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The Public Oversight Board is pleased to
report in this, its eleventh annual report,
that the SEC Practice Section’s programs
are sound, rigorously appiied, and continue
to enhance the quality of audit practice of
member firms. During the year ended June
30, 1989, the Board gathered considerabie
evidence to support such conclusions: one
or more Board members accompanied by
staff attended every meeting of the Sec-
tion’s three major commitiees, and the
Board held a joint meeting with the Quality
Controi inquiry Committee; on other occa-
sions, it met with representatives of the
Peer Review Committes and Executive
Committee; #s staff carefully reviewed
every peer review performed and the work
of the Quality Contro! inquiry Commitiee
task forces; and the Board considered

the reports of its staff concerning these
activities.

The attendance of Board members at
Section committee meetings produces
several benefits, it makes commitiee mam-
bers acutely aware of the Board's interest
ir their activities and allows committee
rnernbers to hear directiy from Board mem-
bers their views on matters concerning the
public interest, Board members observe
firsthand the efforts put forth by member
firm representatives in developing and
operating the Section's programs. This
active oversight provides a broad base of
information and experience, which the
Board uses to offer advice and suggestions,
to criticize when necessary, 10 compliment
when appropriate, and 1o judge whether
the program serves the public interest.

L 4
Board members also participated in a

number of activities relating to the account-
ing profession at large. POB Chairman Al
Sommer met with the AICPA Board of
Directors and addressed the Spring Meet-
ing of AICPA Council. The full Board met
with the chairman and key staff officers of
the Institute and with representatives of
various organizations interested in the
accounting profession’s self-reguiatory
program.

We conducted four of cur riine meet-
ings outside New York City in grder to meet
with practitioners, regulators, and legisla-
tors on matters relating to the self-regula-
tory program and the profession in general.
Qur goais in these meetings are to make
the SECPS program better known, to
axplain our role and responsibilities, and,
most impertantly, to be apprised of the
views and concerns of those interested in
the program. We were pleased with the
responsivenass of those who participated
in our first “Outreach Program”-a round-
table discussion with the managing part-
ners of locat firms headquartered in Minne-
apolis and St. Paul and representatives of
the Minnesota Society of CPAs and of the
Minneseta State Board of Accountancy. We
held a similar session in June with the man-
aging partners of seven large iocal firms
headaguartered in New York City. We plan to
hold two or three such meetings annually
in various cities throughout the country.

Managing partners at both mesetings
expressed satisfaction with the seif-regula-
tory process and view the peer review pro-
gram as being both essential and valuable
to them in monioring and improving the
quality of their firmms’ accounting and
auditing practices.



Some participants at both meetings
expressed concerns that “professionalism”
among members of the profession is de-
clining and that auditors were being consid-
ered less and less as professionals by out-
siders. Qginions were expressed that audit
services are no longer considered the pri-
mary service offered by some CPA firms,
Participants indicated that some firms ap-
pear to be performing audits for fees that
do not cover variable costs. In an editorial*
Vice Chairman Bob Mautz has cafled atten-
tion to two comtrasting concepts of profes-
sionalism, and has raised questions regard-
ing the ultimate effect of forces impinging
on pubiic accounting and whether pubiic
accounting can survive as a traditional pro-
fession. These and other trends impacting
auditing have long-term negative impilica-
tions which the accounting profession rmust
guard against. See page 22 for additional
commeniary.

During the current year, the Board
established The John J McCloy Award for
Quistanding Contributions to Audit Excel-
lence. Details of the first presentations of
the award are noted on page 10.

*Mautz, Robert K, “Public Accounting: Which Kind of
Professionalism?”, Accounting Horizons, Septernber
1988,
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John Abernathy of BDO Seidfan and
David Pearson of Arthur Young & Company
have completed their third and final years
as chairmen of the SECPS Executive Com-
mittee and Peer Review Committee, respec-
tively. it would be remiss on our part if we
did not acknowledge the effective and vigi-
lant manner in which they have discharged
their leadership responsibilities in maintain-
ing and enhancing the high standards of
their predecessors.
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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 described in the Organizational Structure
and Functions Bocument 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 responsibilities to represent the public mterest in the Section’s
seif-regulatory program, members of the Board and staff attended and participated in all
meetings of the Executive, Peer Review, and Quality Control Inquiry Committees of the
Section during the year.

We reviewed all revisions to the standards for performing and reporting on peer
reviews and the materials developed to train those who conduct such reviews. We aiso
tested compiiance with those standards through application of our visitation, workpaper,
and report review programs on all peer reviews performed in 1988,

We reviewed the operation of the Quality Control Inquiry Committee to ascertain
whether its activities are conducted with the public interest as their primary objective.
We monitored the committee’s analysis of and inquiries into all cases reported by mem-
ber firms by, among other means, attending a majority of its task force meetings with
firms at which inquiry was made concerning the quality control impiications of cases.
We also performed on-site oversight on all special reviews conducted during the year.

We monitored the follow-up actions taken by the Peer Review and Quality Control
Inquiry Committees to assure that member firms take the required corrective actions to
eliminate quality control deficiencies noted by peer review and special review teams.

We monitored and evaluated the activities of the Executive Committee and its
Planning Subcommittee, the adequacy of membership requirements, and the appoint-
ments to the Section’s committeas and task forces.

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

June 360, 1989

THEFUBLIC OVERSIGHT BOARD

A, A SOMMRER, JR., CHairrman MELVIN R, LA

ot 2oy

ROBERT K. MAUTZ, Vice Chairrman PAUL W. McCRACKEN
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The Board monitors and evaluates the
activities of the SEC Practice Section and
makes recornmendations for improving the
operation and the effectiveness of the Sec-
tion's programs. The Board is autonomous
and consists of five members representing
a broad spectrum of business, professional,
regulatory and legisiative experience. 10
assure its independence and objectivity, the
Board appoints its own members, chair-
man, and staff, and establishes its own
compensation and operating procedures.

The primary responsibiiity of the Board

is t0 assure that the public interest is care-
fuily considered when the Section sets,
revises, and enforces standards, member-
ship requirements, rules, and procedures.
The Board, assisted by legal counsel, 3 staff
of four CPAs, and two administrative assis-
tants, discharges Its responsibilities through
application of appropriate oversight pro-
cedures to all phases of the Section's
activities.

it should be noted that we believe our
charge from the profession includes con-
cern for how the profession is perceived.
Accordingly, in this report, we call attention
o some actions and trends that cause us
concern, in some measures because of the
parceptions they create.

Scope of Board Oversight. While
the Board has no formal jurisdiction beyond
rmonitoring the activities of the Section, it
has interpreted its mission to include
speaking out on issues affecting the credi-
bitity of the independent auditor’s report
and the role and responsibility of the audi-
tor. Accordingly, the Board hag established
strong liaison relationships with aill compo-
nents of the profession and aiso with the
Commissioners, Chief Accountant, and
staff of the SEC, and with the Comptroiler-
General of the US. Both the SEC and the

*Continuing the practice started fast year, the SEC
Practice Section Is issuing a report on its operations and
the resufls of its peer review, quality control inquiry, and
other agtivities, This sfevemth annual report of the Board
shoult! be read in conjunction with the Section’s 1988-
89 annusi report.

GAD are vitally interested in the CPA pro-
fession and the effectiveness of its seff.

regulatory program. We monitor all com-

ments, reports, and proposals these
agencies issue that affect the profession
andd the role and responsibility of the audi-
tor in the financial reporting process.

"During the year, the Board spoke out
on severaf issues which it deemead within
its scope of oversight, aithough the resoclu-
tion of such issues could come only from
outside the Section.

Mandatory Peer Review. The Boarc
strongly believes that every firm shouid
undergo peer review and one that audits
public companies should undergo peer
review as a member of the SEC Practice
Section. Peer review is an effective means
of assuring the public that a firm has per-
formed its accounting and suditing engage-
ments at a satisfactory level of professional
achievernent; membership in the Section
identifies a firm dedicated to providing high
quality accounting and auditing services,

Under a current SEC proposal, the
Commission (a} would set peer review
standards, and {b) require a firm that audits
SEC registrants to belong 10 a peer review
organization acceptable to the Commission
and to undergo either periodic peer reviews
as rigorous as those of the SEC Practice
Section or peer reviews conducted by
the SEC. While we favor mandatory peer
review, we believe the public interest is
best served when peer review standards
are set in and peer reviews are conducted
by the private sector, See page 21 for addi-
tional commentary.

Independence Rules. At our
request, during the year the Section’s Peer
Review Committee referred three matters
10 the AICPA’s Professional Ethics Execu-
tive Committee for its consideration and
resolution. These matters involved appar-
ent misinterpretation by three different
firms of the ethical rules regarding auditor
independence.



During the year, we learned that the
Chief Accountant of the SEC had been
asked to issue a modification of the Com-
mission's independence rule so that an
audit firm wouid not be deemed to have
impaired its independence by performing
services in a prime-subconiractor reiation-
ship with an audit client for a third party, if
the fees received for such services were
immaterial in amount, Because of the pos-
sible impact such relationships could have
on auditor independence and public per-
ception of auditor independence, the Board
urged the Commission to seek public com-
ment on the request.

Role and Responsibility of the
Auditor. During the year, the Board asked
the Section to bring 1o the Auditing Stan-
dards Board's attention a matter which
surfaced during the course of our oversight
of the quality control inquiry process. As a
resuit, the Auditing Standards Board placed
on its agenda a project to determine the
degree of understanding an auditor, in the
absence of an audit base, should have of an
antity's control structure in order to issue a
review report on the entity's interim finan-
cial staterments, particularly when the review
report is 1o be included in a prospectus.

The Board has proposed a liaison rela-
tionship with the recently restructured Plan-
ning Committee of the Auditing Standards
Board which includes three members not
currently in public practice. This direct com-
munications link will facilitate Board input
into the standard-setting process.

Proposed Management Report on
Internal Controf and Auditor Associa-
tion with Such Report. The SEC has
issued for public comment a proposal that
management issue a report on i internal
control system, including an agsessment of
that system’s effectiveness, The Board
wrote the SEC in support of such proposal,
but noted that it should not be adopted
until the Auditing Standards Board had
decided what an auditor must do in order
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10 comment on management's assertions
when the auditor had not been engaged to
examine and issue a report on internal con-
trofs. In addition, the Board agrees with the
Committee of Sponsoring Organizations of
the Treadway Commission that adoption of
the proposal should be delayed until criteria
for management’s use in evaluating the
adequacy of a company’s internal controls
had been identified and agreed on by all
concerned parties. That committee has
been the catalyst for a research effort to
develop such criteria,

increased Board Visibility. The
Board, ever mindful that the profession’s
seff-regulatory activities are virtually
unknown by the financial and business
communities and, for that matter, not suffi-
ciently well-known within: the accounting
profession, has endeavored to inform mem-
bers of the profession and the business and
financial communities about the Section’s
programs and the Board's role thersin. The
calendar on pages 24-25 summarizes the
Board's extensive involvement in the self-
reguiatory process,

During the vear, the Board conducted
two “outreach programs”--one in Minne-
apolis/St. Paul and the other in New York
City-during which the Board had round-
table discussions with management repre-

AICPA Special Assistant to the
Chairman B. Z, Lee and Vice
President-Federal Government
Refations Joe Moragh with
POB Vice Chairman Bob
Mauiz and POB staff members
Low Matusiak and Chuck Evers
at the POB's January 10, 1985
meeting.
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sentatives of local firms headguartered in a wide range of topics, including their per-
those areas. Representatives of the Minne- ceptions of professionalism, the difficulty
sota Society of CPAs and the Minnesota -that smalier firms have in complying with
State Board of Accountancy also attended certain Section membership requirements,
the Minneapolis meeting. Reactions to both and the lack of recognition within the busi-
meetings were very positive. The Board ness and financial communities of the sig-
heard the concerns of local practitioners on nificance of membership in the Section.
-

{utreach Meeting in Mew York

The meeting was attended by representatives of seven large local firms headqguartered in New York City.

{Left to right] Phil Zimmerman
PGB Chairman Al Sommer, PL
Technicat Director Chuck Ever:
POB Vice Chairman Bob Maut
POR Executive Director

Lou Matusiak, Gerry Golub,

EX Hoffman of Richard A. Eisn
& Co., and Gerald Marsden

of Fisner & Lubin.

POB member Bob Froehike and Norman Gerald Golub of Goldstein, Golub, Kessler & Company and Phifip

Lipshie of Weber, Linshie & Ca ZJimmerman of Faneth, Haber & Zimmermar with POB member
Pauf McCracken.

fLeft to rightf Jerry Sullivan (appointed POB Executive Director effective October 1, 1989), POB member Mef Laird, Kenneth
Waiser of M. R. Weiser & Co, Af Sommer, Paul McCracken, and Phil Zimmerman, Reger Donohue of Edward Isaacs & Co, also
attended the meeting.



