Annual Report
1987-1988

l’ublicgh
Oversight
Board

SEC Practice Section [} American Institute of Certified Public Accountants




PUBLIC OVERSIGHT BOARD

A. A. SOMMER, JR., Chairman
ROBERT K. MAUTZ, Vice Chatrman
ROBERY ¥ FROEHLKE

MELVIN R. LAIRD

PAUYL W. MCCRACKEN

RICHARD A. STARK, Legal Counsel to the Board

Seatf

JOUIS W. MATUSIAK
Executive Director and Secretary

m& !. EVERS

JOBNE CULLEN .

Axvistant Thchmical Divector
ALAN H, FELDMAN
Awistant Technical Divector

Offsce

540 Madison Avenue
New York, NY 10022
(212) 4862448




Annual Report [] 1987-1988

Public Oversight Board




FOREWORD

just ended has been a good one both for the SEC Pracnice Section and the Board.

The Board last December spent considerable time reviewing the first ten years of the
Section’s self-regulatory program and the Board’s oversight of it. It concluded that the program
is functioning quite well and that it has demonstrably raised the quality of auditing practice
among its members.

However, the Board concluded that measures should be taken to strengthen the program
and the functioning and role of the Board; these measures are detailed later in this report,
Bricfly, they principally entail greater hands-on oversight by Board members and more exposure
of the program through public appearances, both within the profession and outside, articles
and other measures to enthance visibiliry.

The Board has observed with satisfaction the increasing success of the program. This is
directly attributable to the dedication of the pioneers who designed the program and those
who have contributed generously of their time to implement it by serving on committees in an
exemplary fashion.

‘To honor those who have made singular and outstanding contributions to the success of
this program and other efforts that have impm\*cd the quality of audit practice, the Board has
mstimted an award, named after one of those pioneers of this effort, the first chairman of the
Pubiic Ovcrsught Board, the distinguished public servant John J. McCloy, to be given annually
to one or more of that number. The first such award will be made before year end.

Speaking more generally, the Board commends the profession for the significant strides
made during the past year in strengthening the accounting profession and its practices. The
membership of the AICPA overwhelmingly approved the recommendations of the Special
Committee on Standards of Professional Conduct for Certified Public Accountants {the
Anderson Committee). These recommendations, which will bring about a restructuring of the
profession’s code of ethics, an upgrading of its minimum educational requirements, and a
mandatory program to monitor the quality of professional performance for all AICPA
members, assure that the profession will-be equipped to meet the challenges of the remainder
of this century and the beginning of the next.

Similarly, the nine so-called “expectation gap™ standards promuigated by the Auditing
Standards Board indeed do go far to close the gap between the public understanding of the role
of audirors and auditing and the profession’s perception of its responsibilities. These will
enhance the likelihood that auditors will uncover frauds, strengthen the mereasingly important
relationship between auditors and the audit committees of their clients, and assure further that
client internal controls are adequate. .

We congratulate all those who have contributed to these achievements.

There are, however, clouds on the horizon that troubie the Board.

The Board strongly believes that the current structure of the self-regulatory program of
the accounting profession has been a singular success. This effort has included the establishment
of accounting principles by a privately organized and privately funded body, the Financial
Accounting Standards Board. Because of 1ts strong belief in self-regulation of the profession,
the POB is concerned about the rising hostility in some quarters toward the FASB because of
some controversial statements it has issued.

The FASB was born 1n an atmosphere described in the Report of the Study on
Establishing of Accounting Principles (its recommendations resulted in the organization of the
FASB) as one ““marked by contention approaching rancor among those outside the government
who are involved in the financial reporting process.” That atmosphere is again with us.

I t 15 a pleasure to present this tenth annual report of the Public Oversight Board. The year




At the banquet which marked the orgamzation of the FASB, Reginald Jones, then
chairman and chief executive officer of General Electric Corp., urged his colleagues in industry
to support the Board and its work, and warned that the test of their support would come when
the Board moved into controversial areas and highly revered oxen began to be gored. The
undersigned in 1974 while a Commissioner of the Securities and Exchange Commussion said,

...t is tmperateve that evevyone vecognize the authovity of the Boavd and accovd its
determuinations preewinent status, In a field that has been chayacterized by
considerable latitude in the treatment of accounting principles it may be difficult
for many to accept the primacy of Board pronouncements. 1o them I would ask
whether they wish to contvibute tv the failuve of the Boavd and all that would
Jfollow from that.

Estabhshing accounting standards and principles for financial reporting is inevitably a
complex process. Issues will arise about which reasonable people will disagree. Obviously, the
process must take into account the views of all interested groups — professional accountants,
financial officers in industry, academic scholars, and others.

There is, however, no more reason now than there was in 1972 when the Study on
Establishment of Accounting Principles considered the alternatives to believe that the quality of
standard setting would be better or more efficient if it were done by the SEC or another
governmental body, and there is no reason to believe that another privately organized body, if
it did its Job properly, would be any less subject to controversy than the present body. We urge
continued support for the FASB and a renewed effort on the part of all concerned with 1ts work
to strengthen this important institution.

Another matter which has engaged the attention of the Board almost since the beginning
of its existence has been the relationship between auditing and consulting practices conducted
by members within the same firm and sometimes for the same client.

Recent publicity has suggested growing tensions between those engaged in auditing
practice and consulting practice of some firms. The Board, of course, is in no position to assess
the sources of these tensions or the merits of the assertions by interested persons. However, the
Board urges member firms to make clear that, notwithstanding the growth of consulting
practices, they are first and foremost anditing firms, committed to the standards of the
accounting profession and the audiring process, and that no amount of internal discord will
dilute the primacy of the audit portion of their practice. A failure to do so can only result in
heightening the perception problem described in the Board sponsored study, the results of
which were published in November 1986, Key Publics’ Pevceptions of the Management Advisory
Services Issues.

The Board looks forward to its continuing oversight of the SEC Practice Section’s worthy
and proven worthwhile program and is planning and acting to assure the continued and
enhanced effectiveness of it.

Respectfully submitted,

A. A Sommer, Ir
Chairman, Public Oversight Board
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REPORT OF THE PUBLIC OVERSIGHT BOARD

We are pleased to report that during the year ended June 30, 1988, the Public Oversight
Board implemented its mandate, as enumerated in the Organizational Stracture and Functions
Document of the SEC Practice Section of the Division for CPA Firms of the American Institute
of Certified Public Accountants, by conducting a comprehensive program of oversight of the
activities of the Section.

In carrying out our assigned responsibilities to represent the public interest in the SEC
Practice Section’s self-regulatory program, members of our staff, usually accompanied by one or
more Board members, have attended and, as appropriate, participated in all meetings of the
Executive, Planning, Peer Review, and Special Investigations Committees of the Section.

We have reviewed the standards for performing and reporting on peer reviews, as revised,
and the materials developed to train those who conduct reviews, and have tested compliance
with those standards through application of our visitation, workpaper, and report review
programs, _

We have reviewed the operation of the Special Investigations Committee to ascertain
whether its activities are conducted with the public interest as its pnmary purpose. We followed
the Commitree’s inquiries into all cases reported by member firms, including attendance ata
majonty of its task force meetings with firms reporting hitngation at which wnquiry was made
concerning the quality control implications of cases.

We have monitored the follow-up actions taken by the Peer Review and Special
Investigations Commitrees 1o assure that member firms take the required corrective actions to
eliminate quality control deficiencies.

We have monitored and evaluated the activitics of the Section’s Executive Committee
and the Planning Subcommittee thereof, including but not limited to the propriety of policies
and procedures for Section activities, the adequacy of membership requirements, and the
appointments of persons to the Section’s commirtees and task forces.

In our opinion, the programs of the SEC Practice Section are suitably comprehensive and
operating inn a manner that reasonably assures a high quality of accounting and auditing practice
of its member firms. Nevertheless, as commented on in the discussion section that follows, we
have noted areas in which the Section’s programs can be improved or operared more effectively.
Consistent with our charge, such matters have been communicated to officials of the Section.

June 30, 1988

THE PUBLIC OVERSIGHT BOARD
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DISCUSSION OF BOARD ACTIVITIES

July 1, 1987 to June 30, 1988

caders of past reports of the

Board wili notice a different

format this year. In prior
reports, the Board reported extensively on
the activities of the SEC Practice Section
as well as on its oversight activities,

At our suggestion, this year the
Section itself 1s reporting publicly for the
first time on its operations and the results
of its peer review, special investigative,
and other activities, Thus, this tenth
annual report of the Board is to be read
in conjunction with the Section’ first
annual report.

Role of the Board

The Board monitors and evaluates the
actavities of the SEC Practice Section and
makes recormmendations for improving
the operation of the Section and the
effectiveness of its programs. The Board is
independent of the AICPA and the
Section and consists of five individuals
representing a broad spectrum of business
and profcssional expenence. The Board
appoints its own members and chairman
and establishes its own compensation and
operating procedures.

The primary responsibility of the
Board 1s to assure that the public interest
is not neglected when the Section sets
standards, membership requirements,
rules, and procedures. The Board, assisted
by its legal counsel, a staff of four CPAS,
and two administrative assistants,
discharges its rcsp(}m}bz]zncs thmﬁgh
application of extensive oversight

procedures to all phases of the Section’s
activities,

H Reassessment of the Program.

In this the tenth year of its existence,
the Board took the opportunity to step
back and assess, at a two-day “‘retreat,”’
not only the Board’s role and operaton,
but also the entire process which 1t
oversees.

In preparation for that meeting, the
Board solicited comments from both
critics and proponents of the program.
Commentators were encouraged to
mterpret the solicitation broadly, to-
forward suggestions that would benefit
the program’s peer review and special
investigative processes as well as the work
of the Board. Comments were received
from over 100 persons; copies of the
respondents’ fetters were distributed to
Board members, discussed at the
“retreat,” and considered in deciding
future courses of action.

Of the many suggestions offered
regarding the operations of the Section,
the Board endorsed those it considered to
be 1n the public interest, implemented
those that pertained to its own operations,
and forwarded several recommendations
o the Section for its consideration and
possible adoption. These are commented
on in appropriate sections of this report.

While some commentators suggested
that the Board seck line authority, the vast
majority concurred that the granting of
line authority to the Board would be
counter to the concept of self-regulation,
The Board reaffirmed its belief that its




appropriate role is one of oversight and
that line authoriey would dimimish rather
than enhance #ts effectiveness.,

B Scope of Board Oversight. The

Board also considered suggestions that
it extend its oversight o other of the
accounting profession’s self-regulatory
programs. The Board concluded that
tormal oversight responsibility over such
other programs was cutside its purview
bur that, n its concern for the public
interest, the Board should more
zntcnswely monitor those programs that
affect the quality of independent auditing.

Accordingly, the Board intends to
review and comment on proposed
revisions to professional standards when,
in its judgment, to do so would be in the
public interest. Such activity will not be
entircly new to the Board. In the past, the
Board has commented on such matters
as the exposure draft of the National
Commission on Fraudulent Financial
Reporting and the SEC’s proposal for
mandatory peer review.

In addision, the Board will continue
to meet pcrzodlcailv with representatives
of the profession’s standard-setting bodies
to discuss matters of mutual concern. It
has directed its staff to monitor, analyze,
and report to the Board on proposed
standards. The Board has also asked its
staff to report major developments in the
operations of state boards of accountancy,
whose positive enforcement programs
have objectives similar to those of the
Section. :

M Visibility of the Board. The
Board 1s sensitive to the repeated
crigicism that the Board and the Section
are virtually unknown to the public and
not sufficiently well-known even within
the accounting profession. In response,
the Board adopted a wide-ranging
program to increase 1ts visibility.

The accompanying chart on page 18
surnmatizes the personal involvement of
Roard members n overseeing the activities
of the program.

B The John J. McCloy Award
Program. The Board has initiated a
program to honot those who have made
significant
contnbutions to
strengthening
audit qualty
controi and
cffectiveness in
the United
States. The
Board belicves
that persons
who contribute
significantly to
that process
deserve
recoOgnItion.
The award 15
named in honor
of John ].
McCloy, the first
chairman of the
POB, who has
had a fong and
distinganshed
record of public
service, The
Board mtends o
make the first
award i1 1988,

The working clay model of the Jobn
J. MeCloy Award being sculpted by
Dennis Smith of Salt Lake City.
- Mamy of Mr. Smith’s figures
.accentuate plazas and the entrances
24 major buddmgs i vavious parts
-of the country.

Oversight of the Peer Review
Process

Because the Board believes the peer
review process Is the foundation for the
Section’s self-regulatory program, it
monitors that process closely. The Board
and its staff dosely menitor not only the
performance of the Peer Review Com-
mittee in setting standards and processing
reports bur also the performance of
independent peer review tecams as they
comprehensively review the appropriate-
ness of the quality control systems of
member firms and compliance by the



firrns’ personnel with stated policies and
procedures.

B 'Types of Oversight Programs.
The Board’s oversight of the peer
review process involves stafl review of
every peer review performed by the
Section, pursuant to one of the POB%

three oversight programs. These programs,

which are designed to evaluate whether
review teams understood and complied
with peer review performance and re-
porting standards in completing their
reviews, are as follows:

[} Visitation and workpaper review
program-This involves observation
of the performance of field work,
atrendance at the exit conference
during which the review team reports
its findings and recommendations o
management of the reviewed firm, and
review of the review team’s workpapers
and reports and the reviewed firm’s
r{:ﬁpomc

consists of thc review of :hc review
team’s workpapers and reports and the
firm’s response.

review of selected portions of the
review team’s workpapers, 1fs reports,
and the firm’s response.

Since it 18 unnecessary and not cost
beneficial to subject every peer review to
intensive oversight, the Board determines
which oversight program to apply to cach
review based upon certain attributes of
the firms to be reviewed and the review
teams:

""" 1 Attvibutes of the firm to be veviewed.

# Number of SEC registrants audited.

o Size of irm.

u Type of report issued on the firm’s
PLOF TEVICW,

» Number of times peer reviewed.

® Type of POB oversight program
applied to prior review,

..... U1 Attributes of the veview team.

m Performance on prior reviews.

u Experience of review team in relation
to the nature, size, and complexity
of the practice of the reviewed firm.

Some reviews, such as those of firms
that audit five or more SEC registrants,
are automatically subjected to visitation
and workpaper review oversight. The type
of oversight program assigned to other
reviews is on a stratified, random basis.
Application of this assignment process
resulted in the following:

Additional details are shown in the
chart on page 9.

The review of a multi-office firm,
pursuant to the Vlsztatlonwobse{\fatmn
workpaper review program, requires POB
staff to observe the performance of the
review tearn at one or more of the re-
viewed firm’s operating offices, to attend
exit conferences held in conjunction
therewith, and to attend the final
conference at which the overall review
findings are reported to top management.
As a result, dunng the 1987 review vear,
POB staft mami}crs, at times auompamcd
by a Board member, attended 75
operating office and final exit conferences
held in conjunction with the reviews of
57 firms.

M Evaluation of Individual Peer
Review Reports. One or more
Board members attended five of the six
meetings of the Peer Review Committee;
staff members of the Board attended all
such meetings. The Peer Review Com-
mitee evaluates each report to determine
whether the review team appropriately
applied peer review standards, Hach
evaluation 1s based in part on the review,
conducted by the Committee’s staff
members, of some or ali of the review




