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Advisory Committee on the Auditing Profession,
Co-Chair Levitt, Co-Chair Nicolaisen, Ladies and Gentlemen:

Two assumptions underlie your work.  First, audits are better now than in 2001.  Second, capital markets will be severely disrupted if a big audit firm fails. Neither assumption is necessarily true.  

Concealed, massive sub prime problems and incentive compensation abuses, all generally preceded by clean reports on internal controls, show that audits have not improved. If auditors are not finding problems that should be found, they should adjust or fail. The world economy and capital markets will not collapse if one or more firms fail tomorrow.  The void may lead to answers that work.

It’s not unusual for government to be asked to search for special interest fixes, keeping the market and regulators from finding solutions that may be better.   

STRENGTHEN FIRM AND NETWORK FABRIC.
A question not addressed is: Is there correlation between audit failures and industry limited liability status created in mid 1990’s?  It was a dramatic change with little debate, not accompanied with a minimum capital requirement. Inadequate partner provided capital gives wrong incentives to auditors.  

Benefits of networks can quickly disappear without glue.  Legal choreography to dilute and complicate responsibility for failed audits is a plan. The network, its limited liability entities, the partners, the assets, can disappear in a moment.  Big firms do a good job of protecting themselves without help from Treasury.  

“Tear Away” jerseys are not designed to be mended.  Why would partners stay with a firm whose capital is gone, reputation diminished and network dead?  Why would a network stay with a U. S. firm in rehabilitation?  Revenue streams can be easily moved. If partners leave “in droves,” as predicted by the big 4, what choice does an audit committee and board have except to change to a firm not in rehabilitation?

Mr. Grundfest, who testified in your February meeting, may argue that no damage occurs if a firm collapses and partners move. There is a transfer of wealth from innocent investors harmed by audit failure to innocent successor audit firms, but no national economic loss. In rehabilitation, a firm must deal with damage claims to innocent victims.  If it folds, liability is capped. It’s a choice of who gets to recover. It all balances out in portfolios --if you have one. 

The dilemma is clear. Unless rehabilitation addresses cohesiveness, you will achieve nothing to help the public. You will have nothing to rehabilitate. But if rehabilitation is premised on preserving (actually, restoring) partner capital, small as it may have been, and high income, which it must do to succeed, taxpayers and investors become insurers of partner wealth, an inverse world, but probably where we are now. What’s the right mechanism?

IDENTIFY WHO IS (AND ISN’T) RESPONSIBILE FOR WORK OF AUDIT FIRMS.
A public company reported recently that it is changing auditors from Ernst & Young to Ernst & Young.  Confusing? If the partners have no more allegiance or contractual obligation to their firms than the network firms bearing the same name have to each other, investors should be told.  Deloitte’s web site warning (“As a Swiss Verein (association), neither Deloitte Touche Tohmatsu nor any of its member firms has any liability for each other’s acts or omissions.”) should be in its audit reports.

Who is “We” in “We have audited…?”  The audit report does not say “I have audited…” Investors look to the firm, not the partner.  Firms are limited liability entities, pieces of international networks, often pieces of U. S. networks.  The public investor would be better off to know who “We” is, and if “We” has any capital at risk after “We” properly reserves for known liabilities and concealed damage on failed audits.  “We” is a black box to investors, firm employees and probably many partners in the black box. 
Identifying the partner who signs the audit report adds nothing, just further obscures.  An audit of any big company must be a team effort.  Pride, for the right reasons, in the firm reputation is essential.  The most important person on an audit is sometimes the lowest team member in the field, with conflicted hopes for a career, looking at transaction detail and talking to people in departments of a company, trying to understand business reasons and validity of transactions that may be clues to an error or fraud.  These auditors see things partners never see.  No doubt, some of these auditors wondered, long ago, how uncollectible loans with no documentation could be packaged for sale at modeled “market.” (As with most financial statement errors, sub prime fraud had nothing to do with complexity.)    

A REAL WATCHDOG SHOULD DEVELOP METRICS ON AUDIT FIRMS.

Firms should report their “acceptable audit risk” and give guidance about what audit risk they will take that material problems will not be discovered. Audit committees and shareholders can then decide if it is acceptable.  If a firm’s acceptable audit risk is several times the size of the company being audited, will the firm play the odds or do the work? It’s a fair question.

Report “saves,” situations where, but for the auditor, the financial statements of a company would have been materially wrong. “Saves” are invisible to us. Auditors exist for “saves.” But, only their “misses” become public. “Saves” tell much about the auditor and the company, much more than indefinable “material weaknesses in internal control.” Mr. Burritt, CFO of Caterpillar, reminded us, “…Although auditors clearly play a vital role in the financial reporting supply chain, that role is at the end of the chain - after the accounting work has been performed…” Let’s get back to the “vital role.”

A former accounting firm chairman at the April 1 meeting doesn’t like metrics.  His firm sells benchmarking, best practices, quality and related services.  But, he says it’s a mistake for the auditing industry.  Think of the “liability exposure.”  It will be a “field day for plaintiff bar…”  “One person’s failure of judgment doesn’t represent a firm…” These words came from the meeting.  The PCAOB, the AICPA and the other firms on the committee seemed to support his concern.   

What data did they use?  After gathering data, Deloitte Touche issued an AICPA peer review report confirming the quality of Andersen’s audit practice in December, 2001. Little more than a month later, as reported by the Washington Post, the big 4 firms privately lobbied Congress against Andersen: “…Over crab cakes in the crowded restaurant, lobbyists for Deloitte & Touche, Ernst & Young, KPMG and PricewaterhouseCoopers made their case to Tauzin. They portrayed Andersen as an outsider, a renegade company with poor internal controls for catching bad auditors and bad audits.” One lobbyist was vice chair of the AICPA. 

But audit failures (channel stuffing, off balance sheet commitments, stock options, sub prime investing, questionable tax advisory service, contrived revenue, etc.) continued after Andersen. The Washington Post reporter suggested a motive other than quality: “…The lobbyists didn't mention that Andersen was also trying to save itself by urging broad reforms of the accounting industry, such as a requirement that the firms spin off the lucrative consulting practices that, for many, had become more important than traditional auditing…” 
Metrics revealing quality help. Company boards look at metrics to compare to competitors.  So do customers.  The Department of Health and Human Services compares care at hospitals by ailment.  Other government agencies and industry groups publish data about themselves. Metrics are possible; it’s good information. 

ADDRESS “SAFE HARBOR” PROPOSALS.
A Securities and Exchange Commission Advisory Committee is considering ways to improve Financial Reporting.  Among proposals is a prescribed “framework” for professional judgment.  A related question is whether a “safe harbor” should be established for accountants and auditors if the “framework” is followed, but professional judgment is later determined to be wrong.

Many say “no safe harbors,” no more than a driver should be exempt from further responsibility for simply driving within a school zone speed limit. Frankly, CPA auditors are paid to find mistakes, not follow processes. Processes do not, and should not, guarantee a path around “negligence.” The question is did someone get hurt because of something the professional did or did not do?  
It would be appropriate, arguably obligatory under your Charter, to comment on creating any “safe harbor” for the Audit Profession.   
FINAL THOUGHTS
Basic things need to change in auditing.  Unless they happen, disappointment will continue. We killed Andersen, and fear losing another.  We passed a law, never fully implemented it, and find it too burdensome. Bad accounting continues, and we make it interactive. Your debate has not changed my list of things needing to be fixed:

1. Professional accounting firms are not properly governed or capitalized;  

2. Nor are they committed to proper professional standards; 

3. The public deserves financial and qualitative information about CPA firms; 

4. “Independence” is routinely compromised in audit work; 

5. CPA Firm ethics are diluted to the lowest level acceptable among organizations permitted to practice as part of CPA firms; 

6. Regulation today is rationalization among “friends;” and 

7. PAC’s and lobbying have no place in this profession. 

Proposals, so far, only partially address the list. Before long, all will need attention.

Thank you for the continued effort and courage to do the right thing.  Your discussions have been thoughtful and serious.  You’re very smart people to whom we all look for help.

Sincerely,

Gilbert F. Viets

