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To:       Mr. Arthur Levitt, Jr.

            Mr. Donald T. Niciolaisen

            Co-Chairs

            Advisory Committee on the Auditing Profession

As noted in your Over-Arching Principles, the work of your Committee is “to promote and encourage prosperity and stability by both improving the quality of the audit process and audits. . “   Effort to improve quality of the audit process is supported by your recent establishment of the Advisory Committee.  
Emphases need to be focused on critical drivers of audit quality.  
I may likely be hopelessly “off key” but as I read your five- page Discussion Outline for Consideration by the Advisory Committee on the Auditing Profession I don’t find what I anticipated would be there.  Although it is reassuring to see Item 1, Consideration of Prior Recommendations,  the other four topics are essentially dealing with details related to the public accounting firms’ decisions, organization, focusing on matters such as licensing, liability, and governance, and the structure of public accounting..  
From my reading, there are two critical questions that seem to me to reflect fundamental drivers of success for a public interest service that are missing among the long listing of items in the Discussion Outline.  To some degree, there are some implicit assumptions related to these two questions.  .  These omissions are unwarranted given their potential power in the long range viability of the public accounting profession.
The questions are:  Should public company auditing be a profession?  and  Is the structure of PCAOB optimum in reflecting what was the intent of the Sarbanes-Oxley Act of 2002?   The responses to these two questions require more consideration than my brief comments provide:    

1.  Should  public company auditing be a profession?  
From a technical point of view auditors who audit publicly-owned entities are not professional given what is generally considered necessary for designation as a profession.  Thirty years ago there were challenges to the status of profession for public accountants.  The report published by a Congressional group was entitled, The Accounting Establishment  ( March 1977) . The Congressional group that wrote the report understood the meaning of profession.  I am not a sociologist; I know there are serious, scholarly studies of professions.  I haven’t reviewed the literature for the last five years.  At that time when I turned to the literature to understand more about professional status,   I found essentially the same criteria that characterized a profession as had been specified by Abraham Flexner in the first decade of the last century.  
A profession is characterized as a body of practitioners who have some degree of self-regulation, among other criteria.  At this point, it does not seem appropriate that there are countless reference to public company auditing profession.  The Subcommittee on Reports, Accounting and Management of the Committee Operations, United Senate was careful in their use of terms, thus, their staff study was titled as noted above;  in the body of the 1977 publication the reference is to public accounting industry.   Unfortunately, there seemed to be little response from the profession at the time of the Government publication, but possibly the deterioration in professional behavior had begun at that time.   
The PCAOB seems unconcerned about the reality of  profession, also.    In one report  there was a reference to the fact that auditors have always used judgment and the need to use judgment now is exactly the same as it always was.   The statement (which was better stated than my paraphrasing) stunned me.  Did not the staff of the Office of Chief Auditor understand that the situation is now different?  Did that Office not understand that the profession had been stripped of all self regulation, including audit standard setting and that the body that promulgated the standards (with SEC approval) is the same body that determines if the public accounting firm is adhering to rules and regulations?   Accounting firms seeking “further guidance” should have been anticipated.  The sense of independent professional judgment was forced aside as auditors attempted to learn exactly what was expected of them.   Once the firms “know” then they set up a checklist.
Such a response from auditors should have been no surprise.  Now, the perceived behavior of auditors during the performance of audits at Enron, WorldCom, Tyco, Adelphia, etc. undoubtedly was so disappointing that the thought that auditors could continue to be professional was not even considered as an option – even though the term continues to be used.   However, generally the public interest responsibility is supported by an unrelenting awareness of the significance of  individual responsibility.  That idea has been given no thought by the PCAOB.    As I think of the principal/agent relationship, for example,  in relation to that of a professional, I conclude that the professional practitioner functions within a framework that is somewhat different from that of principal/agent.  I say this in tentative style, but it makes sense since the agent has more clearly defined responsibilities that can be modified from the interaction of the two.
The decision that detailed regulation would replace professional involvement is worthy of serious, comprehensive reconsideration.  Personally, I would like to think of all public auditors as professional, but I don’t have sufficient evidence to make such a statement. 
The failure to study this matter in an objective, scholarly fashion is disappointing.   The comments made at Congressional hearings, by individuals such as CEO of Arthur Andersen and the accounting professor/dean head of Enron’s Audit Committee were  sufficient to raise serious concern that  professional behavior was less than adequate.
I am reminded of the pressures in the final decade of the 1800s to maintain accounting/auditing as a commercial activity.  There were successful auditing firms providing “any opinion you want.”  From my limited reading of the early history of public accounting in this country, it was a small group impressed with the structure of public accounting as a professional service in Scotland and U.K that was ultimately successful in establishing public accounting as a professional service in the U. S.  There was wisdom in that decision.  Now 111 years later, we have a significant group of accounting practitioners still thinking they are professionals when there is some question about their status. 

Questions to be explored:  What is the impact of technically nonprofessional status on the behavior of auditors who audit public companies?  What is” lost”, “missing”  in the current environment where a significant group of public accountants has  no professional involvement? To what extent does oversight have to be more intensive, more frequent, more detailed because of this nonprofessional pool of public company auditors? Is the current nonprofessional status warranted?  Is the idea of professional not relevant in today’s world for the external auditor of public companies?
2.  Is the implementation of Sarbanes-Oxley Act of 2002 optimum?  
There seems to be implied in the listing of concerns in the Discussion Outline that the PCAOB is a structure that is effective for what is needed.  SOX focused appropriately on the critical, pervasive weakness of the structure for oversight of public accounting.  Over the last 30 years, there has been perceived to be deterioration in responsibility for the public interest on the part of public accountants.  (The deterioration in professional behavior has been noted in many so-called professions; yet a new model for  professional behavior has not yet been designed or accepted.)  The implementation of Sarbanes-Oxley is flawed, even though the Act was a wise decision.   There is need for careful reconsideration of every aspect of implementation.  These are some of the concerns that come to mind as I think of an optimum structure for implementation of SOX:
Both standard setting and oversight provided by one body.  Is  it strange that a body that is so concerned with internal control among the clients of  registered public accounting firms and among the firms themselves has structured its responsibility to take on both rule setting for auditing and the oversight of those rules?    While the Act of  2002 did not mandate that PCAOB be the standard setter, at the April 2003 meeting of the Board, before a permanent chair had been selected, the Board quickly approved the proposal that they be the standard setter.  One Board member raised a question to clarify that the Board did not need to take on that task – it could be delegated.  The response to the question was that the task could be delegated.  There was no discussion; no comment about a working paper that empirically determined that this task was not being performed effectively and therefore must be stripped from the authority of the public accounting 

profession.  
Consider what has happened:  Since taking on the task, most of the PCAOB standards continue to be interim standards as of April 2003 (Yet the ASB has modified and/or rewritten a number of critical standards) and the PCAOB has essentially issued one substantively standard, PCAOB Standard 2, which was revised as Standard 5.  At this point, in the United States we are dealing with three sets of standards:  ASB standards for private companies that don’t report to the SEC,  Interim standards of the PCAOB (ASB standards, except for the changes made by PCAOB, as of April 2003, and PCAOB promulgated standards, approved by the SEC.

Now, we have what are referred to as Sarbox-Lite standards.  (See, for example, A Race to Finish for “Sarbox-lite.”, by Alan Rappeport CFO.com)  What are possible implications?   Consider a private company that seeks a significant loan from a bank with whom the company has not had prior business dealings.   Will the bank insist that the potential client undergo an audit according to PCAOB standards because using “lite standards” introduces too much risk?  Or what?

Auditing is a generic process.  It has been more than four years since the PCAOB began the task of setting standards.  A member of SAG at the last meeting noted that the PCAOB would not get a good grade as a standard setter.   

Questions to be explored:  What is the evidence that a fully new set of standards was required?  What are the potential problems with a second standard setter in the United States?   Is there no concern with redundancy of effort in standard setting now?  What is the justification for standard setting and oversight done by the same Board?  How are conflicts of interest addressed?

Strategy implied in the Act for inspections and the strategy adopted by PCAOB.  The Sarbanes-Oxley Act of 2002 was brilliant; it focused on a serious weakness in the total regulatory structure of the public accounting profession. That serious weakness was insufficient oversight to assure adherence to rules and regulations. 
What the Act seems to require.  I see the inspection process as the core contribution of the implementation.  I am not a lawyer; my interpretation may be flawed.  A serious, objective review of the process seems justified.   This is what the Act states: 

The Board shall conduct a continuing program of inspections to assess the degree of compliance of each registered public accounting firm and associated persons of that firm with this Act, the rules of the Board, the rules of the Commission, or professional standards in connection with its performance of audits, issuance of audit reports, and related matters involving issuers.   (Sarbanes-Oxley Act of 2002, Section 104 (a))

I read this to mean that the task is to assess the degree of compliance.   A careful interpretation of just that phrase leads to two implications:  

1. Compliance implies that there are criteria that are sufficiently objective

to provide a basis for making the judgment to determine if indeed the entity required to adhere to rules and standards has satisfactorily met such rules, that is,  has complied.   

2. To assess the degree implies that at the conclusion of an inspection

a statement is provided that indicates the extent to which the audit firm did adhere to rules and standards.

The interpretation implies that inspections are consulting engagements.  As noted in the 2005 Annual Report:
The inspection team takes a supervisory approach to oversight and seeks through constructive dialogue to encourage firms to improve their practices and procedures.  Every Board inspect that includes a quality control criticism alerts the firm to the opportunity to prevent criticism from becoming public. (p 9 of the

above identified annual report)

There is no clear compliance conclusion. In fact each inspection provides a disclaimer that indicates that generalizations are not warranted.  Noted in each report:
 . . . the Board cautions against drawing conclusions about the comparative merits of the annually inspected firms based on the number of reported deficiencies in any given year.  The total number of audits reviewed is a small portion of the total audits performed . . . and the frequency of deficiencies identified does not necessarily represent the frequency of deficiencies throughout the firm’s practice.

Even though there may be a number of serious deficiencies listed for issuers (merely identified as A, B, C, etc. . )  . . the inspection reports are silent about the criteria used for analysis of selected audits.   There is no evidence t about how a sample was selected.    

In practice, is the inspection process any more effective than was the peer review process under the auspices of the Public Oversight Board?  Given the recent disclosures of CEOs who weren’t sure about the extent of exposure re subprime mortgages, SIVs, and CDOs, serious questions can be raised about the adequacy of the internal control audits at some financial services companies.  (In checking the two such companies whose CEOs are no longer at the helm, I noted that there were unqualified opinions about internal control.)  It is noteworthy that at the luncheon to celebrate the 5th anniversary of Sarbanes-Oxley 
(July 30, 2007), the moderator, Mr. Nocera, asked Bill McDonough, whom he referred to “as happily ensconced at Merrill Lynch” a question.  In McDonough’s response was the following comment:     
My reading of the feeling of the business community about Sarbanes-Oxley is that audit committees are taking themselves very seriously as the statue requires.  Therefore, the whole rest of the board of directors does.  The fact that the CEO and the CFO have to sign each quarter that the financial statements are accurate certainly gets their attention  and rather than just say, “Well, I know they’re right” obviously they have to require, it varies in detail with the company, that the people who run the major units of a company are assuring them that the books accurately reflect reality.

 I have just read the transcript prepared by Neal Gross of that celebration of  the 5th Anniversary of Sarbanes-Oxley.   As I read the transcript, I wondered what the panel members would say in response to Mr. Nocera’s questions if instead of July 30, the date was November 30, 2007.  Norcera asked serious, relevant questions for a new body.  I guess at a “celebration” one should not expect objectivity or caution.  While there was a comment that back dating options would not happen again, there was a strong sentiment to support Chairman Olson’s view who noted “that Sarbanes-Oxley had achieved its intended goal:  restoring investor confidence. . .”    The uncertainty about level of actual  
problems in financial services companies, for example, continues to persist after several weeks of disclosures.  The weaknesses in risk management have been noted frequently in recent newspaper reports.   Yet, apparently the external auditors found no significant problems in what were likely to be highly vulnerable, significant accounts in the accounting systems of Merrill Lynch, Citigroup, Morgan Stanley, etc. 
Questions that need to be answered:  How effective is the inspection process?  Why is there no transparency in this process?  Why are reports primarily confidential?  Why is there no effort to determine quality of performance?  Why is there no effort to address the Act’s interest in determining “compliance”?  (Is it worthwhile to note the 2007 Report on National Single Audit Sampling Project issued by the President’s Council on Integrity and Efficiency.).  This statistical effort to measure quality deserves serious consideration.  There are problems, of course, with a single “score” or “grade.”  However, only attention to improving measurement is likely to provide useful information.  In this 2007 study 35 percent of audits were deemed to 
unacceptable.   At this point, we have no idea of how many public accounting  firms (names don’t need to be revealed) would get an evaluation of “unacceptable.” In fact from comments at the July 30 celebration few problems have been found in the public accounting firms.    Why isn’t the inspection process a division of the SEC? Would redundancy be reduced if PCAOB inspections moved to SEC?  Is it sufficient that the PCAOB be a consulting service primarily?   
The following addition to my comment is beyond the focus of your Discussion Outline, but the failure of  careful diagnosis is puzzling to many.  Should the following deserve attention:    
Need to consider why earlier requirements were not implemented.  While the Discussion Outline notes as item one, Consideration of Prior Recommendations, my plea would be to focus on why such recommendations were not heeded.  There continue to be questions about the failure of mandated requirements.   Public accounting is expected to be driven by a public interest responsibility.  Why was oversight so weak?  So ineffectual?  Let me just note two earlier failures of oversight:

1. The Foreign Corrupt Practices Act of 1977 amended the Securities and Exchange Act of 1934 so that public companies were mandated to be responsible for internal control.  Yet, the implementation of Section 404

of the 2002 Act revealed woeful neglect – and indifference – to internal control.  In one comment letter from the Big-4 firms to the first Roundtable session at the SEC, the leaders of these firms referred to

the inadequacies of internal control as a problem of “deferred maintenance.”  Yet, the professional guidance was clear about auditor responsibility for understanding internal control.

                      2.  The Public Oversight Board was charged with oversight.    Yet, a 

                           process that was seriously flawed was allowed to persist for more than 
                           two decades.    Its demise in the early part of this new century brought 
                           no analysis of why such a system persisted for so long and so 
                           ineffectually..

These two items are merely illustrative of the failure to undertake the expected objective oversight that is demanded by the public interest responsibility of public accountants.  

Claims of success immediately.   Consider the claims in just one comment letter submitted by the Big-4 firms: about the effect of SOX prior to the first Roundtable meeting in Washington in April 2005: 

As also noted in separate submissions by the undersigned firms in advance of the April 13 Roundtable, each of the firms has witnessed an almost universal increase in attention and commitment to internal control over financial reporting on the part of public companies since the enactment of Sarbanes-Oxley. Some of the firms also report that, in addition to the positive effect on internal control over financial reporting, the Section 404 process has benefited public companies and their shareholders by identifying efficiencies in business processes. In the firms' experience, the new reporting requirements also have generated a renewed focus on ethics, anti- fraud policies, and accountability (highlighted for emphasis). 
Given an auditing culture that seemed to support  the “don’t ask, don’t tell” position (strategy as noted in What the Corporate auditor is Told, A Plaintiff Could Exploit, (NY Times, Friday, September 23, 2007) that was common prior to SOX, it seems amazing that there could be the significant shift to “renewed focus on ethics, anti-fraud policies and accountability.”   As you read the annual reports of  entities such as Citigroup and Merrill Lynch, you find unqualified opinions for both internal control and financial reporting.  Both discuss their attention to risk management.  Yet, the recent disclosures of  accounting for subprime and related mortgages, CDOs and SIVs  as well as the extent and nature of risk management raise serious concerns about the validity of annual financial reports.  (One recent poll reported in the Wall Street Journal noted that 7 percent of the respondents found financial reports reliable.)     

Implementation based on opinion.   Consider that there was no published assessment of auditing standards before the PCAOB determined (in April 2003) to be the audit standard setter.  There was no serious, comprehensive investigation of audit failures to identify the nature and extent of auditor knowledge of pervasive frauds in the audits of entities such as Enron, WorldCom, Adelphia, Tyco, etc.  Failure to gain empirical understandings of behavior of firms leaves groups, such as your Advisory Committee and PCAOB’s SAG, using their conventional vision, as well as opinions, as the basis of decision making.  I continue to wonder why in December 1938/January 1939 when the McKesson & Robbins fraud was disclosed there was a serious, thorough investigation; yet almost 70 years later, there appeared to be no need for systematic investigation of a cascade of insufficient audits before there was a significant shift so that public accountants who audit publicly owned entities are no longer technically members of a profession..    

I extend to the Advisory Committee best wishes.  I trust the members bring to the task a genuine commitment to consider the structure for oversight that will motivate the style of behavior among auditors that enhances respect for unrelenting adherence to professional standards with full awareness of a serious, public interest responsibility.  The task is not an easy one. .   There must be among public accountants some with the in depth understanding that seems reflected in CEOs such as Mr. Thain or Mr. Dimon.   How reassuring it is to read, for example, that Mr. Thain “dips into the details of the businesses he runs. . . . . “   Aren’t there some partners in public accounting firms like that?   Leaders who have a deep respect for public interest responsibilities, know the field, and have a vision of what is needed must be identified.  There must be such leaders among the population of  public accountants in the U. S. 
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