GILBERT F. VIETS

2105 NORTH MERIDIAN

SUITE 400

INDIANAPOLIS, INDIANA 46202

October 14, 2007

Advisory Committee on the Auditing Profession
Chairman Levitt, Ladies and Gentlemen:
You have my best wishes for choosing the right direction for the task you face. You are in a position to direct initiatives that can further human interests and free markets. It is a global challenge.   

The concern is the need for trust and confidence wherever open economies exist. Individuals have responsibility to look out for themselves, but there is continued risk of deception.  Management fraud and latent discovery of behavior perceived as fraud undermine confidence.  It is too common.  Five years after Sarbanes-Oxley, we keep finding things like widespread improper accounting for stock options and sub prime loans. It will continue. Global economy magnifies the risk. Idyllically, the auditing profession adds trust and confidence. 
The U. S. auditing profession is not operating in a country of unrealistic standards for finding fraud. Our courts, including state courts and citizen juries, do not subscribe to unrealistic standards. Not all agree, which is a shame because of the historical base of a system built on trust, personal responsibility and equal opportunity. Exemption from peer judgment is unnecessary, and not smart.

But, the following is true:

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. 

If the seven conditions listed above are not corrected, those served will suffer consequences of misplaced assurance. The audit profession should focus on serving the public, shareholders, business and employees. It should totally dedicate itself to communication of a clear picture for all, of financial position and results. It is not so dedicated.  

The inverse condition of each of the above items dictates the direction of actions which would get us to the preferred condition.  Some alternatives would be disruptive for the profession, so there should be debate.  But that is a better debate than is occurring today.  There are many speeches, papers and proposals about the profession in the U. S. and Europe today. They revolve around three issues for audit firms: 

1. Protection from catastrophic litigation

2. Mitigation of Independence violations

3. Mobility of practice

Each of the three issues is raised in two proposals made by our American Institute of Certified Public Accountants (AICPA).  One proposal relates to the ethics of auditor contracts that limit auditor liability.  A second deals with mobility of CPAs operating under State issued Certificates and Licenses. Enclosed are my responses to those proposals. I urge you to read these responses and consider merits of a very unpopular perspective among auditors. 

The profession’s proposals, blended into papers issued by the U. S. Chamber and the Committee on Capital Markets, pay far too much attention to what is best for partners of large CPA firms, not what is best for the public, business, shareholders, employees and the profession.  For a system that is failing its purpose, they do not propose solutions, only shields from professional responsibility. Superior answers exist to create a positive answer to the profession and those who depend upon it. 

The tension of audit risk to professionals and their firms must be maintained. Inadequate capital investment by audit firm partners, limitation of liability and friendly regulation, inappropriately direct audit work. These conditions create and transfer huge risk to businesses, shareholders, employees and the public. Misplaced risk lowers audit standards and discourages development of proper accounting principles. “Rules based” and “principles based” approaches suffer the same fate.  

Bottom line, four firms strung together as “international stop loss networks,” with a half million people, less than half of whom are auditors, and more than half of whom sell consulting services to the same market they audit, and whose organization and capital are designed as “tear away jerseys,” cannot hope to provide comfort to a global economy employing 2.5 billion people in 200 countries.  The result is predictable, inevitable and chaotic.

Sincerely,
Gilbert F. Viets

317 308 7915

gilviets@aol.com
Attachments (2)

ATTACHMENT I

RESPONSE TO AICPA PROPOSAL FOR LIMITING CPA LIABILITY IN AUDIT CONTRACTS

OCTOBER 27, 2006

OMNIBUS PROPOSAL OF PROFESSIONAL ETHICS DIVISION INTERPRETATIONS AND RULINGS

PROPOSED INTERPRETATION 101-16 UNDER RULE 101

RESPONSE 
Two questions underlie your proposals in the Omnibus Ethics Interpretation 101-16 under Rule 101.  They are:

1. Does a CPA firm compromise professional standards by including in the audit contract provisions that limit liability to the firm, or restrict avenues that could be used by third parties to pursue legal recovery?

2. Does performance of a CPA’s duty in compliance with other professional standards (in all material respects) mitigate a violation of the “independence” standard?

The First Question—Compromising Professional Standards
In the proposed ethical interpretation, the techniques presented are a small part of what should be considered. CPA’s do many things to manage risk, other than expanding their work.  Only the following techniques are the subject of this proposed interpretation: waiver of punitive damages, payment of legal fees, time limitations for filing claims, restrictions on assignment of claims, required alternative dispute resolution, limited discovery and waiver of jury trial.  These items are the tip of the iceberg (other than expanding work) to minimize legal risks.  The concern you raise applies to all the others. 

CPAs argue that these are mutual agreements, serving both the client and the CPA firm.  The fact is the agreements are normally presented by the CPA firms under firm policy guidelines; there is no room for negotiation.  “Big 4” firm partners have told me they will not do the work if clients do not accept their terms. 

You ask whether these types of provisions in the contract for an audit result in a member concluding that less work is necessary on an audit, because the risk of a bad audit is “contracted away.” Logic answers: “Do you put an umbrella down when rain stops?”

CPA’s do many things to limit their risk.  They organize as limited liability entities; they distribute all income currently and minimize capital in the firm; they have insurance programs; they lobby state and Federal legislative bodies to restrict liability exposure; they organize political support and make contributions to candidates who help them.  These and many other techniques are important to limitation of risk to CPA’s. And, these techniques, too, encourage performance of insufficient test procedures.

International audit networks should be considered by your committee.  When Deloitte includes the following comment on its website, what is the intent?  

“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.”  

Would Deloitte’s limitation of responsibility provide incentive to do less work on its audits? Publicly reported messages among Deloitte management in the worldwide audit of Parmalat suggest compromises may have been made.  Did an ethical condition contribute?  Does the AICPA have an obligation to speak up on this condition? Deloitte is not the only firm using this “border limitation of liability;” the question is not limited to Deloitte.

The AICPA is promoting, on behalf of members, unrestricted interstate portability of CPA licenses issued by individual states. Yet, most contracts for audits by CPAs specify the state under whose laws any claims and disagreements must be adjudicated. Seems inconsistent; CPA firms aren’t selecting the jurisdiction based on weather. Does this restriction have an effect on the work the auditor decides is necessary?

The concern that you have is whether such provisions might cause an auditor to do “…insufficient attest procedures in reliance on the belief that the member is protected…” 

Yes, it might. 

Results of the extensive study done by London Economics released last month are disturbing. The results bear directly on the guts of your proposed interpretations. 

One conclusion is that a large segment of the European market (over half on some key questions) believes that auditors reduce their efforts if the auditors are partially relieved of liability (e.g. proportional liability).  Do you think the U. S. market would believe any different?  If not, your new rules further erode confidence in audits. 

Anti Competitive Considerations
But your concern understates the problem, a complex problem which has different solutions for a profession divided into two economic regimes.  The two regimes are the “big 4,” first, and “all the rest,” second.  The ethics and economic impact for the groups are different. The AICPA argues that accounting principles for small companies should be different than those for large companies. Well?

The difference between the two regimes is that the “big 4” is an oligopoly; “all the rest” is not.  

Competitive forces (shopping) affect members of “all the rest” and protect the public interest.  Customers negotiate these provisions subject to your proposal (which many of “all the rest” don’t even use). Negotiating parties reach mutual decisions considered fair, prudent and free market based.  Quality and extent of work are factors in the negotiated deal.

The “big 4” has reputation, size, international network, self serving conflicts of interest and other characteristics to differentiate and control its audit market.  It audits companies that have 98% of U.S. public company revenue because those companies need the “big 4.”  The “big 4” behave as any other oligopoly to maximize profits. Prices are set tacitly, if not explicitly.  They act together to preserve their position, punishing members who don’t cooperate, as Jackie Spinner concluded in the February 2002 “suicide bridge meeting” in the Washington Post (May 12, 2002).  They review each others’ practices.  They lobby together on common issues and respond similarly to regulatory proposals. 

Like other oligopolies, this oligopoly profits if it reduces its marginal cost. The interpretations you recommend only provide cover for what the oligopoly is already doing to reduce its marginal cost. For the oligopoly these techniques increase profit and revenue by increasing the marginal work the oligopoly can profitably undertake, at the expense of “all the rest.”  

Marginal cost can also be reduced by doing less work on each audit, which the firms can justify with limitation placed on the liability exposure, a major cost for the oligopoly, but not so major a cost for “all the rest.”  More likely, though, the oligopoly will use its market power to expand the work on each client, increasing demand perhaps artificially, unnecessarily and unfairly.  This effect is seen in complaints populating many of the letters submitted by clients of the oligopoly in recent responses to proposals by the SEC and the PCAOB on internal control opinions.

Oligopolies just behave that way.  Some find it admirable. It’s certainly profitable if all members cooperate.  I wish we could all be there. So far, the Justice Department and the Federal Trade Commission have acquiesced. But, if one has concern for the welfare of clients, investors and the public, ethics requirements for the oligopoly (the “big 4”) should be different than those for free market competitors (“all the rest”).  

The CPA firms who should be most concerned about parallel ethical rules are “all the rest.”  The practices which are the subject of this proposal exacerbate the bifurcation of the industry and cost “all the rest” a lot of money.

Your proposal is not inappropriate for “all the rest;” just costly.  For the oligopoly, however, your consideration must take into account the lack of an “Invisible Hand… needed to promote the general interest.” 

A very disturbing conclusion from the recent London Economics study, by the members of the oligopoly about themselves, is that if liabilities were to “cut” partner income in one of the firms by only 15% to 20%, for only a three to four year period, the firm would collapse. Partners would simply move to the remaining firms with clients. As a practical matter, this is the simple result of a low level of individual partner capital investment and a very high level of partner income. It’s purely behavioral economics of an oligopoly.  This lack of commitment erodes confidence in auditors.  A Las Vegas odds maker would market the “when,” not the “if” wager on when another firm “fails.”

Oligopolies have their own natural ethics, and those ethics are unnatural and unsound for a free economy.  It can be disastrous for employees and investors.  Do you believe it is an ethical problem that should be addressed?
Concluding what ethical rules should say will take collective thought of smart people to get that answer.  Then, the question becomes enforcement. You are some of the people that should think deeply about the answer.

The Second Question—Mitigating the Independence Standard 

The second question does not pass the logic test.  It is the ultimate “slippery slope,” leading to a conclusion that an audit can be performed by the CEO’s Mom and Dad, as long as they perform the work “…in compliance with professional standards.” By the way, it may be true. But, the next question is, “Do we need outside auditors?” You best conclude one way or another that these proposed provisions do, or do not, create an independence problem.  The profession looks foolish concluding that an independence violation exists, but is willing to tolerate it. 

A solution with more logic is to conclude that “independence” is no longer one of the Generally Accepted Auditing Standards; only the other nine standards matter.  Are you there?  Maybe the question is, “Are you ready to say it?”  Leaving a weakened “Independence” standard leaves the profession open for all kinds of criticism after preaching for years that “INDEPENDENCE” is the Hallmark of the profession.” 

Your suggestion of mitigation of “Independence” calls to mind the joke about Moses’ report after negotiating God’s Commandments:  “Well, I got Him down to ten, but adultery is still in there.”  In the final conclusion of this subject, you want to say to the profession, “…Independence is still in there,” or “it isn’t.”  Your call.
Concluding Thoughts

The following is true today:

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.  

Your proposal touches each concern. 

The structure of this industry and its mission must change.  There are no political or public relations solutions.  Sarbanes-Oxley is a band-aid on the left arm, for a compound fracture of the right.  “After the fact audits” are useless in protecting investors, employees and the public.  Victims are learning that damage is discovered too late for protection. Don’t irritate the public by refusing to face the problem.

The AICPA should direct efforts at a future solution, not at protecting member firms from the waves of litigation that will never subside under the current structure and mission. The solution should consider the following:

1. The job is to get the facts and present them fairly. The job you should do is crucial. With good intentions, the accounting profession overreached.  CPAs want to “add value.” That is not the job of accountants and auditors.  Report value; accounting does not create it.  Don’t journalize non events.

2. “Compliance” with auditing rules and checklists issued by regulators quickly becomes the main audit objective, one which overrides the objectives of fairly presenting financial information and protecting the public.    

3. “Integrity” is the key. Don’t oversell ethics. There is a difference between ethics and integrity.  The cells at Leavenworth Federal penitentiary are full of people who live by their ethics.  Few of them have integrity.

ATTACHMENT II

RESPONSE TO AICPA PROPOSAL RELATING TO INTERSTATE MOBILITY OF CPA LICENSES

FEBRUARY 11, 2007
American Institute of CPAs– UAA

State Legislation and Regulation 

1455 Pennsylvania Avenue, NW

 Washington, DC 20004-1081  

William Strain, CPA

Chair

AICPA Uniform Accountancy Act Committee

National Association of State Boards of Accountancy-UAA 

645 Fifth Avenue – Suite 901 

New York, NY 10022

Andrew L. DuBoff, CPA 

Chair 

NASBA Uniform Accountancy Act Committee

To the Member of the Committees

Ladies and Gentlemen:
Thank you for the opportunity to comment on your proposal to increase mobility of Certified Public Accountants. I disagree with the proposal. 

 “Non notification” eliminates protective oversight by those who are supposed to do oversight, at a time when many perceive weakness in ability and intent of CPA’s to provide public protection. Even if Ohio and Virginia, two out of three states who have tried this approach, according to your statement of the argument, have no reported violations, your answer to the mobility question of CPA’s is too simple. The proposal’s simplicity (elimination) suggests that CPA’s, including those who are regulators, have abandoned the main reason for regulation: protecting the public interest.  Apparently, one-third of the states who tried your idea, did have a problem.  As an example of public concern, have you made the public aware that one of the big 4 is operating under a deferred plea agreement (guilty) on a felony, with the Department of Justice, and under a suspended license in Texas? They have no ankle bracelet. 

It is little comfort that the public benefit of the proposal is from lower cost because firms won’t have to comply.  Your commentary reminds us, “…problems arise with those who seek to avoid the board’s rules, rather than those who seek to comply.”  What logic, then, leads to a conclusion that rules should be eliminated? Neither is the proposed alternative comforting:  wait for the public to complain after damage is done. Imagine a proposal by the Federal Aviation Administration for airline pilots to review the “pre flight checklist” after the crash, to save costs on most flights. In November, 2006, the Journal of Accountancy included advice to firms, from the General Counsel of the AICPA, on how to “protect your firm from vicarious liability.” Waiting for damage to be discovered was not among his suggestions.  Why is it OK for public welfare?
It may be a good idea to review the controls framework of COSO, particularly for those of you who are regulators.  Look in your proposal for the control environment, the risk assessment, the control activities, the reporting and monitoring.  You will not find these attributes.  

 For the public interest, consider just a few issues which suggest a need for greater, not less, oversight by states.  The list is not comprehensive.

First, CPAs are not properly capitalized and organized.  Firms organize as limited liability entities, meaning payment of liabilities is limited to the invested capital. But, no requirement exists for any capital, disclosure of capital, and there is no regulatory review or audit of the firms’ financial condition. Nothing in the law prevents the owner/partners from fleeing the entity, when a problem arises, taking with them an assembled work force and undamaged friendly clients, to join, or form, another similar “shell” entity, leaving behind damaged clients, investors and employees.   

It is likely that many CPA firms, particularly the large firms, are “pass through” shells, distributing large cash incomes to partners who have little, if any, investment in the firm and whose personal assets are shielded.  As a result, individual professional and financial commitments are weak. Quality suffers. 

The “big 4” acknowledged in a recent survey conducted by London Economics: if liabilities were to “cut” partner income in one of the firms by only 15% to 20%, for only a three to four year period, the firm would collapse. Likely, it is their business plan. Partners would simply move to the remaining firms with undamaged clients. 

CEO’s of the big 4 accounting firms and two others with international networks published a paper last November called GLOBAL CAPITAL MARKETS AND THE GLOBAL ECONOMY: A Vision From the CEOs of the International Audit Networks.  The paper says “… the liability exposure of all current lawsuits outstanding against our networks exceeds our combined capital…”  The Committee on Capital Markets Regulation (a private group which includes CEO’s of two of the big 4) says in a November 30, 2006 report “…there are currently more than three dozen suits pending against audit firms involving tens of billions of dollars of claimed potential damages…”

Who are we to argue with the CEOs’ visions? This environment does not bode well for the “public interest.”

Second, CPAs are seeking Federal government protection.  The Committee on Capital Markets Regulation, referred to above, which includes representatives of the big 4 firms, has called for “…Protecting Auditing Firms from Catastrophic Loss…”  What about the public? One disturbing recommendation from this Committee is:  “…The Committee believes the Department of Justice should receive advance notice of all state indictments of…auditing firms with a national clientele and be able to prevent an indictment on the grounds of national interest.” 

Federal veto of state regulation?  In the national interest?  Or, imagined self-importance?  States issue certificates and licenses to CPA’s, not the Federal government.  Large firms do much work for state and local governments, not for profits, and non public entities. All affect the welfare of every citizen.  

Third, CPAs don’t want to be subject to laws of visited states. Large CPA firms require that interpretation of their service contracts be under the laws of a state the CPA firm identifies, not surprisingly, a state with law favoring the CPA firm. Citizens (clients and third parties) are at a disadvantage. They can’t rely on their own state’s laws, and they must hire attorneys familiar with the laws of another state chosen by the CPA.  It is expensive and difficult. This contractual requirement by the firms is a contradiction to the present proposal for the Uniform Accountancy Act: “We want you states to approve our unfettered access to your citizens, but we don’t want those same citizens to be able to rely on the laws of their own states.”

Fourth, CPAs are relaxing ethics rules. The AICPA Committee on Professional Ethics has proposed that no violation of ethics occurs when audit firms’ contracts require clients to forgo normal legal procedures.  The question is raised:  Do CPA’s do less than sufficient work if they contract away the risk? Many would say, “Yes.”  Look at the “Audit Risk Model.” They might be right.  

The ethics proposal says it’s appropriate to contractually limit CPA liability, require alternative dispute resolution, require private proceedings, make the client pay legal cost for the CPA firm, prevent client access to a jury trial, and other protective devices. Big firms now use these techniques, so it is interesting that a proposal is put forth to approve them as ethical.  The proposal says independence violations of auditors can be “mitigated.”  NASBA opposes the proposal.  The U. S. Securities and Exchange Commission, the Government Accountability Office and regulators of financial institutions oppose such contractual restrictions. States and local governments, major users of services of CPA’s, should be opposed. 

FINAL THOUGHTS
Now is not the time to amend the Uniform Accountancy Act in any way other than to improve protection of public interest.  Your proposal, coming when these other concerns are ignored, suggests your concern is protection of the firms.  That is wrong!

I suggest a significant change in the agendas for the AICPA and NASBA.  If states are to continue to be the party responsible for certifying the competency of individuals to be accountants, and continue to provide protection for the public welfare, State Boards of Accountancy must exercise sufficient control of and responsibility for behavior of licensees. States must resist attempts to reduce that responsibility.  It’s OK for states to do it in different ways; we learn from that. 

State Boards of Accountancy must concern themselves with the organizational structures under which CPAs collectively practice, and many other issues.  It would be irresponsible to cancel regulatory oversight in favor of passive feedback after damage is done, or to agree to Federal veto power of state regulation.  As long as owners of CPA firms have a greater interest in protecting their revenues (big) rather than their capital (maybe zero), they can have little interest in protecting investors’ capital and the public interest. When the audit risk to the CPA becomes loss of revenue, look out!

CPAs, through faulty leadership, show little respect to the public. They don’t want jury trials because they don’t trust judgment of peers. They want to serve broad markets, but confine responsibility to friendly borders, not the borders of the affected public.  They want to make the public financially literate, but don’t see it as their responsibility to learn how the public thinks. Truth is: CPAs have a responsibility to the public regardless of where they live, what language they speak, what their education level might be.  Unless CPAs recognize these responsibilities in practice, the profession will forever be fighting the public.

I hope most CPAs, in fact, want to be part of a profession that is highly respected for commitment to public welfare, competency and uncompromising INDEPENDENCE.  The Uniform Accountancy Act is a good discussion document, but not with proposals like the one put forward in this case.  There are good, fair answers to each of the concerns noted above.  It is those answers you should be discussing.
You have an important responsibility to the public and to the profession.  You job is difficult, especially if you are a CPA. Thank you for your efforts. I would be happy to meet with you to review my observations and suggestions.  Contact information is included below.

Sincerely,

Gilbert F. Viets


760 Wood Court

Zionsville, Indiana 46077-2025

317 873 1874 (H)

317 513 5407 (C)

gilviets@aol.com

