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his is a summary of the Public Oversight Board's twelfth annual report. The complete 1989-1990 annual report has been issued in
combination with the SFC Practice Section. Copies are available by writing 1o the offices of the Public Oversight Board.

About the SECPS
and the POB

The SEC Practice Section was founded in
1977 as a voluntary organization of CPA
firms striving for professional excelience
in the auditing services they provide %o
Securities and Exchange Commission
{SEC) registrant companies. i is part of
the Division for CPA Firms of the Ameri-
can Institute of CPAs {AICPA} - the na-
tional professional association of almost
308,000 CPAs in public practice, industry,
government and aducation - and is
overseen by the Public Oversight Board.

The Section {or the “"SECPS"™} impases
membership requirements and adminis-
ters two fundamental programs 1o as-
sure that SEC registrants are audited by
accounting firms with adequate quality
control systems: {1} peer review, through
which Section members have their prac-
tices reviewed every three years by
other accountants, and (2) guality contrel
inquiry, through which allegations of au-
di failure contained in litigation filed
against member firms are reviewed 1o
determine # the firms’ quality control
systems require corrective measures.

in January 1990, the nature of the
Section changed dramatically when
AICPA members adopted a bylaw
change mandating SECPS membership
for all firms auditing SEC clients. Cur-
rently, the requirements of SECPS gov-
ern more than 127,600 professionals in
1,041 member firms which audit more
than 14,000 SEC registrants.

The Public Oversight Board {the
“POB” or “Board”} is an autonomous
body consisting of five members with a
broad spectrum of business, profes-
sional, regulatery and legislative experi-
ence. The Board's primary responsibility
is to assure that the public interest is
carefully considered when {1) the SECPS
sets, revises and enforces standards,
membership requirements, rules and
procedures, and {2} the Section’s com-
mittees consider the results of individual
peer reviews and the possible implica-
tions of litigation alleging audit failure.
To preserve its independence and objec-
tivity, the Board appoints is own mem-
bers, chairman and staff, and establishes
its own compensation and operating
procedures.

1990 Board Activities

The Board belisves it also has a respon-
sibility to consider any criticism which
may bear upon the auditor’s role. Ac-
cordingly, it maintains active relation-
ships with several components and
ohservers of the profession, including
the members of the SEC, the Chief Ac-
countant and staff of the SEC, the Comp-
troller-General of the U.S,, the Financial
Accounting Standards Board and the Au-
diting Standards Board. The Board moni-
tors all comments, reports and proposals
that these observers issue which affect
the profession,

This year, the Board took several
initiatives to further strengthen its com-
mitment t¢ represent the public interest.
in addition to s regularly scheduled
meetings, it met with representatives of
SECPS member firms, regulators and
gthers, These discussions helped shape
the Board's views an fopics such as {1}
problems small firms face in identifying
independent, pariner-ievel reviewers 1o
conduct mandatory second reviews of
SEC engagements, and {2} the private
sector project to develop criteria for
evaluating internal controls.

In response to the increased volume
of peer reviews resulting from manda-
tory Section membership, which has ne-
cessitated a corresponding expansion of
the Board's oversight activities, the
Board expanded its staff, engaging four
former pariners from major CPA firms on
a part-time basis. This move will enabie
the Board to continue the exiensive
scope and high quality of oversight it has
conducted over the years.

The POB is proud to announce that
this year’s recipient of The John J. McCloy
Award is LeRoy Layton. The Award was
presented 1o Mr, Layton in recognition of
his outstanding contributions te the im-
provement of audit quality in the US. Mr.
Layton served as chairman of the Ac-
counting Principles Board, President of
the AICPA and a member of The Com-
mission on Auditors” Responsibiiities
{Cohen Commission). Mr. Layton also
distinguished himself as one of the initial
members of the Quality Control Inguiry
Committee of the SECPS and for his spe-
cigl role as a leader in establishing the
{(iCIC's high standards of performance.
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Oversight of the
Peer Review Process

Peer review is the cornerstone of the
SECPS's efforts to improve the quality of
its members’ practices. i involves an in-
dependent, rigorous examination of a
firm’s guality control system for its ac-
counting and auditing practice, as well
as its compliance with that system.
Every member firm’s most recent peer
review results - in the form of a report,
a letter of comments, which may recom-
mend corrective actions, and the firm's
response — are kept in a public file at
the AICPA,

The Public Oversight Board devotes
substantial resources to monitoring and
evaluating the effectiveness of peer re-
view. A Board member attended all but
one Peer Review Commiitee meeting
this year, and the Board's staff attendad
every meeting and provided comprehen-
sive written reports on the Committeg's
deliberations.

The Board's staff directly oversees
each peer review by using one of three
types of oversight programs, which vary
in intensity according to characteristics
of the reviewed firms and the review
teams, including their past compliance
with guality control and peer review
siandards, respectively,

In addition, the Board actively moni-
tors the Peer Review Committee’s fol-
low-up of corrective actions.

1990 Peer Review
Oversight Activities

Visitation and Workpaper Review. Of
the 163 SECPS peer reviews conducted
in 1989, the Board's staff attended 78
operating office and final exit confer-
ences held in connection with 56 re-
views, This program was applied to all
but two firms with five or more SEC cii-
ents and to a sampie of firms with fewer
than five SEC clients and some with ne
SEC clients,

Workpaper Review. This program was
applied to 85 reviews, including these of
all firms with SEC clients that were not
subject to Visitation and Workpaper Re-

View.

Report Review. This program was ap-
plied 1o reviews of 42 firms, none of
which served SEC registrant clients.

The SEC, through the office of its Chief
Accountant, oversees the peer review
process and POB oversight of the pro-
cess. The SEC's inspection of the 1989
peer reviews is substantially completed,
and the Board expects the SEC to again
endorse the process.

Commentary on Peer Review

“The Board congratulates the Institute's
members for passing the bylaw change
mandating SECPS membership for all
firms that audit SEC registrant companies.
We applaud this display of commitment
to the principles underlying the Section's

activities”
BOARD CHAIRMAN A A SOMMER, JR.

The Board is concerned about the diffi-
culty some firms face in meeting the
mandatory concurring review member-
ship requirement. Consequently, it re-
quested that the Peer Review Commitiee
develep 3 system 1o help these firms,
A bank of approximately 60 firms willing
10 perform second reviews for other
firms' SEC clients is now avaiable and
is maintained by the Quality Review
Division of the AICPA. While the Board
endorses the Sectien’s fimely action, it
remains concerned about the adequacy
of the bank’s size,

As of June 30, 1990, four of the 163
reports on peer reviews conducted dur-
ing calendar 1989 remained unproc-
essed pending resoiution of questions.
All such questions have been satisfacto-
rily resolved since then. While the ma-
jority of peer reviews are processed
expeditiously, the Board urges the Com-
mifee 10 examine its operating proce-
dures to assure prompt consideration of
problem reviews and implementation of
corrective actions.




The QCIC: A Complement
to Peer Review

The Quality Control Inquiry Committee
ithe "0CIC") complements the peer re-
view process by determining whether
allegations of audit failure by member
firms indicate either (1) the need for cor-
rective measures for the firm's quality
control system or {2) a reconsideration of
professional standards.

Under the program administered by
the QCIC, SECPS member firms must re-
port cerfain fitigation or proceedings
against the firm or its personnel to the
QCIC. Originally, the reporting require-
ment applied only to SEC audit clients,
but this was amended to include pub-
lichy-held banks and ether financial insti-
tutions that file with regulatory agencies
in lieu of the SEC. in June 1389, the
QCIC's jurisdiction was expanded further to
allow it to address allegations by reguia-
tors of deficiencies in member firm au-
dits of all regulated financial institutions.

The QCIC does not duplicate the work
of the courts, the SEC or other regula-
tory agencies, Those bodies defermine
whether the auditing firm or individual
auditors were at fault and impose pun-
ishment, If a firm refuses to cooperate
with the QCIC or is unwilling to take
actions the QCIC deems necessary, the
{ICIC ean recommend to the SECPS Ex-
scutive Committee that the firm be sanc-
tioned. To date, every firm has coop-

- Results of QCIC Activity
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erated with the Committee and has vol-
untarily taken the corrective actions rec-
ommended by the GCIC,

The Board exercises close scrutiny of
QCIC activities. This year, members of
the Board's staff, accompanied by a
Board member, attended the six QCIC
meetings and the staff attended all QCIC
task force meetings with representa-
tives of the firms in litigation. The Board
also reviews memoranda on each case
10 determine whether the QCIC is prop-
erly fulfilling its responsibilities. Based
on these activities, the Beard believes
that appropriate consideration was given
to the 60 cases closed this year. How-
ever, the Board urges alt firms to develep
and comply with procedures that ensure
timely reporting of litigation.

Commentary on
1990 QCIC Milestones

“We are pleased that the Chief Account-
ant's office has now Indicated that it be-
fieves the QCIC process provides added as-
Surance, as a supplement to the SECPS peer
review program, that major quality control
deficiencies are identified and addressed in
a more timely fashion, and thus the QCIC
process henefits the public interest”

BOARD CHAHMAN A A SOMMER, JR.

To respond to the SEC's recommenda-
tions, the SECPS this year expanded its

closed case summary, prepared when
the £CIC completes an inquiry. The ex-
panded format more clearly delineates
the steps taken by the {CIC to determine
whether the litigatien reviewed sug-
gests any quality contrel deficiencies
and, if so, whether the firm has taken
steps to correct them. This year, the
SEC's staff visited the POB office on sev-
eral pceasions to review 75 glosed case
summaries, discuss those cases with
Board staff and review Beard staff docu-
mentation,

Furthermare, the Section Is develop-
ing a procedure calling for firms in cer-
tain circumstances and at the GCIC's
discretion o review other engagemenis
of auditors inveived in litigated audits o0
determine i there is a pattern of inade-
quate periormance.

The Beard commends the Section and
member firms for developing procedures
to both give the Commission greater in-
sight into quality contrel inquiry proce-
dures and make the process even more
effective.
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POB Commentary on the Accounting Profession

“While our formal charter is to oversee the activities of the SECPS, we strongly bekheve that
we cannot be indifferent to any matters that affect the integrity of the audit process and the
public’s confidence in it. It httle serves the public interest if the peer review and quality
control inguiry programs are executed with unsurpassed skilf while other practices are
eroding confidence in the profession’s independence, competence and committment.”

BOARD CHAIRMAN A, A, SUMMER, JR,

Foliowing are excerpts from the Public
Oversight Board's commentary, the
complete text of which is available in the
combined 19891990 SECPS/POB report.

Seif-regulation, Sanctions and Cred-
ibifity. The accounting profession has
three levels of reguiation: government
reguiation, peer reguiation — by such
organizations as the AICPA ~ and pri-
vate reguiation by firms. Af the peer and
private regulation levels, numercus
actions tantamount to sanctions are
taken by or imposed on member firms,
but none ever receive public recognition,
In the Board's opinion, i is time fo give
the public and other interested parties
more information about the extent of
sanctions applied at these levels,
thersby strengthening the credibility of
the entire self-regulatory system.

Mergers of Large CPA Firms. We are
pleased that the managements of the
newly-merged aational firms have taken
steps 1o protect the quality of their audit
services by voluntarily accelerating their
peer reviews. 1hey are alsc submitting
periodic progress reports to the Peer Re-
view Committee about the implementa-
tion of their quality control systems.

Rosponsibility to Detect Noncompli-
ance with Laws and Regulations. As
these comments are written, the AICPA,
representatives of the profession and
key committees of Congress are close o0
agreement on legislation refating to audi-
tors’ responsibilities in a number of im-
portant areas. Among other things, the
fegislation would require auditors to
identify illegalities that have & direct and
material effect on the financial state-
ments and to report certain illegalities to
reguiators,

We are pieased that this accommoda-
fion may be reached, and believe that the
legislative package in its entirety will
likely further protect those whe rely on
audited financial statements.

In light of this legislative effort, it is
particularly important that the public and

Congrass recognize the significant limita-
tions on the ahility of auditors to identify
iflegalities. An audit will not inevitably fer-
ret out most illegality. Most laws and reg-
ulations do not have 2 direct and material
effect an the financial statements. Unless
the auditor’s responsibilities are both re-
aligtically defined and understood the ex-
pectation gap that presently haunts the
profession, and brings in its wake pubkic
disappointment and professional frustra-
tion, will only widen.

Reports on Internal Contrels. The
aforementioned legislation would also re-
quire management and auditors 10 report
on internal control effectiveness. The
Board has ohserved that existing man-
agement reports on internal control effec-
tiveness vary significantly in style and
content. Absent reporting standards,
managements of reporting entities will be
on their own in determining what infor-
mation to include and how to communi-
cate it, leading to inconsistent and poten-
tially confusing discussions. In recoeg-
sition of this problem, the Board has
urged the Sponsoring Organizations of the
Treadway Commission o develop man-
agement reporting standards as parnt of
their project fo develop guidance on inter-
nal controls for use by the private sector,

FASE and Internativnal Accounting
Standards. Concern has recently been
expressed that the complexity and costs
of implementing U.S. generaily accepted
accounting principles may have an in-
creasingly important and undesirable
impact on the compeiitiveness of US.
businesses in international markets.
This concern has placed some pressure
on the Financial Accounting Standards
Board to tailor present or proposed
standards 10 international norms. The
Board believes such pressure, from
whatever source, could have unforiu-
nate results. While the harmonization of
international standards is a iaudabie
goal, i should not be achieved by relax-
ing US. accounting standards to stimuy-
late foreign access 10 our markets or 0

achieve other special interest objectives.

FASB Agends. Notwithstanding the
fortitude the FASB has displayed in deal-
ing with controversial and conceptually
difficult accounting and reporting issues,
we beligve there is an important matter
that to date has not received sufficient
attention. The 1987 report of the AICPAs
Task Force on Risks and Uncertainties
underscored the inadequacies of risk
disclosures in financial statements and
urged the FASB to consider practical
ways of requiring disclosures to provide
more discussion of the issues involved.
The FASB recently issued guidance an
disclosing information about financial in-
struments with off-balance-sheet risk
and those with concentrations of credit
risk. That guidance does not address the
numercys accounting issues refating to
the inésiat and subsequent measurement
of financial instruments. There is a dire
need to address these issues.

The $&L Crisis. No doubt reguistory
and judicial proceedings will eventually
provide a clearer picture of the actions
necessary to avoid similar debacles
elsewhere. While i may be premature to
suggest a full list of reforms, the Board
believes that there are two maiters
associated with the S&.. failures that
demand atiention,

First, many S&Ls did not have inde-
pendent audit committees to bridge the
governance gap between managements
and regutaters, Would audit committees
for S&Ls have made a difference? Yes.
Would they have prevented the crisis?
Hardly. Yet we are confident that alert
and independent audit cornmittees could
have reduced the magnitude of the
losses. Effective audit committees, at
least in some cases, would have applied
a brake on the risky investments and
abuses by management,

Second, the Board believes that the
auditing profession should assume in-
creased responsibility for evaluating and
reporting management sbuses of corpo-
rate assets by officers, such as invest-
ments in and “personai” use of collect-
ible automabiles, art objects and resort
condominiums. We believe that this is a
logical and sensible extension of an audit
of Hnancial statements because it in-
volves the ethical values and integrity of
management which should be evaluated
by the auditor during the audit process.




Members of the Public Oversight Board

A. A. Sommer, Jr.,
Chairman, 1986-
present; joined Board
in 1983 $EC Com-
missioner, 1973-
1476; Partner in
Washington, BC law
firm of Morgan, Lewis
& Bockius specializing in
securities faw,

Melbvin 8. Laird,
¢ joined Board in 1984, ning-term
S, Congressman, 1953-1965;
Secretary of Defense, 1958-
1973; Lounsellor to the Presi-
dant, 1873-1974; Seniar
Counsefior for Nationaf
and International Affairs,
The Reader's Digest
Association, Inc.

Staff

JERRY D, SULLIVAN, Executive Director
CHARLES 1. EVERS, Technical Director

JOHN £ CULLEN, Assistant Technical Director
ALAN H. FELDMAN, Assistant Technical Director

LINDA L. GRIGGS, Legal Counsel to the Board

Public Oversight Board
540 Madison Avenue
New York, NY 10022
{212} 486-2448

Hobert K. Mautz,
Vige Chairman, 1987-present; joined

Board in 1981, Partner, Ernst & Whin-

ney, 1872-1878; Professor Emeritus
of the University of Hinois and the
University of Michigan.

Robert F. Fraehike,
jained Board in 1887; Secretary of
the Army, 1971-1973; Chairman of
the Board of Equitable Life Assurance
Society, 1962-1387; President and
CEQ of 108 Mutuat Fund Group.

Paul W McCracken,
joined Board in 1985; Chafrman of the
President’s Councit of Economic

Advisers, 1969-1871; Edmund Ezra
Day Distinguished University Profes-
sor Emeritus of Business Adminis-
tration, Econpmits and Public Policy
at the University of Michigan.

“What is QCIC?
What is Peer Re-
view? What is the
POB? What is Self-
Regulation?” has
recently been
nublished and is
targeted to SECPS
mamber firms, legislators, regulatars and
academics. it explains the self-regulatery
process and the environment in which &t
operates. Copies can be abtained by
writing to the POB offices,




