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About the

CI
DUL\_ Practice Section and the Public Oversight Board

The SECPS

The SEC Prattice Section {"SECPS” or the “Section”) was founded in 1977 os part of the
Division for CPA Firms of the Americon Insiitute of Certified Public Accountants {'AI(PA")
and its activitias are overseen by the Public Qversight Bourd (the "Board” or the “POB").
The Sedion imposes membership requirements and administers o number of programs 1o
help insure that SEC dients ore audited by member arcounting firms with adequate
quatity controf systems. Member firms are required fo participote in {1) per review,
through which Section members have their practices reviewed every three years by other
gueuntants ond {2} guolity control inquiry, which reviews allegations of oudit failure
contained in litigoation filed cgainst member firms relating to SEC dients ond certain other
aniities fo defermine if the firms’ quality conlzef systems reguire revision o7 there should
be sirider compliance with the firms” quelity control policies and procedures and/or the

Sedtion's membership requirements,

The requirements of the SECPS
affect more than 112,608
professionals at 1,300 member
firms that audit more than
14,869 SEC clients.

The POB

The POB is an autonomous
body of five members witha
broad spectrum of business,
professional, regulatory and
legislative experience. The
Board’s independence is
assured by its power to
appoint its own members,
chairperson and staff, set its
own budget, and establish its
own operating procedures, it
oversees all SECPS activities.
The Board’s primary
responsibility is to represent
the public interest (1) when the
Section sefs, Tevises or enforces
standards, membership
requirements, rules or
procedures and (2) when
SECPS commitiees consider the
results of individual peer

reviews or the possible quality
control implications of
litigation alleging audit failure.
The Board believes s
responsibitities also include the
monitoring of all matters and
developments that may affect
public confidence in the
integrity of the audit process.
The 1995 Annual Report of the
Securities and Exchange
Commission ("SEC”)
acknowledges that the POB’s
activities have not been limited
to oversight of the profession’s
self-regulatory programs but
also are directed to improving
the financial reporting process.

Ceorporate Governance

Approach to Improved

Financial Reporting

Dwuring 1995, the Board
prepared and distributed a
summary report of one of the
key recommendations
contained in the report of the
Board's Advisory Panel on

Auditor Independence entitled
Strengthening the Professionalism
of the Independent Auditor. That
summary, Direcfors,
Management, and Auditors—
Allies in Protecting Shareholder
Interests, urges adoption of a
corporate governance
approach fo improve financial
reporting and has been widely
distributed to over 30,000 chief
executive and financial officers
and directors of public
companies. The centerpiece of
this approach is enhanced
communication, particularly
between the auditors and the
board of directors. In that
regard, the report urges
corporate boards and the
independent auditor t0 engage
in candid communication
about the appropriateness, not
just acceptability, of accounting
principles and estimates and
the clarity of the related
disclosures of financial
information.

The Board is considering
other ways to encourage
further acceptance and
implementation of the
corporate governance
recommendation among those
who have the responsibility for
corporate governance. The
Board strongly believes thata
close relationship between the
auditor and the board of
directors/audit commitiee will
enhance the ability of directors
to discharge their critically
important corporate
governance responsibilities
refated to financial reporting
while at the same time
strengthening auditor
professionalism and
independence.

The SEC Practice Section
has endorsed the recommenda-
tion for enhanced communica-
tHon. A task force of the Peer
Review Commitiee has been
formed o identify “best
practices” that SECPS firms
have adopted to accomplish
the obiective of more candid
commurnication between the
auditor and the board. it has
requested information from the
firms of the members of the
Peer Review Commities and
has designed a survey
questionnaire that has been
used to compile information
about implementation on the
SEC engagements that are
subjected to review in the 1996
peer reviews of firms with five
or more such engagementis.
The resuits will be summarized
with a view to communicating
best practices to all SECPS
firms.,

GAQ Repori on the

Accounting Profession

in September 1996 the General
Accounting Office (“GAO™}, in
response o a congressional
request, published a study of
the manner in which the
accounting profession had
responded to recommenda-
tions of various bodies,
entitled The Accounting
Profession—Major Issues:
Progress and Concerns. While
identifying continuing
problems such as indepen-
dence and the detection of
fraud, the GAQ generally
found that the profession had
responded well to the
recommendations that were
made, The POB was consulted
by the GAO in the course of
preparing the report and the
POB submitted written




comments in response to the
exposure draft. The report
commended the SECPS and the
POB for their work in
strengthening the audit process
and took particular note of the
Board sponsored report of the
Advisory Panel on Auditor
Independence.

Litigation Reform

The Board supported the
efforts of the profession to
persuade Congress to adopt
legislation which would
substitute, for the long-
standing principie of “joint
and several liability” of
defendants in private securities
cases, the principle of
“separate and proportionate
liabifity.” Under the former
practice, any defendantina
securities action could be
competled to pay the entire
amount of a judgment
regardless of the extent to
which his conduct contributed
to the plaintiffs’ losses. Under
a “separate and proportionate
standard” each defendant
would enly be Hable to the
extent to which his conduct
causes the losses. The Board's
support, expressed in
testimony before a Congres-
sional committee considering
the matier, was the conse-
quence of a careful study of the
matter which conciuded that
the “joint and several” practice
imposed significant unfairness
on defendants in securities
litigation. Late in 1995
Congress overrode the
President’s veto of the Private
Securities Litigation Reform
Act which included a provision

for “separate and proportion-
ate liability” in most cases
among defendants in securities
Cases.

It is too soon to judge the
tpact of this new law on the
liability of auditor defendants,
However, there are some
indications that fewer cases are
being filed against auditors,
although this may be for
reasons other than the new
legislation,

Board Meetings

The Board and its staff held
seven regularly scheduled
meetings during the vear in
conmection with its oversight
of the seif-regulatory programs
of the SECPS and i
consideration of issues having
a bearing on the credibility and
effectiveness of the auditor.
The three-day October meeting
was a “retreaf meeting,” which
the Board periodically holds to
{1} review the effectiveness of
the self-regulatory programs
and the Board’s oversight role
and (2} evaluate matters
relating to the quality of
independent anditing and
financial reporting in the U.5.
At the meeting, the Board
exchanged views with the
Compiroller General of the
U.S5. General Accounting
Office, the Chief Accountant of
the SEC and an Associate Chief
Accountant, the chair of the
SECPS, and the chair and vice-
chair of the Financial
Accounting Standards Board.
Guests of the Board at other
meetings inciuded the
immediate past AICPA
president, the current AICPA.
president, the vice-chair of the

AICPA, the Chief Accountant
of the SEC, the chair of the
Financial Accounting
Foundation, the chair of the
SECPS Executive Committee,
the chair of the AICTA Special
Committee on Agsurance
Services, the chair of the
Quality Control Inguiry
Committee, the AICPA Vice
President-Self-Regulation, and
the senior QCIC staff person.
Those present at the retreat
meeting and other meetings
urged the Board to continue to
view its role broadly. As one
participant observed, the
Beard has appropriately
assumed the role of “creative
irritant” to the auditing
profession and encouraged the
Board to continue that role.

In addition o exchanging
views with those present at
formal POB meetings, the
Board’s chairman, other Board
members and the Executive
Director and staff interacted
with SEC Chairman Levitt and
the Chief Accountant on a
number of occasions on the
subject of auditor indepen-
dence as well as with the
SECPS Executive Comrmitiee
chair and chair of the SECPS
Task Force on Auditor
Independence; the AICPA
president concerning the
allocation of resources o
support the self-regulatory
programs, particularly the
Quality Control Inguiry
Committee; the Auditing
Standards Board on the subject
of the proposed auditing
standard, Consideration of Fraud
in @ Financial Siptement Audit;
and with representatives of the

accounting profession in the
UK. on the subject of
establishing a public oversight
board in the UK.

The chairman of the POB
addressed the spring meeting
of the AICPA Council and
discussed POB activities with
the AICPA board of directors.

The Board's staff
participated in the delibera-
tons of SECPS task forces on
Auditor Independence, Quality
Control Standards, Implemen-
tation of and Transition to
Revised Quality Control
Standards, Best Practices,
Oversight in the Year 2000, and
Technology.

The John |. McCloy

Award

The POB awarded the 1996
john J. McCloy Award for
Cutstanding Contributions to
Audit Excellence to David B.
Pearson whose career has been
characterized by his leadership
and commitment fo improving
the quality of the accounting
profession’s self-regulatory
programs. He has unfailingly
placed the public interest in the
forefront as a membey, then
chair, of the SECPS Peer
Review Committee and as an
engagement pariner of several
large firm peer reviews. In
these activities and in
confributing to the auditing
standard setting process and fo
the improvement of the quality
of university and continuing
education, Mr. Pearson’s views
have always been shaped by
the importance of maintaining
pubiic confidence in the
profession.
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Executive Committee

{ne or more Board members ond stoff members attend sach mestiag of the SECPS
Exgeutive Commitiee and H#s Plunning Committee and parficipate os appropriate. The
Executive (ommitiee is the SECPS's governing body. # estoblishes the Sedion’s
membership requirsments and supervises the octivities of the Peer Review Lommifiee
{*PR{"}, the Quality Contral Inquiry Committee {"QCIC"}, the SEC Regulations Committze,
und the Professionol Issues Yesk Fores (*PITE").

The PITF was formed in 1994
in response to a Board

Derivatives,” "Auditing Related
Parties and Related-Party

the SEC Chief Accountant's
staff, an Executive Committee
task force is conducting an
oufreach program to identify
and invite other firms that are
not members of the SECPS but
audit SEC clients to join the
SECPS,

The SECPS chair wrote to
all SECPS firms advising them
that applicable membership
requirements, including

pursuant to the Securities
Exchange Act of 1934,

The Executive Committee
approved a Memorandum of
Understanding prepared by the
QCIC which codified the
unwritten understanding that
had guided the SEC staff’s
access to information about
closed QCIC cases. This
memorandum was transmitted
to the Office of the Chief

recommendation to identify Transactions,” and “The Private concurting review and partner Accountant.
and consider practice issues Securities Litigntion Reform Act rotation, are applicable to
that present high audit risk of 19957 engagements for which a
and to disseminate relevant The SECPS completed its member serves as principal
guidance. During the year, the monitoring of compliance with auditor of record of an
PITF issued three Praciice the requirement that AICPA employee stock purchase,
Alerts entitled "Complex members that practice before savings or similar plan that
the SEC be enrolled in the files a Form 11-K with the SEC
SECPS. With assistance from
Major Corrective Humber of Times
. A Ab Dusing Since
Measures Imposed by Ation 1995-96 Inception i
the Peer Review
e . Accelerated peer review 1 52
Committee to Ensure 0 4
that Quality Conirol Employment of an outside consultant acceptable
Deficiencies to the Peer Review Committer to perform
Corrected preissuance reviews of financial statements or
are Lorrecte other specified procedures 8 74
Rewisits by the peer reviewers or visits by a
committee member to asceriain progress made
by the firm in implementing corrective actions 7 194
Review of the planning for and results of the
firm's internal inspection program 25 304
Review of changes made o the firm's quality
control document or other manuals and checklists 1 43
Continuing Professional Education in specified areas 3 42

" Singe July 1, 1986,
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A primary responsibifity of the Board is to monitor and evaluate the effectiveness of the
Sertion’s peer review process, including the activities of s Peer Review Commities. Peer
revigw is on independent, rigerous evaluation of the design of o firm's qualily control
system for Hs atcounting ond audifing pradice, sad on gssessment of o fiem's complionce
with thot system. i is the cornerstone of the (PA profession’s seHf-ssqulatery program and
its printipul method of assuring the public thot member firms ore performing of o level
that meeds or extoeds professiono] standards. Becouse of the sigaificonce and moagaitude
of the pesr raview pracess, the Boord and its stuff ollocate substantiol resoszees 1o the
oversight of the peer review process 1o assure that it is vigorous and effedtive,

One or more Board members
and staff members regularly
attend and participate
proactively in meetings of the
PRC. The Board’s staff reports
to the Board at each of its
meetings on the performance
of the committee in setting
standards, processing reports,
following-up on mandated
corrective actions, and dealing
with substandard performance
of individual peer review
teams.

Every peer review
administered by the committee
is monitored by the Board’s
staff. The level of oversight
varies in intensity according to
the characteristics of reviewed
firms and the past performance
history of reviewed firms and
review teams. In 1995-94, the
Board's staff attended the
reviews of approximately 25%
of firms with SEC clients,
including 100% of firms with
thirty or more SEC clients, for
the purpose of testing
comypliance with the peer
review standards. Firms with

SEC clients that received a
qualified or adverse opinion
on their prior review were
visited with greater frequency
than others, For all other firms
with SEC clients, the staff
reviewed selected working
papers and the reports, letters
of comments and response and
discussed significant issues
identified with peer reviewers
to satisfy itself that all such
issues were properly resolved
and reported, The staff
participated in ali the meetings
of task forces of the PRC
regarding evaluation of
individual peer reviews and
communicated any concerns it
had about the conduct of or
reporting on reviews. The staff
is satisfied that ali such
concerns were adequately
considered by the PRC.

The Board's staff monitored
the activities of task forces of
the PRC. One such task force
was the Task Force on
Associations of CPA Firms, An
association of CPA firms s a
group of firms that join
together to achieve a variety of
objectives. These may include
pooling resources to enhance

their ability to (a) render
professional services—ifor
example, through joint
education programs, inter-firm
consuitation, and peer
review—angd (b} market such
services. Present guidelines
proscribe assoctations that
administer peer reviews of its
member firms from warranting
or making representations
regarding the quality of
professional services
performed by member firms or
conducting marketing efforts
on behaif of members, The task
force concluded and the PRC
concurred that the perfore
mance of certain marketing
activities on behalf of member
firms should continue to be
regarded as a violation of the
independence requirements in
the SECPS's Guidelines for
Involvement by Associations of
CPA Firms if the association
arranges for and carries out
peer reviews of iis own
members.

The PRC’s Qversight in the
Year 2000 Task Ferce is close to
completing ifs efforts and
expects to issue a report in
1997. Hs recommendations are
intended to assure that the
peer review process continues
to be relevant and results in
confintous improvement in
the guality of member firms’
audit practices.

The Board's staff
participated, with the AICPA
Joimt Task Force on Quality
Contrel Standards, in the
drafting of the Guide for

Establishing and Maintaining
Quality Control for a CPA Firm's
Accounting and Auditing
Practice. This guide contains
recommendations to assist CPA
firms in implementing revised
Quality Control Standards.

While improving the
quadity of audits of individual
member firms continues to be
the primary focus of peer
review, the PRC believes that
the program should be a
source of information o the
standard-setters to assure that
quality control and auditing
standards are relevant and
effective in assuring that firms
are prepared to deal with
emerging practice issues in
their individual practices.
Consequentily, the PRC referred
a number of such issues to
standard-setters, which
described the issues for
practitioners, principally in
Audit Risk Alerts.

it is the Board's conclusion,
based on its oversight
program, that the SECPS peer
review program contributes to
the quality and consistency of
auditing in the United States.

The SEC, through the office
of the Chief Accountant,
oversees the peer review
process and POB oversight of
the process by randomly
inspecting peer review
working papers and POB files.
The SEC’s inspection of the
1995 reviews is complete and
the Board expects the SEC o
continue to endorse the
SECPS’s Peer Review Program
in its 1996 annual report.
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the Quatity (ontrol tnguiry Committes defermines whether allegations of audit foilure
against SECPS membar firms invelving SEC registrants indicale o need for thase firms fo
take corrective adions fo strengthen their quality control systems or to address personnel
deficiencies. The quality contrel inquiry process omplements the peer review process.

The committee’s work also on
occasion raises questions that
suggest the need to reconsider
or interpret professional
standards or suggest audit
practice jssues where practical
guidance would benefit
practitioners. The QCIC refers
such matters to the PITF or
other bodies Tesponsible for
issuing professional guidance.
Section member firms are
required to report and provide
to the QCIC copies of
complaints and amendments
of complaints within 30 days
of being served. This
requirement includes all
litigation involving the firm or
its personnel, or any publicly
announced investigation by a
regulatory agency, that alleges
deficiencies in the conduct of
an audit of an SEC registrant.
The QCIC also has the
authority to inquire into
complaints involving non-
public entities where there is
significant public interest and
also into complainis filed
against auditors by federal and
state regulators alleging audit
failure in the conduct of an
audit of a financial institution,

The QCIC reviews the
complaints, financial
statements and regulatory
filings, trustee reports, SEC
enforcement releases, and
other publicly avatlable
documents, i the committee’s
prefiminary analysis indicates
that the complaint is not
frivolous, the QCIC meets with
representatives of the accused
firmn. The QCIC also may
review audit documentation
and firmn guidance material for
the purpose of determining
whether the allegations against
the firm indicate a need for the
firm to strengthen quality

confrols or issue additional
internal guidance. The QCIC
reviewed firm techmical
guidance material and /or
audit documentation related to
the allegations in eight (8)
cases during this past year. The
QCIC oecasionally becomes
aware of behavior by
individual CPAs that warrants
investigation. The QCIC refers
such matters to the AICPA
Professional Ethics Division. In
rare cases, the QCIC becomes
aware of regulatory rules that,
if amended, would better
protect the public interest. In
such cases, appropriate
regulatory agencies are so
informed.

The Board and its staff
monitor and evaluate the
effectiveness of all QCIC

activities. All commitfee and
task force meetings are
attended by the Board and/or
its staff and the Board has
unrestricted access to gl
committee deliberations and
files., During the 1995-96 year,
the Board’s staff participated in
all 35 QCIC task force meetings
at which QCIC members and
ANCPA staff discussed the
aliegations contained in
specific cases with representa-
tives of the firms reporting the
litigation. The Board's staff
prepares comprehensive
reports on individual cases for
the Board's information and
responds to Board inquiries
about the process. The Board
and its staff are also actively
involved in the identification
and cornmunication of areas
where professional standards
should be augmented.

The Board believes that the
QCIC process effectively
compiements the peer review
process and that appropriate
consideration was given to the
46 cases closed during the year.

The SEC staff actively
oversees the QCIC process and
the attendant POB activities.
The SEC staff visited the POB's
offices several times during the
year to review the QCIC
prepared closed case
summaries and the OB files
on each case, which include
POB memoranda on task force
meetings.

During the past year, the
QCIC experienced delays in
the consideration and
processing of cases. These
delays primarily resulted from
the departure of experienced
QCIC staff who were
responsibile for analyzing
compiaints and related
financial statenents, preparing
staff summaries and schedudes,
and participating in task force
meetings. In the fall of 1996,
the Section hired two senior
staff persons and substantial
progress has been made in
eliminating the backlog of
open cases,

QCIC YA R
Activity thiough  through
6/36/96  6/36/95  Totah
Actions Related to Firms
Either a special review was made, the firm’s
regularly scheduled peer review was expanded,
ar other relevant work was inspected 3 62 65

A firmt took appropriate corrective measures that
were responsive to the implications of the specific case 8 97 105

Actions Related to Standards
Appropriate AICPA technical bodies were asked
to consider the need for changes in, or guidance

on, professional standards — 45 45

The Professional Tssues Task Force was asked to

consider the issuance of a practice alert 5 7 12

Actions Related to Individuals

The case was referred to the AICPA Professional

Ethics Division with a recommendation for

investigation into the work of specific individuals - 28 28
16 238 255

{Nate: Fraquently more than one action is taken by the GCIC or by the firm on an individual case )
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the Quolity {ontrol inguiry Commities determines whether lfegations of audit faifure
against SECPS member firms involving SEC registrants inditate o need for those firms to
take torrective ations o strengthen their quality control systems or 10 address parsonnel
defiiencies. The quality confrol inquiry protess complements the peer review process.

The commitiee’s work also on
accasion raises questions that
suggest the need to reconsider
or interpret professionai
standards or suggest audit
practice issues where practical
guidance would benefit
practitioners. The QCIC refers
such matters to the PITF or
other bodies responsible for
issuing professional guidance.
Secticn member firms are
required to report and provide
to the QCIC copies of
complaints and amendments
of complaints within 30 days
of being served. This
requirement includes ail
litigation involving the firm or
its personnel, or any publicly
announced investigation by a
regulatory agency, that alleges
deficiencies in the conduct of
an audit of an SEC registrant.
The QCIC alse has the
authority to inquire into
complaints invelving non-
public entities where there is
significant public interest and
also into complaints filed
against auditors by federal and
state regulators alleging audit
failure in the conduct of an
audit of a financial institution.

The QCIC reviews the
complainis, financial
statements and regulatory
filings, trustee reports, SEC
enforcoement releases, and
other publicly available
documents. If the committee’s
pretiminary analysis indicates
that the complaint is not
frivolous, the QCIC meets with
representatives of the accused
firm. The QCIC also may
review audit documentation
and firm guidance material for
the purpose of determining
whether the allegations against
the firm indicate a need for the
firm to strengthen quality

controls or issue additional
internal guidance. The QCIC
reviewed firm technical
guidance material and /or
audit documeniation refated to
the allegations in eight (8)
vases during this past year. The
QCIC occasionally becomes
aware of behavior by
individual CPAs that warrants
investigation. The QCIC refers
such matters to the AICPA
Professional Ethics Division. In
rare cases, the QCIC becomes
aware of regulatory rules that,
if amended, would better
protect the public interest. in
such cases, appropriate
regulatory agencies are so
informed.

The Board and its staff
mondtor and evaluate the
effectiveness of all QCIC

activities. All committee and
task force meetings are
attended by the Board and/or
its staff and the Board has
unyestricted access to ali
committee deliberations and
files. During the 1995-96 year,
the Board's staff participated in
all 35 QCIC task force meetings
at which QCIC members and
AICPA staff discussed the
allegations contained in
specific cases with representa-
tives of the firms reporting the
litigation. The Board's staff
prepares comprehensive
reports on individual cases for
the Board’s information and
responds to Board inquiries
about the process. The Board
and its staff are also actively
involved in the identification
and communication of areas
where professional standards
should be augmented.

The Board believes that the
QCIC process effectively
complemoents the peer review
process and that appropriate
consideration was given to the
46 cases closed during the year.

The SEC staff actively
oversees the QCIC process and
the attendant POB activities,
The SEC staff visited the POB's
offices several times during the
year ko review the QCIC
prepared closed case
summaries and the POB files
on each case, which include
POB memoranda on task force
meetings.

During the past veay, the
QCIC experienced delays in
the consideration and
processing of cases. These
delays primarily resulted from
the departure of experienced
QCIC staff who were
responsible for analyzing
complaints and related
financial statements, preparing
staff summaries and schedules,
and participating in task force
meetings. In the fall of 1996,
the Section hired two senior
staff persons and substantial
progress has been made in
eliminating the backiog of
Opert Cases.

QCIC
Activity

e H/n
through  through

§/36/96 6/30/95  Totk

Actions Related to Firms

Either a special review was made, the firm's
regularly scheduled peer review was expanded,
ot other relevant work was inspected

A firm took apprapriate corrective measures that
were responsive bo the implications of the specific case 8 97 105

Actions Related to Standards

Appropriate AICPA technical bodies were asked
to consider the need for changes in, or guidance
on, professional standards

The Professional Issues Task Force was asked to
consider the issugnce of a practice alert

Actions Related to Individuals

The case was referred to the AICPA Professional
Ethics Division with a recommendation for
frrvestigation into the work of specific individuals

— 28 28

16 239 255

{Rete: Frequently more than one action is taken by the QCIC or by the firm on #n individual case.)
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Evaud Detection

In the Board’s 1993 Spedial Report, In the Public Interest, the Board observed:

“No probles: confronting the profession is us demanding or as difficult fo resolve, ¢s the
probiem of management froud and its detection by cuditors, Before the tern of the tentury
both cudiors and users of audited financial information regarded the defection of fraud
a5 one of the primory purposes of an audit. For many reasoas the profession has moved
from atceptonce of thot purpose fo the view that its role in detecting fraud is secondary to
the other purposes of audits, In contrast, the public has ontinved t0 regord froud
detection as an important goal of the audit protess—and now ghaches even gregter

imparionce fo that gool.”

“The Board hefieves that, 1o @ greeter extent than it now does, the profession must atcep?
respansibility for the detection of froud by management. The profession tannot, and it
tannot be expedied 1o, develop methods that will assure that svery froud, no motter how
cleverly contrived, will be unearthed in the course of the audit, but it must develop means
of incraasing significantly the likelihood of detecting froud.”

"Fhe Board aso racommends thet the profession develop comprehensive guidelines to
further assist auditars in identilying symptoms thet indicate the heightened likelihood of
manogemest fraud involving the manipsiotion of finandal information and spedly
additional audif protedures when such symptoms appear, This undertaking should be
broad in scope ond includs the development of guidanze o fectitate the analysis of both
finoadiet doto and ron-finantis facters that may be indicative of menogement fraud.”

The Auditing Standards Board
{"ASB") is in the final stages of
developing improved guidance
of the nature that the Board
suggested in its Special Report.
The Board has carefully
foilowed and provided
comment on the ASE's
proposed standard Consider-
ation of Fraud in a Financial
Stafement Audit and believes
that it clarifies the auditor’s
responsibility to detect
fraudulent financial reporting
and will substantially assist the
auditor in meeting that
responsibility by including risk
factors klentified by research
of past frauds, and explaining
how the auditor should assess,
document and respond to
those risk factors.

The ASB has done its job
well and it wiil now be the
responsibility of auditing firms
to implement the new standard
by revising their guality
conirol systems, educating
their personnel, and
conducting their audits with
heighitened and experienced
skepticism. As many firms are
now “reengineering” their
audit approaches for other

reasons, this will be both a
chatlenge and an opportunity.

Auditor Independence

Since the inception of the
Public Qwersight Board, no
topic has been the subject of
more Board discussion than
the subject of auditor
independence. In 1979, the
Board undertook a review of
non-audit services performed
by auditors of publicly held
compantes, conclizded that
SOme services were
incompatible with perceptions
of independence, and
counseled the profession to
undertake new non-audit
activities with caution and
circumspection. A Board
sponsored survey of public
perceptions about non-audit
services conducted in 1986
found considerable misgivings
among knowledgeable groups
about the performance of
certain services for audit
clients. More recently, in 1993
the Board published n the
Public Interest which reiterated
the Board's strongly held belief

about the importance of the
audit function in multi-line
service firms and the need to
enhance the perception of
auditor independence in
assuring the credibility of
financial reporting. In 1994, in
response 10 concerns expressed
by the then SEC Chief
Accountant about auditor
independence, the Board
tormed an Advisory Panet on
Auditor Independence. The
Panel's report was referred to
above,

In 1995 and 1996, & number
of matters led the Board to
conclude that the time had
come for the profession to
reevaluate the adequacy of the
profession’s Code of
Professional Conduct to deal
with present day indepen-
dence questions. ina
December 27, 1995 letter to
officials of the American
Institute of CPAs and the SEC
Practice Section, we urged that
“it is timely and appropriate
for the profession to consider
whether the Code of
Professional Conduct provides
an adequate framework and
guidance for addressing in a
timely manner the implications
of new service lines.”

As a result of the Board's
letter, the chair of the Executive
Committee formed the Task
Force on Auditors” Indepen-
dence When Performing Non-
Audit Services for an Attest
Client. This task force has held
a number of meetings to
address a mumber of
conceptual issues concerning
the nature of services that CPA
firms may render directly, or
indirectly through related
entities, for their SEC
registrant audit clients. The
Board’s staff has participated
in all the meetings of this task
force. Staff of the Office of the
Chief Accountant of the SEC
has also participated in the
meetings. The task force's
work is ongoing at the date of
this report and many of the
issues under discussion are
contentious and consensus has
not yet been reached.

The Board is encouraged by
the substantive attention that is
being given to the issues being
discussed by the task force and
the professionalism of the
deliberations, However, the
proliferation of non-audit
services continues to grow, and
the character of some services
underlying this growth have
evolved away from being of an
advisory nature, For example,
firms now provide outsourcing
arrangements for many
corporate functions. The
impHeations of some of the
new services on anditor
independence are difficult to
assess; and thus they result in
skepticism by many observers
of the profession about auditor
objectivity, Because the root
causes of skepticism about
independence are not well
understood, efforis to deal
with scope of service issues
through rules and other
measures have not been
effective in addressing that
skepticism, As non-audit
services continue to grow, that
growth must be fostered in a
manner that avoids providing
services to audit clients that
undercut the perception of
auditor independence. Thus,
we believe that public
perceptions about auditor
independence need to be better
understood and that non-audit
services provided to public
companies need to be
measured against a more
conceptually sound
independence framework than
currently exists. It may be that,
with better understanding of
public perceptions and a more
consistent conceptual
framework, concerns about the
impact of certain non-audit
services on auditor indepen-
dence may be mitigated.

The profession must again
demonstrate its ability to
succeed in ereating institufions
and procedures commensurate
with the needs of the times. We
urge the profession to continue
its efforts to preserve and
strengthen self-regulation in
the accounting profession.
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DIRECTORS, MANAGEMENT, AND AUDITORS—
ALLIES IN PROTECTING SHAREHOLDER
INTERESTS

What the Audit Commitiee
Should Do

The POB urges that audit commitiees take action to ensure
that their charter or terms of reference include or provide for
the following:

M An instruction to the independent auditor that the board of
directors, as the shareholders’ representative, is the
auditor’s client.

B An expectation that financial management and the
independent auditor perform a timely analysis of significant
financial reporting issues and practices.

8 An expectation that financial management and the
independent audifor discuss with the audit committee their
gualitative judgments about the appropriateness, not just
the acceptability, of accounting principles and financial
disclosure practices used or proposed to be adopted by the
company and, particularly, about the degree of aggressive~
ness or conservatism of its accounting principles and
underlying estimates,

B An opportunity for the full board of directors to meet with
the independent auditor annually to help provide a basis for
the board to recommend to shareholders the appointment of
the auditor or ratification of the board’s selection of the
auditor.

The audit committee discussion with the independent auditor
about the appropriateness of accounting principles and
financial disclosure practices should generally include the
following:

B the auditor’s independent gualitative judgments about the
appropriateness, not just the acceptability, of the accounting
principles and the clarity of the financial disclosure practices
used or proposed to be adopted by the company;

M the auditor’s views about whether management’s choices of
accounting principles are conservative, moderate, or
extreme from the perspective of income, asset, and liability
recognifion, and whether those principles are common
practices or are minority practices;

| the auditor’s reasoning in determining the appropriateness
of changes in accounting principles and disclosure practices;

M the auditor’s reasoning in determining the appropriateness
of the accounting principles and disclosure practices
adopted by management for new fransactions or events;

M the auditor’s reasoning in accepting or questioning
significant estimates made by management;

B the anditor’s views about how the company’'s choices of
accounting principles and disclosure practices may affect
shareholders and public views and attitudes about the
company.




