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To Member Firms of the SEC Practice Sectior,
The Securities and Exchange Commission and
Other Interested Persons

Attached hereto is the first annual report of the
Public Oversight Beoard covering its activities from the
first meeting in March 1978 through March 31, 1979. Since
this is the Board's first annual report, it reviews and
comments on the purpose and structure of the SEC Practice
Section of which the Board is a part, in addition to
reporting on the organization and activities of the Board
itself,

The Board's first year was devoted principally to
{1) organizing, defining its role and recruiting its staff,
{2} advising on policy matterg during the development of
the Section's peer review program, (3} monitoring initial
peer reviews, (4) studying the question of the scope of
services provided by CPA firms and preparing and publishing
a report containing recommendations on the subject, and
{5) considering the question of what action should be taken
by the Section in the event of an alleged or possible audit
failure involving one of its member firms.

In the course of this work a number of formal Board
meetings were held, and the Board or one or more of its
members or staff met on numerous occasions with the Executive
Committee and various officers and staff members of the
Section. The Board also held a two-day public hearing on
the scope of services question and received written comments
from a substantial number of firms and individuals interested
in the matter. On two occasions members of the Board
testified before a Congressional subcommittee. In addition,
members of the Board and itg staff held two meetings with
Chairman Williams, Commissioner Pollack, Chief Accountant
Sampson and various members of the staff of the Securities
and Exchange Commission, and members of the Board's staff
held numerous conferences with members of the Commission's
staff. As part of the Beard's oversight program, a member
of the Board attended the exit conference for each 1978 peer
review involving a major firm.



Based. upon experience to date, the Board has concluded -
that its own organization and authority are sufficient to
enable it to carry ocut its oversight role and effectively
contribute to and assist the profession in instituting and
maintaining a vigorous and exacting self-regulatory system.
The Board also has concluded that a well-considered structure
for self-regulation of accounting firms has been initiated
by the accounting profession. Perhaps the most important,
element of that structure, the mandatory peer review program,
is in place and has started to function efPectively. The
Board recognizes, of course, that as experience is gained
some procedures may be modified and improved. Moreover, the
Board believes that the Section is in the process of dealing
effectively with other major issues, including the scope of
services issue and the question of the Section's role with
respect to alleged or possible audit failures.

The Board believes that, due to the substantial progress
to date, the strong commitment of the profession and the
encouragement and support of the Securities and Exchange
Commission, the Section's program of self-regulation will
be effective. Moreover, the Board believes that, as a matter
of principle, self-regulation is preferable to additional
governmental regulation and that every effort should be made
to assure the success of the Section’s program.

PUBLIC OVERSIGHT BOARD

-

John J. McCloy
Chairman
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Public Oversight Board

SEC PRACTICE SECTION
American Institute of Certified Public Accountants

ANNUAL REPORT
1978 ~ 1979

This is the first annual report f the Public
Oversight Board ("Board") covering its activities <£from the
first meeting in March 1978 through March 31, 1979. Since
this is the Board's first annual report, it reviews and com-
ments on the purpose and structure of the Section of which
the Board is & part, in addition to reporting on the organi-

zation and activities of the Board itself.
£

I. THE SEC PRACTICE SECTION OF THE DIVISION FOR CPA FIRMS

A. Organization

During the last three years, some members of Conw
gress and the Securities and Exchange Commission ("SEC")
have expressed concern regarding the accountability of pub-
licly owned corporations and their auditors. Attention has
been focused on the manner in which the accounting profes-
sion is regulated and disciplined. In response, the Council
of the American Institute of Certified Public Accountants
("Institute™) took the initiative in September 1977 by
establishing the Division for CPA Firms ("Division"), com-
prised of an SEC Practice Section ("Section) and a Private
Companies Practice Section, to implement a program of volun-
tary self-regulation and self-disciplining of the profession
by establishing requirements for practice by member firms
and by creating the authority to impose sanctions for fail-’
ure to comply with such reguirements. Some members of Con-
gress expressed doubt regarding the efficacy of the profes~
sion's program of self-reqgulation and on June 18, 1978, Con~-
gressman Moss introduced legislationl/ to create a regula-
tory organization for accountants patterned after the
National Association of Securities Dealers, Inc. However,

1/ HR 13175, A Bill to Establish a National Organization
of Securities and Exchange Commission Accountancy,
95th Congress, 2nd Sess. _




the SEC, in its 1978 Report to Congress2/ ("SEC 1978 Report
to Congress”) concluded that progress during the preceding
yvear had been "sufficient to merit continued opportunity for
the profession to pursue its efforts at self-regulation' and
that the SEC would not recommend the adoption of legislation
"to supersede or control self-regulation of accountants at
this time." ' '

Prior to September 1977, the Institute, which is a
professional associaztion with some 144,000 individual CPA
members, was not structured to regulate the activities of
CPA firms. The Division now provides the organizational
structure for regulating the activities of member firms.
The creation of the Division has been tie subject of litiga~
tion; recently, however, a court rejected the challenge by
certain individual members to the procedures by which the
Division was established.3/ As of March 31, 1979, 550 firms
were members of the Section and 1,484 firms were members of
the Private Companies Practice Section {517 firms were mem-
"bers of both Sections). While the membership reguirements
and program of the Section are designed specifically for CPA
firms that audit companies whose securities are required to
be registered under Section 12 of the Securities Exchange
Act of 1934 ("SEC clients®), 340 member firms have no SEC
clients.

Some concern had been expressed in the SEC 1978
Report to Congress (p. 18) as to the ability of the Insti-
tute to regulate CPA firms effectively, since membership in
the Section is not mandatory. As indicated in the discus-~
sion of the peer review program (pages 13 and 14), a very
high percentage of SEC reporting companies are audited by
members of the Section, and the Section is studying methods
for encouraging nonmember firms to join the Section. It is
expected that the importance of membership in the Section
will cause issuers, lenders and others who employ auditors
or rely on audited financial statements of SEC cliénts to
view less favorably CPA firms that do not participate in the
programs of the Section.

Nevertheless, the Board shares the SEC's and the
profession’'s concerns about the number of firms that audit
SEC clients which are not members of the: Section and be-
lieves that the Section should make every effort to increase
the membership to provide the greatest possible coverage.

H

2/ The Accounting Profession and the Commission's Oversight
Rele, 95th Cong., 2d Sess., (Comm. Print. 1978).,p. 44.

In Re Alam, 180 N.Y.L.J., August 2, 1978; p. 6, col..3:
{sup. Ct. N.Y. Co., August 1, 1978).

€




B. Obiectives of the Section

The structure and functions of the Section are set
forth in its Organization Document, a copy o¢f which, as
amended and in effect at March 31, 1979 but excluding appen-
dices, is attached as Exhibit I to this report.

Two Kkey obiectives of the Section are to (1) ime
prove the quality of accounting and auditing practice by CPA
firms through the establishment of practice requirements for
member firms and (2) establish and maintain an effective
system of self-regulation of member firms by means of manda-
tory triennial peer reviews of a firm's agcounting and
auditing practice, reguired maintenance of an appropriate
system of quality control, and the imposition of sanctions
for failure to meet membership requirements.

c. Structure of the Section

. The Section 1s governed by an Executive Committee

“with the assistance of a Peer Review Committee and such
other committees, subcommittees, and task forces as are con-
sidered necessary. The Executive Committee is responsible
for (1)} establishment of general policies and the oversight
of Section activities, (2} amendment of membership require-
ments as necessary, (3) determination of sanctions to be
imposed on member firms either on its own initiative or
based upon recommendations of the Peer Review Committee, and
{4) action to be taken upon complaints received with respect
to member firms.

A substantial majority of the members of the
Executive Committee are representatives 0f firms that audit
30 or more SEC clients. Representative Moss, SEC Chairman
Williams and spokesmen of some smaller firms have expressed
concern that the Section might be too heavily dominated by
representatives of the larger firms. The present provisions
of the Organization Document reflect some modifications in
composition, voting, and gquorum reguirements made in re-
sponse to these concerns.4/ The Board, in exercising its
oversight responsibilities, will be mindful of the econcern
that has been expressed in this regard.

The Peer Review Committee 1s responsible for
(1} establishment of standards for performing and reporting
}

4/ See CQrganization Document, VI.2.(c¢). Membership on the
Executive Committee includes 16 individuals from firms
that audit 30 or more SEC clients and 5 individuals from
other firms.



on peer reviews, {(2) administration of the program of peer
reviews for member firms and the maintenance of appropriate
records of peer reviews, and (3) recommendations of sance
tions and other disciplinary actions to the Executive Com-
mittee. *

D. Membership Regquirements

Each member firm is required to have a review at
least once every three years of the manner in which it con-
ducts its accounting and auditing practice in order to
provide assurance that it has guality control policies. and
procedures which are appropriate for its practice and which
comply with professional standards and With the Section's
membership requirements. Other membership requirements re-
late to the professional qualifications of the members of
the firm, continuing professional education, liability in-
surance coverage, dues, and administrative matters. The
“Section also imposes on its members, with respect to SEC
clients, requirements related to audit partner rotation,
concurring reviews, scope of management advisory services,
and reporting to audit committees or boards of directors.

IiI. PUBLIC OVERSIGHT BOARD

A stated objective of the Section is to "enhance
the effectiveness of the section's regulatory system
through the monitoring and evaluation activities of an
independent oversight board composed of public members."

The responsibilities and functions of the Board, as
set forth in the Organization Document, are to: (1) monitor
and evaluate the regulatory and sanction activities of the
Peer Review and Executive Committees of the Section; (2) de-
termine that the Peer Review Committee is ascertaining that
firms are taking appropriate action as a result of peer re-
views; (3) conduct continuing oversight of all other active~
ities of the Section; (4) make recommendations to the Exec-
utive Commitiee for improvements in the operations of the
Section; and (5) publish an annual report and such other
reports as may be deemed necessary with respect to its
activities. The QOrganization Document reqgquires the Sec-
tion's Executive Committee and Peer Review Committee to
consult from time to time with the Board, and members of the
Board have the right to attend meetings of those gommititees.

During its initial meetings, the Board considered
at length its oversight role contemplated by the Organiza-
tion. Doecument, as contrasted to an arrangement in which it
would have authority to compel compliance with its views and
to overrule Executive Committee decisions contrary thereto.
The Board concluded that its oversight role should be pre-
served and that it should not have line or appellate revieW



authority. While there may be some advantages to being able
to exercise line authority, the Board concluded that its
ability to offer objective comment and criticism would be
greater if it were not a formal part of the structure for
planning and executing policy decisions of the Section. The
Board also concluded that its ability to comment publicly on
any matter regarding the accounting profession would provide
sufficient power to discharge the Board's responsibilities..
The SEC 1978 Report to Congress (p. 17) expressed concern
that the Board did not have line authority. However, the
report stated that the SEC was not prepared to conclude that
the lack of line authority would necessarily be fatal to the
‘Board’'s effectiveness. The Board's experience thus far
indicates that line authority is not essential and that the
Section is indeed responsive to the Board's recommendations.

The Organization Document provides that the Board
shall consist of five members who "shall be drawn from among
prominent individuals of high integrity and reputation, in-

_%gluding, but not limited to, former public officials, law-

yers, bankers, securities industry executives, educators,
economists and business executives.” Initial members of the
Board, who were appointed by the Executive Committee of the
Section with the approval of the Board of Directors of the
Institute, are John J. McCloy, Chairman, Ray Garrett, Jr.,
Vice Chairman, and William L. Cary, John D. Harper and
Arthur M. Wood. Mr. McCloy, The Assistant Secretary of War
from 1941 to 1945, the United States Military Governor and
High Commissioner for Germany from 1949 to 1932 and the
Chairman of the Board of Directors of The Chase Manhattan
Bank, N.A., from 1955 to 1960, is currently a member of the
New York City law firm of Milbank, Tweed, Hadley & McCloy;
Mr. Cary, Chairman of the SEC from 1961 to 1964, is the
Dwight Professor of Law at Columbia University; Mr. Carrett,
Chairman o¢f +*the SEC from 1873 to 1978, is a member of the
Chicago law firm of Gardner, Carton & Douglas; Mr. Harper is
the former Chairman of the Board of Directors and Chief
Executive Officer of Aluminum Company of America; and Mr.
Wood is the former Chairman of the Board of Directors and
Chief Executive QOfficer of Sears, Roebuck and Co.

One of the first actions of the Board was to review
provisions of the Organization Document regarding its own
existence. In order to provide a higher degree of indepen-
dence from the Section and the Institute, the Bcoard recom-
mended a change in the Organization Document, which’/was
enacted by the Institute, to provide that

"Following its initial appointment, the Public
Oversight Board shall, in consultation with and
subject to the approval of the AICPA Board of
Directors, appoint, remove, and set the terms
and compensation of its members and select its
chairman."



Thereafter, the Board adopted bylaws establishing staggered
three-year terms for its members, with the initial terms ex-
piring on December 31, 1978 for Messrs. Cary and Garrett, on
December 31, 1979 for Messrs. Harper and Wood and on Decem-
ber 31, 1980 for Mr. McCloy. The Beard's initial Chairman
was selected by the Executive Committee, but future Chairmen
are to be selected by the Board. 1In May 1978, the Board
designated Mr. Garrett_as Vice Chairman, and in Pecember
1978, Messrs. Cary and Garrett were elected to new
three-year terms expiring on Decembey 31, 1981. Annual com~-
pensation for Board members 1is: Chairman, $50,000; Vice
Chairman, $40,000; and nembers, $30,000. The Institute
indemnifies Board members against losses and expenses
~ incurred by them in connection with lifigation related to
their official activities. Each member of the Board is
authorized to use assistance available in his office or law
firm in connection with the work of the Board. Mr. McCloy
has designated Richard A. Stark, a partner in the New York
CCity law f£irm of Milbank, Tweed, Hadley & McCloy, as his
assistant and Mr. Garrett has designated Charles R. Manzoni,
Jr., a partner in the Chicago law firm of Gardner, Carton &
Douglas, as his asgistant. Mr. Stark serves as Secretary of
the Board and, prior to the employment of full-time staff,
performed general administrative tasks for the Board.

The Board has employed a full-time Executive
Director and full-~time Technical Director and plans to ob-
tain additional staff as needed. Offices for the Board's
administrative staff have been established at 1270 Avenue of
the Americas, New York, New York 10020. Louils W. Matusiak,
formerly a partner of Alexander Grant & Company, has been
Executive Director since May 1978. Saul Beldock, formerly a
partner of 8. D. Leidesdorf & Co. and Ernst & Ernst, was a
consultant and later Technical Director until he resigned in
January 1879 for personal reasons. Stuart Newman, formerly
a manager with Touche Ross & Co., was appointed Technical
Director in February 1979. Messrs. Matusiak, Beldock and
Newman established procedures for monitoring peer reviews,
which the Board approved, and carried out the monitoring of
1878 peer reviews as discussed elsewhere in this annual
report {see pages 14-~16}.

Three recently retired partners of CPA firms (see
page 15), each of whom had extensive experience in his
former firm's quality control and internmal inspection pro-
gram, assisted the Board'se staff in its monitoring of 1978
reviews. It is contemplated that they and several other
recently retired partners will be employed on a part-time
baslis to assist in the task of monitoring peer reviews in
future years.

During its first year of opefation, the Board held
16 regular meetings and 3 telephone conference meetings.



The Board also conducted public hearings in Chicago on
August 17 and 18, 1878, regarding the scope of services
issue discussed elsewhere in this report (see pages 16-21).
Representatives of the Board attended nearly all meetings of
the Executive Committee and Peer Review Committee of the
Section during the last year and met numerous times with
members of those committees and certain of the Commissioners
and staff of the SEC. Messrs. McCloy and Garrett offered
testimony to +the Moss Subcommittee hearings on January 30,
1978 and four Board members offered additiconal testimony to
that subcommitiee on July 28, 1978. Board members also par-
ticipated directly in the Board’'s oversight of the peer re-
view program by attending selected exit conferences between
the reviewers and top management of the reviewed firms.

IIT. PEER REVIEW PROGRAM

A. Obijectives

The centerpiece of the Institute’s program for vol-
untary self-regulation is the peer review program. As noted
above, each member firm of the Section is regquired to comply
with the Institute's professional standards and to have a
peer review at least once every three years of its quality
control policies and procedures as they relate to its
accounting and auditing practice. The objectives of a peer
review are to determine whether a reviewed firm's system of
quality control for its accounting and auditing practice is
appropriately comprehensive and suitably. designed for the
firm, whether its quality control policies and procedures
are adequately documented and communicated to professional
personnel, and whether they are being complied with so as to
provide the firm with reasonable assurance of conforming
with professional standards and the membership requirements
of the Section. Such determination is accomplished by
{1) study and evaluation of a reviewed firm's prescribed
gquality control policies and procedures; (2) testing for
compliance with such quality control policies and procedures
at each organizational or functional level within the Sirm
by inspection of selected engagement working paper files and
reports and other decuments; and (3) testing for compliance
with other membership requirements of the Section.

B. Peer Review Committee

The peer review program is administered by the Peer
Review Committee, which consists of 15 individuals appointed
from member firms by the Executive Committee. Almost all of
these Committee members are from large naticnal f£imzms. The
Board 1is aware that c¢oncerns have been expressed about a
major representation from the larger firms and, in exercige
ing its oversight responsibilities, will be nmindful of this
concern.



The Peer Review Committee, under the leadership of
Donald L. Neebes, a partner of Ernst & Ernst, has, in less
than a year, {a) established the basic framework for peer
reviews that involved numerous protracted meetings within
the profession and with the staff of the SEC and with the
Board and (b} preduced a manual setting forth standards and
guidelines for performing and reporting on peer reviews and
establishing the administrative framework within which peer
reviews are to be conducted. The Board has been impressed
with the magnitude of the undertaking and the quality of the
initial effort. In order to test the effectiveness of these
standards and guidelines, the Committee is studying the re-
views that have been conducted to determine whether any re-
visions should be made. .

The Committee also presented a two-day orientation
session on peer reviews for member firms and reviewers.
Future training programs are to be part of the Institute’s
continuing education program.

C. Selection of Reviewers

Under the program established by the Peer Review
Committee and approved by the Executive Committee, a peer
review may be conducted at the reviewed firm's option by
another member firm selected by the reviewed firm or by a
team appointed by the Peer Review Committee. The Committee
is studying the possible use of review teams organized by
state societies of CPAs and by associations of CPA firms.

In the initially proposed program, in addition to
the review conducted either by members of a single firm or a
team drawn from several firms, performance review panels
were to be appointed by the Committee to determine whether
the reviewers were gualified to conduct the particular
review and whether the review was c¢onducted in accordance
with established standards. Performance review panels were
to be appointed for firmeon-~firm reviews and, on a test
basis, for Committee~appointed team reviews. The Board ex-
pressed concern with the Committee's decision that a firm
that opted for a firm~on-firm review was permitted to select
the reviewing firm. The staff of the SEC and others ex~
rressed concern about the reliability of the firm-on~firm
reviews, especially since the firm can select its own re-
viewer. With regard to firm-on-firm reviews, the Board and
the SEC in its 1978 Report to Congress (p. 24) suggested
that, in order to overcome the concern expressed dbove, the
panel's responsibility be expanded in a substantive way to
require an opinion as to the quality control system as it
relates to the accounting and auditing practice of the re-
viewed firm. This suggestion was adopted by the Committee,
and the panel's designation was changed from a performance
review panel to a guality control review panel.



