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Dedication

Jokn J. McClay receiving Medal of Honor from ATICPA Chairmen B. Z. Lec

John J. McCloy served as chairman of the Public Oversight Board
from its inception in 1977 undl his resignation in February 1984 for
personal reasons.

His appointment as member and chairman of the Board brought
immediate stature and credibility not only to the Board, but also to
the accounting profession’s enhanced program of self-regulation.

His leadership contributed materially to the Board’s effectiveness.
He plaved major guiding roles in formulatng and articulating the Board's
philosophy regarding self- regulation. in determining the Board's juris-
diction, and in formulating and implementing the Board’s operating
policies.

His lasting and significant conmribution has made the accouning
profession’s innovative program of self-regulation effective in serving
both the public interest and the profession.

Because of his leadership, wise counsel, and warm friendship, the
members of the Public Oversight Board gratefully dedicate this report
to him. We are all richer for having the opportunity to serve with him,




- PUBLIC OVERSIGHT BOARD

SEC Practice Section » AICPA

546 Madison Avenue » New York 10022 » (212} 4862448

June 30, 1984

To Member Firms of the SEC Practice Secton,
Securities and Exchange Commission, and

“WOther Interested Parties

Itis my pleasure to transmit this sixth annual report of the Public Oversight Board. This report differs
in some material respects from our previous reports.

As my predecessor remarked in his address of May 9, 1983 o the Council of the American
Institute of Cenified Public Accountants: '

“Very few persons outside the profession are aware of what the peer review process is
aboutor what it has accomplished. Several vears have been spent getting the Division’s
program in place and functioning. In the past it may have seemed premature to adver-
tise a program still being developed. Now we believe the program has reached the stage
at which it can be presented with pride as an accomplished fact”

We believe all users of financial statements should be aware of the accounting profession’s self-
regulatory program and the success it has attained. We hope this reportand the accompanying booklet
entitled Awdit Quality: The Profession’'s Program will give readers a better understanding of how the pro-
gram works and an appreciation ol its objectives and accomplishments,

This vear's report 1s dedicated 10 John J. McCloy, who served as Board chairman from its
meeption untl his resignation in February 1984, The AICPA acknowledged its gratitude by awarding
him its Medal of Honor for his outstanding leadership as charter member and first chairman of the
Public Oversight Board. Those of us who had the privilege of serving with him recognize that the
award was richlv deserved.

The Board believes that firms belonging to the SEC Practice Section continue to give evidence
of strong commiunent to self-regulation and the improvement of quality of services 1o their clients.

Very iruly vours,

A o Y

ARTHUR M. W0OOD
Chairman




Highlights

Public Qversight Board Activities

@ Board and staff members actively monitored
all activities of the Section during the past year
by:
o Auendance at all committee meetings and
a majority of meetings of task forces.

o Review of all peer reviews completed dur-
ing the year.
o Review of all lidgation alleging audit failures
of SEC registrants.
w The Board is convinced that the self-regulatory
program of the profession is improving the quality
of accounting and auditing practice of its member
firms.

s The Board has published simulianeously with
the publication of this sixth annual reporta bookiet
entitled Audit Quality: The Profession’s Program. The
booklet describes how the practice of public ac-
counting is regulated at three distinct levels—by
firms individually, by the profession, and by gov-
ernmeng the elements of a quality control system
of a CPA firm; and the peer review and special
investgative processes of the SEC Practice Sec-
tion, integral parts of the accounting profession’s
program of self-regulation. The Board’s oversight
extends primanly to the operation of the SEC
Practice Section.

® Members of the Board elected Arthur M. Wood
to succeed John J. McClov as chairman. The Board
has notyetappointed amember to fill the vacancy
created by the resignation of Mr. McCloy.

e

Peer Review Activities of the Section

m One hundred forn-four firms were peer re-
viewed in 1983, The reports onall but three reviews
were processed by the Peer Review Committee as
of the date of this report. One hundred thirty-
three of the reports processed were unqualified
opinions, seven were qualified, and oniy one
was adverse.

# Twenty-three of the firms reviewed in 1983 had
received a modified report on their initial review

¢

in prior vears; all but five of these firms received
unqualified opinions on their reviews th 1983.
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» Only one firm received an adverse opinion on
two successive reviews. The Peer Review Com-
mittee accepted the lacter report on the condition
that the firm agree to undertake significant cor-
rective actions imposed by the Commitiee. Never-
theless, the Board expressed its concern to the
Section regarding the extended period of tme
over which the firm’s unsausfactory performance
had been permitted to continue without more
decisive action being taken by the firm. Inresponse,
the Section has notfied the firm that proceedings
leading to the possible imposition of a sanction
would begin unless the firm took immediate deci-
sive action,

® Reports on other peer reviews were accepted
by the Peer Review Comumnittee on the condition
that the reviewed firms provide assurance that
they were implementing appropriate corrective
actions by:
o Allowing the reviewer or a Commitiee
member to revisit the firm to assess the effec-
tiveness of the improvements made.

2 Requiring the firm to make available a
copy of the report on the subsequentinspec-
tion of its quality control system.

& Requiring the firm o engage the services
of a competent person from ousside the firm
to perform a preissuance review of all audit
engagements,

» The Board has suggested several improvernents
in the peer review process, which have been acted
upon to the Board's satisfaction. Two that have
been made recendy and not yet acted upon are:

T A peer review report should make reference
to the letter of comments when such letter is
issued in conjuncton with the report

o Additonal guidance should be provided
to reviewers as to when noncompliance with
the gualitv control element of inspection
should result in the issuance of a modified
report.



w Several modifications of peer review standards
and procegiures were made during the year, some
of them at the suggestion of the Board. The more
important ones were:

& A reviewer is now reqmred to consider
liigation alleging audit fallure that is required
to be reported to the Section’s Special Inves-
tigations Commitiee by the firm as a factor
indetermining the scope of that firm’s forth-
coming peer review.

o Procedures were established to resolve
disagreements between a peer reviewer and
the Peer Review Comumittee as to the type of
report to be issued on a specific peer review.

o To serve as a reviewer, a firm must have
had its own quality control system peer
reviewed,

2 Additvonal information was provided to
reviewers regarding selection of engagements
for review where the firm has received fees
for performance of management advisory
services{ MAS) which exceeded fees foraudit
services,

o A reviewed firm is now required to docu-
ment the actions it plans to take when a peer
review team concludes that the firm did not
perform sufficient procedures to supportan
audit report issued.

Special Investigative Activities of the Section

@ Twenty-seven cases alleging failure with res-
pect to the performance of an audit of the finan-
cial statements of an SEC registrant were reported
bv member firms during the vear. At the begin-
ning of the vear, the Special Investigations Corn-
mitiee had open files on twenty-five cases reported
in prior years.

& The Special Investigations Committee deter-
mined thatno case on its agenda warranted a spe-
cial review of a firm’s quality control svstem in the
current vear.

a Files on all but twentv cases were closed; four-
teen cases are still undergoing iniual investigative

procedures and six are being monitored awaiting
tuture developments. .

s The Special Investigatiogs Committee requested
technical committees of the AICPA to consider
whether allegations in reported cases indicate a
deficiency in professional standards or a need for
additional guidance,

o As a result of meetings with members of
the Committee, the AICPA Banking Com-
mittee published additional information
regarding appropriate bank auditing pro-
cedures and reassessed the adequacy of its
recently published Bank Audit Guide.

o The Commiuee conferred with represen-
tatives of the AICPA Insurance Commiuee
to discuss issues raised in reported cases and
urged the Accounting Standards Executive
Committee to accelerate its consideration of
income recognition issues of certain insurance
industry transactions.

P ]

Other Section Activities

» John W. Zick of Price Waterhouse was elected
chairman of the Executive Commiuee succeed-
ing Ray J. Groves of Ernst & Whinnev.

a A special committee—the SECPS Review Com-
mittee—was appointed by the chairman of the
American Insutute of Certified Public Account-
ants to review the structure, operations, and ef-
fectiveness of the Section. The Committee’s report
has been submitted to the AICPA Board of Direc-
tors for approval and clearance to publish.

a Membership in the SEC Practice Section increased
by sixteen firms in the year ended June 30, 1984,

8 Members of the Section audit85 percentof the
publicly-traded companies listed in the eleventh
edition of Who Audits America; these companies
account for over 98 percentof the combined sales
of all publiciy-traded companies.
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Introduction

The SEC Practice Section and the Private Com-
panies Practice Section constitute the Division for
CPA Firms-of the American Institute of Certified
Public Accountants. The Division was created in
the fall of 1977 in response to a perceived need for
a more effective self-regulatory program for the
accounung profession. This new innovative struc-
ture is concerned with the activities and conduct
of accounting firms as opposed to those of indivi-
dual aggountants. The Public Oversight Board
oversees the activities of the SEC Practice Section.

This sixth annual report of the Public Over-
sight Board describes the activities of the SEC
Practice Section during the period Julv i, 1988 to
June 30, 1984.

Clearer Perspective of Self-Regulation

The creation of the Division for CPA Firms
was a milestone in the history of regulation. No
other profession has a self-regulatory program
that is broader in scope or that has had as signifi-
cant an impact on the quality of professional
practice.

The program was adopted in part to fore-
stall the possibility of increased government
regulation arisingfrom a series of significant busi-
ness and alleged audit failures in the 1960s and
1970s. At congressional hearings, concern was
expressed about the manner in which the account-
ing profession was being regulated and dis-
ciplined. Some congressional leaders suggested
that Congress should enact legisiation w create a
regulatory organization for accountants similar
to that governing the securidies industry.’

Because it was intended in part to preclude
action by Congress, the self-regulatory program
was initially considered by many both within and
outside the profession to be a substitute for
government regulation. However, experience
with the program has convinced the Board that
self regulation is not and cannot be a subsdtute

H /) T . s . .

D On June 1600978, HRIZLTS. 4 Bl o Establih a Natwnal Greonza-
tm of Secnrney aed Eachanee Actounting Cpmnonssig, was pmpmed
bt nor endored

for government regulation. Seif»r{egulazicm, or
perhaps more properly, peer regulaton, is but
one of three distinct levels of regulation of the’
activities of accountantswn public practice. In
addition to being regulated by peers, practicing
public accountants are regulated by their firms
and by various governmental agencies. The methods
and objectves of these three levels of regulation
governing the practice of public accounting are
more fully described in an article authored by
Board member Robert K. Mautz, which appeared
in the April 1984 issue of the Journal of Accountancy
and is reproduced as Exhibit L

The Board has published a booklet Audit
Quality: The Profession’s Program which serves as a
companion piece to this report The booklet de-
scribes in greater detail the structure and prin-
cipal activities of the organizations involved inthe
regulation of accountants, explains the elements
of aquality control system of a firm in the practice
of publicaccounting, and describes the SEC Prac-
tice Section’s peer review and special investigative
processes.

Activities of the Board

As its name implies, the Board oversees the
activides of the SEC Practice Section. The Board
and its staff represent the public interest in the
Section’s peer regulatory program and actively
monitor all aspects of the program. The Board
does not have line authority and has never sought
such, for it believes thar by so doing, it would vie-
late the spirit of self-regulation. Norwithstanding
the fact that the Board’s role is one of oversight
only, it has had considerable influence on the
policy decisions made by the Section, on the ef-
fectiveness of its operations, and on the accom-
plishment of its objectives.

The SEC Practice Section has three major
commitiees: the Executive Commitiee, the Peer
Review Commmittee, and the Special Investiga-
dons Committee. Individual Board members are
assigned liaison responsibilities for each major
committee. Representatives of the Board attend
as observers all committee meetings and the pre-
ponderance of meetngs of subcommirtees and
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task forces. All activities and decisions of the Sec-
tion are reported and discussed at Board meetings,
which are held momhiv or more frequently as
needed.

The major activity of the Section is ad-
ministering the peer review program. Each mem-
ber firm is required at least triennially to submit
ts quality control system for its accountng and
auditing practice to an independent review by
peers. The findings of such review are formally
reported upon and the report placed in a public
file. Reports are either unqualified or modified.
Every peer review report, and some or all of the
reviewers' workpapers, are critically examined by
the Board's staff. A copy of each modified report
is sent to Board members and discussed at Board
. meetings. In addition, anv significant differences
the staff has with respect to the appropriateness of
a given report are reported and discussed at
Board meetings. The Board’s procedures for
monitoring the peer review process are described
in another section of this report.

Every litigation mauer reported to the Spe-
clal Invesugations Committee is reviewed in
detail by the Board’s staff. Summaries of the
issues in the case, prepared by the Commiuee’s
staff, are sent to all Board members and serveasa
basis for discussion at Board meetings.

Because of its active involvement in mon-
itoring the program, the Board on several occasions
has made suggestions for improvement in various
aspects of the program. It does not hesitate to
express its dissatisfaction with a decision or pro-

posed decision on a particular matter, such as the
type of report accepted by the Peer Review Com-
mittee. The Board is satisfied that, on those
occasions when it has offered another perspective
on an issue, serious attention has been accorded
the Board's views.

Composition of the Board

The Board is a fiveemember, autdnomous
group with the right to electits own membersand
chairman, subject to consuliation with and con-
currence by the AICPA Board of Directors. At a
special meeting in February 1984, John J. McCloy
announced his resignation as chairman and
member of the Public Oversight Board for per-
sonal reasons. The Board accepted Mr. McClov's
decision with sincere regret. Arthur M. Wood,
formerly vice chairman, was elected chairman.

Asof June$0, 1984, efforts are continuing to
find a qualified person to fill the vacancy created
by Mr. McCloy's resignation. The current com-
position of the Board and its saff is shown in
Exhibit IL [EDITOR'S NOTE: In August 1984,
Melvin R Laird, former Secretary of Defense, was
appointed 10 the Board to fill the vacancy created
by the resignation of Mr, McCloy.]



