To: The Advisory Committee on the Auditing Profession

From:  Donald H. Chapin


 DonChapin@gmail.com
Subject: Comments for the Draft Report and the Draft Report Addendum

My qualifications are mentioned in the footnote below.

My comments are limited to these subjects:

Liability Reform

The Advisory Committee should not consider liability reform until it has decided on what should be done on the other issues it has raised. Reforms with respect to those other issues can and should enhance investor protection in ways that will help define appropriate changes in auditor liability.

Auditor Independence

Existing standards should be revised to state unequivocally that auditors are ultimately responsible to investors and other users of the audit report, and to the independent audit committee as long as that does not compromise auditors’ ultimate responsibility. The notion of any responsibility to management should be removed. 
Fraud and Internal Controls

Fraud and internal control standards should be revised to require specific procedures to identify and deal with management fraud risk. The provisions of SAS 99 and AS No. 5 do not sufficiently protect against management inspired fraud. This risk may be even greater today than it was in the days of Enron because new more sophisticated ways to commit fraud, or near fraud, are being found, and the pressures on management to improve reported earnings may be even greater than before. 
 

Substance of Transactions

While specific rules are absolutely necessary, standard setters cannot keep up with new financial engineering schemes. Enron as well as the present financial disasters we are experiencing today are partly the result of auditor failure to determine the substance of transactions and require appropriate accounting. In the absence of appropriate rules, stronger substance requirements are necessary so that the substance of transactions takes precedence over rules that do not result in accounting for economic reality.

Signing the Audit Report and Possible Limitation on Firm Liability
In my experience (as a signing partner for Arthur Young &Company and the GAO) nothing so focuses the mind on “getting it right” as having to sign the audit report. The responsible audit partner and the concurring partner should be required to do so. 

This signing requirement should permit some limitation on firm liability if: (a) the firm’s auditing manuals and training programs were appropriate, (b) the guidance provided to the signing partner by the firm’s technical people was appropriate and (c) there were no firm sponsored disincentives to perform in less than a totally professional manner. In sum, if the firm was in no way complicit in an audit failure, then it would be reasonable to limit the firm’s liability to some degree.

The Audit Report Should Continue to be a “Pass” or “Fail” on the Financial Statements and Internal Controls

This kind of professional judgment is what most users of the audit report need, not any kind of qualified opinion. This is not to say that key risks, measurement uncertainty, judgmental areas, etc. should not be mentioned in an explanatory paragraph (and referenced to footnotes with necessary detail) in the audit report. With that kind of information the user, aided by annalists, brokers, rating agencies, etc. can evaluate the strength of a ‘Pass” by the auditor.

Respectfully submitted

Donald H. Chapin

June 9, 2008
� Positions as a practicing CPA: Client handling and technical partner of Arthur Young &Company; Business Consultant on M&A and management controls; GAO Assistant Comptroller General for Accounting and Information Management, and Chief Accountant; Financial Management Consultant on Enron and Tyco issues, and on auditing functions; and, recent and currently, Audit Committee member of the Smithsonian and the District of Columbia.


  Professional Committees: AICPA Auditing Standards Committee, Federal Accounting and Auditing Standards Boards, Public Sector Committee of International Federation of Accountants, Accounting and Auditing Committee of NASADQ , Standing Advisory Group of PCAOB





� Specific recommendations were sent to the PCAOB on 6/23/06, and included as a separate memorandum in my response to SEC File No. S7-11-06 on 9/1/06.





