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"IN MEMORIAM -

WILLIAM L. CARY

November 27, 1910 ~ February 7, 1983

The Members of the
PUBLIC OVERSIGHT BOARD
of the SEC Practice Section-AICPA
Present this Symbol of Appreciation
of »
WILLIAM L. CARY

Whereas, in 1977, the Public Oversight Board was appointed to monitor and evaluate the activities of an
enhanced program of seif-regulation of the accounting profession through the American Institute of Certified
Public Accountants, and

Whereas, for more than four years, your talent, vision and fine judgment have benefitted the accounting
profession, the SEC Practice Section of the American Institute of Certified Public Accountants, and most par-
ticularly, the Public Oversight Board, and

Whereas, you piaved an instrumental role in formulating the Board’s jurisdiction and operating policies
and in formulating the Board’s thoughts reiative to the accounting profession’s self-regulating program, and

Whereas, your sound reasoning, judgment and legal scholarship, as well as your wide experience, includ-
ing that of former chairmanship of the Securities and Exchange Commission, were relied upon heavily by the
Beard in its decision-making process, and

Whereas. your ideas were invariably imaginative and provocative and it is with sincere regret that the
Board accepis your decision o resign. Now, therefore, be it

Resolved: That the members of the Public Oversight Board individually and collectively express to you
their deep appreciation for the efforts you expended in behalf of the Board's progress. Your service has earned
you the admiration and affection of all your feliow Board members. Your contribution to the profession and to -
the Board will have conunuing effect.

John J. McCloy
October 19, 1982
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June 30, 1983

To Member Firms of the SEC Practice Section,
Securities and Exchange Commission and
Other Interested Parties

It is my pleasure to transmit this fifth annual report of the Public Qversight Board. The fifth
anniversary of the commencement of the accounting profession’s self-regulatory program
seems an appropriate time to present the Board’s assessment of the program’s accom-
plishments to date and identify some challenges that may lie ahead. Accordingly, this report
sumrmarizes not only the activities of the SEC Practice Section for the year ended June 30,
1983, but also the major events of the first five vears of the program. "

The past five years have constituted a learning experience for all who have been actively
involved in the program. Among other things. we have gained an increased awareness of the
sharp differences between governmental regulation and self-regulation. The accompanying
report seeks to identify these differences and 10 comment on the proper objectives for the
section’s seif-regulatory program.

The Board believes that the accounting profession deserves credit for the effective program
which it now has in place. It will, of course, require constant refinement and attention (o
maintain and improve its quality and effectiveness.

Very truly yours,
M
g~

John J. McCloy
Chairman

k.
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ANNUAL REPORT
1982-1983

The SEC Practice Section and the Private Companies Practice Section constitute the
Division for CPA Firms of the American Institute of Certified Public Accountants. The divi-
sion was created in the fall of 1977 in response to a perceived need for a more effective self-
regulatory program for the accounting profession. The Public Oversight Board was formed in
1978 to oversee the activities of the SEC Practice Section.

At the invitation of the Council of the Institute, John J. McCloy, Chairman of the
Board, reported informally at the Council meeting on May 9, 1983 in Phoenix, Arizona, on the
first five vears of progress of the SEC section. The text of his address is set forth in Exhibit I,

" This fifth annual report of the Public Oversight Board describes the activities of the
SEC section during the period July 1, 1982 to June 30, 1983 and supplements Mr. McCloy’s
report by summarizing the section’s accomplishments during its first five years.

OVERVIEW OF THE PROGRAM
The Role of the Board

The past five years have been a learning experience for all who have been active};f
involved in the operation of the self-regulatory program—an interesting, exciting and, at times,
difficult but nevertheless productive experience. Three persons have served as Board members
throughout this period—John J. McCloy as chairman, and Arthur M. Wood and John D. Har-
per as members. Mr. Wood currently serves as vice-chairman. The Board benefitted greatly
from the contributions of two former SEC chairmen—Ray Garrett, Jr. and William L. Cary-
who were charter members of the Board. Mr. Garrett died in 1980 while amember and Mr. Cary
died in 1982 shorntly after resigning because of iliness. Robert K. Mautz, the first accountant to
be appointed a member, joined the Board in 1981, and A. A. Sommer, Jr., a former SEC com-
missioner, was appointed in 1983, The current composition of the Board and its staff are shown
in Exhibit I1. Estimated expenses of the Board for the year ended July 31, 1983 are shown in
Exhibit I11

The Board's primary function is to monitor and comment on the section’s activities,
From the beginning, the Board has taken the position that if the self-regulatory program is to be
successtul. all authority must be vested in the profession itself. The Board does not have line
authoritv and desires none,

The Board discharges its responsibilities by meeting regularly with officials and com-
mittees responsible for the various components of the program, observing and reviewing the
results of the peer review and special investigative processes, and periodically conferring with
the commissioners and staff of the Securities and Exchange Commission. The SEC. charged by
Congress with overseeing the practice of accountants before the commission, interacts with the
accounting profession’s self-regulatory program. The profession’s self-regulatory program




supplements and complements the SECs oversight program and must be viewed in concert ‘fv’ith
the other regulatory mechanisms in our society. The first five years of the program provzdt’:d
numerous opportunities for the section and the SEC to work together to coordinate their efforts
and make their respective programs more efficient. As a result of the experience gained, both the
section and the SEC have a clearer understanding today of what the program can reasonably be
expected to accomplish.

The SEC has actively monitored and encouraged the seif-regulatory program of th.e.
accounting profession. As indicated in its 1982 report to Congress (SEC Report), ﬂ.w SECis
placingincreasedreliance on the profession’s program.! Anexcerpt of ite 1 982 reportis set forth
in Exhibit IV.

Differences Between Self-Regulation and Government Regulation

Perhaps the most valuable experience gained during the initial period has been a
recognivon that self-regulation is not a substitute for governmental regulation. The methods and
objectives of a self-regulatory program are markedly different from those of a governmental
regulatory agency. Recently, these differences were articulated by Board member Robert K,
Mautz, whose article on the subject appeared in the Journal of Accountancy for May 1983 and
is reproduced as Exhibit V.

Many persons, including some members of the profession and some goverpmenzal
officials, equate seif-regulation with governmental regulation or perceive seiﬁ«reguianoq as a
substitute for governmental regulation. Dr. Mautz points out that there is a generz:zl misun-
derstanding of what self-regulation entails and that such misunderstanding may be a significant
impediment to the program in achieving the credibility it deserves. The effectiveness of a'seiil‘—
regulatory program should be measured by the merit of its objectives and the extent to which it
achieves them, not by the extent to which it emulates governmental regulation. Qovgmrpemal
regulation emphasizes the deterrent effects of punishment and sanctions in degimg with inade-
quate performance. The accounting profession’s self-regulatory program, particularly thro}ugh
the preventative measures of its peer review and special investigative processes, em_phasxzes
corrective action to minimize the recurrence of inadequate performance and uses sanguqns only
to compel the undenaking of corrective action deemed necessary to protect the‘ public interest.
Some critics of self-regulation question its effectiveness and are likely to contmpe to do so as
long as they expect it to emulate the governmental regulatory model. The profession should dis-
abuse these critics of their unrealistic expectations.

Major Committees of the Section

The important work of the section is administered through i‘ts tk}ree major c:'ommn;ees,
the executive committee, peer review commitiee, and special investigations committee, whose
membership is set forth in Exhibit VL

} Securities and Exchange Commission, Annual Report, 1982, L5, Government Accounting Office. Washingion, D.C.
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PEER REVIEW PROCESS
History of Peer Reviews

The peer review process is the foundation of the section’s self-regulatory program.
Through this process, the section determines whether member firms have, and are complying
with, an appropriate quality control system in the performance of accounting and auditing
engagements in a manner that gives reasonable assurance that professional standards are being
met. By subjecting their accounting and auditing practices to peer review, member firms
demonstrate their dedication to achieving and maintaining high quality professional practices.

‘v.
In the relatively short period of five years since its inception, the section has developed
an impressive peer review process and over four hundred SEC section firms have undergone one
Or twWo peer reviews,

The Board and its staff closely monitor the peer review process and believe that its
emphasis on improving the quality control systems of members has produced results that are in
the public’s and the profession’s best interests. Every peer review includes an examination of a
reasonable cross-section of the reviewed firm’s accounting and auditing engagements and, in
multioffice firms, a representative number of practice offices. Peer review has assisted member
firms in improving the quality of their accounting and auditing practices, thereby reducing the
possibility of future audit failure. It must be noted, however, that peer reviewers examine only a
sampile of the firm’s engagements and thus an unqualified peer review report is not to be con-
strued as a guarantee that the firm has performed all engagements, and will perform all future
engagements, in accordance with professional standards.

The SEC recognizes the positive impact that the peerreview process has on the quality
of audit practice, The SEC Report? comments on the efficacy of peer review as follows: “If and
when audit failures occur, the commission expects they will be due to isolated breakdowns or
‘people problems,” and not to inherent deficiencies in firms’ systems of quality control.”

Improvements in Quality of Practice by Member Firms

Most firms are determined by peer reviewers to have effective systems of quality con-
trol. However, many reviewers identify areas where improvements are suggested and, in some
cases, required. In those circumstances, in addition to the report on the peer review, the reviewer
issues a letter of comments identifying areas that could be strengthened. The peer review com-
mittee reviews all reports, letters of comments, and the related corrective action plans filed by
reviewed firms, and it evaluates each firm’s corrective action plan to eliminate weaknesses in its
controls or to assure greater compliance with its policies and procedures. The committee
requires candor in reporting and aggressively pursues engagements deemed not to have been
performed in accordance with professional standards. After the committee concludes that the
review was performed and reported on in accordance with the section’s standards and that
appropriate actions are being taken by the firm, it places all these documents in a file available to
the public on request. A summary of the types of reports issued during the first five years of the
program is shown in Table 1,

2 Securities and Exchange Commission, op. oit




N TABLE 1 ;o
N | SUMMARY OF TYPES OF PEER REVIEW REPORTS
" ISSUED DURING FIRST FIVE YEARS OF THE PROGRAM

Review Year
Total 1982 1981 1980 {1979 1978

Firms receiving unqualified report '

without letter of comments 34 5 16 9 2 2
»
Firms receiving unqualified report
and letter of comments 360 63 152 109 28 8
Firms receiving modified report* 63 3 27 24 8 i
- Firms receiving adverse report* 13 - 8 3 2 -
470 71 203 145 40 11
E— — f—r g R — g

* Thirty-five reports were adverse or madified for more than one reason. The reasons cited were:

Inadequate documentation or noncompliance in a desig-

nated area of quality control:

Supervision 43
Inspection 41
Consultation 4
Independence 4
Advancement 4
Assignment of Personnel 1

97

Noncompliance with other membership requirements:
Concurring partner review
Continuing professional education
Liability insurance
Other

Lol 1 I R =

Additional Requirements Imposed by Committee

The committee has the authority to recommend that the executive committee impose a
sanction if a firm’s quality control system cannot be relied on and the firm refuses to make the
corrections deemed necessary. Although the committee has not as yet exercised this authority, it
has required some firms to comply with rather severe additional requirements when their quality
contro} systems were deemed to be materially deficient. Since these requirements were volun-
tarily agreed to by the firms, they have not been classified as sanctions, even though they
achieved the same objective.



To date, the committee has required thirty firms to permit a revisit by the peer reviewer
or an alternate to determine whether the firm had taken appropriate corrective action. Twenty-
two firms agreed, as a condition of continued membership, to undergo an accelerated full scope
peerreview, i.e., a review in the next year or two rather than in the third year. Todate, ten of the
firms that previously received highly modified or adverse reports have had their revised quality
control systems subjected to peer review. These subsequent reviews ascertained that each of
these firms improved its practice substantially, eight to such an extent that they received
unqualified reports. Twelve firms were allowed sufficient time to implement corrective action

and accordingly their reviews are scheduled for the latter half of 1983, Two Yirms withdrew
rather than undergo an accelerated review, In all these situations, correspondence between the

committee and reviewed firms detailing these additional requirements is placed in the public file.
Table 2 provides additional information.

- TABLE 2
SUMMARY OF COMMITTEE ACTIONS
TO ASSURE QUALITY CONTROL IMPROVEMENTS
IN CONNECTION WiTH PEER REVIEWS
DURING THE FIVE YEARS ENDED JUNE 30, 1983

Type of Report/Action

Review Year
of the Committee

Total 1682 1981 1980 1979 1978

Firms receiving adverse report

o
Accelerated peer review 12 - 3 2 -
Revisit by peer reviewer i - H - - -
Firms receiving modified report
Accelerated peer review 13 1 é 5 1 -
Revisit by peer reviewer 9 - 3 4 - -
Firms receiving ungualified report
and fetter of comments
Revisit by peer reviewer 6 2 3 i - =
Toual reviews where corrective
actions were required as a condi-
tion of continued membership 4] 3 22 13 3 -
mmmmmiotoeenr TEmUAeR 0 MODnoOer 0 IDSTOTOST meEmmmmie oosgeoeon

The SEC Report commented on the committee’s practice of imposing additional
requirements as foliows:

“The commission concurs in the POBR’s belief that this
informal process gives the SECPS the ability to act promptly
and achieves the same result as the imposition of a sanction.
The formal sanction process remains available and should be
used when mandatory corrective measures are not under-
taken promptly or where a member chooses not to cooperate.”



Substandard Performance on Individual Engagements

While the thrust of peer review is to identify and correct deficiencies in a firm’s system
of quality control, the process also deals with instances of substandard auditing or accounting
performance on individual engagements, which are required to be reported promptly to the com-
mittee. During 1981 and 1982, peer reviewers reviewed the financial statements, reports, and
workpapers for more thin nineteen hundred audit engagements. Sixty-one of these engage-
ments were deemed to be substandard in the application of generally accepted accounting prin-
ciples (GAAP) or gencuaily accepted auditing standards (GAAS). In approximately thirty-six
percent of the cases in which the financial statements were not in accordance with GAAP, the
reviewed firm immediately recalled its report, and the financial statements were reissued. The
remaining cases gencrally involved reports given limited distribution and did not require
immediate recall however. the firms agreed to cause the deficiencies to be corrected in the sub-

sequent year's report.

In each instance where the peer reviewers concluded that the audit had not been per-
formed in accordance with GAAS, the firm either immediately performed the omitted pro-

 cedures or agreed to pettorm the procedures in a subsequent imminent audit. Table 3 summarizes

the actions taken by the firms in connection with engagements found not to have been performed
in accordance with professional standards.

TABLE 3
SUBSTANDARD AUDIT ENGAGEMENTS
IN PEER REVIEWS PERFORMED IN 1982 AND 1981

Corrective Action Requited by Commitiee Total 1982 1981

Audit report recalled an. inancial statements revised

and reissued i4 4 10
Omitted auditing procewvs performed 7 4 3
Cause of impairment of ;iiwndence eliminated 3 - 3
GAAP and GAAS cervwnvies not requiring im-

mediate action to be ~-wind in subsequent year's

audit 37 6 31
Number of audit engaze = considered sub-

standard by peer rzv v 61 14 47
Number of audit engez: = reviewed 1,919 584 1,335

32% 2.4% 31.5%

Percent

-



Modification of Peer Review Standards and Procedures

The peer review process is being modified as experience is gained. The commitiee
recently revised its manual and updated its codification of standards for performing and
reporting on peer reviews. This codification incorporates many of the suggestions made by the
POB staff and the SEC staff. For example, beginning with 1983 reviews, reviewers are given
" more specific guidance in selecting for review a representative sample of audit work performed
by other offices under the supervision of the office primarily responsible for the overail engage-
ment. If a firm has multioffice engagements, the reviewer must now review for at least one such
enigagement the workpapers prepared by the primary office and atleast one otijer office perform-
ing a significant segment of that engagement,

New procedures were adopted to further expedite completion of peer reviews. As pre-
viously reported, during the initial years of the peer review process, many reviews were com-
pleted much later than planned. Each member firm is now required to submit to the peer review
committee its peer review report, letter of comments and response no later than thirty days after
isshance of the report and letter of comments. Failure to do so could lead to the imposition of a
sanction. In addition, a reviewer failing to complete and report on a review in a timely, pro-
fessional manner could be subject to disciplinary action. Review procedures also require
reviewers to consult immediately with the committee when instances of materially substandard
performance are identified, thereby expediting committee involvement and facilitating timely
resolution of such matters. Vigorous enforcement of these procedures will improve the pace of
processing reports and the timeliness of corrective action.

Experience has permitted other efficiencies in the process to be adopted. For example,
standards now permit a reviewer. who after appropriate testing concludes that he canrely on the,
reviewed firm’s inspection prograrm, to use inspection findings along with peer review findings as
a basis for his report. By so doing, the reviewer reduces the number of offices and the number of
engagements he personaily reviews, thus substantiaily reducing the cost of peer review,

Elimination of the Quality Control Review Panel

A peerreview can be conducted by a team appointed by the section s peer T’i‘"fj‘-‘“" com-
mittee, by a team or firm appointed by an association whose plan for administering reviews has
been approved by the peer review commitiee. or by another member firm selected by thefirmto
be reviewed.

Prior to 1982. at the insistence of the SEC, a panel was assigned 10 each peer review
conducted by another firm or administered by an association of CPA firms. The panel's respon-
sibility was to issue an independent opinion on the quality control system of the reviewed firm.
The procedures and the report of the panel. in essence.duplicated those of the primary reviewer.
Based on a study conducted by the Board's staff to evaluate the cost effectiveness cf the panel.
the Board recommended that the panel be eliminated. The section accepted and implemented
the Board’s recommendation and the SEC did not object.

The Board is confident that elimination of the panel has not impaired tise ef?e;t:x’eness
of the process. As a transitional procedure. members of the committee performed preissuance
reviews on a sample of 1982 firm-on-firm and association reviews, Evaluation of 1he resuits of
the transitional procedure indicated that preissuance review procedurs were Unnecessary,



primarily because they were duplicative of oversight procedures conducted by the Board’s staff.

Consequently, beginning with 1983 reviews, the committee performs preissuance review pro-
cedures only on a case-by-case basis upon recommendations of its chairman or staff. The Board |
concurs with this decision. '

Oversight _of' the Process

Because of the importance of peer review in the overall self-regulatory program, the
Board and its staff devote a significant amount of time to monitoring all aspects of the process.
The staff attends all meetings of the committee and, at its discretion, attends most meetings of
the committee’s subcommittees and task forces. The Board's views are generally sought on all
proposed changes in the peer review process and its comments on individual peer reviews are
considered by the committee in deciding whether the review was performed in accordance with
prescribed standards.

Asineachofthe preceding years, during 1982-83 the Board continued its policy of mon-
itoring all reviews. It observed reviews in process on all firms with five or more SEC clients and,
on a random sample basis, a number of other firms with fewer than five SEC clients and a rep-
resentative number of firms with no SEC clients. Details are shown in Table 4.

TABLE 4
SCOPE OF BOARD OVERSIGHT
OF 1982 PEER REVIEWS

Number of Firms by

Number of SEC Clients
36 or Sto Ito
more 29 4 None Total
Visitation and workpaper review 4 3 14 9 30
Workpaper review - - 8 24 32
Report review - — — 12 |2
Total 4 3 22 45 74

e —————— dussmi——— s ————————

The SEC independently evaluates the peer review process including the effectiveness
of Board oversight. The SEC conducts an independent inspection of a sample of peer reviewer
workpapers and Board oversight workpapers under an arrangement agreed to by the section. All
workpapers are masked so as not to reveal the identity of individual clients. Under a 1982 mod-
ification of that arrangement. workpapers relating to firms with fewer than ten SEC clients are
masked to conceal the identity of the reviewed firm in order 1o reduce further the possibility of
client identification.



The SEC continues to have a high level of interest in the program and has actively sup-
ported it by both constructive suggestions and public endorsement. Based on its inspection of
1982 peer review workpapers, as described above, the SEC has again expressed satisfaction
with the peer review process and the effectiveness of the Board’s oversight procedures. The SEC
Report states that “the Commission has determined that it can rely to a great extent on the
POB’s oversight function in fulfilling its own oversight responsibilities.”3

SPECIAL INVESTIGATIVE PROCESS

*

Member firms are required to report to the special investigations committee each litiga-
tion and proceeding{case) against them or members of their firms involving allegations of failure
in the conduct of an audit of the financial statements of an SEC registrant. The committee deter-
mines whether such allegations indicate a need for improvements in the quality control systems
of such firms or whether changes in professional standards are required.

Objectives of the Process

Investigation of a firm’s quality control system supplements the peer review process as
a means of protecting users of financial statements. Uniike governmental regulation, which
focuses on an alleged audit failure as a matter deserving possible punitive action, the commit-
tee’s investigative process focuses on reducing the possibility of future fatlures. It doesso by (1)
identifying deficiencies in the auditing firm’s quality control system that may have permitted the
alleged deficiency to occur and (2) causing such deficiencies to be corrected. The special inves-
tigative process protects the public by reducing the likelihood of a recurrence through remedy -
and improvement,

Operation of the Committee

One or two committee members are assigned to each reported case. and each case is
subjected to one or more of four leveis of examination: screening, monitoring, investigating cer-
tain aspects of the firm's quality control system, and investigating the specific alleged audit
failure,

During screening, the committee considers whether the charges regarding possible
audit failure appear to have substance. In some cases, a mere reading of the compiaint and the
financial statements to which it relates permit the committee to conclude that allegations are
without merit. In other cases, the preliminary review needs to be supplemented by a discussion
of the allegations with representatives of the auditing firm and a review of the findings of the
firm's most receni peer review,

Ifthe resuits of the screening process warrant, the committee monitors the case in order
to follow and evaluate future developments. Forexample, a case may be monitored pendingthe
results of a peer review in process, issuance of a bankruptcy trustee's report or further discussion
with firm representatives.

35ecurities and Exchange Commission, op. oit



