June 16, 2008
Mr. Arthur Levitt, Jr.

Mr. Don Nicolaisen

Advisory Committee on the Accounting Profession

Office of Financial Institutions Policy, Room 1418

Department of the Treasury

1500 Pennsylvania Avenue, NW

Washington, DC 20220

Dear Mr. Levitt and Nicolaisen:

This is my third submission to the Advisory Committee on the Auditing Profession. The following comments address issues raised in Addendum to VI. Firm Structures and Finances of the draft recommendations by The Department of the Treasury Advisory Committee on the Auditing Profession. My previously submitted comments can be found at The Department of the Treasury website. 

As in the earlier letters, I speak only for myself in this letter and not for any of the individuals or entities with which I have been associated or any of their personnel.
 
The Addendum includes four recommendations: improvements to the auditor’s reporting model; engagement partner signatures and proxy disclosures; transparency; and, litigation. Litigation is clearly the most substantive issue and is addressed first.
Litigation:

There are two parts to the recommendation: (1) the transfer to federal court jurisdiction of some categories of claims against auditors, which presently may be brought in state courts; and, (2) the request that Congress develop a uniform standard of care.
Standards of Care –

I understand that access to the federal courts already imposes a somewhat higher pleading hurdle for investors than that of some state courts. Just how high should the hurdle be when pleading an auditing case before any court: state or federal?
Audits are performed, in large part, to provide assurance that management does not introduce material errors or fraud into the financial reports. Auditors are hired with the expectation that they possess two characteristics: competence and independence. Competence and independence are expected to result in the auditor’s use of the best available knowledge, tools and skills to plan and execute an effective audit to reduce the probability of material error or fraud remaining in the financial reports. Independence is expected to allow the auditor to make professional judgments based on the data obtained from the resulting audit, judgments that will not be biased in favor of any stakeholder.
As auditors are hired with the expectation of and for their competence and independence, auditors should be held responsible for failures in competence and/or independence. The degree of responsibility and related sanctions will vary across a range of failures spanning simple negligence, gross negligence, recklessness, and effective or direct participation in fraudulent behavior.

Judgment is required to determine whether the auditor was effectively or directly involved with fraudulent behavior. Auditors, because of their unique role, should be severely sanctioned if fraud is established. A perhaps even more nuanced judgment is required in deciding when simple negligence rises to the level of gross negligence or to reckless behavior. Because auditors are hired for their competence and independence, gross negligence or recklessness in the application of their competence and/or exercise of their independent judgment are valid conditions for litigation.
The degree of sanction in cases of gross negligence or recklessness should be graded on the basis of the circumstances including: whether the best available knowledge, tools and skills necessary to the circumstances were competently applied; the ability of these best available tools to identify material errors and/or fraud when present; the effectiveness of a management effort to hide material errors or fraud; and, whether any negligence rises to the level of gross negligence or recklessness. In addition, considerations should be given to the auditor’s proportionate contribution to investor losses and consideration of the current and anticipated rewards to the auditor compared to other participants related to the failure.
Auditors will be more willing to accept these judgments in a litigation environment that includes a knowledgeable judiciary capable of consistent and fair application of the law. 
Knowledge, Judgment and Consistent and Fair Application of the Law –

An objective in assigning certain auditing related cases to the federal court system may be the belief that the a more knowledgeable judiciary is to be found in the federal court system and that this will lead to the more consistent and fair resolution of individual auditing cases. In principle these attributes should lend credibility to any litigation system and should be valued in all areas of the law and by all litigants not only auditors. 
This raises a number of questions if the recommendation is pursued. Is there evidence that the federal judiciary will be more knowledgeable, consistent and fair? Is audit based litigation sufficiently different in some identifiable respects from other sources and subjects of litigation to warrant the special treatment inherent in this proposal? Will investors be deprived of access to the courts by this recommendation? Will Congress consider the trade-off of investor access and the more consistent and fair treatment for auditor’s as sufficient to warrant the loss of investor access?

No matter how these questions are answered, recommendations that may impact investor access to state or federal courts in audit related cases should recognize that auditors are hired for their competence and independence. Failure to possess the requisite competence and independence or failure to apply the requisite competence and independence to the planning and execution of the audit and to the judgment process should be grounds for suit and sanctions in either state or federal court. Any recommendation by the Committee should be careful not to unduly restrict access by investors and other users to the legal system by erecting hurdles of convenience or hurdles that would create incentives for auditors to act in a manner that may negate the expectation of their competence or independence. 

Recommendations –

If a move to the federal courts will result in a more knowledgeable, consistent and fair process for auditors and does not unduly limit access by investors, the recommendation should be considered. 
However, it seems that a complete recommendation would address not only the access issue, but also include a clear statement as to any change sought in the pleading standards from those currently faced by investors. If no change in investor access is intended, as suggested by one Committee member at the most recent public meeting, this should be made explicit. The Committee’s current written draft request seems to me ambiguous on this point. If a request for a change in the pleading standards are expected to follow from acceptance of the access recommendation, the Committee recommendation should include this fact and preferably, an explicit recommendation as to what the Committee considers an appropriate pleading standard.
Improvements to the auditor’s reporting model:

As I stated in my first letter to the Committee, I believe that public company auditing should be organized in such a way as to promote the prevention and detection of material accounting errors and fraud. If the “new” report content explicitly acknowledged these responsibilities, the report will be improved. On the other hand, if the revision of the report focuses primarily on enumerating the auditor’s limited capability to discover material error or fraud, a revision of the report will likely reduce the report’s value to users. Without a forthright statement of responsibility an enumeration of limitations will be viewed as an effort by the profession to retreat from its responsibilities to the user. A reasoned recognition of the actual limitations faced by an auditor in planning, executing and making the difficult judgments necessary should be considered in the report after a clear and unambiguous statement of the fundamental responsibilities. The resulting report should continue to make a clear statement or, possibly statements in a revised report, about the auditor’s opinion(s) as to the fairness of the resulting financial statements.

Engagement Partner Signatures and Proxy Disclosures:
Requiring the engagement partner to sign the audit opinion and the recommended disclosure of the name(s) of the senior partner(s) in the proxy statement may be viewed as of little consequence if those identified face no enhanced responsibility or risk. I agree with those who point out that the firm must stand behind those who are directly involved in the audit. I would oppose anything that reduced the firm’s commitment in this respect. 

Nonetheless, the personal signature and identification in the proxy statement might have the effect of focusing the attention on those named individuals on the potential future consequences of a badly done audit. Knowing that any failure will be clearly and unambiguously associated with the named individuals and that the veil of the firm will not be there to obscure their responsibility may be of value. Something similar occurred when senior managements were asked to sign-off personally on internal control and disclosure systems effectiveness.
Transparency:

Greater public transparency should be required. The exact nature of what should be made available to the public and that information that would be reported to the regulators, but not made public, may require additional discussion and debate. For example, I am convinced that the firm’s should provide complete financial statements based on either one or the other of U.S. GAAP or IFRS standards should the IFRS standards prevail. While reports should be submitted to the SEC and PCAOB, I am not sure that I would conclude that this information needs to be made publicly available. 
Greater financial transparency can clearly contribute to a better understanding of the risks of a firm’s financial failure and inform regulators asked by the profession to provide enhanced financial protection. This is also information that will be necessary to implement any firm recovery recommendations such as those already proposed by the Committee. 
Other quality related metrics, short of a complete financial report, may be sufficient to provide the public with insight into the quality of work as well as to create additional incentives for the firms to perform high quality audits. 
The choice of disclosures should contribute to: enhanced incentives for the profession to perform high quality audits; a greater ability to gain insight into whether a firm is capable of delivering a quality audit; a greater insight into whether a firm does deliver on a standard of quality; and, the ability to effective oversight and regulate of the profession.

I hope the above observations are useful to the Committee.

Sincerely,

Andrew D. Bailey, Jr., C.P.A., C.I.A., C.M.A., C.F.E.

Professor of Accountancy—Emeritus

And

Director: Human Resources Group

Grant Thornton LLP

928-634-0487 Phone

928-451-1392 Cell

jabaile@uiuc.edu
Andrew.baileyjr@gt.com
cc: file
� Upon retirement from academe in 2002, I had completed nearly 35 years as a professional academic accountant. Prior to retirement, I served one year as an Academic Accounting Fellow at the U.S. Securities and Exchange Commission (2000/01). After retirement from academe, I returned to the SEC as the Deputy Chief Accountant (Professional Practice) for two years (2004-2005). My responsibilities as Deputy Chief Accountant focused on the professional practice of auditing SEC registered public companies. The duties also included oversight of auditing standards development by the PCAOB and handling independence issues coming to the Commission. Subsequent to leaving the Commission at the end of 2005, I accepted a part-time position with Grant Thornton LLP as a Senior Policy Advisor. I hold certificates as a C.P.A, C.I.A., C.M.A. and C.F.E.
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