply lack 

the job experience and/or technical training necessary to 

comprehend the intended message of an auditor's report. 

In other words, a high level of "semantic noise" presents 

a barrier to such comprehension, since the less experienced 

user lacks the necessary "semantic reactor input" in the 

form of specific background experiences. Consequently, in 

the researcher's judgment, it is unlikely that single 

auditor's report—regardless of the extent of detail could 

be meaningful to such a wide spectrum of users. 

Moreover, even among the "more knowledgeable" users 

sampled in the field study, it was apparent that different 

perceptions present many communication provlems. Specifi-

cally, although some differences exist between the perceptions 

of the three basic categories of users—CFA's, CPA's, and 
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"others"—statistically significant differences exist 

between CPA's and "others." Not unexpectedly, CPS's were 

willing to rely upon the auditor's report as a test of 

financial statement fairness much more than those respon-

dents constituting the "other" category. This finding 

presents an opportunity—and an urgent need for the 

profession to make its messages more meaningful to "out-

siders." It was also found that most users would benefit 

from transmission of explicit messages through the auditor s 

report—although respondents in the "other1 category would 

benefit the most. In addition, it was found that CPA's 

believe that the audited financial statements presently 

serve and should continue to serve the top 50 percent of 

all users on the continuum, whereas respondents in the 

"other" category believe that these statements presently 

serve and should continue to serve only the more sophisti-

cated users (e.g., the top 10 percent). The profession, 

therefore, perceives its impact to be on a broader scale 

than that perceived by the non-CPS's who participated in 

the field study. These differences are the result of 

certain aspects of the "semantic reactor"—specifically, 

differences in background and experiences. 

Proposed Changes by the Cohen Commission 

Based on the field study, the following conclusions 

may be drawn as they pertain to "more knowledgeable" users 

of audited financial statements: 
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The Cohen Commission1s findings that the present 

auditor's report has evolved into a basically unread symbol 

can be substantiated. This conclusion was shared by all 

basic categories of users. 

The highly explicit auditor's report proposed by the 

Cohen Commission is—in the judgment of many respondents 

in the sample—only a short—run solution to the problem 

of symbolism. Indications are that the proposed report 

would also become an unread "symbol" after the "initial 

shock" of any change subsides. Nevertheless, varying the 

use of standard paragraphs would make it less likely that 

this event would occur. 

Most users in the sample perceived that the separate 

management report proposed by the Cohen Commission represents 

a constructive approach to explicitly defining respective 

roles in regard to published financial statements. 

The proposal by the Cohen Commission eliminating the 

phrase relating to "consistency" from the proposed auditor's 

report was highly objectionable to the sampled "more 

knowledgeable" users of audited financial statements. This 

raaction was shared by a majority of respondents in all 

three categories. In their opinion, explicitness in all 

areas of the auditor's message was highly desirable. 

Recommendations 

Based on the findings in this study and in the judgment 

of this researcher, the following recommendations represent 
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constructive approaches to reducing user misunderstandings 

related to audited financial statements: 

The proposed auditor's report should be adopted on an 

interim basis only. In other words, the proposal should 

not be considered as the ultimate solution to the communi-

cations problem. Continuing efforts should be advanced by 

the profession to (a) arrive at an explicit mutual agreement 

between the auditor and management setting out the roles 

and functions of both parties, and (b) arrive at an explicit 

agreement acceptable to governmental authorities and the 

profession as to just who the users of financial statements 

really are and who should receive priority in statement 

presentations. Solutions to the previously mentioned com-

munication problems are not likely without sucn agreements. 

The separate management report represents a constructive_ 

step in eliminating user misunderstandings as to management's 

proper role in the preparation of financial statements. This 

action should be implemented as soon as practicable. 

The auditor should continue to explicitly state that 

generally accepted accounting principles have been consis-

tently applied, rather than waiting to "raise a red flag" 

on exceptions. To do otherwise violates the avowed aim of 

the Cohen Commission to be explicit in all matters and not 

to rely upon user inferences. 

Members of the profession should be exposed to elements 

of behavioral science in their formal training-particularly 
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to those aspects that relate to communication theory. This 

exposure provides an essential ingredient in the auditor's 

recognition that the receiver of his messages is, indeed, 

a unique "semantic reactor" and not a homogeneous "package. 

The messages contained in the auditor's report can thus 

contain the proper amount of "redundancy," and misunderstand-

ings in the communication process can be reduced. 

Finally, future research should include a geographical 

expansion of the field study in order that tnese findings 

may be generalized to encompass similar users throughout the 

country. 
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BOISE STATE UNIVERSITY • 1910 UNIVERSITY DRIVE • BOISE, IDAHO 83725 

DEPARTMENT OF ACCOUNTING AND DATA PROCESSING 
SCHOOL OF BUSINESS 

July 7, 1978 

I am an accounting professor at Boise State University 
and also a doctoral candidate in accounting at North 
Texas State University. In connection with^my^disser-
tation, I am conducting a study on how specialized 
users of audited financial statements currently view 
the auditor's certificate and how recommended changes 
would be perceived in the communication process between 
the preparer of the report and the user of the report. 

As you may know, an independent commission established 
by the American Institute of Certified Public Accountants 
has recently recommended that the scope and format^of the 
auditor's report be expanded in an effort^to make it more 
meaningful to the various users of financial statements. 

As a selected respondent, your opinions as 
regarding such prospective changes will be invaluable. 
Moreover, if you so desire, collective results of the 
study will be sent to you when it is completed. 

Since I will be in the Dallas/Port Worth area^during the 
period July 20 to August 15, would it be possible to^ 
arrange a personal interview at your convenience during 
this period. The interview would take approximately 30 
to 40 minutes of your time. 

This study is being conducted under the supervision of 
Dr. B. A. Coda, Accounting, at NTSU. Other professors 
associated with the project include Dr. George A. Christy, 
Finance, and Dr. John D. Pettit, Behavioral Science. 

I will telephone you shortly to answer any_questions^you 
may have to identify your interest in participating in 
this study. Your cooperation in furthering this research 
will be appreciated. 

Yours truly, 

James R. Hemingway 
Assoc. Professor of Accounting 

Equal Opportunity/Affirmative Action Institution 
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BOISE STATE UNIVERSITY • 1910 UNIVERSITY DRIVE • BOISE, IDAHO 83725 

DEPARTMENT OF ACCOUNTING AND DATA PROCESSING 
SCHOOL OF BUSINESS 

July 7, 1978 

What would it mean to you as a user of financial state-
ments, now and In the future, if the auditor's report 
changes? 

Change, as you know, exists throughout our_personal and 
professional lives, as evidenced by Proposition 13, the 
Bakke decision, and many others. And we all have opinions 
about the impact of such changes. 

One possible change which could certainly affect the pr 
fessional lives of specialized statement users involves 
the Cohen Commission and its recommendations. Authoriz 
by the American Institute of Certified Public Accountan 
(AICPA), this independent commission suggested that the 
scope and format of the auditor's report_be expanded to 
make such reports more meaningful to their users. 

To determine how specialized users of audited financial 
statements currently use the auditor's certificate and 
assess how the impact of recommended changes might be 
perceived in the communication process between the prep 
of the report and the user of the report are the^purpos 
of my dissertation leading to a Ph.D. in Accounting at 
North Texas State University. You, as a 
can provide needed input to determine the extent of the 
impact of the Cohen Commission's findings and recommen-
dations. Will you take 30 to 40 minutes of your time t 
share your ideas with me in a personal interview? To b 
sure, your individual comments will remain anonymous an 
privileged. But I will gladly share the collective res 
of the study with you when it is completed. 

Presently, I serve as Associate Professor of Accounting; 
at Boise State University. But I will be conducting 
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interviews in the Dallas/Port Worth area between July 20 
and August 15* I would genuinely like to talk with you 
during that period, if possible. Shortly after you receive 
this letter, I will call you to answer any questions you 
may have and to select a time (hopefully) when we can talk 
with one another. 

Your help in conducting this research will prove invalu-
able to the accounting and financial professions of which 
both of us are a part. I do look forward to talking with 
you by phone and meeting you personally. 

Sincerely yours, 

/£?• 
( / James R. Hemingwj^ 

Assoc. Professor "of Accounting 



APPENDIX C 

INTERVIEW GUIDE 

2 36 



237 

INTERVIEW GUIDE 

for 

James R. Hemingway 



238 

Date 

Time 

INTERVIEW GUIDE 

I. General Information 

*1. Respondent Class: 

*2. Respondent Subclass: 

*3• Name: 

*4. Firm: 

*5- Firm Address 

*6. Telephone Number: -

7. Present Job Title: 

8. Age: 

*9. Sex: ( ) Male ( ) Female 

10. For approximately how many years have you been in 
your present position? 

11. How many years have you been associated with your 
present employer/business? 

12. How many years have you been in your present 
profession? 

*As much data as possible was entered before the interview. 
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13. What professional certificates (if any) do you 
presently hold? 

14. Year(s) professional certificate(s) granted? 

15. What is the highest level of formal education you 
have attained? 

High School Diploma 

Bachelor's Degree 

Some Graduate Training 

Master's Degree 

Other; Please Specify 

II. Personal Attitudes about Messages Communicated through 
the Present Auditor's Report. 

Using the scale provide, will you please answer the 
following questions in light of your needs as a 

(GIVE RESPONDENT 1 CARD NUMBER 1 - SCALE | AND CIRCLE 
ONE OF THE FIVE NUMBERS PROVIDED AT THE END OF EACH 
APPLICABLE QUESTION. REMIND THE RESPONDENT THAT SOME 
QUESTIONS ARE OPEN-ENDED AND STILL OTHERS REQUIRE 
DIFFERENT TYPES OF ANSWERS.) 

CARD NUMBER 1 - SCALE 

NOT AT ALL = 1 
SLIGHTLY = 2 
MODERATELY = 3 
CONSIDERABLY = 4 
TO A GREAT EXTENT = 5 

(INSTRUCT RESPONDENT THAT EACH STEP UP MEANS TO A 
GREATER DEGREE.) 
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16. To what extent do YOU use audited financial 
statements in your decision processes? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 

17. To what extent do YOU rely upon the auditor's 
report as a test of financial statement 
"fairness"? (CIRCLE ONE) 

(1, 2, 3j 4, 5) 

18. Critics—both from within and from outside the 
accounting/auditing profession—contend that 
communication between the auditor and users of 
his work—especially through the medium of the 
auditor's standard report—is unsatisfactory.^ 
To what extent do you agree with this evaluation 
as it relates to you as a specialized user? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 

18.1 The same critics contend that the message 
corporate management and the external 
auditor desire to convey to the reader is 
frequently garbled in the process of trans-
lation, interpretation, and adaptation? 
Would you comment on this? 

19- In citing justification for making changes to the 
present auditor's report, the AICPA's Cohen 
Commission believes that some of the problems 
concerning communication between the auditor and 
the auditor and the user are in reality disagree-
ments about the auditor's responsibilities. To 
what extent do you agree with this evaluation? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 
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19.1 What Is YOUR understanding about the 
distinction between the responsibilities 
of management and the responsibilities 
of the auditor in regard to financial 
statements? 

19.2 Do you AGREE with the current division of 
responsibility between management and the 
auditor? (CHECK ONE) 

( ) Yes ( ) No 

19.3 If not, how do you think it should be 
changed? 

20. As you are aware, this is the auditor's PRESENT 
standardized report. 

(GIVE RESPONDENT CARD NUMBER 2 - PRESENT AUDITOR'S REPORT 

Some critics contend that such standardization 
distorts the character of the report. To what 
extent do you agree with this evaluation? 
(CIRCLE ONE) 

(1, 2, 3, 5) 

20.1 Please state what the description leads you 
to conclude about what the auditor does when 
he conducts an audit. 
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21. The Cohen Commission believes that standardi-
zation of the auditor's report creates the 
effect of a SYMBOL. That is, the auditor's 
report is similar to a Good Housekeeping "Seal 
of Approval" in the sense that it is not read— 
merely noted in passing. To what extent do you 
agree with this assertion? (CIRCLE ONE) 

(1, 2, 3, 4, 5) 

21.1 Are there particular reasons for your answer? 

22. According to the Cohen Commission, the auditor's 
report is almost the only FORMAL means used both 
to educate and inform users of financial state-
ments concerning the audit function. To what 
extent do you agree with this assertion? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 

22.1 In connection with your answer, the present 
auditor's report contains several separate 
messages. Some are stated EXPLICITLY: 

Name of the company 
Names and dates of financial statements 
Performance of the audit in accordance 
with GAAS 

Tested underlying data rather than 
examined all data 

Information presented is in accordance 
with GAAP 

However, other messages must be INFERRED: 

Financial statements are representations 
of management 

Accounting principles appropriate in 
circumstances were used 

Auditor used appropriate judgment 
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To what extent do you feel that the 
auditor's report should state its messages 
EXPLICITLY and not rely on user's 
INFERENCES? (CIRCLE ONE) 

(1, 2, 3j 5) 

22.2 To what extent would an explicit statement 
of the message now left for the reader to 
infer enhance your understanding of the 
auditor's report? (CIRCLE ONE) 

(1, 2j 3, 4, 5) 

22.3 What does the phrase, "present fairly 
in conformity with GAAP," mean to you 9 

22.4 Does technical terminology in the auditor's 
report present any particular problems to 
you? (CHECK ONE) 

( ) Yes ( ) No 

22.5 Will you expand on that? 

23. Financial statements serve more than one class of 
reader. This range of readers is represented on a 
continuum from the so-called naive investor— 
with little or no financial expertise—to the 
extremely sophisticated analyst. To what extent 
do you think a single report can serve this 
segmented audience? (CIRCLE ONE) 

(1, 2, 3, 4, 5) 
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23.1 Which of the following groups is best 
served by financial statements in their 
present form: (CHECK ONE) 

( ) T h e lowest common denominator of 
users? 

( ) The highest common denominator of 
users? 

( ) A level between these two extremes? 
If so, where? 

23.2 Assuming priorities, which of the following 
groups SHOULD receive top priorities? 
(CHECK ONE) 

( ) The lowest common denominator of 
users? 

( ) The highest common denominator of 
users? 

( ) A level between these two extremes? 
If so, where? 

23.3 In the absence of priorities, would it be 
POSSIBLE (within reasonable cost con-
straints) to make the communication 
meaningful to the ENTIRE range of users? 
(CHECK ONE) 

( ) Yes ( ) No 

23.4 In your opinion, would it be DESIRABLE to 
make the communication meaningful to the 
ENTIRE range of users? (CHECK ONE) 

( ) Yes ( ) No 

23.5 Please expand on that? 



245 

24. A recently issued preliminary study by the 
Financial Accounting Standards Board concludes 
that financial statements should be aimed at 
the "interested, more knowledgeable" investor. 
Conceivably, the auditor's attestation would 
follow similar guidelines. To what extent do 
YOU agree with this approach? (CIRCLE ONE) 

(1, 2, 3j 4, 5) 

25. D. R. Carmichael, a noted accountant associated 
with the AICPA, believes that at least two 
distinct types of risk or uncertainty accompany 
any investment in securitits. He defines 
"Information Risk" as the risk associated with 
the production and distribution of financial 
information. "Business Risk," on the other hand, 
represents the ever-present forces in an un-
certain economy. Consequently, reducing 
information risk is the AUDITOR'S job; investors 
must take their own chances with business risk. 
To what extent do you agree with this evaluation? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 

25.1 Would you care to elaborate on that? 

26. Proponents of the Efficient Market Hypothesis 
contend that since the market impounds (that is, 
incorporates) information so rapidly, the naive• 
investor is protected about as well as he can be 
protected by a fair security price. To what 
extent do you agree? (CIRCLE ONE) 

(1, 2, 3, 4, 5) 

26.1 Please elaborate on that. 
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27- Recent and continuing studies by the legislative 
branch of the federal government have been quite 
critical of the accounting profession because of 
a lock of uniformity in the application of 
accounting standards and failure on the part of 
the auditing profession to disclose improper 
actions by corporate management. To what extent 
do you agree with this criticism? 

(1, 2, 3, 4, 5) 

27.1 Assuming government conclusions are correct, 
which of the following is the more important 
reason: (CHECK ONE) 

( ) The result of a communication problem 
(in the sense of understanding versus 
misunderstanding the message)? 

( ) A genuine lack of diligence on the part 
of the accounting/auditing profession? 

28. Communication theorists categorize the process of 
issuing financial statements and the auditor's 
attestation as MASS COMMUNICATION, as opposed to 
interpersonal communication and small-group 
communication. This method is similar to that 
used by newspapers, radio, and television.^ To^ 
what extent to you agree with this categorization? 
(CIRCLE ONE) 

(1, 2, 3, 4, 5) 

28.1 Would you expand on that? 

* * * * * * * * * 

(SHIFT RESPONDENT'S POINT OF VIEW NOW 
FROM THE PRESENT TO THE FUTURE.) 

* * * * * * * * * 
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III. Personal Attitudes about the PROPOSED Auditor's Report 
as Recommended by the Cohen Commission. 

29. In order to counteract the criticism that the 
auditor's report is an unread symbol—since the 
total report LOOKS identical in every case—the 
Cohen Commission has proposed a change in format 
and length. 

(GIVE RESPONDENT I CARD NUMBER 3 - PROPOSED AUDITOR'S REPORT.| ) 

The proposed revision consists of a series of 
paragraphs, each describing a major element of 
the audit function. The wording, or wording 
alternatives, for each paragraph and the captions 
are standardized, but they may vary with the cir-
cumstances. Thus users will be forced to devote 
greater attention to the CONTENT OP THE AUDITOR'S 
REPORT without losing the benefits of standardized 
wording. 

The intent is to COMPEL the reader to ANALYZE the 
auditor's conclusions rather than to accept the 
form itself as a symbol or seal of approval. To 
what extent do you think 

will pay closer attention to 
the auditor's report as a result of the proposed 
changes? (CIRCLE ONE) 

(1, 2, 3, 4, 5) 

29.1 To what extent do you believe that the 
proposed change will accomplish the desired 
change for ALL users? (CIRCLE ONE) 

(1, 2, 3j 4, 5) 

29.2 Would YOU have the tendency to read the pro-
posed auditor's report more closely than^the 
old report since the length and format will 
vary based on the individual circumstances? 
(CHECK ONE) 

( ) Yes ( ) No 
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30. In your opinion, is this proposed expansion of 
the auditor's report: (CHECK ONE) 

( ) A genuine effort aimed at making the 
auditor's report more useful to a range 
of users? 

( ) An attempt to protect the auditor by shift-
ing partial responsibility to management 
and partial responsibility to the user in 
response to recent court decisions and 
Congressional outcries? 

( ) Both of the above? 

31. The Cohen Commission believes that such an 
approach would give the user Information about 
unusual circumstances; the user would then 
decide on the "facts." In your opinion, does: 
(CHECK ONE) 

( ) The user really WANT that reponsibility? 

( ) The user prefer to rely on the auditor as a 
safeguard against all uncertainties? 

32. In your opinion, would this revised report—which 
explicitly describes the functions performed by 
the auditor and his findings—improve the legal 
position of auditors by reducing the possibility 
of user misunderstandings? (CHECK ONE) 

( ) Yes ( ) No 

33. Generally accepted accounting principles_make 
reporting on consistency the responsibility of 
management, not the auditor. The current auditor's 
report considers the propriety of management's 
accounting for changes in accounting principles 
and the adequacy of management's disclosures con-
cerning consistency in the application of 
accounting principles. The PROPOSED auditor's 
report omits any reference to consistency. In 
your opinion, would this omission reduce the 
credibility of the auditor's statement? 
(CHECK ONE) 

( ) Yes ( ) No 
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33-1 Would you elaborate on that? 

34. The Cohen Commission has also recommended that a 
separate report by management be included with 
financial statements. This report would set out 
the role and responsibilities of management. 

(SHOW CARD NUMBER 4 - PROPOSED MANAGEMENT REPORTTI ) 

In your opinion, would this proposed statement by 
management help to clarify the distinction between 
the role of management and the role of the auditor 
in regard to financial statements? (CHECK ONE) 

( ) Yes ( ) No 

34.1 Would you expand on that? 



35. What is your OVERALL IMPRESSION of the proposed 
report? 

36. In conclusion, are there any additional comments 
that you would like to make regarding the general 
topic of communication and the auditor's report? 

THANK THE RESPONDENT FOR HIS TIME AND HIS INTEREST IN 
FURTHERING THIS RESEARCH. 
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