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

You are performing a valuable step to remove a major problem for U.S. business and U.S. citizens. Your efforts are appreciated.  Please consider alternatives to what has been proposed.  The answers presented so far do not get to the bottom of the difficulty. 

Below are thoughts that may work.

1. Strictly enforce “independence.” Don’t cloud or take the edge off independence, in fact or appearance. Public officials; insiders; officers of public companies and labor unions; officers of not for profits; priests and spouses all make commitments to limit activity in which they could otherwise participate.  We admire that commitment and we expect them to comply, at great cost if they do not. The public gives CPAs the opportunity to earn much money through professional licensing and grants of authority to audit public companies; CPAs should never subject the public to the independence risks like we’ve seen at TIAA/CREF, Peoplesoft and Best Buy.

2. Restrict non audit practices. Two of the big 4 are among the largest lobbying firms.  How do these activities contribute to good audits when their efforts are as paid advocates for the positions of industry groups, boards and managements of audit clients, or those who could be?  Are the positions advocated and the candidates, supported on behalf of clients and industry organizations, consistent with the interests of minority stockholders, bondholders, banks, employees, labor unions, tax authorities and other stakeholders who look to the audit firms for independent assessment?  Leave politics and advocacy to companies and people who are paid to be not independent.  Lobbying is only one example of conflicted behavior.  All need to be critically reviewed.     

3. Require public financial information of multi-disciplinary CPA/audit/consulting firms, and sufficient capital.  Audit committee members and regulators must consider what incentives drive the auditor.  Just as the Capital Investment Committee wants to assure a contractor constructing a new plant can pull it off, the Audit Committee needs to know the strength of its audit firm. Audit committees need to ask, “What backs up your opinion on these financial statements? When would the partners abandon the job because their investment is gone?”  Such questions are not some form of “voyeurism” as suggested by one of the big 4 representatives; they’re good business.  

4. Prohibit international, sole source networking of multi-disciplinary CPA/audit/consulting firms. Second tier U.S. firms will develop rapidly if we follow this course. Major non U.S. firms can begin to use Crowe, McGladrey, BDO, BKD, Grant Thornton and many others to audit more of the U.S. operations of non-U.S. companies.  Too often, non-U.S. auditors are driven to use the one big 4 firm with which they have an alliance. Also, U.S. firms, including the big 4, will be able to choose from among non-U.S. firms for specific international U.S. clients, giving proper consideration to independence issues, industry expertise, audit committee comfort and the unique challenges of auditing sovereign entities.  Review and acceptance of the work of non-U. S. firms will be more robust and active. 

5. Establish a National Trust fund from capital assessments on partners of U.S. firms approved to do audits of public companies. Partners in U.S. firms deriving more than half their audit fees from public company audits should be required to personally commit a minimum of one year, after tax, income to the fund, recoverable five years after they retire or leave a firm to allow for concealed damage of failed audits.  The fund should be used to help cover public losses incurred due to audit firm failure. As limited liability entities, primarily partnerships, today’s private firms have no incentive to protect the public with capital investment.  The regulators and Congress have never established minimum capital requirements, perhaps a cause of non insurability.  Besides professional commitment and responsibility, personal investment at risk is an enormous incentive for “truly good faith judgment.” Auditors must focus on protection of investment, not protection of their own revenues.  
What’s wrong with the industry proposals?

Industry proposals don’t address problems that exist; and, we haven’t experienced the alleged problems the proposals address.  “It will get you to the scene of the accident...” is how a wise pilot described the second engine of a small twin engine plane, if the first fails.  The industry proposals do about the same.
Only government, controlled at the ballot box, enjoys exemptions as great as now suggested by these firms.  The firms ask for:

1. Limited liability beyond the limited liability status already granted to them in the mid nineties.  

2. Safe harbor from litigation and prosecution for undefined “good faith judgment” proven to be wrong.
3. If litigation is pursued, recovery by the public to be limited.  

4. Federal government to determine who, or if anyone, can prosecute a claim or a criminal charge against the firms, even for claims isolated to a state’s citizens and jurisdiction.  

5. Redefinition of “independence,” to a softer, friendlier, more permissive meaning, because the firms fail to meet their own celebrated standards.  

These proposals counter common sense, historic values and the job that must be done. The firms provide no evidence that any firm has succumbed because of litigation settlements, jury awards, criminal prosecution or exposure to multiple jurisdictions.  Where are the supporting examples of the bad court decisions? Where has good accounting and auditing been found guilty?   
We are hostage to a profession that has grown and consolidated beyond our capacity to easily regulate it and, now, beyond our comfort to let it absorb normal business responsibility and market risks. Consolidation has driven it to the position where independence is easier alleged than done. The “big 4” is captive to their own shaky situation. They have purposely designed structures to fail responsibility. 

You have highlighted how perilous the circumstance is.  Financial statements provide the base from which we (individuals, pensions, charitable foundations, collective funds, banks and others) make decisions as to where to endow our future.  If the statements are wrong, decisions are wrong. Confidence is lost. 

We must establish a stable, reliable means of providing assurance if we believe that some sort of independent verification of financial position and operating results is necessary.  We do that through good internal controls, good accounting and reporting standards, independent auditors, audit committees and stern penalties for not doing the job properly.  Stern penalties include possibility of firm failure. Few endeavors affecting our economy are more vital than what you, the Committee, are doing to consider these proposals. 

Sustaining a shaky state of affairs is not the only solution; it is not a good solution. Even if the big 4 is well meaning, we should be suspicious of any group claiming to be so essential that exemption from responsibility and accountability is needed as a means of its survival.  Solutions to the dilemma must be fair, practicable, creative, broad based and manageable by our oversight bodies (United States Securities and Exchange Commission, Public Company Accounting Oversight Board, and State Boards of Accountancy).

Solutions must also fix the big issues. Industry proposals do not.  First, there is no evidence that the industry proposals, if approved, will restore market confidence that will certainly be lost from continued failure to find major problems. Second, they provide no confirmation that the networks, their international partners, would stay with a big 4 U.S. firm if a major problem developed for one of the firms.  Yet, these two conditions are the biggest survival risks faced by each of the big 4 today. 

Reflect on the observation by the London Economics study in September 2006:

“ While there exist no precise estimates, discussions with representatives of the Big-4 networks suggest that a 15% to 20% income cut for 3 to 4 years would be bearable. The Big-4 have suggested that anything in excess of this range would lead partners to leave in droves with collapse of the firm very likely soon after…”
Think about the statements of Bill Kimsey, Ernst & Young global managing partner in March, 2002, as he and his firm sought to attract the non U.S. firms of Arthur Andersen, months before Andersen’s flawed criminal conviction, later corrected by the U. S. Supreme Court,  and years before resolution of Enron civil claims:

“Some (Andersen partnerships) are talking to both KPMG and Ernst & Young... we know in some cases they are talking to other firms too… We find that Andersen partners generally feel they need to move very quickly… We've already seen that trend beginning… Andersen partners tell us there is a penalty for withdrawing from their network in normal times. These certainly are not normal times, so they don't think it's applicable…”

What do London Economics and Kimsey say? Are the networks held together only by high partner income?  Is the Committee responsibility to sustain and assure high levels of income for partners?  Which partners, international or domestic? Is that the only answer? If so, do industry proposals do it the right way? Instead of quality and stability, do the networks promote high partner income through market restrictions? 
The industry proposals themselves lay bare the degree of the problem. The astonishing nature of these proposals requires that we give consideration to a wide range of possible answers to the quandary. Therefore, identify the real questions and expand the potential cures to be considered.  
If the foundation of your effort is “U.S. competitiveness,” let’s look to some answers that draw on competitiveness, rather than rushing into incomparable non competitive free passes to a few. 

How would the Colts handle this situation?

The Indianapolis Colts won the Super Bowl last year.  This year, some of the other teams got better. The Colts have used backups to cover injuries of key players.   So, it has been a tough year.  But, the Colts did not ask league officials for the field to be shortened to eighty yards, the other teams to be limited to ten players on the field, fewer penalties or fewer opponents.  Such answers would ultimately make the Colts weaker, and then, the others.  In fact, think of all the talent that we would never have seen had it not been for Lamar Hunt and other brave souls who years ago started another league.  Rather, than the cheap way out, the Colts have worked hard. They think they can win; but they know it’s not a gift. They are professionals, just like CPAs!

“Rub some dirt on it!”-- Peyton Manning, 2007.

Thanks for your hard work.

Sincerely,

Gilbert F. Viets

317 308 7915

gilviets@aol.com

