CHAPTER 13

S13-4 Ethical Decision Making: A Real-Life Example*

During its deliberations on the Sarbanes-Oxley Act, the U.S. Senate considered numerous
reports evaluating the quality of work done by external auditors. One study by Weiss Ratings,
Inc., focused on auditors’ ability to predict bankruptcy. The study criticized auditors for failing to
identify and report going-concern problems for audit clients that later went bankrupt. Based on
a sample of 45 bankrupt companies, the Weiss study concluded that had auditors noted unusual
levels for just two of seven typical financial ratios, they would have identified 89 percent of the
sample companies that later went bankrupt. A follow-up to the Weiss study found that had the
criteria in the Weiss study been applied to a larger sample of nonbankrupt companies, 46.9 per-
cent of nonbankrupt companies would have been predicted to go bankrupt.* In other words, the
Weiss criteria would have incorrectly predicted bankruptcy for nearly half of the companies in
the follow-up study and would have led the auditors to report that these clients had substantial
going-concern problems when, in fact, they did not. Discuss the negative consequences that arise
when auditors fail to identify and report going-concern problems. Who is harmed by these fail-
ures? Discuss the negative consequences that arise when auditors incorrectly report going-concern
problems when they do not exist. Who is harmed by these errors? In your opinion, which of the
potential consequences is worse!

*Michael D. Akers, Meredith A. Maher, and Don E. Giacomino, “Going-Concern Opinions: Broadening
the Expectations Gap,” CPA Journal, October 2003. Retrieved June 12, 2012 from www.nysscpa.org/
cpajournal/2003/1003/features/f103803.htm.
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