Pubiic Oversight Board

Public Oversight Board

SEC Practice Section

Division for CPA Firms

American Institute of Certified Public Acconntants



Public Oversight Board

tohn . McCloy, Chairman -
Wiiliam L. Cary

John D, Harper

Robert K. Mauiz

Arthur M. Wood

Richard A, Stark, Secrerary

Staff: Louis W. Matusiak, Executive Director
Charles . Evers, Technical Director
David P. Boxer. Assistamt Technical Director

Alan H. Feldman, Assistant Technical Director

Office: 1270 Avenue of the Americas
New York. N.Y. 10020
{212} 765-4628




JOHN 4. MeCLOY
Chairinan

Wi LEAM L CARY
JOHN D MARPER
ROBERT K. MAUYZ
ARTHUR M. WOOQD

RICHARD & STARK
Sacretary

Public Oversight Board

SEC PRACTICE SECTION
Amaerican institute of Certified Public Accountants

1270 AVENUE OF THE AMERICAS « NEW YORK, NEW YORK 10020 - 3212} 765-4828

June 30, 1982 LQUIS W MATUSIAK
CHARLES J EVERS
Techmcat Caracior
To Member Firms of the S$EC Practice Section, DD 7 BOXER
Securities and Exchange Commission and , Asst Tacnmca Directors

Other Interested Parties

It is my pleasure to transmit this report covering the
activities of the Public Oversight Board and the SEC
Practice Section for the period ended June 30, 1982.

Significant events have occurred since the issuance of
our last report. All charter members of the section
have now undergone a peer review. During the 1981-82
year, peer review procedures were further sharpened as
a result of additional experience, the use of quality
control review panels in connection with certain peer
reviews has been eliminated, and SEC staff representa-
tives have expressed satisfaction with the peer review
process. The special investigations committee is now
operative. In addition, close attention has been giyen
to the matter of increasing membership of the section.

These activities provide continuing assurance of the’

profession’s strong commitment to self-regulation and

the continued maintenance of the high standards of the
profession,

The Board strongly believes that all firms auditing
public companies should ijoin the section. We urge the
section to continue its efforts to retain and increase
membership and to make users of the services of accoun~
tants better acguainted with the section's program.

In the four years since the establishment of the section,
the major elements of its program have been established
and placed in coperation. The Board believes that the
accounting profession has given evidence of the merit
and viability of self-regulation.

Very truly yours,

nJ. Mggioy
Chairman



BIGHLIGHTS

INTRODUCTION

}EER

In prior years, the Board issued its report as of
March 31. The earlier date was selected primarily
because the B8Securities and Bxchange Commission had
been issuing a special report to Congress each July 1
on the accounting profession., Since the SEC is no
longer issuing such report, the March 31 date is no
longer relevant, and the June 30 date permits a
more complete reporting on the prior year's peer
reviews.

REVIEW COMMITTEE

Although resignations, terminations, and mergers
reduced the number of peer reviews expected to be
performed in 1981, 204 reviews were conducted during
the year, exceeding by far the number of reviews
conducted in any of the three initial years.

Since March 31, 1981, the committee has asked 17
firms, including two that received unqualified peer
review reports with lengthy letters of comments, &o
provide early assurance that appropriate corrective
action is being taken. Ten of these firms have agreed
to submit to another review earlier than normally
would be regquired. Others have agreed to a return
vigit by the reviewers to determine if the deficien~
cies had been corrected.

This informal process gives the section the ability to
act promptly on matters that do not warrant formal
sanction. The Board favors procedures that assure
that corrective measures are taken promptly. The
formal sanction process remains available for more
gserious deficiencies where corrective measures satis-
factory to the committee are not undertaken or where a
firm chooses not to cooperate with the committee.

Procedures are now in place within the section
requiring peer reviewers to report substandard audit
engagements to the committee and the corrective
action to be taken. In 1981, the committee was
informed by reviewers that eight engagements had not
been performed in all material respects in accordance
with generally accepted auditing standards. Gen-
erally, the firms immediately performed procedures



to satisfy themselves that the financial statements
were prepared in accordance with generalily accepted
accounting principles unless the audit of the suc-
ceeding year's financial statements was imminent.

The SEC staff has substantially completed its inspec—
tion of selected workpapers of primary reviewers and
the Board's workpapers. SEC staff representatives
have indicated their satisfaction with the adeguacy
of review standards, the performance of peer reviews

~and the effectiveness of the monztorlng of the peer

review process.

Based on a study in 1981 to evaluate the cost effec~
tiveness of the quality control review panel in the
peer review program during 1978, 1979, and 1980, the
Board recommended that the panel be eliminated. The
Chief Accountant of the SEC has indicated to the Board
that he would support the decision of the section to
eliminate the panel because he believes that the
benefits to the process attributable to the panel’s
actions do not exceed its cost. The section's peer
review and executive committees have accepted and
implemented the Board's recommendation.

Peer review findings may be indicative of matters that
should be addressed or clarified in new or revised
professional pronouncements. Representatives of the
committee meet periodically with representatives of
the auditing standards board to discuss peer review
findings.

SPECIAL INVESTIGATIONS COMMITTEE

To date, 34 cases have been reported to the comnmittes
by member firms. 0f these, 13 were closed after
evaluation of the relative merit of the allegations
and the level of public interest. Open cases consist
of eight that are being screened, ten that are being
monitored and three that are being investigated.

With respect to the investigations of the three member
firms, each decision to investigate was made only
after extensive monitoring of developments. Each of
the firms was asked to provide additional information
needed by the committee to properly discharge its
responsibilities., These investigations are in process
as of the date of this report.
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MEMBERSHIP IN THE SECTION

The executive committee made several changes in
membership requirements based upon recommendations of
a specially appointed task force to study all membey-
ship requirements.

The task force on membership requirements recommended
and the executive committee amended the requirements
to eliminate the annual reporting of (a) the names of
the firm's SEC clients, (b) the number of SEC clients
whose fees exceed five percent of total,domestic firm
fees, and (c¢) a description or chart of the firm's
organizational structure.

The period for partner rotation on audits of SBEC
clients was extended from five years to seven years
for all firms and the requirement was waived for firms
with fewer than five SEC audit clients and fewer than
ten partners.

The Board concurs with the changes made since it is
convinced that the public interest would be best
served when virtually all firms that audit SEC clients
are members of the section and this change may help in
achieving that goal. However, the Board urges each
firm that does not rotate partners on SEC audits to
build compensating safeguards into its gquality control
system, -

Membership in the SEC practice section was 428 firms
at June 30, 1982, as compared with 515 firms at
March 31, 1981, The attrition is primarily in the
category of firms with no SEC c¢lients.

Members of the section audit all but five of the U.S.
companies listed on the New York Stock Exchange
and all but 37 of the U.S. companies listed on the
American Stock Exchange.

The Board has decided to defer publication of a list
of firms that have "passed" the section's peer review
program with the intention of reconsidering the
gquestion should the divisional directory not achieve
its intended results.
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CONCLUSIONS

The Board telieves the self-regulatory structure is-
sound and is functioning properiy.
for -making this unigque

operative and the member
to the highest standards of

We commenc tre profession
program of zelf~regulation
firms for their commitment
the profession
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This report of the Public Oversight Board of the
SEC Practice Section of the Division for CPA Firms of the
American Institute of Certified Public Accountants covers
its activities for the period April 1, 1981, through
June 30, 1982. 1In prior yvears, the Board issued its report
as of March 31. The earlier date was selected primarily
because the Securities and Exchange Commission had been
issuing a special report to Congress each July 1 on the
accounting profession. Since the SEC is no longer issuing
such report, the March 31 date is no longer relevant, and
the June 30 date permits a more complete reporting on
the prior year's peer reviews.

I. PUBLIC OVERSIGHT BOARD

A. Respongibilities of the Board

The Board's primary responsibilities are
to (1) monitor the performance of the section's peer
review, special investigations, and executive committees;
{2) determine whether the peer review committee is taking
the necessary steps to ensure appropriate action by member
firms as a result of peer reviews; {3) make recommenda-
tions for improvement in the operation of the section; and
{4} report to member firms and the public with respect to
its activities.

Principal attention during 1981-82 was devoted to
recommending several major improvements in the program and
to consulting with the Securities and Exchange Commission
and the various committees of the section.

The Board is not a regulatory body; its function
is to oversee, encourage, and assist the several components
of the sgelf-regulatory program of the accounting profes-
sion. The Board makes an independent and objective assess-
ment ©f, and reports on, the policies and practices of the
BEC practice section. The Board 1is dedicated to the
principle of self-regulation. In the formative stages of
the program, consideration was given to whether the Beard
should have line authority, at least in some aspects.



Assumption of line authority and responsibility, however,
would violate the accounting profession's sgelf~requlatory
program. In addition, if the Board had line authority, it
might not be as objective in assessing the effectiveness of
the program. As stated in its initial report, the Board-—

"... 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 o 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 respons-
ibilities."

Since the Board has the right, and Beoard members
and members of its staff have exercised the right, to
attend any and all meetings of the section, the Board is
fully apprised of the section's activities, Experience
indicates that the Board need not have line authority to be
effective and that the section is indeed responsive to the
Board's recommendations,

B. Composition of the Board and Staff

William L. Cary and Robert K. Mautz were
appointed for additional three-year terms to expire on
December 3%, 1984, John J. McCloy continues to serve as
chairman, John D. Harper and Arthur M. Wood, as Board
members, and Richard A. Stark, as legal counsel and Board
secretary.

There were no changes in the staff during the
vear. The staff consists of four CPAs and two secretaries.
Occasionally, the Board employs part-time retired profes-
sionals to assist its staff in monitoring peer reviews.

Additional details are shown in Exhibit A,

C. Expenses of the Board

Expenses of the Board and its staff are paid from
dues paid by the section's member firms. The expenses for
the years ended June 30, 1981, and June 30, 1982, were
$691,300 and $758,400. Detailed statements are shown in
Exhibit B.



D. Meetings and Other Activities

The . Board monitors the day~to~day activities of
the section in a variety of ways. A staff member attends
each meeting of the major committees of the section and
reports in detail toc the Board at its regularly scheduled
monthly meetings.

Board members attended selected meetings:
meetings of the executive and special investigations
committees, conferences where committee members discussed
alleged audit failures with the auditing £%rm involved,
conferences where peer reviewers reported their findings to
management of the reviewed firm, conferences with members
of the SEC and members of the section, special briefing
sessions with members of its own staff, and joint meetings
with the section's planning committee,

S,

I1. EXECUTIVE COMMITTEE

The executive committee consists of representa-
tives of 21 member firms. Currently, 14 firms are entitled
to automatic representation on the committee under a
provision of the section's organizational document that
states that the "committee shall at all times include
representatives of all member firms which audit the finan-
cial statements of 30 or more registrants under Section 12
of The Securities and Exchange Act of 1934." -

Ray J. Groves, the chairman and chief executive
of Ernst & Whinney, was reelected as chairman of the
committee for 1981-82, 1In Qctober 1981, representatives of
two firms not entitled to automatic representation who had
served for three years were replaced by representatives
of firms that had not previously been elected to the
committee., Three additional changes will become effective
in October 1982. Firms represented on the committee are
shown in Exhibit C.

III. PEER REVIEW COMMITTEE

A. Responsibilities of the Committee

One of the key membership reguirements of the
section is that at least once every three years each member
firm undergo a review of the quality control system for
its accounting and auditing practice. The peer review
committee has the responsibility for conducting and admini-~
stering this program. The committee consists of fifteen
individuals from member firms appointed by the executive
committee. See Exhibit D.



From inception of the program to date, the
committee has processed the reports of over 360 firms that
have undergone peer review and placed these reports in the:
public file. Most reports are accompanied by a letter of
comments and the reviewed firm's response indicating the
corrective actions taken or to be taken or reasons for not

doing so.

The committee can recommend that sanctions be
imposed on a firm failing to take appropriate action. [In
only one instance has a firm failed to take corrective
action, choosing to resign rather than Ydemonstrate com~
pliance by undergoing an accelerated peer review. The
public file includes appropriate information about the
circumstances of this resignation. In several other
instances, the committee requested details about planned
corrective actions, in addition to those specified in the
firm's response, and required the firm to permit a revisit
by the reviewers to ascertain whether corrective action had
been implemented.

B. Peer Review Results

1. Summary of Firms Reviewed

Although resignations, terminations, and mergers
reduced the number of reviews expected to be performed in
1981, 204 reviews were conducted during the year, exceeding
by far the number of reviews conducted in any of the three
initial vyears, An analysis by type of review, number of
SEC clients, and scope of Board oversight is shown in
Exhibit E.

The committee has completed processing 171
reports on 1981 reviews. The "field work” for all remain-
ing 1881 reviews has been completed, but the reports have
not yet been submitted by the firms to the committee.

As in prior years, most firms reviewed in 1981
received an unqualified report and an accompanying letter

of comments. One of the reviews performed in 1981 was a
review of a firm that had received an adverse report on its
1879 review. The firm received an ungualified report on

its 1987 review. Exhibit F summarizes the types of reports
igsued during the first four years of the program.

2. Excluded Engagements

The Board continues to evaluate the reasons given
by filrms requesting that certain engagements be excluded
from the scope of the review. Only four of the 204 firms
reviewed in 1981 requested exclusion of a total of five
engagements. Under the section's rules, all engagements so



