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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
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team’s workpapers and reports.

Punng is dehberations, the Com-
mittee is made aware of the findings and
conclusions of the POB staff, based on the
application of the oversight programs
described above. The Board’s staff
occastonally finds 1t necessary to question
the adequacy of a review ream’s
performance or its application of peer
review standards, In virtually all such
cases, the Committee armives at similag
conchisions.

Unresolved differences of opinion
between the POB staff and a committee of
the Section are rare, but when one occurs
it receives attention at the next Board
meeting, The chatrman and other
representatives of the relevant committee
arc invited, at their option, 1o attend a
subsequent meeting of the Board to
present the basis for the Committee’s
judgment.

The infrequency with which such
differences in professional judgment occur
berween Board staff and a committec of
the Section suggest that the peer review
program is working well, The com-
mitment and dedication of the members

of the Peer Review Compittee are in large
part responsible for the program’s success
and rhe Board’s and the SECs endorse-
ment of the program,

Ulrimately, however, the success of
the program is dependent on the support
of member firms and their commitnment
to quality service, which in turn depends
on the importance that managements of
member tirms artach to the process, While
all firms report results of the peer review
to their partners and professional staff,
some smaller firms assemble thelr entire
professional and administrative staffs at
the exit conference to be informed of the
review team’s findings and of the firm’s
plans for corrective action, 1f appheable,
The Board encourages such broad-based
reporting,

M Monitoring Follow.up Actiens
of the Peer Review Committee,
In addition to moenitoring the Com-
mittee’s processing of individual peer
review reports, the Board and its staff
mosdtor the Committee’s actions in
obtaining assurance that a firm
implements any corrective measures
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deemed necessary, such as revising its
quality control system to correct
significant design deficiencies or nitiating
procedures to assure greater comphance
by the firm’s personnel with the system.,
In such cases, the Comniittee, as a
condition for accepting the peer review
report, will require the firm not only to
take specified corrective actions but o
provide evidence that the actions have
been effectively implemented. In each
such case during the vear covered by this
report, the subject firm agreed 1o do so.

This type of action is analogous to a
“consent agreement” entered into by a
firm with the SEC. Ifa firm does not
consent to take the action considered
necessary, the Committee would
recommend that the Executive Com-
mittee initiate formal sanction proceedings
against the firm. The Committee is to be
commended for its insistence that firms
whose systems are found to be in need of
significant improvement provide the
Committee with evidence that appropriate
and effective corrective actions have been
implemented.

M Timely Processing of Reviews.
While the majonty of peer review
reports are processed within reasonable
time limits, some reports remain unpro-
cessed for several months after the exit
conferences are held. Ar June 30, 1988,
seven reports on 1987 peer reviews were
not yet processed; similar conditions
existed at Tune 30 in cach of the two
preceding years. The majority of these

reports are of reviews of firms whose
quality control systems were found 1o
have szgmmmt deficiencies. The Board
continnes to be concerned with such
delays because of the considerable icngh
of time that transpires between the time a
review team discovers significant deficien-
cies i the firm’s quality control system
and the implementation of corrective
actions by the firm. The Board again urges
the Committee to examine its processing
and administrative procedures to effect
more expeditious processing of problem
reviews.

M Peer Review Standards. The
standards for performing and report-
ing on peer reviews have undergone con-
tinuing review and revision during the ten
years that the program has been in existence.
During the course of its “‘retreat,”
the Board reviewed the standards and
concluded that they were effective and
being uniformly and equitably applied by
peer review teams and by the Committee.
The only recommendation that the Board
made during the year with respect to the
peer review process was that the Section
consider reqUIrng a peer review report or
letter of comments to identify an office of
a multi-office firm that was found to be in
substantial non-compliance with the
firm’s policies and procedures. The
Section has placed the matter on its
agenda for consideration,

M Improvements in Quality of
Practice. The Board remains
convinced of the value of triennial peer
review. One hundred and thirty nune of
the 168 firms peer reviewed in 1987 had
been reviewed at least once before.
However, only 128,% or 92% of such
firms, received an una;uailﬁeé report; F1*
or 8% of them, did not. Z}mplta the
discipline imposed by i inspection prograis
and other quality control monitoring
?roccdtzrcs deterioration in the quality of
practice in some firms appar{,nziv can go
undetected untif 1118 discovered 1 a peer
review. Such may have been the case for
nine of eleven firms that received
unqualified reports on their immediately
preceding reviews but modified reports on

* These mumbers incdude repores processed by the Com-
mitter and the saaffs evaluation of the types of reports
that are expected 1o be secepted on the seven reports
not processed at Joune 36, 1988,
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The “‘expectation
gap’’ anditing
standards were the

their reviews performed in 1987,

Qur staff analyzed the deficiencies
reported in the letters of comments
accompanying peer review reports isstied
in 1987 and compared them to those
reported in carlier vears. The results were
generally positive. A number of findings
were similar to those noted in the analysis
of letters of comments issued on peer
reviews performed in 1986. A few new
findings warrant attention.

The average number of deficiencies
identified per firm was lower in 1987 than
the average number identified in this
group’s prior letters of comments (most of
which were issued in 1984). Marked
improvements were noted in docu-
mentation of consultation and of
performance of audit procedures relating
to key audit areas. As also noted m the
reviews performed in 1986, many of the
lerrers of comments cired deficiencies in
applving or documenting application of
Statement on Auditing Standards No. 47,
“ Audit Risk and Matenality in Con-
ducting an Audit.”

The fact that peer review teams
emphasize compliance with recently
promulgated professional standards is
salutary, since it directs the atrention of
member firms to the need for timely
implementation of new pronouncements
of standard-setting bodies. Such emphasis

primary topic of @
weeting of the POB
with veprresentatives
of the Auditing
Standards Board,
(Left to vight} POB
Technical Divector
Chuck Evers, POR
Vice Chairman Bob
Mauntz, POB
Member Paul
MeCracken, POB
Chairman Al
Semmer, ASB
Chairman Jerry
Sullivan, and
AICPA Viee
President Dan Guy.

is particularly criical at this time because
of the significance of the nine standards
recently issued by the Auditing Standards
Board to help close the so-called expec-
tation gap between what the public
expects of auditors and what independent
auditors can provide,

Our analysis of letters of comments
suggests that two other aspects of quality
control warrant attention, Over twenty-
five percent of the firms received letters of
comments which cited deficiencies in their
internal inspections, evidencing that such
firms are not obtaining the full benefit
to be derived from an effectively imple-
I'I}Cl']tf‘.‘d iﬂSPCC{iGﬂ Pl’()gﬁiﬂ}.

In addision, the frequency with which
quality control issues relating to inde-
pendence appeared in 1987 letters 1s
disturbing. Sixteen percent of the firms
reviewed 1t 1987 had such deficencies,
some of which were quite significant. The
reports of two firms, for example, were
qualified because of independence
deficiencies, and there was divided
opinion within the Committee as to
whether the report of a third firm should
have been modified. All three firms had
failed to detect client sizvations that
impaired their independence under the
profession’s rules. In all three cases,
knowledgeable professionals concluded
that the firms were in technical violation

1l




of the profession’s rules but noted that
the rules are ambiguous. In all three
cases, the audirs were considered to have
otherwise been performed in accord-
ance with generally accepted auditing
standards. Since independence is the
cornerstone of the attest function,

the Board urges the Scction and the
profession to take action to educate
members so that compliance with inde-
pendence policies and procedures will be
enhanced and ambiguities in the rules
ehminated.

B Mandatory Peer Review. The
Board has continally urged firms that
audit public clients to join the SEC
Practice Section. Two recent actions-—one
an imtiative of the profession and the
other a proposed rule of the Securities and
Exchange Commission—should increase
the number of firms that will join an
organization that has a mandatory
triennl peer review requirement.

In January 1988, the members of the
AICPA adopted by ballot vote a recom-
mendation of the §p<.{.131 Comumnittee on
Standards of Professional Conduct for
Certified P'ublic Accountants, which
requires a firm to subject itself to a quakity
review program in order for the partners
of the firm to be eligible for AICPA
mermbership. Thus, if partners in a CPA
firm want to be members of the Institute,
their firm will be required to subject their
quality contro policies and procedures
to independeng review, and take any
corrective action that such 11}d€pcndent
review mdicates is necessary. Since
adoption of the requirement—by a 76%
affirmative vote—many firms have opted
to join the Division for CPA Firms,

The SEC has under study a proposal
that would require auditors who aundit the
financial statements of an SEC registrant
to belong to a peer review organization
acceptable to the Commission. The
Board has urged the adoption of such a
requirement and hope that by the time
this report is published the proposed rale
wiil have been adopted,

Members

of the

Public

Oversight

Boa
A. A. SOMMER, JR.,
Chairman, 1986~; joined Boavd
in 1983; SEC Commissioner,
1973.76; Pariner in
Washington, DC law firm of
Movgan, Lewis & Bockins
specializing in securities law.

t of the Special
Iav gative Process

The Special Investigations Committee
administers the other major program of
the Section, a supplement to the peer
review program. A member firm s
obligated to report promptly to the SIC
any htzganon or proceeding divected
aganst it that alleges failure in the conduct
of an audit of the finandial statements of a
publiciy-held client.

The SIC 1s not concerned with the
validity of such allegations nor does it
torm conclusions about the firm’s
compliance with professional standards in
the performance of the audit involved in
the litigation or proceeding. Those
determinations are properly the respon-
szbzht}f of the regulatory authorities and

the judicial system, However, such
allegations may raise questions about a
firm’s quality controls. To assure that the
public interest is protected, the SICs
responsibility is to deterniine whether the
firm’s quality control system is adequately
designed and to determine whether firm




ROBERT K. MAUTZ, Vice
Chaivman, 1987-; joined Board
in 1981; Professor Emeritus of

ROBERT F. FROEHILKE,
Jjotned Board in 1987; Secretavy
aof the Army, 1971-73;

MELVIN R. LAIRD, joined
Board in 1984; nine-term 1.8,
Congressman, 1953-69;

PAUL W, McCRACKEN,
foined Board in 1985;
Chairman of the President’s

the Univervsity of Hiinois and Chatrman of the Board of Secvetary of Defense, 1968-73; Council of Economtic Advisers,
the University of Michigan. Eaquitable Life Assurance Counsellor to the President, 1969-71; Edwund Ezra Day
Soptety, 1982-87; President and 1973-74; Senior Connsellor for Distinguished University
CEQ of IDS Mutual Fund National and International Professor Emeritus of Business
Gronp. Affairs, The Reader’s Digest Administration, Economics,
Association, Inc. and Public Policy at University
of Michigan,

personsiel are complying with the system.
The Board and us staff monitor the
activities of the SIC and have unrestricted
access to all meetings and files. The
Board’s staff reads the complant,
pertinent financial statements, other
public documents, and relevant
profcssi.{}na.i hterarure for each reported
case, Dm‘iz‘:g_, r the 1987-88 vear, §ll SIC
meetings were attended b\ O OF more
Board members and staff, Staff members,
at times accompanied by a Board member,
also attended (1) a substantial majonty of
the meetings dunng which SIC rask forces
and representatives of firms involved in
htigation reviewed relevant documents
and discussed the quality contro
implications of the allegations, and (2) all
meetings durng which task forces
discussed the results of the firm’s most
recent peer review with the firm’s peer
review team captain. The results of these
momtonng prﬂ}cuiunﬁ are reported at
each Board meeting so as to enable the
Board to conclude whether the SIC is
properly fulfilling its responsibilities.

B Enhancing Credibility in the
Process. The Board belteves that

the special investigative process is effective
and being operated in the public interest,
Significant improvements were made in
the efficiency and effectiveness of the
process during the year, due primarily to
the adoprtion of the recommendations
made by the Task Force on SIC

Mes hod(}log\ described n the Section’s
report. The Board believes the newly-
adopted structured approach for anaivszs
of re p()rtt,d cases will make the Com-
mittee’s actions on individual cases more
aniform and will enhance the effective
discharge of the Committee™ :
responsibilities. The approac b, which was 4
originally recommended by fhc Board,
formalizes the procedures to be foilowcd
i the various stages of the ( Committee’s
review of a case. It also spells out with
reasonable pz‘cuamn those factors that the
Comniittee is to consider 1 deciding
whether to proceed to the next stage of
review or to close the file on a case.

Another significant development
which is expec ted to enhance the SIC’s
effectiveness in arriving at conclusions
earlier regarding the quahity control
implications of the allegations is the access
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of the SIC to selected documentation of,
and personnel involved in the audit in
question. While a member firm has a right
to deny access to its workpapers and
personnel, firms are expected to cooperate
and are cooperating when such requests
are made. The SIC reviewed audit
documentation in seven cases, giving it
“first-hand” impressions of each firm’s
compliance with its quality control
procedures. This approach permits the
SIC to conclude more quickly whether
other work of personnel responsible for
the allegediy faulty audit needs to be
reviewed.

Overall, member firms have
cooperated fully, providing the SIC with
the information it considered necessary to
form conclusions on the quality control
mmplications of reported cases.

The Board has noted that some firms
are not complying with the requirement
that relevant litigation or proceedings be
reported to the Committee within thirty
days of filing or initiation. The effective
discharge of the Commuittee’ respon-
sibilities requires that the quality control
implications of such litigation or
proceedings be addressed in a timely
tashion. Action should be taken to assure
that member firms report cases within
thirty days of initiation as required.

B SEC Endorsement of the SIC
Process. While the SEC has for
many vears publicly stated its confidence
in the integrity of the peer review process,
it has not yet endorsed the special
Investigative process, primarily because
the SEC staff believes it has not had
sufficient access to the process to be able
to form an independent opinion as to its
effectiveness. The Board believes that SEC
endorsement of the SIC process would
give the process significant credibility.
Yo that end, the Board has worked
strenuously to provide the SEC with
sufficient information about the process

- without matenially increasing the litigation

risk of the firms involved.

The SEC staff was provided summaries
of cases for which the SIC had recently
concluded its inquiries. While information
regarding the SIC’s depth of inquiry and

bases for its judgments on the submiteed
closed case summaries were not con-
sidered sufficient by the SEC staff to
permit the SEC to evaluate conclusively
the effectivencess of the process, the SEC
staff considered their submission as a
positive development. The Board believes
that the Section and the SEC will in time
develop a murually workable arrangement
for SEC access that will permit the SEC to
be able to publicly express the same degree
of confidence in the SIC process that it
has expressed with respect to the peer
EVIEW PrOCEss.

We believe it is important that every
effort be made 1o assure that closed case
summaries contain sufficient detail to
afford the Commission staff to gain
sufficient knowledge about the activities
of the SIC and its task forces. Brevity in
the closed case summaries is desirable to
reduce litigation risk of member firms but
may have led the Commission staff to
underestimate the extent of the SIC’s
involvement.,

Conversations with the Chief
Accountant of the SEC have convinced
the Board that to gain the approval of the
Commission it is essential that the SIC
more frequently perform procedures
known as ““special reviews.” These are
examinations of other audits (1) done by
the professionals involved in the allegedly
failed audit, (2) performed by the office
involved, and (3) involving entities in the
same industry. Our review of this matter
does not suggest that the cost of such
extended activity would be burdensome.

The Board endorses the plan of the
Committee to have its representatives
meet penodically with the SEC staff to
discuss matters of mutual interest,
mcluding changes that the Commission
believes would make the process more
effective.

B Name of Committee. In order to
have an effective and encompassing
self-regulatory program and if the public
18 to be protected, the Section needs a
process to deal with allegations of audit
tailure, especially when such allegations
relate to audits of publicly-held
companies. Accordingly, the Special




On May 25, 1988, the POB met with the SEC in ope
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A POB Chairman on recent activities. (Leftte A -Comiidssioner Awlana Peters with POB

right} SEC Chief Accountant Ed Coulson, SEC © o Member Bob Froghlke, AICPA Vice President
Chairman Dave Ruder, POB Chatrman Al .- 1td Bavreaux, and POB Member Mel Laivd.
Sommer, and SEC Commissioner Aulana Petevs, S o

¥ AICPA Vice President B. Z. Lee (center) with POB . ¥ SEC Chairman Dave Ruder with Jellow

Members Bob Froehlke and Paul McCracken., . Wisconsinites Bob Froehlke and Mel Lasrd,
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FASB and POB
members disciss
recent developments.
(Left to vight) FASB
Members Ray
Lawver and Jim
Letsenring, POB
Member Bob
Frpehlke, FASB
Chairman Dennis
Bereford, and POB
Chatrman Al
Semmer.

Investigations Committee was formed.

Unfortunately, however, the name
chosen for the Committee does not
describe its function as it has evolved. The
Special Investigations Committee is not
an executory body intended to inquire
into a c.halic,ngcd audit to identify possible
deficient professional pc.rfoz‘mamc

Since 1ts establishment, the special
investigative process has served as a
complement and supplement to the peer
review process. Allegations of audit failure
are reviewed by the SIC to determine
whether (1} professionwide auditing or
quality control standards should be revised
or additional guidance should be issued to
achieve greater comphiance with such
standards; and (2) some part of the quality
control system of the firm reporting the
case needs to be strengthened. The SEC’s
Chief Accountant acknowledged publicly
at the open meeting the Commission and
the Board held during the vear that these
are appropriate objectives,

1o more properly describe the activity
and objective of the Committee, we
suggest that the Section consider
renaming the Commuttee to more clearly
mdicate its function and responsibility.

Membership and Membership
Requirements

The Board commends the Section—
and the Division for CPPA Firms as a
whole—for the significant increase
achieved in membership di}rmg the year.
Since the Board believes that firms that
audit SEC registrants should become
mermbers of the SEC Practice Section, it
has recommended that the Section initiate
a membership promotion program to
attract firms with SEC clients to join the
SEC Practice Section. The Section decided
o defer action on the recommendation
unti after the SEC has acted on its staffs
proposal for mandatory peer review,

B Concurring Partner Review

Requirement. Since its inception,
the Section has required a second partner
review of audits of public entities. The
Board believes thar a preissuance review of
an audit engagement by a second partner
who is knowledgeable 1 regulatory and
relevant industry matters can provide the
firm and the public with significant




additional assurance that the engagement
was performed in compliance with
professional standards i all material
reSpects.

The Board is pleased to note that,
based on a recommendation of the
National Commission on Fraudulent
Financial Reporting and on suggestions
mcorporated 1n a recently published article
authored by the Board’s vice chairman
and executive director* the Seetion has
amended its membership requirement to
define more dearly the responsibility of
the concurring review partner and to
make application of the second partner
review mote uniform,

The Question of Sanctions

A few respondents to the Board’s
request for commentary opined that the
self-regulatory program would not be
considered successful and credible until it
sanctioned mdviduals whose performance
on audit engagements was deemed to be
substandard. The suggestion has been
made frequently.

The Board carefully reconsidered this
matter and concluded that a self-regula-
tory program for firms does not and
should not need a mechanism for sanc-
tioning individuals. Such a mechanism is
unnecessary since it would duphicate sanc-
fioning mechanisms now in existence—
those imposed by firms, those imposed by
the SEC and by Izu,mmg authorities,
those zmposcé by judges and juries in civil
and criminal suits, and those imposed by
the Professional i,tl}zcs Division of the
AICPA and by state CPA societics. Even
more importantly, a mechasnism for sanc-
tioning individuals would establish an
adversarial relationship between peer re-
view geams and reviewed firms, thus sub-
stantially diminishing the effectiveness of
the process.

B Actions Required of Member
Firms, The organizational
document of the Section empowers only

* Mautz, Robert K and Matusiak, Louis W,
“Concurring Partner Review Revisted.™” Joumal of
Accountaney, March 1988,

the Executive Committee to imposc
sanctions. Sanctions enumerated in the
document include (1) requiring firms to
take corrective actions with respect to
either their quality control systems or to
their partners and staff members, (2)
imposing additional requirements for
continuing professional education, and
{3) requinng firms to undergo an
accelerated peer review or a special review.

in practice, these measures are rarely
being imposed by the Executive Com-
mittee, but quite routinely dictated by the
Peer Review Committee and the Special
Investigations Committee when they
become aware of deficiencics in a member
firm’s quality controls or comphance
therewith. If a firm does not consent to
implement the actions required by either
of these committees, the Section’s
procedures call for initiation of formal
sanctioning procedures.

The Board has suggested that greater
publicity be given to the number of tmes
that such informal sanctions have been
agreed to by firms. The Board recognizes
that the word “‘sanction’” has a negative
connotation, and suggests that
identification of the required actions
agreed to as CONSENt agreements or some
other more descriptive term would further
Increase the credibility of the seif-
regulatory program.

B Sanctions Imposed by Firms.

As the Board has suggested in
previous reports, the first, and most
effective and immediate, imposition of a
sanction on a professional found to have
acted unprofessionally is initiated by his or
her fellow partners or employers. These
actions are rarely made known outside the
firm. The Board believes the Section
should gather data regarding disciplinary
actions imposed internally by firms and
publish a summary thereof without
identifying either firms or individuals.
Such a report coupled with public
reporting of the number of “consent
agreements’ entered mto by firms with
the Peer Review Committee and the
Special Investigations Committee would
effectively refute the allegation that the
self-regulatory program does not impose
sanctions.
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Summary of Board Member Activities— July 1, 1987 to June 30, 1988

Meetings af the Boavd and Meetings

Direct Monitoring of SECPS Activities

with Representatives of Other Ovganisations by one ov move Board Members
1987 Natuwe of Mecting 1987 Type of Activity
July 27 POB maeting and meeting with the Arthur September 18 Special Investigations Committee
Andersen Public Review Board meeting
September 9 POB mesting and meeting with Ray Grovas, November 17 Special nvestigations Committee
OEOQ of Ernst & Whinnsy meeting
November 24 POB mesting and meeting with representa- Dacember 1 Execitive Commitiee meeting
g‘éeéid0§ the Financial Accounting Standards Gecember 3 Peer Review Commiitee meeting
December 15-16  POB twa-da)fr ‘;]retsr%act;to revieg 2erz-yeard December 9 Peer review exit conference
operations of the ractice Section an , .
the Board’s role thersin 1988 Lvpe of Activity
Janvary 7 SIC task force meeting
1988 Nature of Meeting January 13 SIC fask foree meeting
January 13 POB meeting and meeting with representa- January 14 Special Investigations Commmittee
tives of the Auditing Standards Board meeting
Margh 21 POB meeting and meeting with representa- February 1516 Peer Review Committee meeting
tives of the Special investigations . ) .
Committee February 17 Planning Committee meeting
March 30 Meeting of POB Chairman with officers of the | March 8 Executive Committee meeting
AICPA March 23 Special Investigations Committee
April 7 POB meeting and mesting with AICPA Board meeting
of Directors April 8 Peer Review Committee meeting
May 5 Meeting of POR Chairman with SEC Chief May 9-10 Peer Review Committee mesting
Accountant : - .
, o May 28 Special Investigations Committee
May 25 PGB meeting and open meeting with maeting
Securities and Exchange Commission ) )
. . e Jung 24 Peer review exit confarence
June Meetings of POB Chairman with individual . ‘ )
SEC commisgioners to discuss SEC’s manda- | June 28 Executive Committee meeting
tory peer review proposal June 30 Paer Review Committee meeting

Activities to Incvease Visibility of the Boavd and the Section

published in Journal of Accountancy

1987 Type of Activity 988 Tywpe of Activity
September 22 Address by PGB Chairman to annual meeting May 1 Address by POB Chairman ic meeting of
of AICPA AICPA Council
- Jung 16 Address by PORB Chairman to regional
1988 Tope of Activity ‘ meeting of SECPS
March Article co-authorad by PGB Vice Chairman




Conclusions

During the vear, the Section made
changes in membership requirements,
peer review standards, and SIC operating
procedures to increase the effectivencss
and ¢fficiency of the self-regulatory effort.
Some of the changes were responsive to
recommendanions of the SEC, our Board,
and those of the National Commission
on Fraudulent Financial Reporting.

Both the Peer Review and Special
Investigations Committees conducted
their operations with deliberation and
professionalism and received the total
cooperation of member firms. Particularly
impressive is the willingness of firms to
cooperate with the Special Investigations
Committee in giving the Committee
access to selected documentation of the
audit in question.

The Execative Committee found no
need to impose a sanction during the year,
because all corrective actions required of
firms under review by either the Peer Re-
view Commitiee or the Special Investiga-
tions Committee were undertaken
promptly, These actions would have been
designated as sanctions had they been
required by the Executive Committee
rather than the Peer Review or Special
Investigations Committee.

During the vear, the private sector has
taken several initiatives that demonstrate
that the accounting profession has an
effective and encompassing self-regulatory
program. The list of major initiatives is
impressive:

U October 1987 - The National Com-
mission on Fraudulent Financial
Reporting, which was sponsored by
five private sector organizations,
recommended significant changes,
many of which have already been
implemented.

adopted, each by a substannial majonty,
six of the recommendations of the
Special Committee on Standards of
Professional Conducz, the most
important of which is the requirement

that each AICPA member in active
practice be affiliated with a firm that
regularly undergoes a quality assurance
IOVIEW.

L April 1988 - The Auditing Standards
Board issued nine standards dealing
with the “expectation gap.”

These significant, professionwide,
private sector initlatives to improve audit
quality deservedly carned the favorable
comments of Chairman John Dingell and
other representatives of the Oversight and
Investigations Subcommittee of the
House Committee on Energy and Com-
merce. The Board joins Congressman
Dingell and his colleagues in compliment-
ing the profession on the substantial
progress made during the year to improve
the quality of auditing in the United States.

We commend the Auditing Standards
Board for adopting standards intended
to close the “expectation gap.” The
standards now better define the prof-
ession’s role in assuring the credibility of
financial reporting and, in that sense,
represent a meaningful response to the
concerns expressed by the Treadway Com-
mission, Based on our ten years of
oversight of the profession’s efforts, we
are confident that satisfactory results will
be achieved.

All of these developments convince
us that there is no need for additional
government regulation of the profession
and we are encouraged by the growing
recognition in Washington that the
profession responds constructively
to proposals to improve its own
performance.

A final note. The success of the
Section’s program in elevating the quality
of professional performance of member
firms should not be aliowed fo breed
complacency. As firms embark upon their
third and fourth peer reviews, thereisa
danger that reviews and responses to them
may become routine and mechanical. This
would quickly translate into shortcomings
being overlooked, standards being
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slighted, and departures from them
remaining undiscovered. Very quickly an
outstanding professional program could
deteniorate and become progressively less
relevant, performance would slip, and
public criticism mount, resulting in public
demands for government intervention.

All this can be avoided if those involved in
the program--member firms, professionals
who contribute generously of their time
to serve on committees, AJCPA staff, and
the Board and its staff--maintain their
vigllance, enthusiasm, and commitment
to the quality of the program.
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