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July 8, 2008

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

Auditing firms have given the committee helpful financial information.  In many ways the data supports their claims; in others, it begs questions. How (and when) did the auditing industry get to this point and what else should we know? Why has the Public Company Accounting Oversight Board not been screaming if they have seen this financial information? Nothing about this has been in review reports. Did most of this happen after Sarbanes-Oxley, or before?  Does this information include the impact of lawsuits and exposure from the sub prime lending problems, or is that still to come?  Does it include non audit litigation, e.g. tax shelter abuses? 

The recent letters from Deloitte and Ernst include aggregated information for the biggest six firms.  The information illustrates cataclysmic liability exposure faced by the firms.  The situation is alarming. Deloitte and Ernst use the presentations in support of striking, unprecedented actions to assure prolongation of the present audit model.  

If the six firms were to have financial statement audits, warnings of “going- concern” would be required because of the size and immediacy of the problems they face. Even Ernst & Young warns in their letter, it is a matter of when, not if, another firm fails.  

One can understand why audit firms resist transparency that would make the public, clients, college students being recruited, and, maybe, their partners and employees aware of this circumstance which casts further doubt on the effectiveness of audit work.  But, where is the PCAOB? 

Something is awfully wrong.  The magnitude of this litigation is more than failure and unfairness of our court system.  Lawyers, courts and juries make mistakes, but there is a process for correcting those mistakes.  Not all lawyers who represent plaintiffs are scoundrels; nor are all auditors. Some plaintiffs are wrong, but not all. There has to be another problem, e.g. consistent quality, independence and improper incentives.  It raises the question of how the firms have managed risk. The audit firms say action is needed. That is an understatement! It is kind to call the situation fragile.  

The proposed solutions from the auditing industry seem one-sided, casting blame on others: 

1. Cap auditor liability 

2. Limit access to courts for damaged parties 

3. Require alternative dispute resolution 

4. Provide government (i.e. taxpayer) insurance for the firms

5. Federal veto of state indictments

6. Assure no exposure to juries of peers

7. Safe harbor for “professional judgment”

Before saving the firms as they are, or passing these solutions and data to Congress, the Committee should consider the data.  Remember, some prepare financials using Generally Accepted Accounting Principles; some do not.  Some show the data to their partners; some do not.  Some do it monthly, some quarterly, some never. So, when you consider the aggregate data, understand the “apples” and “oranges” that form the composite. The information could stand refinement before rushing to answers based on data not fully understood.

To be blunt, though, the character of the data is overwhelming and refinement is less critical.  If someone owes you a few thousand $’s, whether they have a deficit of $50 billion or $100 billion makes little difference. You’ll be lucky to be paid.  Neither of you benefit going to trial. You both want a private deal, secret from, and ahead of, other creditors. 

Further interpretation using the firm information reveals:

1. The firms are not primarily audit firms.  Consulting revenues are 1 ¼ times audit revenues.

2. Partners in these firms earn in cash, after taxes, the entire balance of paid in capital in about nine months. 
3. Partners return on paid-in capital is about 187%, pretax. 
4. Paid-in capital does not reflect net worth for the firms.  The firms are probably underwater financially.    
If the six biggest firms have only $3.7 billion of paid in capital ($5.8 billion of capital, less $2.1 billion of earnings being distributed), than a reserve of only 2.6% of litigation claims of $140 billion (and this is only the cases over $100 million) wipes out paid-in capital.  Considering the firms’ fear of courts and peer juries, and their commitment to settling claims rather than defending them, a 2.6% reserve does not seem realistic. If true, the firms are substantially underwater.  The transportable resources of the firms (partners, employees, and client relationships) can be relocated to other entities in a moment, leaving creditors, including plaintiffs, holding the bag.  
The business model is not sound.  It should not be sustained. It distorts responsible behavior within the firms.  It biases management and their partners to honor revenues, not investor protection, as the critical path to decisions. It, therefore, threatens “independence.” 

Revenues preserve partner distributions (the 187% return), including the final, perhaps ethically abusive, distribution of what was “paid in” capital, long since gone. Only creditors’ capital remains. 
For retiring and departing partners, recovery of paid-in capital and retirement pay is a bonus. It is paid at the expense of getting some new, aspiring accountant into the firm as a partner, hoping it lasts, and creditors who have no insight to firm balance sheets.  Last one in has the problem. The model has characteristics of a Ponzi scheme rather than one of stewardship.

The business model must be changed. It is arguably irresponsible and immoral. The model has caused significant damage to investors and the economy.  Unchanged, it will cause disaster.  The U. S. economy may not be able to take another sub prime mortgage problem, unquestioned under this model. 

In October, 2007, my letter to you warned:

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. 

I sincerely thank the firms for the disclosures made in these recent letters. It provides a base from which to start. Many want to help. I do. Most would like to see the answer come from the private sector.  I do.  But, the answer has to be one we can trust. It will not come from proposals based on lack of trust and blaming others. 

Auditor “independence” is paramount.  It must be very, very strong.  It must be real.  Independence is not real, now, for several reasons, but primarily because of consulting services and the firms’ financial condition.  There are several ways to resolve the problem, some more painful than others; there is no choice but to fix it.
Sincerely,

Gilbert F. Viets  

