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To All Interested Parties

On January 11, 1994, the Chief Accountant of the Securities and Exchange Commission
delivered a speech at a gathering of accountants in Washington, D.C., in which he criticized
independent auditors for "supporting their clients' incredible accounting proposals.” He also
stated that accounting firms are becoming "cheerleaders on the issue of accounting for stock
options issued to employees.”

In March 1993, the Public Oversight Board published a report, In the Public Interest:
Issues Confronting the Accounting Profession, in which it also expressed concern for the
independence and objectivity of the auditing profession.

Because of the gravity of the Chief Accountant’s remarks—independence and objectivity
are the raison d'étre of the auditor—and its own professed concerns, the Board decided to
appoint an Advisory Panel on Auditor Independence to assess the dimensions of the
problem and recommend steps to bolster the professionalism of the independent auditor and
to assess the working relationships among the profession, the SEC, and the FASB.

The persons asked to undertake this task were:

Donald J. Kirk, a founding member of the Financial Accounting Standards Board
who served for 14 years, 9 as chairman; presently a professor at the Columbia
University Graduate School of Business and a member of the boards of directors
and audit committees of several large enterprises; and earlier a partner of a major
accounting firm. Mr, Kirk served as chairman of the Advisory Panel.

George D. Anderson, founder and retired head of Anderson ZurMuehlen & Co,, a
distinguished accounting firm in Helena, Montana; former chairman of the American
Institute of CPAs; and a recognized leader of the accounting profession.

Ralph 8. Saul, formerdy director of the SEC's Division of Trading and Markets and
associate director of the SEC's Special Study of the Securities Markets; president of
the American Stock Exchange and chief executive officer of CIGNA Corp.; and
presently a director and audit committee member of several companies.

The Advisory Panel spent six months interviewing 77 professionals, business executives,
attorneys, academics, and others who they thought could contribute to their inquiry. They
reviewed 22 written submissions that they received in response to their requests, as well as
numerous other reports and studies.

E The Public Oversight Board is an independent, private sector body that monitors and
d reporss on the seif-requiatory programs and activities of the SEC Practice Section of the
Division for CPA Firms of the American Institute of Certified Public Accountants,
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The Panel's report, which accompanies this letter, has been reviewed carefully by the Public
Oversight Board. The Board believes it is an outstanding description of the most critical
problems confronting the accounting profession and of related corporate governance issues.
The Board believes that the report's conclusions are sound and must be heeded to avoid a
further deterioration of confidence in the accounting profession and in the integrity of the
financial information on which our economic system relies.

The report urges the accounting profession to look to the board of directors—the
shareholders' representative—as the audit client, not corporate management. It calls for a
direct interface between the entire board and the auditor at least annually, and an expanded
interface with the audit committee.

To increase the value of the audit, the Advisory Panel calls for a new level of candor from
the auditor. Auditors would not only apprise the board of what is acceptable accounting,
they would be expected to express their views, as accounting experts, on the
appropriateness of the accounting principles used or pmposed by the company, the clanity
of its financial disclosures, and the degree of aggresszveness or conservatism of the
accounting principles and underlying estimates reflected in the company’s financial
statements.

That expansion of the auditor's responsibilities is a far-reaching, perhaps revolutionary,
proposal, one that is responsive to complaints about "lowest common denominator"
accounting principles often applied with "rose colored glasses.”

These and the other important conclusions of the Panel, including those aimed at improving
the relationships among the accounting profession, the SEC, and accounting standard
setters deserve the careful study of all concemned with the integrity of financial reporting,
auditing, and corporate governance processes in this country.

The report is a clear call for completion of a process that has long been developing and that
has been presaged in reports of the Cohen Commission (1978) and the Treadway
Commission (1987), among others. In it lies the hope for more credible, relevant, and
meaningful financial information.
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STRENGTHENING THE PROFESSIONALISM
OF THE INDEPENDENT AUDITOR

1. PREFACE
In February 1994, the Public Oversight Board (POB) of the SEC Practice Section
{SECPS) of the American Institute of Certified Public Accountants (AICPA) appointed a

three-member Advisory Panel on Auditor Independence. The POB charged the Advisory
Panel to determine whether:

the SEC Practice Section, the accounting profession or the SEC should take
steps to better assure the independence of auditors and the integrity and
objectivity of their judgments on the apprepriate application of generally
accepted accounting principles to financial statements.

The Panel’s observations and suggestions on those matters are set forth in this report.

MEMBERS OF THE ADVISORY PANEL ON AUDITOR INDEPENDENCE

A \Gﬁmfﬁ” ﬂ ‘Z IK [L

Donald J. KfrK, Chairman

Loese D Aot

George D. Anderson

Ral . Saul




II. INTRODUCTION

Background

In March 1993, the POB published a comprehensive Special Report, In the Public
Interest: Issues Confronting the Accounting Profession. That report contained 25 -
recommendations of specific actions to enhance the usefulness and reliability of financial
statements, strengthen the performance and professionalism of the public accounting
profession, including the ability of auditors to detect fraud and illegalities, and improve
self-regulation.

In Chapter V of the Special Report, the POB expressed concern that the profession’s
-objectivity, independence, and public responsibility would be compromised if, in the
pursuit of client service, audit firms became advocates of their clients’ positions in
financial reporting matters.  That concern resulted in the POB making three
recommendations (V-3, V-4, and V-5) aimed at strengthening independence and
professionalism and six others (V-6 through V-11) intended to improve financial reporting
and corporate governance. Those nine POB recommendations relate directly to the work
of the Advisory Panel and are reproduced in Appendix A to this report.

In a speech on January 11, 1994, the Chief Accountant of the SEC, Walter P. Schuetze,
questioned the independence of accounting firms in situations in which they condoned or
advocated what he called “incredible” accounting practices or were unduly influenced by
client views in formulating positions on FASB proposals. The Panel’s appointment was
prompted by issues raised in that speech. Mr. Schuetze had made similar charges in an
August 1992 speech. (Our analysis of the January 1994 speech is in Appendix B to this
report.) The timing of Mr. Schuetze’s speech less than a year after the POB’s Special
Report suggests that, in the view of the Chief Accountant of the SEC, the public
accounting profession needs further examination.

The Panel’s Approach

In accepting their appointment, the Panel members understood that their charge
encompassed, but was not limited to, (1) assessing the working relationship among the
SEC, the FASB, the auditing profession, and the business community and (2) identifying
and evaluating steps to bolster the objectivity, independence, and professionalism of
auditing firms.

Further, although the charge asks the Panel to identify steps that might be taken by three
specific groups—the SEC Practice Section of the AICPA, the public accounting firms, and
the SEC—some of the Panel’s suggestions are directed beyond those three groups to



corporate boards of directors and audit committees, corporate management, and the
FASE.

Many of the concerns that the Panel has heard during its examination of auditor
independence focus more on the perceived lack of objectivity of some auditors in
their acquiescence, approval, and even advocacy of what critics believe to be
questionable or inappropriate accounting principles and practices of their clients.

Consequently, this Report addresses questions about the infegrity and objectivity of
auditors to a greater extent than independence, although the three concepts are
interrelated. Integrity is the basis for public trust. It requires the aunditor to be
honest and candid and never fo subordinate principle or professional judgment.
Objectivity gives value to the auditor’s services. It requires the auditor to be
impartial, intellectually honest, and free from conflicts of interest. Independence
requires an auditor’s freedom from both the fact and appearance of conflicts of
interest,

in preparing this Report the Panel members have read prior studies and reports on the role
of the independent auditor, solicited written comments, and interviewed many
knowledgeable people, all identified in Appendix C. The Panel is indebted and grateful to
alt who volunteered their help in the course of this study.

The Panel has been ably assisted by Jerry D. Sullivan and Marcia E. Brown, Executive
Director and Administrative Manager, respectively, of the Public Oversight Board, and by
Paul Pacter, Professor of Accounting at the University of Connecticut’s Stamford MBA
Program. However, the views expressed herein are solely those of the Panel members.

The Panel has avoided the temptation to make a list of detailed recommendations, in part
because of the comprehensiveness of the POB Special Report of March 1993, and also
because the POB is better served by a less structured report. For those reasons, the
Panel’s report takes the form of suggestions based on the numerous interviews the
Panel conducted and Panel members’ personal experiences in the business
community and in various aspects of the profession. While several of the Panel’s
suggestions are fairly specific, most are broad in scope and intended to challenge
and stimulate the profession and other participants in the financial reporting
process to consider the long-range future of the profession and ways to bolster the
independent audit. While the Panel’s observations and suggestions have been discussed
in general terms with knowledgeable persons, this Report has not been exposed for
comment prior to its submission to the POB. The Panel anticipates that the POB will give
the suggestions in its report careful consideration before endorsing any of them or
recommending any action to affected parties.



HI. THE PROFESSIONAL ENVIRONMENT

The independent audit fills an essential role for the investing public and creditors by
enhancing the reliability of corporations’ published financial statements and giving
assurance of that reliability to users of those financial statements. Conscious of its public
responsibility, the profession has devoted considerable time and money to improving its
performance as independent auditors. Over the past quarter century, numerous thoughtful
studies of auditor performance have been conducted, many of which are listed in Appendix
C. Based on those studies, important and in some cases dramatic structural changes have
been made in the way professional standards are set and audits are conducted.

For many years, the profession has enjoyed public goodwill and confidence that remain its
greatest assets. However, as the 1993 POB Special Report noted, public respect and

_confidence are jeopardized if the profession’s integrity, objectivity, and independence are
questioned. Recently, widely publicized allegations of audit failures and improper financial
practices by companies, particularly, although by no means exclusively, those related to
the “savings and loan crisis,” have eroded the profession’s goodwill and public confidence.
Those assets can be further dissipated if the profession’s audit services—the basis for its
franchise—do not meet the needs of corporate boards, stockholders, creditors, and the
investing public. As the POB Special Report stated, “attacks on the accounting profession
from a variety of sources suggested a significant public concern with the profession’s
performance.”

The profession is at a critical juncture. Even though great strides have been made in
ensuring, through peer reviews, that the processes within firms for conducting an audit are
of high quality, there are serious issues that remain to be addressed.

New and complex business arrangements and financial transactions have complicated the
resolution of accounting questions, challenged the validity of old answers, and increased
the risks of auditing. Audit risks also have increased because many industries are now
subject to less government regulation. Moreover, information technology has changed the
nature and complexity of companies’ records and the speed and ease with which those
records are produced and changed. Business failures generate wide media attention,
litigation, enormous direct and indirect costs to taxpayers, and Congressional scrutiny of
the accounting profession and standard setters, Fraudulent financial schemes, while rare,
understandably make bold headlines and erode public confidence in corporate financial
reporting.

The media, litigants, the Congress, and others ofien allege, rightly or wrongly, that audit
failures contributed to many business failures. In that context, the public views audit
failures as including not only the failure to discover and report material negative facts but
also the failure of financial statements to serve as an adequate early-warning device for the



protection of investors and creditors. Questionable accounting principles’ or inadequate
disclosure are regarded as contributing to audit failures.

The cost of real and perceived audit failures is immense. They have esulted in widespread
skepticism about the objectivity of the profession even after the many steps taken to lessen
the “expectation gap.” They have also resulted in large monetary settiements and
judgments and related costs that have made the major accounting firms virtually
uninsurable. The risks associated with the auditing function have caused the major firms
to manage their exposure more aggressively, for example, by turning down high risk
clients and monitoring existing clients more closely. Those risks and competitive
pressures have also caused the large accounting firms to encourage detailed accounting
and auditing standards and clear guidance or consensus on how to apply them, thereby
narrowing the scope of professional judgment that might be questioned by a litigant
alleging a loss due to a negligent audit. One consequence has been that audits have
become more compliance or rule-book oriented.

There seems to be a growing cynicism at the SEC about the performance of the public
accounting profession. Perhaps as a result, the Commission’s staff has been less restrained
in bypassing established private-sector standard-setting mechanisms. The Commission’s
staff has used the registration process and the “bully pulpit” to identify what it believes are
acceptable or unacceptable accounting practices, short-cutting the work of the FASB
Emerging Issues Task Force (EITF). Perhaps sensing the politicization of the process for
setting accounting standards, the business community has responded with enhanced and,
at times, aggressive lobbying efforts for their preferred solutions with the FASB, with the
accounting firms, and in Washington.

All of this has come at the same time as many of the larger firms have combined, spread
out giobally, and diversified the services offered to clients. Mergers, acquisitions, and
restructurings in corporate America have severely aggravated competition among the Big
6 for larger clients. Firms have also decried the quality of undergraduate accounting
education and either have not been able or have not chosen to hire graduates of traditional
MBA programs. Firms have watched the skills and intellect of financial management staffs
of some clients grow to rival those of the engagement teams servicing the client,

During the past decade, the corporate community has increased its involvement in the
accounting standard-setting process. Many large companies now assign key people to
monitor and influence the work of standard setters, particularly the FASB and the AICPA
Accounting Standards Executive Committee (AcSEC). As a result of clients’ increasing
internal competence in accounting and auditing, the value of the external audit as
perceived by corporate financial management is lessened, and the audit is sometimes
viewed and priced as a commodity. Some commentators to the Panel observed that
independent auditing has increasingly emphasized evidence-gatherinx and compliance with
rules and has left the judgments about accounting policies and disclosure practices largely

'n this repori, accounting principles include rot only broad guidelines of general application but also
detailed practices and procedures for implementing them.



to corporate financial managers. Financial managers aggressively control audit activity
and costs and are in a position to orchestrate meetings of the external auditor with the
audit committee and the full board of directors.

While accounting and auditing remain at the heart of public accounting firms’ practices,
the larger firms have become less reliant on revenues from this source and increasingly
depend on consulting and other services, which carry higher margins and less risk and are
more attractive to younger staff recruits. Studies show that the large public accounting
firms today eam only about half of their revenue from auditing and accounting services,
and some considerably less. Five of the top seven consulting firms in the United States
and six of the top seven consulting firms worldwide are reported to be Big 6 firms. Some
of the firms now think of themselves not as accounting and auditing firms but as multi-line
professional service firms. Marketing materials and advertising present the firms to the
~world as business consulting organizations, not as auditors.

Overall, the Panel sees the foregoing trends as reducing the stature of the independent
audit at a time when public skepticism about the credibility and reliability of corporate
financial information has increased. Those trends chip away at the objectivity of the
auditor and the value of the independent audit.

Strengthening the professionalism of the auditor requires an environment in which boards
of directors and management of client companies have high expectations about the
auditing firms’ integrity, objectivity, and professional expertise and in which the auditor, in
meeting those obligations, recognizes an overriding public responsibility, It requires an
environment in which an auditor’s professional services truly do add value and are not
looked on simply as a regulatory requirement imposed on the company. I requires an
environment in which auditors can pursue their professional activities without undue fear
of liability and in which government and regulators balance their responsibilities for
oversight against the need to let the profession function effectively in the private sector.
These requirements are interconnected, and the future of the profession rests on coming to
grips with each of them. However, there are no quick fixes—in the words of the POB’s
charge to the Panel— “to better assure the independence of auditors and the integrity and
objectivity of their judgments on the appropriate application of generally accepted
accounting principles,”

IV. THE PANEL’S OBSERVATIONS AND SUGGESTIONS

The Panel was appointed by the Public Oversight Board of the AICPA’s SEC Practice
Section. Consequently, this report focuses on audits in the context of public companies.
Nonetheless, many of the Panel’s observations and suggestions are applicable more
broadly to the entire independent auditing function of the public accounting profession.
An auditor’s integrity, objectivity, and independence should not depend on whether the
audit client’s securities are publicly traded.



