Public Oversigh
Board

Audit Quality:
"T'he Profession’s
Program

Public Oversight Board
'SEC Practice Section
Division for CPA Firms
American Institute of
Certified Public Accountants



TR
Public Oversight Board®

ARTHUR M. WOOD, Chairman
JOHN D. HARPER

ROBERT K. MAUTZ

A. A. SOMMER, JR.

RICHARD A. STARK, Legal Counsel to the Board

Staff

Office:

LOUIS W. MATUSIAK, Executive Director and Secretary
CHARLES |. EVERS, Technical Director
ALAN H. FELDMAN, Assistant Technical Director

540 Madison Avenue
New York, NY 10022
(212) 486-2448

*In August 1984, Melvin R. Laird, former Secretary of Defense, was ap-
pointed o the Board 1o fill the vacancy created by the resignation of

John }. McCloy.




Public Oversight
Board

Audit Qualty:
The Profession’s
Program

Public Oversight Board

SEQ Practice Section
Division for CPA Firms
American Institute of
Certified Public Accountants



Preface

The AICPA’s program of self-regulation,
the focus of the Public Oversight Board’s re-
sponsibility, is a recent and little known addi-
tion to the activities of the public accounting
profession. Many people who should do not
even know of its existence. Few understand it
thoroughly. Many who benefit from its activi-
. ties possess but a partial knowledge of its
workings.

Members of the Board, some of whom
were involved in the program’s development,
have observed changes in the self-regulatory
program of the accounting profession, both
in concept and practice, as those who pio-
neered its implementation learned from ex-
perience what will and will not work, what is
and is not needed, what can and cannot be
accomplished.

Six years is littde enough in the history of
most enduring institutions. Yet because of
the substantial efforts that preceded the pres-
ent program for audit quality, the commit-
ment of participants, and the excellence of
leadership, self-regulation of the accounting
profession has come a long way. '

The Board believes its report for 1983-84
should include not only its report on the
activities of the past vear butalso a full descrip-
tion of the self- regulatory program as it exists
today and the way in which self-regulation is
viewed by those involved in its oversight. This
booklet fulfills the latter objective: a descrip-
tion of the nature, scope, and complexity of
the accounting profession’s self-regulatory pro-
gram, and the way in which that program
combines with other regulatory effors to pro-
vide maximum protection to the financial
and investing public. We do so both to clarify
the extent of the Board’s responsibilites, as
we see them, and to draw atention to the
profession’s efforts and the dedication of its
members. Perhaps even more important, we
desire to share with others what we have learned
about professional regulation.
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Introduction

In 1977, the accounting profession embarked on
a program for increasing the basis for reliance by
the financial public on audit opinions. It was a
unique experiment because no other profession
had then, or has since, adopted a comparable
program.

The new program called for additional con-
trols over the accounting profession. Those con-
trols were self imposed, conceived in controversy,
implemented under surveillance, and exist today
not without criticism. Nevertheless, the program
as it now stands Is an extraordinary achievernent,
although itis litde understood by many members
of the profession and virtually unknown to its
major beneficiaries.

Nature of Professional Regulation

During this relatively brief period, the ac-
counting profession has learned a greatdeal about
the nawre of professional regulation, Experiences
gained during the successful operation of the pro-
gram over the past six years have provided valuable
insights, new perspectives, and a clearer under-
standing of the nature of regulation and the roles
that different organizations play in attaining it

Regulation of professional practice is applied
atthreelevels: by the firtn, by the profession, and
by government. Each has the same goal— satis-
factorily reliable accounting and auditing services
to society. However, each of the three uses dif-
ferent means to achieve the desired goal One
means of reaching that goal is to punish persons
found guilty of fraudulent or otherwise unaccept-
able service. This is usually accomplished at the
government level by action in counts of law, and
by authorized regulatory and licensing agencies.
A second means of anaining the goal Is educa
tional in nature, and consists of the establishment
of professional standards, conveying these to
members of the profession, and assisting prac-
gtoners in complying with them. This is usually
accomplished within the profession by pro-
fessional societies and by individual practidoners
and firms. Thus, punishment and education are
two diverse approaches by which the goal of ade-
quate public protection is sought.

Within a professional firm, steps must be
taken to assure that its work measures up to the
expectations of clients and others, or the firm will
soon have diminished opportunity to serve. In
large measure, such expeciations are established
by the general level of work of competing firms.
Thus, competitive pressure, working through the
firm, is the prime mover for regulation at the
firm level.

Private regulation at the firm level is seldom
thought of as “regulaton.” Yet, more than any
other influence for the improvement of pro-
fessional practice, private regulation is present
and working. Self-interest should lead a firm's
management to rid itself of the incompetent, the
negligent, and the untrustworthy. Itis at the firm
level that most contdnuing education takes place,
that practidoners learn of new standards, develop-
ments, and opportunities for improved service. It
is also at the Hrm level that inadequate perfor-
mance of professional duties is most likely to ter-
minate a practitioner’s career.

Additional regulation takes place at the level
of the profession. Professional organizations
generally have as one of their most important
goals the elevation of the quality of professional
performance. Ethical and other standards, con-
tinuing education programs and professional
meetings, and provisions for censure and expul-
sion from membership are educational and puni-
tive efforts used to improve a profession’s service
to its various publics. The te beween pro-
fessional or peer regulation and private regula-
tion is a close one. Through acquaintances made
at professional meetings and programs, prac-
ddoners learn of new practices and procedures
found useful by others and by adopting these they
improve the quality of their own firm’s work.

‘The third level of regulaton— public regu-
lation—is imposed by government in a variety of
forms. Qualifying examinations, licensing pro-
visions, regulatory requirements, all represent
efforts by governmental authorities to assure satis-~
factorily reliable service to the public. Additdonally,
government regulation is characterized by inves-
tigations, legal actions, negouated setdements,
injunctons, and punishment
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To many people, the term “regulation” brings
to mind preeminendy punishment of those found
guilty of unsansfactory conduct and to them regu-
lation, 10 be effectivé, must have the characteris-
tics of government regulation. It is much more
useful and much more accurate to view regula-
tuon in its totality with private and professional
regulation having roles thatare equally as impor-
tant to that of government in attaining the goal of
meeting society’s needs.

To be sure, public regulation has unique
and important capabilities not shared by private
and professional regulation. The power of sub-
poena, the ultimate authority of government, the
waditions and practices of the judicial system,
and the rules for assuring fair treatment of all par-
ties to a dispute assure effectiveness and equity
well beyond the power or ability of either private
orprofessional regulation. On the otherhand, for
instance, the capacity of professional organiza-
tions and private firms to provide educational op-
portunities far exceeds anything government is
likely to find feasible. Chart A broadly sum-
marizes the activities at the various levels of regu-
lation of a profession.

For these reasons, regulation of a profession
requires the best efforts ar all three levels. No one
level of regulation is adequate alone. Indeed, no
one of them can substitute forany other. If society’s
needs are to be served, all three must be involved
and be effective.

This report describes how these regulatory
efforts operate and interrelate, and summarizes
the manner in which the Division for CPA Firms
of the American Insttute of Certified Public
Accountants contributes to professional regulation.

Genesis of the AICPA Program

During the decade of the 19705, some mem-
bers of Congressand the Securities and Exchange
Commission expressed concern regarding the
credibility of financial statements issued by pub-
licly-owned corporations and the reliability of
audiz reports thereon issued by independent ac-
counting firms. In the resulting discussions with
representatives of the accounting profession, ar-
tention was focused on the manner in which the
profession was organized, regulated, and dis-
ciplined. While the adequacy of financial account
ing standards and the accountng standard-setting
process were also questdoned, most of the criticism
centered on the performance of independent ac-
countants and the audit process.

In the view of its most vocal critics, the ac-
counting profession was of considerable public
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CHART A Levels of Professional Regulation
Leveis Activitios
Private regulation Education

by firms Market discipiing

On line, real fime supervision:

Peer mguiation Professionat stantdards

by protessionai Education

socisties Organizational discipiine
Public raguiation Parmission o practice

by government - Civit litigation:

investigation and punishment of
viclators of laws and regulations

importance but unregulated. On the other hand,
many accouniants thoughtadequate control exis-
ted through the SEC, state boards of accountancy,
the profession’s code of ethics, and the common
law governing contractual relationships. They ar-
gued that individual accountants and firms were
not free to do whatever they pleased because
competitive forces encouraged discipline within
firms, and the judicial systemn appeared entirely
adequate to hold accountants accountable when
investors suffered losses, allegedly because of
auditing or accounting failures. However, these
arguments did not satsfy the profession’s critics,

Peer regulation had existed for many vears,
commencing in 1887 when the first society of
independent accountants was formed. Named
the American Association of Public Accountants,
it was the direct predecessor of the American
Institute of Certified Public Accountants. At that
tme, the public accounting profession consisted
chiefly of sole practitioners operating out of single
offices with few or no professional staff. Conse-
quently, the professional organization’s rules were
then and continued to be applicable to individual
practitioners, not firms.

As business enterprises grew and expanded
across state and narional boundaries, the public
accounung firms servicing their needs also ex-
panded, many into larger and then into multiple
offices, and some into complex multinational
organizations consisting of hundreds of practice
offices and thousands of professionals.

During this period of dramatic change in the
practice of public accounting and in the size of
accounting firms, the organizations concerned
with peer regulation of accountants did not foresee
aneed for, and therefore did not create, a mecha-
nism to regulate public accounting firms. Rules
of conduct of state societies of CPAs, as well as
those of the AICPA, continued to deal only with



the conduct of individual members. Not untl
1977 did the AICPA create a mechanism to regu-

late firms.
In that year, responsive to public and Con-

gressional criticism, and over the objections of
marty accountants, the Council of the AICPA—its
governing body—accepted the challenge and es-
tablished a Division for CPA Firms. The Division
consists of two sections, an SEC Practice Section
{S8ECPS) and a Private Companies Practice Sec-
tion {PCPS}. Membership in cither section is vol-

untary. These sections provide the organizational
structure for the present peer regulation of the
activities of member firms. See Chart B,

The Public Oversight Board, independentof
the Division, whose members were to be “drawn
from among prominent individuals of high integ-
rity and reputation” was formed to oversee the
activides of the SEC Practice Section and repre-
sent the public interest in the performance of its
oversight function.

CHART B QOrganization of the Division for CPA Firms
Division
for
CPA Firms
Securitias
O\Mrs@i - Exchange
Board Comsmission
'f
PCPS Member Fims SECPS Metmber Fims /
| !
/
Joint 4
PCPS ; SECPS
Executive Ge‘gm'd*"gg;g Exacutive
Commitiee . ."f. Committee
Technipal Member -
Peer Beoviow issues Bervices Paor Heview ) ms“’t,a“ ;
Committee Committes Commitiee Committee Gmn?émm;?

* The SEC has oversight of the profession in general. The Public Oversight Soard generally serves as a liaison between the Securities
and Exchange Commission and the SEC Practice Section and coordinates aceess by the SEC to selected peer review and Board

workpapers,
** The Technical lssues Committes monitors AICPA technical committees and develops recommendations to these groups from the
perspactive of accountants who serve private companies.
*** The Member Services Commities develops and administers a program of PCPS member services.
**** ‘The Joim Coordinating Committee was recently formexi to facilitate coordination between the two sections i identifying and dealing with
common problems.,




Components of the Regulatory Process

A full program of regulation of accountants and
accounting should include provisions for the

following:

W Admission of qualified peopie o professional
practice.

B Establishment of generally accepted accounting
principles and professional standards for account
ing and audinng services and quality control

a Continuing education for pracricing accountants in
accounting principies and professional standards.

& Periodic and regular determination of compliance
with professional swndards.

u Investigation of alleged deficiencies in complying
with professional standards.

- @ Punishment of those found guilty of unacceptable
pracuces.

& Maintenance of adequate competition.

Chart C illustrates how all these varying
requirements are provided for. Note thatall three
levels of regulation are required if these goals are
to be achieved.

Private Regulation

The management of a public accoundng firm
has the responsibility wo prescribe appropriate
operating policies and practices. To be viable, the
firn must be competitive in its market area and
ensure that its policies and practices are in accor-
dance with standards established by rule-making
bodies such as the Auditng Standards Board of the
AICPA, the Financial Accounting Standards Board,
and the Securides and Exchange Compnission.

In addition, the AICPA Quality Control
Standards Committee in 1979 established a serof
quality control standards governing the account-
ing and auditing practices of accounting firms.
Each section of the Division for CPA Firms requires
its members to adhere to these standards. Thus,
each member firm must establish, rmaintain, and
enforce quality control policies and procedures
that provide reasonable assurance of compliance
with professional standards in the conduct of its
accounting and auditing practice. These quality
control standards are discussed at some length in
a larer section of this report.

CHARTC  Scope of Regulation of CPA Firms
Level Reguistory Organiations Principal Activities
Public Federsl and State Regulatory Agencies # License gualified firms and indlividuals to practice public
Regulation accourting
Fedami and State Courts » Regutate firms and individuais in practice of public
aeoounting
State Boards of Accountancy u Enforce laws and regutations
» Punish viciators of laws and reguiations
Poer AICPA and State CPA Sovisties w Promuigate and enforce rules of professionat conduct
Regulation AICPA Division for CPA Firms & Estabiish accounting principies and standards for
Voluntary Associations of CFA Firms accounting and auditing services and quality control
Private Sector Accounting Standard-Setters ™ Develop and offer continuing education programs
Financial Accounting Standards Board ~ ® AdMinister peer review programs
Governmantal Accounting Standards w investigate alleged audit failures
Board  Discipline those who viclate rules of professional condiuct
Private CPA Firms and Practitionets & Development and enforcamant of quality control policies
Regulation and procedures

» Continuous training of Smm personnet
m On-line suparvision




Regulation of the day-to-day actions of pare-
ners and staff members is accomplished more
effectively and persuasively by firm management
than by any other participant in the regulatory
process. Disciplinary measures applied within a
firm are rarely publicized outside the firm. None
theless, in our opinion, they are extremely effec-
tive. Responses to inquiries of firm representatives
made by the Special Investigations Commiitee of
the SEC Practice Section suggest that private regu-
lation is generally direct, immediate, and aimed
atimproving the quality of service to clients. Con-
trol over employment and compensation pro-
vides effective authority. Persons judged to be
inadequate in performance of their professional
responsibilities may be demoted, transferred, or
terminated. Those who do well are rewarded. In
sorme cases, remedial measures can be instituted
to improve personnel performance, to draw atten-
tion to policies and established practices, or 1o
strengthen policies and procedures judged to be
in need of improvement

For many firms, pride and professionalism
undoubtedly provide sufficientincentive to mon-
itor performance of parmers and staff members
as well as 1o establish and implement effective
policies and praciices. However, added incentive
is provided by competitive forces in the marker
place and by the desire to avoid the damage to the
firr's reputation and the other penaldes that
accompany lingation alleging noncompliance with
professional standards. Thus, much of the moti-
vation for private regulation comes from within
the firm and is directly relared to its economicand
professional success.

Peer Regulation

Peer regulation can occur only when prac-
titloners, through firms or individually, affiliate
with an organization that has as one of its pur-
poses the upgrading of professional performance.
In accountng, membership in such organizations
has always been voluntary so that acceptance of
peer regulation is a voluntary act. Independent
accounting firms that join the Division for CPA
Firms make a serious commitment to comply
with all professional standards and to make public
specified information about themselves. The most
far-reaching membership requirement—and the
one that permits both sections to obtain assurance
that 2 member firm is complving with professional
standards— requires the firm to have the ade-
quacy of its quality control system for its account-
ing and auditing practice and its compliance with
that system reviewed by independent peers every

three years and to make public the report issued
by the reviewers.

Without question, peer review is the center-
piece of the program of peer regulation of the
Division for CPA Firms. A peer review is carried
out under the supervision of a carefully selected
committee. In addition, peer reviews of SECPS
memberfimms are reviewed by members and staff
of the Public Oversight Board. Independent peer
reviewers evaluate and test the firm’s quality con-
trol system 1o determine whetheritis suitable and
appropriate for the firm’s accounting and audit-
ing practice and whether it is being complied
with. In the course of the review, the reviewers
examine the financial siatemnents and the audit
report and workpapers and other documeniary
material related to selecred accounting and audit
ing engagements to determine whether the firm’s
personnel complied with professional standards
in performing their work. In that connection, the
firm’s quality control policies and procedures
must be sufficiently comprehensive 1o provide
reasonable assurance of conformity with all
appropriate professional standards. The review
procedures have been thoughtdully designed and
tested 1o enable the reviewers and the Secton’s
Peer Review Commiuee to determine whether
the firm has an acceptable quality control system
for its accounting and auditing practice.

Members of the Section must report all li-
gation involving the firm or its personnel that
alleges an “audit failure” with respect ro an SEC
registrant. A special cornmittee {the Special Inves-
tigations Comrmittee) reviews each such case to
consider whether the allegations indicate the need
for corrective action by the firm or for recon-
sideration of professional standards. -

The programs of the Peer Review and Spe-
cial Investgations Committees complement and
supplement one ancther. Peer review determines
(1) the existence and adequacy of the reviewed
firm’s quality control system and (2) on a sam-
pling basis, the extent to which the firm’s person-
nel comply with it. The Special Investiganons
Committee follows up when specified allegations
indicate that there is possibility that a firmn’s quality
control systermn and compliance with itrnay notbe
as effective as the peer review may have found
them to be. Together the peer review and special
investigative processes provide the public with
additional assurance that member firms are ap-
plying rigorous professional standards in the con--
duct of their accounting and auditing practice. Al}
activides of the Section are actively monitored by
the Public Oversight Board.

Some regional and local firms band together
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