
Thomas	  I.	  Selling	  PhD,	  CPA	  
4718	  East	  Rancho	  Drive	  
Phoenix,	  AZ	  	  85018	  

Tom.Selling@Grovesite.com	  	  
	  
	  
May	  12,	  2014	  
	  
Mr.	  Martin	  F.	  Baumann	  
Chief	  Auditor	  and	  Director	  of	  Professional	  Standards	  
Public	  Company	  Accounting	  Oversight	  Board	  
1666	  K	  Street,	  NW	  
Washington,	  DC	  20006	  
	  
Via	  electronic	  mail	  
	  
Dear	  Marty:	  
	  
Thank	  you	  for	  reaching	  out	  to	  the	  SAG	  membership	  for	  input.	  	  In	  my	  letter	  to	  you	  
dated	  April	  5,	  2014,	  I	  overlooked	  the	  fact	  that	  AU	  411	  had	  been	  amended	  by	  the	  
PCAOB	  in	  2008.	  	  	  Accordingly,	  I	  am	  withdrawing	  that	  letter,	  and	  providing	  you	  with	  
the	  revised	  comments,	  below.	  	  	  
	  
In	  Release	  No.	  2013-‐005,1	  the	  PCAOB	  has	  issued	  proposed	  auditing	  standards	  (the	  
proposing	  release)	  that	  will	  make	  the	  auditor’s	  report	  more	  informative	  to	  users	  of	  
financial	  statements.	  	  I	  heartily	  support	  the	  initiative	  to	  make	  the	  auditor’s	  report	  
something	  more	  than	  standardized	  pass/fail	  language,	  and	  I	  believe	  that	  the	  
changes	  already	  proposed	  would	  constitute	  a	  significant	  improvement	  to	  financial	  
reporting.	  	  
	  
If	  finalized,	  the	  proposing	  release	  would	  not	  alter	  the	  standard	  “opinion	  paragraph”	  
of	  the	  auditor’s	  report.	  	  The	  purpose	  of	  this	  letter	  is	  to	  suggest	  amendments	  that	  
would	  make	  that	  paragraph	  more	  forthright,	  understandable	  to	  non-‐accountants	  
and	  informative.	  	  
	  
As	  set	  forth	  in	  the	  illustrative	  audit	  report	  contained	  in	  AS	  No.	  1,	  the	  auditor’s	  
“opinion	  paragraph”	  applicable	  to	  the	  financial	  statements	  of	  the	  vast	  majority	  of	  
SEC	  registrants	  is	  as	  follows:	  
	  	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1	  PCAOB	  Release	  No.	  2013-‐005,	  Proposed	  Auditing	  Standards	  –	  The	  Auditor’s	  Report	  
on	  an	  Audit	  of	  Financial	  Statements	  when	  the	  Auditor	  Expresses	  an	  Unqualified	  
Opinion;	  The	  Auditor’s	  Responsibilities	  Regarding	  other	  Information	  in	  Certain	  
Documents	  Containing	  Audited	  Financial	  Statements	  and	  the	  Related	  Auditor’s	  Report;	  
and	  Related	  Amendments	  to	  PCAOB	  Standards,	  August	  13,	  2013.	  
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“In	  our	  opinion,	  the	  financial	  statements	  referred	  to	  above	  present	  fairly,	  in	  
all	  material	  respects,	  the	  financial	  position	  …	  in	  conformity	  with	  U.S.	  
generally	  accepted	  accounting	  principles.”2	  [italics	  supplied]	  	  

	  
For	  reasons	  I	  will	  describe	  below,	  I	  believe	  that	  the	  above	  language	  has	  three	  
significant	  shortcomings,	  as	  follows:	  
	  

1. A	  reader	  of	  an	  audit	  report	  is	  not	  necessarily	  an	  accountant,	  and	  as	  such	  
should	  be	  entitled	  to	  take	  the	  words	  in	  that	  report	  at	  their	  face	  value.	  	  From	  
that	  perspective,	  “generally	  accepted	  accounting	  principles”	  (GAAP)	  is	  
misleading	  to	  anyone	  who	  is	  not	  aware	  of	  its	  specific	  technical	  meaning.	  	  	  
	  

2. The	  term	  “presented	  fairly”	  shares	  the	  same	  shortcoming	  as	  “GAAP”	  —	  i.e.,	  a	  
technical	  term	  that	  has	  virtually	  no	  correlation	  to	  common	  usage.	  	  	  
	  

3. It	  is	  frequently	  the	  case	  that	  financial	  statements	  are	  materially	  affected	  by	  
accounting	  policies	  that	  are	  derived	  from	  so-‐called	  “nonauthoritative”	  
sources.	  Standards	  for	  selecting	  from	  nonauthoritative	  sources	  are	  
extremely	  vague.3	  The	  auditor’s	  report	  should	  prominently	  disclose	  the	  
nonauthoritative	  accounting	  treatments	  have	  been	  used,	  and	  specifically	  
acknowledge	  that	  the	  auditor’s	  opinion	  comprehends	  not	  only	  management’s	  
application	  of	  nonauthoritative	  sources,	  but	  also	  their	  selection	  from	  
numerous	  possible	  alternative	  sources.	  	  	  

	  
To	  accomplish	  the	  objective	  of	  an	  opinion	  paragraph	  that	  is	  clear	  and	  more	  
informative	  than	  the	  extant	  paragraph,	  I	  am	  proposing	  the	  following	  standard	  
language:	  
	  

In	  our	  opinion,	  the	  financial	  statements	  referred	  to	  above	  conform	  to,	  in	  all	  
material	  respects,	  the	  following	  authoritative	  sources:	  the	  provisions	  of	  the	  
Financial	  Accounting	  Standards	  Board	  (FASB)	  Accounting	  Standards	  
Codification™;	  the	  rules	  and	  interpretive	  releases	  of	  the	  Securities	  and	  
Exchange	  Commission	  (SEC)	  under	  authority	  of	  the	  federal	  securities	  laws;	  
and	  the	  administrative	  views	  of	  the	  SEC	  staff	  on	  accounting	  and	  disclosure	  
issues.	  	  
	  

Only	  if	  called	  for,	  a	  sentence	  would	  be	  inserted	  at	  the	  end	  of	  the	  paragraph	  to	  state	  
as	  follows:	  

	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
2	  PCAOB	  Auditing	  Standard	  No.	  1,	  References	  in	  Auditor’s	  Reports	  to	  the	  Standards	  of	  
the	  Public	  Company	  Accounting	  Oversight	  Board,	  appendix,	  2003.	  
3	  FASB	  ASC	  Subtopic	  105-‐10,	  Generally	  Accepted	  Accounting	  Principles	  –	  Overall.	  	  
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In	  addition,	  the	  financial	  statements	  also	  conform	  to	  the	  nonauthoritative	  
sources	  listed	  and	  described	  in	  Note	  xx.	  	  	  
	  

Background	  and	  Basis	  for	  Recommendations	  
	  
The	  terms	  “fairly	  presented”	  and	  “generally	  accepted	  accounting	  principles”	  (GAAP)	  
no	  longer	  mean	  what	  they	  were	  originally	  intended	  to	  convey.	  	  Their	  usage	  has	  
devolved	  into	  limited	  technical	  meanings	  for	  which	  non-‐accountants	  may	  have	  little	  
cognizance	  or	  appreciation.	  	  	  
	  
“Fairly	  presented”	  had	  its	  genesis	  in	  a	  series	  of	  meetings	  between	  the	  American	  
Institute	  of	  Accountants	  —	  now	  the	  AICPA	  —	  and	  the	  New	  York	  Stock	  Exchange,	  in	  
the	  early	  1930s.	  	  Ultimately,	  the	  Institute’s	  membership	  approved	  a	  set	  of	  six	  “broad	  
principles	  of	  accounting	  which	  have	  won	  fairly	  general	  acceptance”;	  and	  it	  
introduced	  the	  phrase	  “…	  fairly	  presented,	  in	  accordance	  with	  accepted	  principles	  of	  
accounting	  …”	  for	  use	  as	  standard	  auditor’s	  report	  language.	  
	  
The	  precise	  term	  “Generally	  Accepted	  Accounting	  Principles”	  (GAAP)	  was	  
introduced	  in	  1936,	  which	  was	  the	  same	  year	  that	  the	  AICPA’s	  Committee	  on	  
Accounting	  Procedure	  (CAP)	  was	  formed.	  	  In	  the	  spirit	  of	  the	  phrase,	  accounting	  
pronouncements	  published	  by	  the	  CAP	  did	  not	  dictate	  mandatory	  practice;	  rather,	  
they	  were	  authoritative	  only	  to	  the	  extent	  that	  they	  documented	  (hence,	  the	  
nomenclature	  of	  “Accounting	  Research	  Bulletins”)	  accounting	  treatments	  that	  
appeared	  to	  be	  generally	  accepted	  in	  practice.	  	  There	  can	  be	  little	  question	  that	  from	  
the	  outset	  “fair	  presentation	  in	  accordance	  with	  GAAP”	  was	  open	  to	  interpretation,	  
but	  “GAAP”	  was	  clearly	  intended	  to	  have	  a	  literal	  meaning.	  
	  
However,	  that	  literal	  meaning	  disappeared	  soon	  after	  the	  AICPA	  replaced	  the	  CAP	  in	  
1959	  with	  the	  Accounting	  Principles	  Board	  (APB).	  After	  the	  issuance	  of	  APB	  Opinion	  
No.	  24	  some	  of	  the	  “Big	  Eight”	  firms	  advised	  their	  clients	  it	  was	  just	  an	  “opinion,”	  
which	  did	  not	  have	  to	  be	  followed	  in	  order	  to	  produce	  financial	  statements	  “in	  
accordance	  with	  GAAP.”	  	  In	  response,	  the	  AICPA	  issued	  what	  is	  now	  known	  as	  Rule	  
203	  of	  its	  Code	  of	  Professional	  Conduct:	  
	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
4	  APB	  Opinion	  No.	  2	  (1962),	  Accounting	  for	  the	  “Investment	  Credit,”	  which	  provided	  
that	  investment	  tax	  credits	  should	  be	  recognized	  in	  earnings	  over	  the	  economic	  life	  
of	  the	  asset	  to	  which	  they	  related.	  
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“A	  member	  shall	  not	  (1)	  express	  an	  opinion	  …	  that	  the	  financial	  statements	  …	  
are	  presented	  in	  conformity	  with	  generally	  accepted	  accounting	  principles	  …	  
if	  such	  statements	  or	  data	  contain	  any	  [material]	  departure	  from	  an	  
accounting	  principle	  promulgated	  by	  …	  [the	  FASB]	  ….	  If,	  however,	  the	  
statements	  or	  data	  contain	  such	  a	  departure	  and	  the	  member	  can	  
demonstrate	  that	  due	  to	  unusual	  circumstances	  the	  financial	  statements	  or	  
data	  would	  otherwise	  have	  been	  misleading,	  the	  member	  can	  comply	  with	  
the	  rule	  by	  describing	  the	  departure,	  its	  approximate	  effects,	  if	  practicable,	  
and	  the	  reasons	  why	  compliance	  with	  the	  principle	  would	  result	  in	  a	  
misleading	  statement.5	  	  [emphasis	  supplied]	  

	  
I	  have	  never	  seen	  an	  unqualified	  auditor	  report	  on	  a	  public	  company	  that	  disclosed	  a	  
departure	  from	  GAAP	  based	  on	  “unusual	  circumstances.”	  	  Notwithstanding	  the	  
boilerplate	  provisions	  of	  Rule	  203,	  the	  AICPA	  stripped	  “generally	  accepted”	  of	  its	  
literal	  meaning	  in	  the	  context	  of	  an	  audit	  report	  —	  yet	  it	  chose	  to	  retain	  “GAAP”	  as	  
part	  of	  the	  standard	  language.	  	  The	  unfortunate	  reality,	  however,	  is	  that	  the	  term	  
had	  always	  aspired	  to	  much	  more	  than	  it	  ever	  delivered.	  	  Initial	  attempts	  to	  
establish	  a	  system	  to	  produce	  fairly	  presented	  financial	  reports	  from	  a	  foundation	  of	  
generally	  accepted	  principles	  were	  officially	  abandoned	  decades	  ago.	  	  Not	  only	  did	  
general	  acceptance	  fail	  as	  a	  benchmark,	  standard	  setters	  were	  never	  able	  to	  come	  to	  
a	  consensus	  on	  the	  definition	  of	  “principle.”	  
	  
The	  definitional	  challenges	  for	  “fairly	  presented”	  are	  much	  the	  same	  as	  “GAAP.”	  
Prior	  to	  the	  advent	  of	  the	  ASC,	  auditors	  relied	  on	  SAS	  696	  to	  identify	  the	  set	  of	  
publications	  that	  would	  constitute	  GAAP,	  and	  it	  placed	  that	  literature	  in	  a	  four-‐
category	  hierarchy	  to	  be	  used	  when	  resolving	  inconsistencies	  across	  publications.	  
Via	  SAS	  69,	  the	  AICPA	  officially	  declared	  that	  “GAAP”	  was	  purely	  a	  “technical	  
accounting	  term,”	  devoid	  of	  any	  common	  language	  meaning.	  	  The	  boilerplate	  
provisions	  of	  Rule	  203	  notwithstanding,	  that	  essentially	  meant	  that	  GAAP	  was	  
reducible	  to	  a	  set	  of	  rules,	  which	  if	  complied	  with,	  virtually	  automatically	  produced	  
“fair	  presentation.”	  	  The	  tautology	  is	  obvious:	  if	  “fair	  presentation”	  is	  always	  achieved	  
by	  complying	  with	  GAAP,	  then	  GAAP	  always	  results	  in	  fair	  presentation.	  	  	  
	  
At	  present,	  the	  portions	  of	  AU	  411	  relating	  to	  the	  meaning	  of	  GAAP	  are	  set	  forth	  in	  
ASC	  Topic	  105,7	  and	  the	  PCAOB’s	  amended	  definition	  of	  “present	  fairly”	  are	  set	  forth	  
in	  AU	  411.”8	  	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
5	  AICPA	  ET	  Section	  203,	  Accounting	  Principles.	  
6	  SAS	  69	  was	  codified	  as	  AU	  Section	  411,	  The	  Meaning	  of	  Present	  Fairly	  in	  Conformity	  
with	  Generally	  Accepted	  Accounting	  Principles.	  
7	  FASB,	  SFAS	  No.	  168.	  
8	  PCOAB	  Release	  No.	  2008-‐001	  and	  Release	  No.	  2010-‐004.	  
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With	  regard	  to	  the	  ASC,	  I	  believe	  that	  it	  was	  an	  overall	  positive	  development	  to	  
create	  the	  Codification;	  but	  the	  protocol	  in	  Topic	  105	  for	  selecting	  the	  most	  
appropriate	  source	  of	  nonauthoritative	  accounting	  guidance	  is	  not	  sufficiently	  
specific	  to	  constrain	  issuers	  to	  high-‐quality	  choices.	  	  In	  my	  experience,	  selection	  of	  
nonauthoritative	  guidance	  often	  has	  a	  material	  effect	  on	  reported	  financial	  results,	  
and	  the	  disclosures	  about	  accounting	  treatments	  based	  on	  nonauthoritative	  
guidance	  can	  be	  very	  sparse.	  

	  
As	  regards	  to	  the	  revised	  language	  in	  AU	  411	  regarding	  “fairly	  presented,”	  I	  find	  that	  
use	  of	  the	  term	  in	  the	  auditor’s	  report	  is	  misleading	  in	  the	  following	  two	  respects:	  
	  

1. Judging	  “fairness”	  within	  the	  context	  of	  a	  GAAP	  framework	  is	  a	  distinction	  
that	  a	  reader	  of	  financial	  statements	  could	  not	  possibly	  discern	  from	  reading	  
an	  auditor’s	  report,	  unless	  the	  reader	  had	  knowledge	  of	  the	  specific	  
provisions	  of	  AU	  411	  (as	  amended	  by	  the	  PCAOB).	  	  Stated	  another	  way,	  AU	  
411	  speaks	  to	  auditors	  in	  a	  highly	  technical	  manner,	  and	  not	  to	  users	  of	  
financial	  statements.	  	  (Similarly,	  ASC	  Topic	  105	  speaks	  to	  issuers	  in	  a	  highly	  
technical	  manner,	  and	  not	  to	  users	  of	  financial	  statements.)	  
	  

2. The	  technical	  distinction	  made	  between	  fair	  presentation	  and	  other	  types	  of	  
presentations	  has	  no	  practical	  difference.	  	  As	  the	  FASB	  itself	  pointed	  out	  in	  
SFAS	  162,	  an	  auditor’s	  invocation	  of	  a	  Rule	  203	  departure	  from	  GAAP	  as	  
established	  by	  the	  FASB	  “would	  likely	  not	  be	  accepted	  by	  the	  SEC	  for	  public	  
registrants.”9	  

	  
	  
Summary	  
	  
All	  the	  words	  used	  in	  the	  auditor’s	  report	  should	  mean	  something.	  	  In	  all	  other	  
respects,	  the	  PCAOB	  has	  done	  a	  commendable	  job	  in	  specifying	  requirements	  for	  an	  
informative	  audit	  report	  capable	  of	  being	  expressed	  in	  standard	  English.	  	  Yet,	  in	  the	  
opinion	  paragraph	  —	  arguably	  the	  ‘bottom	  line’	  of	  the	  auditor’s	  report	  —	  critical	  
terms	  lack	  literal	  meaning,	  and	  effectively	  construct	  a	  façade	  of	  gravitas	  that	  is	  
inconsistent	  with	  protecting	  the	  public	  interest.	  	  	  
	  
My	  proposed	  revisions	  to	  the	  opinion	  paragraph	  would	  provide	  real	  information	  to	  
users	  of	  financial	  statements.	  	  It	  would	  clearly	  and	  concisely	  describe	  the	  
oftentimes-‐unique	  basis	  of	  accounting	  used	  by	  an	  issuer.	  	  The	  undeniable	  reality	  is	  
that	  accounting	  rules	  in	  use	  today,	  as	  in	  decades	  past,	  are	  often	  more	  aptly	  
described	  as	  controversial	  as	  opposed	  to	  “generally	  accepted.”	  	  As	  to	  “fair	  
presentation,”	  one	  could	  cite	  many	  prominent	  examples	  of	  accounting	  treatments	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
9	  SFAS	  No.	  162,	  para.	  A11.	  
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that	  render	  financial	  statements	  difficult	  to	  describe	  in	  any	  meaningful	  way,	  much	  
less	  to	  characterize	  as	  “fair”	  by	  any	  standard	  definition	  of	  that	  word.	  	  	  
	  
Finally,	  to	  those	  who	  might	  judge	  my	  suggestions	  inconsequential	  relative	  to	  other	  
issues	  the	  Board	  is	  addressing	  in	  its	  important	  work	  towards	  a	  final	  standard,	  I	  
would	  respond	  in	  two	  ways.	  	  First,	  changing	  the	  opinion	  paragraph	  language	  will	  do	  
more	  than	  provide	  new	  information.	  	  It	  will	  send	  a	  strong	  message	  from	  the	  PCAOB	  
to	  its	  stakeholders	  that	  the	  words	  in	  the	  audit	  report	  can	  be	  counted	  on	  to	  mean	  
what	  they	  say.	  Forthrightness	  in	  one’s	  choice	  of	  words	  should	  be	  an	  end	  in	  itself.	  	  	  
	  
Second,	  and	  more	  importantly,	  even	  though	  changing	  the	  standard	  language	  of	  the	  
opinion	  paragraph	  might	  not	  immediately	  change	  practice,	  I	  strongly	  believe	  that	  
changing	  how	  financial	  reports	  are	  characterized	  will	  ultimately	  affect	  perceptions	  
of	  both	  users	  and	  practitioners.	  	  How	  financial	  reporting	  is	  perceived	  must	  in	  turn	  
affect	  the	  development	  of	  future	  standards.	  	  	  
	  
Marty,	  thanks	  again	  for	  soliciting	  my	  views.	  	  I	  hope	  that	  you	  find	  this	  letter	  to	  be	  
informative	  and	  helpful.	  
	  
Sincerely,	  
	  
	  
	  
	  
	  
Thomas	  I	  Selling	  PhD,	  CPA	  
Member,	  Standing	  Advisory	  Group	  


