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September 2, 1980

The Honorable Abraham Ribicoff
Chairman '

Committee on Governmental Affairs
3308 Dirksen Senate Office Building
Washington, D. C. 20510

Dear Mr. Chairman:

I am herewlth transmitting to youw the recently-
prepared report of the Securities and Exchange
Commissiocn which is entitled "Report to Congress on
The Accounting Profeasion and the Commission's Over-
sight Role." S

In response to an SEC request, I am asking that
this report be.published as a committee print so
that it will be available for use by Members of
Congress and the public. :

Sincerely,

T

Thowmas F. gleton
Chairman

TFE:isa
{III)

THOMAT F. CAGUETOM, WD, Chl R agh
JhLTep W, JAVITE, M.T. CARL LEVIM, MHSH, CHANLEE W™ G akATHIAE, AN, W
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SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 13349

The Honorable Walter F. Mondale
President of the Senate

The Honorable Thomas P, O'Neill, Jr.
Speaker . .

0.5. House of Representatives
Wwashington, D. C. . 20515

Dear Mr. Speaker:

I am pleased tO submit to the Congresslthe third
"Report of the Securities and Exchange C?mmlssiaq on the ;
Accounting Profession and the commission's Oversight Role.

This Report represents a continuation of a commitment I made

in testimeny before the subcommittee on Reports, Accounting
and Management of the Senate Committeg on Guvernmgntgl Affairs
_on June 13, 1977 for the Commission to report periedically

to the Congress on the accounting profession's vresponse to

+he various challenges which the Congress and ?thers have
placed before it, as well as on the Commlsslcn 5 own oversight

role and initiatives in this area.

The Commission's commitment resulted from the increasing
public and Congressional attention focuged on the role of the
accounting profession in promoting public confidence 1in Fh?
integrity and credibility of flnancial reporting ?y pubL;c ¥
owned companies. Careful scrutiny of the accounting p§ofe5510n
nad conveyed a sense of expectation and urgency regarding
actions which the professicn and the Ccmm;ss}on m;ght take to
increase public confidence in the vrofessicn’s ability and
resolve to develop and maintain a viable systen of self-
regulation ang self~discipline; 1n thg_lndependence of
accountants: and in the process by which qcccuntlng.and
auditing standards are promulgated. ~

Responses to the challenges which ;esulted frgm the
increased attention paid to the account}ng.prGEESSLQn have
ween the principal focus of the Commission's 1??§ and 1979
Reports to the Congress, This year's Report similacly |
describes the initiatives cf tne privgte_se;tcr to establlsh
meaningful 'self-regulation and self-discipline; to foster
and maintain the independence of accountants; and to 1mprove

rhe accounting and auditing ctandard-setting processes of the

4

HT

-
TV T - - . - . u -,
L=, g by FM?H“U#FMJ%IJH&_wtﬂw*wiiﬁphﬂuﬁ_"mm; i et b sy

- e e

\Y

private sector. Additionally, the Report discusses the
Commigsion's own oversight role and activities and provides
insight as to its present posture regarding each of these
areas. Finally, for your convenience, I have highlighted
below some of the major activities and developments of the
preceding vear. '

As you know, among the principal initiatives undertaken
by the accounting profession in recent years in furtherance
of its efforts towards effective self-regulation and self-
discipline is the system of peer vreviews conducted under the
auspices of the American Institute of Certified Public
Accountants' SEC Practice Section. Given the central
importance of this initiative to the success of the pro-
fession's self-regulatory efforts, it is imperative for the
Commission to secure meaningful .access to the peer review :
working papetrs genevated by the process in order that we might
assure ourselves -- and, in turn, the Congress =-=- of both the
overall adeguacy of the guality control system designed and
developed by the profession and the commitment of the Public
Oversight Board and the Section to its effective implementation
and operation. As indicated in my letter to our oversight
subcommittees of July 15, 1980, submission of the Commission's
1980 Report has been delayed somewhat so that it might reflect
the final agreement reached between the Section and the
commission on the access question, I am pleased at this time
to inform you that, as discussed further in the Report itself,
the Section and the Commission have now reached an arrangement
wnich we believe assures the Commission sufficient access to
peer review working papers to meet fully itk oversight respon-
sibilities, while at the same time -accommodating the legitimate

~elient confidentiality and proprietary concerns expressed by

the Section's membership.

Although experience alone will tell us whether the peer
review program itself and the agreed upon Commission access
to the working papers generated in the process are adequate
to meet their objectives, the Commission has recently Dbeen
encouraged about the prospect of future success for the
venture by the effective leadership displayed by the Public
Qversight Board in facilitating the Commissien and the :
Section's efforts to reach an appropriate accommodation on the
access issue, as well as by events which evidence a meaningful
commitment on behalf of the Section and the Public Oversight
Board to take appropriate measures to protect Users of
audited financial statements in response to both alleged or
possible audit failures, as well as quality contral or other
deficiencies uncovered by peer reviews, While other guestions
concerning the effectiveness of the Section's review and
disciplinary mechanisms still remain -- as well as other
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VI

potential problems, such as the extent of membership in the
Section -- the Commission continues LO believe that the
profession's efforts to date to create and maintain a meanlng-
ful system of self-vegulation and self-discipline deserve

the continued support of the Congressg and the Commission.,

Similarly, I would like LG take this opportunity Lo

reaffirm the Commission's continued strong support for,

and general satisfaction with, the work of khe Financlal
Accounting Standards Board, During this past Yyearl, the

FASE has undertaken a number of controversial projects and
has made some sigqnificant progress 1n 1ts Conceptual Framework
Project, as well as in such speclific areas ags accounting for
the effects of changing prices and pensiopn accounting and -
disclosure.. At the same time, however, the Commlssion will
continge to actively oversee the private accounting standard-
setting process, as well as to closely monitor the private
sector's implementation of specific FASE DLONoUnNcements,
with a view towards determining whether Commission actlon
might at any point be necessary or apprepriate to further
significantly the development of neasded accountlng and
disclosure standards., In that regard, in agdition to
watching closely the effects of such apecific initiatives as
the ones in the inflatlon accounting and pension arsas, the
Commission expects Lo evaluate carefully various private
gector initiatives relating to the Commissgion's announced
intention to devise a system of Reserve Recognltion
Accounting for oil and gas producing activities,

. In sum, in this year's Report, the Commission once again
acknowledges that the accounting profession is continuling to
make progregs in meeting the difficult challenges confronting
it, and notes that there remain some gignificant areas of
uncertainty. Whether the professlon can accomplish the
sltimate goals of effective and meaningful self-regulation
ig still dependent upon future developnents, and, therefore,
this 1980 Report to the Congress must, &s have previous
reports, be rvead as an interim assegsnent and endorsement of
the profession's current activities and commitment for the

ftuture,

Given the interim stage of these evolving developments,
the Commission will continue to monitor closely tnhe actlvities
of the accouynting profession and to pffer guidance, comments,
and leadership as necessary ©r approprilate. In adéition,
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the Commission will continue to apprise the Congress. af

important developments within the acconnting profession, as
waell as to continue to offer 1t3 assessment of the degrae to
which the accounting profession is meeting the challenges which

it faces,

reiy,

M. Wiiliams
hairman
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For the past LWo years, rhe Commission has gsubmitted te

- woms g AT AR

s ¢ Congress ceports on the accounting profession and the
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Commission's oversaght role. “The Commission's reports com-
mented on the accounting profession's response to the various
challénges which Congress and others had placed before it énd
on the Commission's own initiatives in this area.

As the commission's previous reports indicate, bsot.h the
‘private and public sectors responded to these challenges DRy

undertaking substantial initlatives designed to assure the

independence of auditors, tc establish meaningful self-regu=
lation and self-discipline and to improve the accountling and
auditing standard-setting proces3ses. The Commissiocn and its.
staff have been —= and will continue to be ==~ active in over-
seeing the prﬁfession's initiaéives. The overall cbjeciive of

our oversight activities 1s to assSure that the accounting

profession continues Lo makg_substantial progress toward L5
primary goal of promoting public confidence in the integrity
and credibility of f inancial rgpcrﬁing bf public companies.
The Commissicon concluded 1its July-lQTQ Report by stating
that prdgress wad been sufficient te merit continued cpROr—

tunity for the orofession to pursue irs efforts at self-regu-~

e .m.._—.;-"-..-.-.-

| ' lation. The Commission also stated that the initiative fer
establishing and improving acecounting and auditing standards

should remain in the private sector, subject to Commission
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The Céﬁmission noted, however, that the process

oversight.

of demonstrating that accountants themselves rathér than
government should (i) retain primary authority to regulate

the profession, (ii) ensure and instill confidence in pro-
fessionalism and objectivity, (iii) maintain control over

the quality of the work of fhe profession's menbers and
discipline those who falil to adhere to %ts.standards, and

Liv) farﬁulate appropriate accounting and auditing stanﬁgrds,
is one which will demand the profession's and the Commission's

continued commitment. The Commission indicated that the need

for increased. leadership regarding rhese essential lssues 15
greater than ever. and that whether that leadership weould e

effectively provided by the private sector and, if so, by

whom, was not yet certain. The Commission also stated that

»

it. stands ready to consider any reasonable alternatiuea o

achieve the essential chbijectives.

=

The most visible c¢hange made byhﬁhe aceounting profession
in response to Congressional and public criticisms directed
roward it during the mid=1970's was the creation, a litrle
over two and one=nalf years ago, of the American Institute
of Certified Public Accountants’ Division for CPA Firms, apd
withip that Division, the SEC Practice Section {"Section”).

The creation of the Sectlion was a major step by the professian‘
toward implementing effective self-regﬁlation.

Although the Section is in place, its prograns and mech-

anisms are not yet fully implemented or tested. Thus, tae

Pl = B L N e e e e T e S e Mz —

- e e e T T i i Tl dn ol .

success gf the Section as an effective self-regulatory body =-
the tfanélation of a concept into-an operationally effective
mechanism -- still is dependent upon further developments. The
Commission has monitored closely the Section's establishment
and its implementation of programs and procedures. Our atten-
tion has been focused on the professlon’'s pfagress towards
achieving the cbjectives outlined in the Commission's first
Report to Congress which the Commission belleves a self-
regulatory structure must meet in order to be effective.

In its July 1979 Repoft, the Commission récbgnized that
the continuing process of implementing the sélf~regulatory
structure would not be easy, and that the profession would
.encnuqter many conceptual and practical obstacles. The
Commission indicated that the successful resolution of these
obstacles would demand strong leadership. The Commissicn
stated that the Publig Oversight Board ("POB"} is in a posi-
tien to f£ill that leadership role which 1s essential to the
success of the profession's efforts,

In_tnis_year's report, the Commission again comments
on the progress of the profession toward meeting its goals,
and the statué cf the uncertainties which rémain. The préfes-
sicn has made prcgress_during'the past year. Nevertheless,
some of the uncertainties commented upon ln the July L1979
Report remain. In particular, the effectiveness of the.geér

review program is not yet fully confirmed and the Section's

sanctioning process and procedures remain untested. In
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addition, further experience 1is necessary to demoﬁstrage that
the profession and the POB are fully assuming the leadership
initiatives with respect to the self-regﬁlatory efforts —=
thereby internalizing the capacity for self-assessment,
criticism and correction —-=- that they must for meaningful
self-regulation to exist. |

The profession's gelf-regulatory prograu is still
evolving, #nd,cnnﬁidering the trial and'érror character of
the implementation process, the experience provided by the
completion and evaluation of additional peer reviews as well
as consideration of the actions resulting fr&m the special
investigations and pes&r review pracésses ig necessary for a
meaningful evaluation. The experience gained as a vesult of
monitoring developments dufinq the first full cycle of peer
reviews -- to be accomplisned by the.end of 1981 -= should
provide gufficient information Lo enable the Commissicon toO
metter assess the efficacy of the self-regulatory program.
The Commission further melieves that allowing the profession
acdditiconal time tQ accomplish its obiectives is apprcptiate,
since the Commission is not convinced that comprehensive
direct governmental regulation of accounting Ot accountants
would afford the public either increased protection or a
more meaningful masis for confidence in the'#crk-of mublic

accountants.

In addition t& meonitoring the orofession's self-regula-

rory efforts, the Commission and 1ts staif have been active

Nl . Lol g 47T
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uring the past three years in overseeing the profession’'s
initiatives concerning the independence of auditors and the
accounting and auditing standard-setting processes. |

T .
he remainder of this report presents the Commission's

vu -‘ u - 3
iews cnnpern@ng the major initiatives during the past year
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INDEPENDENCE ‘ . ;

The concept of independence and its importance Lo the
accounting profession and to the credibility of the financial
reporting process in genevral nave been discussed at length

in the Commission's previous reports. The need for the pro-

fegsion, as well as management, €O encourage cofiduct which will

enhance the overall integrity and credibility of cerporate

financial reporting has been discussed with special emphasis

placed on the need for accountants to aveid conduct which would

in any way inpaxr auditor Lndependence, in fact or appearance,

or jecopardize public confidence in the profession. More specif-

jcally, prior reports have identified two individual areas

whicin the Commission ne]l leves warrant *he attention of the

profession in the interest af maintaining ayditor independ-

ence —- estaplishment of independent audit committees and

consideration of scope of servlces which accountants should

pe permitted to perform for rmeipr audit clients. This year's

report provides further discussion and insight as to the

Commission’s present SOSLULE regarding each of these areas-

&gdit Committees

The exlstenhe of =f‘ect*velv funchioning audit ¢commitcees

in publicly-neld companies 15 one of tne xeys toO reinforcing

and assuring the ipdependence of cutside auditors. Juch com=

mittees also enhance rne ability of the board of directors to

monitor the issuer's accounting, financial reporting and

internal control systems.

Wwhile the audit committee is not a new concept, it 1is

only in the past decade that it has come to be viewed as an
important factor in auditor independence and .corporate

accountability. @As early as 1940, the Commission and the i

s g R k.S L
T m—R- are -

New York Stock Exchange {"NYSE") advocated the establishment
of audit committees composed of non-officer directors. Never-
theless, as late as 1970, the audit committee concept had

spread very slowly, not because there were any strong ebjec=

T ) S .
r -..Iﬁri-rq\-_-;::q,r,-::r.:r.rw.m'-_;-:m-:
O — .

- v

tions to the establishment of such committees, but rather
because the concept had received relatively llttle pﬁblxcxty.
However, in the late 1960's, interest in audit committees began
to develop. In 1967, the Executive Committee of the American
Institute of Certified Public Accountants ("AICPA") issﬁed a
statement recommending the establishment of committees composed ’Ej
of outside directors to nominate independent auditors ang to

oversee audit activities., Beginning in the early 1970's, in

a number of Commission enforcement actions, companies consented

+o the establishment of audit committees, Further, the revela-

tion of questicnable and illegal corporate payments in the mid-
1970'5{-which culminated in vassage of {he Foreign Gorrupt

practices act of 1977, also focused attenticn-an audift commit=—

rees. Finally, the Commission, in 1974 and. 1978, amended its

proxy rules- to require disclosure as to the existence of audit

committees. Where audit committees have oeen established,

the proxy rules require disclosure of the'ccmpcsitipn aof the | gi

committee in terms of membership, the number of meetings held




during the latest fiscal year and a brief description of the

functions of the committee.
The private sector alsc has taken the initiative to

encourage the formation ©f audit committees, First, the

NYSE, following a Commission suggestion, adopted a requirement
rhat all listed ccmpanies have an audit committee which meets

éertain specified criteria. Second, while rejecting a manda-

tory audit committee reqguirement as an ethical or auditing

standard because of a lack of authority, the AICPA, in 1978,

emphasxzed its support <¢f the establxshment of audit committeaa.
Third, the Business Roundtable in 1its statement on "The Role
and Compesition of the Board of Directors of the Large Publicly

Cwned Carporaticn and the Committee of Corporate Law, Sectilaon

of Corporation Banking and Business Law of the american Bar

Asscciation in Lts Corporate Director's Guidebock endorsed the

concept of audit committees and recammanded that caompanies
establish audit committees composed of non-ranagement dicectors.

rFinally, the American Stock gxchange ("AMEX") recently adopted

a recommendation encouraging all AMEX listed companies to estab-

lish audit cchmittees composed of independent directors.

The Commission believes that the afforts of the private

cector, as well as the Commission's Own disclosure rules,

have spurred issuers into the establishment of audit commit-

tees. StatlsthS rhat the Commission has generated from

results of the recent amendments to the proxy rules described

above indicate that approximately.ﬂs vercent of public companies

P e L e o mdmmd e m dimme g = Cla e U A F e g o

have established audit committees., Based on this demonstrated
progress, the Commission has concluded that any formal action
on its part, at this time, is not necessary.. It will continue,
however, to monitor the extent to which the trend of establish-
ment of audit committees persists, and, if it appears t¢ lapse,
the necessity for further Commission action will be considered.
A more pressing problem today, however, is assurlng that
audit committees, once aestablished, actually provide effective
cvarsiéht with respect tc financial reporting and related
matters, Information gathered from last year's proxy state-
ments indicates that scome audit committees m;y not be review-
ing the scopa or the results of audits with the external audi-
tors =- two functions essential to an effectively functioning
audit committee. The staff of the Commission, in conjunction
with its study of the broad area of corporate govefnance, is
currently studying the makeup and functions of audit commit-
tees and will be submitting.a report to the Commissicon shortly
containing a discussion cf.characteristics thought by commen-
tators to belimpartant to effectively functioning audit eom-
Mmittees as well as a descriptich of current practice based on
disclosures filed with the Commission, This staff report -

should provide the Commission with impdrtaht information upon

which to assess the performance of audit committees.,
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Scape of Sarviges

The appreopriate sScope of services to pe provided by

independent public accountants nas been a subject which
nas attracted substantial aktention in recent years oY the
Congress, the Commission, the accounting profession and
the public Oversight Board of the SEC Pfactice;Seéticn of

the Division for CPA eirms of the AICPA. study and depate
has centered around services per formed which are of -a non-=

audit nature (tax servV1CEeS;, accounting and review services

and management advisory services) with principal attention

being focused on management advisory services {"MAS") and

the petential impact rhat performance of such services may
3 |
rhave on auditor independence.

During 1978, in response to an increase in concern over

the scope of services issue and the lack of data available

ro reasonably evaluate the relaticnships existing in pracs

rice between reglstrants and their independent accountants,

the Commission undertoox to regquire the disclosure of such

data by issuing Accounting Series Release No. 250, "Disclo-
sure of Relationships with Independent public Accountants.™

This release established for the first time zules reguiring

disclosure in registrants' prOx7 scatements of the nature

of nonaudit services performed DY independent auditors and

the percentage relationships @f fees incurred £or such sSer-

vices to total fees incurred for services seviormed in cons

section with the audit., The orincipal purposes of the new

- 11 -

disclosures are. to provide users of financial informatrion with
data upon which they can better understand and evaluate rela-
tionships between companies and their_auaitopsland to provide
the Commission an empirical daﬁa base to assess existing
practice. The Commission believes thaﬁ ASR No. 250 will
nelp to.provide a better dnderstanding of the auditur-clienﬁ
relationship and eliminate scme of the mystigue which has
historically surrounded the scope of services issue. Further,
disclosures provided as a result of ASE No. 250 will, over
the long term, provide the Commission with the data needed
tc monitor the nature and extent af services.perfcrmed Dy
indapeﬁdent accountants and help to identify any favorable
or unfavorable trends in oractice.

subsequent to the issuance of ASR No. 250, the profession,
through the actlvities of the Public Qversight Board, studied
the question of scope of services'by Cpa firms and a repart.
was issued in March 1979. It Wwas afrer reviewing ﬁhis of -] ~led
that the Comiission, dissatisfied with the lack of more
spgcific guidance and of the opinion that the report failed
to adequately sensitize the grofessicn and its clients to the
concerns aver the performance of MAS3, decided to issue A3SR
NO. 264, “5cop§ of Services by Independent Agcountants,"” ore-
senting Lts views -regarding factors it believes management,
the audit committee and the accountant should consider in

determining the appropriate scope of services to be performed

py independent accountants. The factors to be considered and
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ained in the release,

views expressed concerning them: cont

n our 1979 Report.

were discussed 1
+ ASR NOS. 250 and 264

The Commission melieves tha

together provide an appropriate ¢ramework within which the

parties who are responsible for the auditor-client relation-~
ship may determine the scope ©f services appropriate in-the

4 in last year's feport, the Commis-

circumstances. Ag state

v ’ + - ]
gion in developing ASR No. 264 consciously determined not
ular Lypes of Hhs_engagements. Account=

ro proscribe partic
dians of their profes-

the front line guar

ants must serve as’
hics literature recognizes:

ag thelr OWD et

gicnal jndependence,
mave primary responsibility

Similarly., corperate boards should
for the credibility of issuer fFinancial reporting. ASR No.

r and the issuer's woard in

264 seeks to guide the audito

discharging these respansibilities.
In ASR No. 264, the Commission invited pukllic comment

ehezein. 1IN response to rhig invita-

on the views expressed

tced 2 letter Of comment which voiced

cion, the AICPA submi

n to the release&y nynwarranted

strongd oppositio stating that

curtailment of nonaudit sarvices is \ikely to be substantialf
ly realized simply by its issuance.” The commission’s intent
in issuing ASR No. 264 was; of cﬁurse, net Lo prcmcté the
indiscriminate rermination of MAS engagements OF any cther

Rather, its purpose. Was L
ittees, moatds of.

nonaudit services. o encourage a

careful assessment BY management, auydit comn

¢ of the sotential impact on auditor

cors and accountant
grvices engagements.

direc

independence :esultinq Erom non=audit $

- 13 -
The Commission did not seek to deprecate the benefits

‘which may accrue from certain MAS activities. Clearly, the

benefits in many cases can be significant.  In view ¢f the

accounting provisions of the Foreign Corrupt Practices Act

af 1977, for instance. gervices performed by i ndependent

suditors in assisting thelr clients in the review of inter-

nal accounting contrel systems should we very heneficial to

registrants and, in additien, will cften serve to . enhance

the quality of the audit. The Commission pelieves that in

most engagements involving the review of internal accounting

_controls, the nenefits of such services will outweigh any

potential for impairment of independence whigh may accrue.

However, the answer may net be as clear with regpect toO other

engagements. The Commiasion believes that such decisions

can only be made oy responsible partles on a case=-Dy-case

pasis with consideration given to rhe factors cutlined in ASR

No. 264.

Commentators to ASR No. 264 also raised guestions with

respect to the so-called "global regt™, which focuses oOn

aggregate revenues generated from MAS and the relationship

of those revenues to rotal firm revenues. Certain accounting

firms =-- particularly smaller firms -=- appear to be congerned

that the Commission may mave stigmatized firms that derive a

significant portion of thelr revenue from, for example, tax

work and aceounting and review services. mhis was not the

Ccommission's intention. Hhile'ASR NG. 264-uses rhe terms

i g
=ity
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*nonaudit services" and "MAS" scmewhat interchangeably, the

Commission recognizes that the terms are different and that

MAS is conly one component of total nonaudit services and
!

encompasses a narrower range of services. In the context of

firm-wide services, the Commission's principal concerns relate
to the magnitude of MAS activities and their pctanpial impact

cn the quality of audit work performed.
In this regard, many in the accounting profession be-

lieve that independence should be evaluated in terms of
individual engagements only, and that the evaluation of the
independence of a relationship should not be colored by the

magnitude of the accounting firm's firm-wide involvement with

“~

MAS activities. While the Commission agrees that independence

is primarily dependent on the nature of the accountant's te-
lationship with individual audit clients, it disagrees with

rfe notion that the profession may disregard the magnitude of

MAS activities on a firm=-wide basis. Undue emphasis on MAS

could ultimately have an unfavorable effect on the quality of

audit work performed. Similarly, the apparent tendency of

some accounting firms =-- particularly larger firms -— to
compete on the basis of total revenues and the array oL MAS

activities offered is troubling. The Commissicn is concerned

that the ultimate result of such a philoscophy could be &
subtle shift in emphasis -- pérhaps real, 2eriaps apparent --
is this even-

away from the auditor's primary function. It

tuality, and possible conseguent efiect on audit guality,
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Or on user confidence in the teliability of the auditor's
rveport and the credibility of financial reporting, that the

Commission sought to warn against in ASR No. 264.

During 1979 the Commission undertook to establish a system

for monitoring the new disclosures required to be included in

Proxy Statements by ASR No. 250.
mately 1,200 proxy statements, lncluding both exchange-listed
and over-the~counter reglstrants,

review,.

ing of the nature of nonaudit services being performed and the

magnitude cfﬁsuch services in terms of percentage relationships

to aggrvegate audit fees.

Resgults of this Eirst-year Teview showed that a large

majority (approximately 91%) of companies engaged their au-
-*
ditors for some type of nonaudit services with the- highest

incidence being in tax related dreas. The survey further in-

dicated that the incidence of performance of certain specific
services {i.e., actuarial services, plant layout, market sur-
~ ]

veys) was minimal. */ As for the magnitude of nonaudit

services performed, the survey ilndicated that 68% of the com-

panies incurred fees for nonaudit services representing 0-25%

2/ In ASR No. 264 the Commission
mance of such services may, in many cases, be Gifficult
tO Justify on the basis of the factdrs set forth therein
and the Report of the Senate Subcommittee on Reports,
Accounting and Management of the Committee on Governmen-
tal Affairs (1977) had indicated that these services are
incompatible with the public responsibilities of indepen-—
dent auditors,

had noted that the perfor-
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of total audit fees; 21.9% of the companies were.1in the 26—-50%

range; 7.4% of the companies were in the 5$1-100% range; and

2.7% of the companies were OVer 100%.

While these new disclosures for 1979 contribute to an

understanding of existing practice, rhe Commission dges not

melieve that meaningful conclusions can be drawn from dis-

clogures for a single year. The relationships need to be

reviewed and evaluated over a longex period of rime. Accord—

ingly, the commigsion plans to usés over the next several

years, the disclosures provided in proxy statements to obtaln

a better understanding of the nature and extent of auditor-

client relationshlips apnd to identify .any trends which develop

as a result of the guidance oftered by ASR No. 264 or as a

result of actions taken by the profession.

Concern has been expressed by some regarding the possible

use by the Commission of ASR No. 250 disclosures to guestion

independence, after the fact, in individual registrant situa-

rions based solely on the percentage relationships disclosed.

The Commission does not intend to use rhe disclosures faor =his

purpose. Although we will monitor the disclosures as t¢ tne

nature and extent of particular seprvices rendered, the pUuroose

of this menitording activity is to agssist us 1n developing an

empircical pasis from which to determine ‘the need for further

action in this area. any further action would be prospective.

although the commission believes that ASR Nos. 250 and

264 provide a meaningful framework for theé determination of

e ]
T e rm ey e — e
———rlrm P ——— ] B
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the appropriate scope of services to be performed by inde-
pendent accountants, it has not ended its examination of the
scope of s?rvicgs issde. Rather, it views the issuance of
ASR Nos. 250 and 264 as part of a continuing examination of
the relationships between registrants and their independent
accountants. After further monitoring of practice, the Com-
mission will be in a better position to determiﬁe if any

further action is necessary in this area.
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interest, and therefore, not left exclusively to
those endaged in the profession.
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REGULATION AND_QVERSIGHT

r

nting profession ) . The self-regulat?ry structure must have availa- i
. ble to it the capability and rescurces necessary | il B
to anticipate, address and vesolve acccounting g

and professional issues needed to assure quality
performance. ' '

e

The most visible change made by the accou

iticisms directed

in response tO Congressional and Qublxc Ccr

*/ was the ~reation, a little

L A

. , id=1970"'s

roward it during the mid 13

o) . _Tpe self-regulatory structure must be firm,
timely, even—-hdnded and fair in both its admin-
1stration and disciplinary procedures,

i ritute of
sver two and one-half years ago, of the american Ins

Division for CPA Firma, and

k

£ ! ntants'
Certified Publlc|ﬁccou

{FSECtLon")~ The Commission's oversight has entailed reviewing. (and

within that pivision, the SEC practice Sectlon

jor step by Ene profess commenting, where appropriate) on all materials genevated by

The creation of the Section was a ma

ctive self-regulatiocn. although the Section including those relating to the Section's organi-
e . ' .

sion toward implementing eff

its programs and mechanisms are zational structure and functions, standards for performing and
its : _ |

rhe Section is in place,

cess of
not yet fully implemented OT rested. Thus, the suc

-= the
rhe Section as an affective self-regulatory body

' Lot ' ffective
rranslation of a concept into an aperatlcnally e |

still is dependent upocn furtnher developments.

mechanism -— o |
osely the Sectionh:'s esta—- .

The Commission has monitored cl

: ocedures.
nlishment ang its implementation of programs and Pt

ion's progress
Our attentlon haé meen focused on the profess

' ' : ission bpelleves
rowards achieving the objectives which the Commission

der to be effective.,

. _ ;
2 self-regulatory structure must meet 1n @

| ' i ission's f£irst
These objectlves Were outlined in the Commiss

Accounting prpofession and the.

rwo Reports to Congress cn the

i | WS¢
commission's ogversight Role as follo

e of public accountancy

. actic :
Requlaticon of the DT lved with the public

should be thoroughly inve

L

. . L
s were discussec LD the Commission's

Rl These criticism

reporting on quality contrecl compliance reviews, standards for
quality control review panels, administrative procedures, and
membership requirements. In additign, we have reviewed the

peer review program and the sanctioning process and procedures

developed by the Section.

In each of the Ccmmission's-first Ewo reports, the
Commission was able tc conclude that the profession's prog-
ress had begn sufficient to merit continued opportunity to
pursue its efforts at self-regulation.” The Commission recog-
alzed, hcwever,_that some significant uncertainties remained;
and that these could hinder the Section's ability to meet its
objectives. Hajor areas highlighted by the Commission in its
earlier repﬁrts included: (i} thé'fole @f the Public Over-
sight Board ("POB") as an effective ovérseer of the 5ection'5-
activities; (ii) the effectiveness of the profession's peer

review program; (iii) the effectiveness of the Section's

July 1978 Report:
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' d for
sanctioning process and procedureés; and (iv) the need £oO

{

more broad-based mempership in the Section.

.ion again comments on
In this year's report, the Commission ag

" ) . B d
the progress of the profession toward. meeting 1S gpals, an

the status of the;unce:tainties which

nag made progress during tne past year. qevertheless, some of
rhe uncertainties ccmmentgd gpon in thg-July 1979 Report remain.
In particular,.the effectiveness of the peer teview program 1§
not yet Eully coﬁfirmed and the Section's mechanisms governing

' ] ' ' r
actions resulting from the special investigations and pee

review processes remalin untested. 0
ence is necessary to demonsgrate taat
poB are fully agguming the Leadership

o self-regulatory efforts -~ thaereby

for self-assessment, criticism and correctien == tﬁat they must
for meaningful'self-regulation to exisc-

The Commission continues 0 believe that the POB must
axercise a strong ieadership role Wwith respect to tnhe salf-
requlatory effort in order for the structure and process as a
«whole to function effectively. The Gommission 1S sncouraged

initil ] ] rhe Dast yeéar =~
by certaln of wne POB's initiatives during . ¥

sarticularly fhe leadersnip displayed

_ , : ot
resolving kthe difficult guestlon of Commisslon access Lo pe

_ . { .
review WOTKLNRgG papers and the POB's effortS in cannection

' ol £ ecial Investigatlons
with the Section's eataolxshment.crlthe Sp

-
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remain. The profession

additién, further experi-
the profession and the
ipitiatives with respect

internalizing the capacity

10 connection with
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Committee. Nevertheless, the Commigsion and its staff

continued to provide impetus to the Section's development of

its self-reqgulatory program. In the Ccmmissicn's view,

rhe stimulation for necessary change should come principally

from the PO8.
The profession's self-requlatory program 1is still
evolving, and considering the trial and error charvacter of

ehe implementaticon process, the experience provided by the

;cmpléticn and evaluation of additional peer reviews as well
as consideraticn of the Section's actions vesulting from the

gpecial investigations and peey raview processes ils necessary

for a meaningful evaluation. The exﬁerien:e gained as a
result of monitoring developments during the first full cycle

of peer reviews -— to Dbe accomplished by the end nf-lgal':/ -

should provide suffiéient information to enable the Commission

to better assess the efficacy of the self-regulatory program.
The remainder of this section discusses: (i} the role

of the PCB; (ii) the peer review program: (iii) actions

resulting from the special investigations and peer review

processes, and (iv) the voluhtary aspect of the program.

The Role of the Public Oversight Board

The POB functions in an ovarsight and advisory capacity

with respect to the self-regulatory activities of the Section.

*/ FEach member fir

m of the Section is required to undergo a
peer review at

least once during a three year period.

R




on March 31, .198C, the POB issued its second annual report

covering its activities for the twelve months then ended. In l

its report, the POB comments OR (i) the peer review program; |
(1i) procedures with respect to audit failures; (iii) a study
of the auditor's work envirconment conducted by the Section -in
response to 2 recommendation in the report of the Commission
on Aﬁditcrs‘ Responsibilities; (iv) sScope ef sefﬁices by CPA

firms; and (v) SEC Practice Section nembership. TIhese issues

are generally discussed in other sections of this report.

The POB concluded its report as follows:

The Board believes that in the past year the Section
nas shown continued strong commitment to the success
of its self-regulatory program- This is evidenced Dy
(1) further progress in developing and adminlstering
its peer review program, (2) adoption of an 1q1t;§l
program for surveillance and discxpllpary action '1n
cases of alleged or possible audit failure, (3) the
review of the auditor's work environment, {4) efforts
to enlarge membership of the section, and {3) con-
rinued attention to the scaope of services lssue. ‘The
SEC continues to be supportive with its gonstructive
criticism and comments. The Section will face many
challenges in 1980-1281 to make its programs more
effective. The SIC [Special thvestigations Committee]
will have the opportunity to develop surveillance and
investigatory procedures. The increased‘actLVLty in
peer reviews will require a major expenditure of time
by the profession and the Board. The Board believes,
nowever, that the experience thus ﬁar gained will

enaple the profession to make continued progress in
1980 and the years ahead.

As stated in its 1979 Report, the Commission helleves
rhat the conceptual and practical obstacles wCc ' a successful

self-requlatory program necessitate strong leadership to the

I -
self-regulatory effort. That leadership should cOmE from

rhe POB. The PQBR should serve as the_ccnscience and critic

of the self-regulatory effort,

..L23-

Largely, because of the early stage of development in

which the self-regulatory effort finds itself, the effective-

' -

ness ef the POB as an overseer of the profession's ;nitia-
tives is not yet completely evident, bﬁt the Commission con-
tinuves to believe that the POB has the pdtential for achiev-
ing the substantial credibility that is expected of it. In
this connection, tha-Commissidn is encouraged by the role
performed by the PCB with respect to the resolution of the
very difficult question of Commission’access to peer review
woTking papers-and by the POB's éfforts with respect to the
Section's estabiishment of the Special Inveaﬁigaticns
Committee. The Commission is somewhat disappointed, hawever,
that in connection with its moniteriné of the Section's

peer review activities, the Commission's staff =-- and not

the POB and its staff -- identified certain problems with the

peer reviews conducted during the past year which suggested

the need for certain refipéments to the Section's standards
for performing and reporting on peer reviews, In addigion,
although evidence of active oversight DY the POB staff was
substantial, the Commission staff's 1979 review efforts did
indicate need for improvement in the consistency of the PCB
as an overseer of the Section's peer review program. Based
on thelr own experiencelwith the 1979 peer reviews and partly

in response to suggestions from the Commission's staff, the

Section and thée POB staff indicated their intention to take
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necessary steps ro improve control and oversight over the peer

review process.

The Peer Review Program

Commitment to neaningful, in-depth peer ceviews by independ-

ent and objective reviewers is a prereguisite to the Success

of the profession's salf-regulatory program. accordingly. any

delay in the affective implementation of the peeyr review

program 1s a seripus threat ro the whole structure of self-

‘regulation.

In its 1979 Report, the commission indicated that 1its

staff had reviewed the work of the FPOB and its staff with

respect to ten peer reviews conducted in 1978, Of those, two

*/ Of the remain-

+

were mandated by commission or court order.

ing eight firms reviewed, only two had gublicly-hgld clients.

While this limited number of peer reviews and their nature

made it impractical to reach any but limited conclusions, the

compission stated that the POB appeared to have functioned

- ‘ : 4
effectively as an overseer of the Section's peer review

activities. Thus, che Commission remained1:auticusly opti-

mistic that thelprncess would ultimately prove affective.

The Commission stated, nowaver, that the central test of

the POB's effectiveness will be the thoroughness with which

it continues as an effective oversee&r.

*/ One additional review (also conducted pursuant £o
Commission order) was subsequen;ly accepted by the
Section as meeting 1ts peer review reguirements.

"
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At the time of its July 1979 Report, the Commission

" expected a significant number of peer reviews would be con-

ductéd during 1979, Indeed the Section had reported that as

of March 31, 1979, 110 member firms had tentatively agreed to

peer revieﬁs during 1979. 1n fact, however, only forty péef

reviews were conducted. */ The pace must be accelerated and

the first cycle of peer reviews completed by the end <f 1981.
One of the more difficult issues confﬁonting the profession

and the POB &uring the past year was the guestion of Cﬁmmissicn

_access to peer review workiﬁq papers. As indicated in its 1979

Report, the Commission continues to believe that it must have

sufficient access to the peer review process to permit it to

' make an objective evaluation of its adeguacy, and that total

reliance on the POB and its staff in this regard would not be
consistent with this objective or the Commission's responsi-
bilities. The Commission further stated that a satisfactory
arrangement for access to the working papers of the peer
reviewers must be established, and that the POB and the EZxecu-
tive Committee of the Section should acgcord this issue the

highest priority.

* The POB's second annual report indicates that approxi-

mately, 200 member firms have been assigned to have thelr
initial ‘peer reviews in 1980 with the approximately 220
remalning member firms scheduled for peer reviews during
198l. Under this schedule, substantially all firms with
SEC clients will have undergone a peer review by the end
of 1880 since only about ten percent of the firms sched-
uled for peer review during 1981 have any SEC clients.
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The Commission appreciates the prcfeésion's concern for
client ccnfidentiﬁlity and during the past year the Commission's
staff has worked with representatives of the Section Eo develop
an acceptable arrangement for Ccmﬁissioq_access to peer review
working papers. It was largely through the efforts of the POB
that an agreement was ultimately reached which provides for
Ccmmissinn staff access to certain of the wgrkingwpapers of the
geer reviewers. The commission's staff believes that these
vegently developed procedures {(which will he effedtive for peer
reviews conducted during 1981) should be sufficient to provide
the Commission with reasonable assurance thaE it will be able
ro fulfill its oversight respansibilities while at the same
time being respcnsfue ro the profesﬁicn's cencerns regarding
client confidentiality.

The Commission iLs encouraged by the agreement for Commis-
cion staff access to peer review working papers and by Ehe

POB's efforts in ensuring tne satisfactory resolution of this

issue., Of course, the agreed upon arrangement can only be

evaluated with the benefit of actual experience, and we expect
the POBR to moniter the implementation of the access arrange-
ment and provide the Commission and the profession with its

objective views on the necessity for any changes. 1In this

connection, the Cbmmissieon considers the access procedures
to be experimental in nature and acceptability is predicated
on their effective functioning and the willingness of the

section toc make changes 1f necessary.
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A. Oversight of the Peer Review Process
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In its previous reports, the Commission identified the peer

ET LT

LA

review program as the single wmost important element in the
AICPA's self-regulatafy initiative and set forth three objec-
tives that the program must meet in order o be effective:

. The peer review process must incorporate and apply
meaningful standards of quality contrel to both the -
work of the reviewers and of the reviewed firm.

. The peer review process must be structured in such
a manner as to assure independence in fact and to

- . promocte public confidence in its credibilicy.

. The peer review process must be sufficiently open
ro examination by both the Board and:'the Commissicon,
and their respective staffs, so that each may dis-
charge its oversight responsibilities.

The Commission's oversight responsibility referred to in
the third objective above i3 basically to satisfy itself as to
the profegssion's prcgress toward meeting the first twe objec-
tives =- that is, that the process incorporates and applies
meaningful guality contrel standards anc that the -process 18
structured to assure independence and credibility. In addition,
the Commission's oversight responsibility gxtends to the work

af the POB and its staff. The oversight responsibilities of the
Commission and the POB are interrelated since the extent of the
Commission's oversight activity is directiy dependent upon the
Commission's evaluation of the effectiveness of the POB a3 an
overseer of the profession's self-regulatory pranam. In |

eggance, the greater the Commission's confidence in the effec-

riveness of the POB as an overseer cf the profession's peer
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review activities, the less need for extensive direct over-
sight on the part of the Commission and its staff.

The Commisslon's peer review oversight responsibilities

are fulfilled in a number of ways. The Commission's staff

frequently discusses iésues with representatives of the Section
andrthe POB. The purpose of these discussions is to gain an
' - -

understanding of the conceptual and practical problems that
the profession has encountered during the course of developing
the program. The Cammissionfs sﬁaff has generally offered its
{deas, insighta and constructive c:iticismstin an effort to
assist and encourﬁge the prcfession roward achieving its goals.

The Commission's staff reads the reports, comment letters
and the responses to the comment letters issued in connection
with peer reviews. Except witﬁ respect Lo peér reviews which
are conducted pursuant to Commission or court order as well
as under the Section's guidelines, */ the staff's review of
the peer review process has,been limited to & review of the
oversight files of the POB which include various memoranda,
checklists, prcgréms, notes, etc., evidencing overslight work
performed.

While the Commission hopes that ultimately it snould be

able to rely heavily on the poB's oversight of the peer

*/ With respect o Commission or court ordered.rgviews, the _
— Commission's staff is able to reviev the working papers of

the peer reviewers.

- 29 -

review process, we are not presently in a pnsi;ian to make a
determination that such reliance -— taken alone —— is suffi-
cient'ko permit the Commissicon to reaca a ccnclusian;concern-
ing the efficacy Of the peer reviéw prccéss.' The peer review
prcgram ig new and is evolving on a trial and error basis.
Similarly, the POB's role aﬁ overseer of the Section’s peer
For- the

review activities must be viewed as evolutionary.

peer revlew program tO he effaective, the POB must achieve the

. substantial credibility that 1is expected of it by consistent-

ly demonstrating its independence, cnmmitmenF, and ability to¢
exercise effective oversight. Whether the POB can effectively
fulfill this role depends nct s¢ much on the mechanics of the
Board's oversighf operation, but rather on the commitment of
the Board and its members as well as thé capabilities and
commitment of the Board's staff., The demonstration of its

independence, commitment and ability to exercise effective

oversight will take time and will probably not become fully

evident until the peer review program has been refined and a

full cycle of peer reviews has been completed.

tn the meantime, the Commission must satisfy 1ts over-
sight responsibilities and De in a position to evaluate the

progress of the profession's self-requlatory efforts.

" Reports and letters of comment are oresently being issued in

connection with the Secrion's peer review program. ‘Investors,
registrants and others have the right to assume that this

information provides a basic level of assurance of quality

.\:
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audits. Particularly in view of the early stage of v - , ' e
4 : Y g develop 3 of reliance which can be placed on the work of the POB iF
ment of the peer review pregram and the fact that the Commis- : i : - -
Fres . - .. ~gonsistent with the Commission's oversight responsibilities.
sion is not yer in a position to be able to reach an inform df . L | - i
P ' _ =< It should be recognized, however, that review by ;he Com~ %
judgment as to the extent of reliance whien can be placed ' o io
P mission staff of peer review working papers will not enable us i
on the POB, the Commission needs sufficient access to peer ' - : : . A . £y
_ : to reach a judgment as to the quality of practice of individual 4
review working papers to be able to test the a lication of : : | ) . i
_ ?p g firms reviewed. To reach such a judgment would require a :
the Quality control review standards bein developed by Lhe : :
S LOF o , total duplication of the work of the peer reviewers and this ]
Section and the efficacy of the steps taken by the Section | ' 3
; . P o ' . j would not be consistent with self-regqulation, nor would it be _ .
to ensure the independence and credipility of the peer review : ' g
¥ °F feasible in view of the Commission's limited resources. - o
program. This is, of course, consistent with the Commission’s . . . o ’
: ' Rather, the Commission's purpose 1o reviewing peer review
aversight responsibility and the basis for the Commission's . : - . : r
: . working papers is to form an opinion concerning the efficacy ol
assertion, in its July 1979 Report, that it -must hav fi- - . e
Y Y ‘ P ‘ e suffl - of the peer review program on an overall basis, and of the -
cient access to the peer review process to permit it to mak _ ey
pl : P © POE as an overseer of that program. if
an objective evaluarion of its adequacy. . , -
] . quacy ‘ 2. Results of Current Years' Revliews ) Li
. : . PR A
The objective of Commission access to the peer review ) ' . : : e
_ . During the past year, forty peer reviews (including one ¥
progess 1is to enable the Commission o fulfill its cversight : :
. which also constituted a peer review conducted pursuant to - :
responsipilities by: (i) evaluating the adequacy and resting C . : : E
Commission order) were conducted pursuant to the peer review . v
the application of the guality control review standards : . . . - . B
/ orogram. The reviewed cirms consisted of the following: } £
developed by the Section as well as rne efficacy of the B
steps taken by the Section to ensure the independence and Type of Firm No, of Firms ~ No. of SEC Clients o
. . _ f
credipility of the peer review program; and, (11} testin Firms with 3 Or more
Pres ’ K SEC clients 7 1,731
the oversight activities ¢f the PCB with respect to ke De=r firms with 1 to 4 | . )
: SEC ¢clients 7 11 | .
review program to determine the POB's effectiveness, and Firms with no SEC
clients 26 . 0
developing a basis for reaching a judgment as te the extent . ' :
. 40 | 1,742 '
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Qf the ruportaltssued in connection with these reviews,
thirty were unqualified and ten were modified. The modified
reports relate to deficiencies in the quality control -
policies and procedures prescribe& for the firm's account=
ing and auditing practice or lack of compliance with such
pciiciés and prcd;dures, and/or lack of compliance with
membership requirements of the_Se:tion. In conhection with
subgtantially all of the reviews, the reviewers issued
latters of comment in which they discussed those matters
which they believed may require action by the firm in ovrder
to effect substantial improvement in the reviewed firm's

quality contrel policies and procedures and/or its compliance

with them, or with membership requirements of the Section.

These reports, letters of comment and the reviewed firm's
written response to the letter of comment are included in
the Section's public files.

The Commission's staff-has reviewed the workinglpapers
cf the PGB and its staff with respect to mﬁst of thé forty
peer reviews performed in 1979%. 1In addition, since cne.of
the reviews also constituted a peer review conducted pursuant
to Commission order, the Commission's staff was alsc able to
directly review the working papers of the peer reviewers.

Based on the review of the POB oversight files, it

appears that the POB staff is generally complying with the.

working papers of the peer reviewers, and, in an appropriate

- :

POB's established program for monitoring of peer reviews. o
Thegse files document that the POB staff is reviewing the : I
?

number of instances, observing the conduct of peer reviews
in éragress and attending clﬁsing conferences between reviewers
and reviewed firm personnel at which the results of the peer
review are discussed. The pPOB's documentation indicates that
the POB staff is focusing on: {i) the gualification of in-
diviauals serving as reviewers: (ii) the scope of the review,
including excluded engagements; */ (iii) the way in which the
review wés cénducted; (iv} the documentation (evidence) of
the work performed and: (v) the report(s) and letter(s) of
comment issued. In addition, the POB's files include, in
many instances, objective evi@énce that the POB staff 1ls sub-
stantively challenging the reports being issued, che lettefs
of comment and the reviewed firm's response thereto, as well
as the adeguacy of the scopé and documentation of the worX
of the peer reviewers.

Although e#idence of active oversight by the POB staff

was substantial, the Commission staff's- 1979 review efforts:

*/ As a rasult of its monitoring of 1979 peer reviews,
the POB determined that the provision in the Section's
standards that a reviewed firm may exclude certain
engagements £rom the scope of peer review under
certain circumstances was not a substantive proclem. ' -
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did indicate neéd for improvement in the consistency of

the POB as an overseer of the Secticn's peer review program
The Commission staff's findings during the c¢ourse of.its'
review work alsc pointed to the ﬁeed for certain refinements
to the Section's standards for performing and rteporting on
ceer réviews. These guestions and the steps taxken to resclve
them were considered by the Commission in deteéﬁining the
necessary degree of access to peer review working papers.

The speéific matters which came to the attention of the
Commission's staff as a result of'its WOT K relate,‘for the
most part, to thq adequacy of documentation Sf the work of
rhe peer reviewers and to the candidness of comment letters
issued by the reviewers. As a result of the questions raised,
the Section has pegun implementing certain changes to lts peer

review standards:

. The develcopment of peer review dccumeqtaticn
standards to assure that the peer review
working papérs provide appropriate support of
the work performed, and the report and comment
letter issued. */

The refinement of the Secticon's comment letter
guidelines to help assure consistent format
and content of comment letters. **/

r/ No such standards existed for the 1979 peer reviews.

4 Although "Guidelines for Preparing Letters of Comments”
*“ are oresently included in the Section's Peer Review
Manual, experience has indicated that they need kg De

strengthened and clarified.

.« A requirement fhat comments communicated
crally to the reviewed firm be documented
in the peer review working papers */ so

P . as to provide a basis for follow-up.

In a&dition, pased on their own experience with 1979 peer
reviews and partly in response tg suggestions ﬁrcm the
Commission's staff, the Section and the POB staff indicated
thelr intention to take necessary steps to improve the control
and.cversight OVer the peer review process.

In view of the fact that the peer reuieﬁ pragram is still
deﬁeléping,.tne Commission believes that the steps being taken
by- the POB and the Section shcuid serve to strengthen the pro=-
fession's program. The profession's willingness at this stage
tc react apbropriately and premptly to identified problems in
the peer review procéss thrcugh implementation of necessar}
changes is particularly important since over 400 peer reviews
are,expected-ta be conducted during 1980 and 198l1. Addi-
tionally, experiences to date should serve to heighten the

sensitivity of the POB with respect to 1ts role in the peer

review process,. and thus further strengthen the program.

2/ o such requirement existed for the 1979 reviews. Many
of the comments provided to a reviewed firm may be
important but nonetheless, in the judgment of the re-
viewers, not significant enough to- warrant inclusicn
in the comment letter., The Commission believes that
comments communicated to the reviewad firm (whether
orally or in writing) should be clearly documented in
the peer-review working papers so that the responsive-
ness of the reviewed firm to the overall results of the
peer review process can be judged during that Eirm's
next peer review. :
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¢. Review of Audit Work Performed Qutside the . ' i o - ' L ‘.
OnTted States _ : applicable to U.5. firms. Using this approach, the peer revieWw .k
— process would concentrate on the U.S. firm’s overall policies i

In its first two reports, the Commission raised the

guestion of the extent to which audit work performed outside and procedures for reviawlng_audxt worg done ouﬁslde the U.S.

e

—-ilimmL .
A N T

the United States should be encompassed in the scope of peer The Commission believes this would be é satisfactory interlm
. L - L : ion t i £ £ i ' .

reviews. The Commission stated that this is a complex 1ssue, resolucion to a difficult issue
and continuing efforts must be made to seek an effective During 1979, the Section studied this matcer in ﬁepth.

. : . : T : Meetings were h wi o e arive £ e s '
resolution. While a worldwide peer review process concentrat- tR9 eld with representat s of the profession in

ing on each firm's guality control system -- regardless of othexr’ countries. In addition, representatives of the Section

i}:
E

met with representatlves of the International Audltlng

- R B L R R P T

the physical location of that firm -- may be the idea} way

+
o

to provide investors with assurance of audit ‘quality, the Practices. Committee ("IAPC™ } of the International Federation

-

of Accountants, which wag considering publztatlon of an,

¥
'.l
1wk

Commission recognizes that differing legal and professional
’ international auditing guideline dealing with reliance on

¢ hp s
ey

environments make progress toward this goal difficult. As

other auditors. IAPC has recently published an exposure

i

the Commission .staff has discussed with the staffs of the

M

rtt,

Fax:

draft on this subject.

PR

Section and the POB, one way to address the issue of worldwide '
: . : The POB reports that the Section has adopted in
peer review would be an engagement oriented focus. That 1s, .
) : . . rinciple an approach for review of audit work done cdutside
a 0.8, firm, as part of its quality control or audit standards, e P PP

' the U.S. which the Section believes will be supparted by the

: ‘
SRR UL FY
-

1
¥

could be regquired to perform certain additional procedures

-

professicns in cther ccuntrles and which is ccnszstent with

- s
1 -
)

{
W

where a significant portion of the audit work was performed
, , U.S5. auditing standards and with the pro osed internaticnal
outside the U.S. .These procedurss -- which would be document- k. 3
o _ ' standard. The Section has also agreed to adopt a similar
ed -- should be designed to provide assurance, at least to
' approach for review of audit work done DY domestic affiliates,

the exktent of that particular engagement, that: (1) the quality
. . | . , | - | The approach focuses on the supervision and control of seg-

of financial reporting is consistent, (2) audit guality with ep P ¢
' L . . ments of engagements performed by domestic or foreign affili-
respect to all phases of the audit 1is uniforaly high, and B 929 P - Y g
, _ . . atas or correspondents. To enable peer reviewers to test
(3} all aspects of the audit were conducted oy Lindependent P ?

_ . | . compliance, a firm will be required to document certain :
accountants based on professional and regulatory standards

specified matters relating to supervision and contrel. The ]

-
RE — e
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section amended its standards accordingly, effective fqr

audit engagements beginning after June 30, 1980, _ ‘\5

The POB has indicated that it supports the Section's

' ; '
actions in this respect and concludes that the Section’s

approach achieves all that can be done at this time.

The Commission generally agrees with the POB's assessment

in that the Section's approach appears to be a satisfactory

However, as with

interim resolution to a difficult issue.
all other aspects cf the peer review progran, its effective-
ness will depend on how the new standard is implemented.

Thus, the POB and 1ts staff should closely monitor this

agspect of peer review during the coming years, and should. con-

rinue to encourage the profession toward the ultimate goal of

a worldwicde peer review process.

hcﬁions Resulting'‘from the Special Investigations and
Peer Review Processes _

In both its previous reports to Congress, the Commission

noted that the Secticn's sanctioning process and procedures

were not yet in place and wers untested. Thus their timell-

ness, fairness, evenhandedness and efficacy remaln Fo be

demonstrated.

The Section's sanctioning process and procedudres, as

they have ceen faormalized during the last year in conjunction

' L <) i ' t
with the POB's active participation, are intencded to protec

' i ' . ! iate
users of audited financial statements through appre@prila
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responses to allegegd or puséible éudit failures */ and to
-quali;yjcontrpl or other deficiencies uncovered by peer
?guiews. IThﬂre are two significant features to the mechadism
as it has been formulated by the Section., The Peer Review
Committee may recommend to the Executive Committee of the
Section that actions be taken with respect to member firms
on the basis of this Committee's administration of the peer
rav}ew'program. In addition, the Special Investigations
Committee muni£urs alleged or gbssible audit failures -{nvolv-

ing member firms to determine whether to recommend action to

the Section's Executive Ccmmitﬁee¢ The Executive Committee

has the auvthority to impose sanctions on member firms on its
own initciative or on the basgis of recommendaticns ¢f the Peer

Review or the Special Investigations Committees., **/

peliyel i N

*/ In its 1$78-79 Annual Report, the POB noted that one of
the first matters as to which the Section's Executive
Committee had consulted it was the Section's investiga-
tive and disciplinary process. The Commission's starff
stated in the Commissicn's 1979 Report to Congress that
it supported the POB's conclusions that the Section's
objective with respect tc an alleged or possible audit
failure of a firm should be the protection of users of
audited financial statements and that the Section should
assure that future harm from the auditing work of a firm
or one 0f its coffices is not likely.

The following types of sanctions may be imposed on member
firms by the Section's Executive Committee for faillure to
maintain compliance with the requirements for membership
in the Section:

*"I'f’

{a) Require corrective measures by the firm includ-
lng conslderation by the £irm of appropriate

actions with respect to individual firm personnel.

(Footnote cont'd. on next page. ]
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The procedufes applicable to all proceedings by the Peer
elat- ™

Review, Special Investigations and Executive Committees r

ing to the {mposition of sanctiens by the Section are set forth

in a document entitled Rules of Procedures for the Imposition

of Sanctiong ("Procedure Docﬁment'] which was adopted by the

executive Committee ©n November..29, 1979. On that same datce

the Section's Executive Committee adopted a resolut;on amend-

ing the Organizaticn Document *+*/ vo authorize the establish=
ment of a Special Investigations Committee and adqpted a

document entitled The Special Investigations

Committee 0f the

SEC Practice Section of the AICPA Division for CPA Firms ("S8SIC

Document") setting forth the procedures to govern the opera-

rions of this committee. The Peer Review Committee's respon-
| B

sibtlities had heen established earlier and are articulated

in the Section's Crganization Document.

*/ (Footnote c¢ont'd. from.previous page.)
(b) Additional requirements for continuing profes-
gional education.
(¢c) Accelerated or special peér reviews.
(d) Admonishments, censures, OC reprimands.
\{e} Monetary fines.
(£) Suspeﬁsion from membership-
{g') 'Expui#icn from membership.
x/ The section's organization document, "organizational

' tice Section
Structure and Functlons of the_?EC PEac
of the AICPA Division for CPA Firms,” sets forth the
structure and functions of o

rhe Section.

f
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The Peer Review and the Special Investigaticns Committees
f

may conduct hearings to determine whether to recommend sanc-

tions to the Eﬁecutive Committee., Any hearings ¢onducted are

not ' open to the public and all maﬁters'relating thereto are

confidential until the Executive Committee authorizes public

disclosure., .Documents setting forth sanctions imposed on a

member firm will be placed in the Section's public file.

The SIC Document lists the Special Investigations Commit-
tee's primary objectives as follows:

. Assist in providing reasonable assurance to the
puklic and to the profession that member firms
are complying with professional standards in the
conduct of their practice before the Securities
and Exchange Commission by identifying ¢orrective
measures, if any, that should be taken by a member
firm involved in a specific alleged audit failure.

Assist in improving the quality of practice by member
firms before the Securities and Exchange Commission
by determining whether facts relating to gpecific
alleged audit failures indicate that changes in
generally accepted auditing standards or guality
control standards need to be considered.

. Recommend te the Executive Committee, when deemed

necessary, appropriate sancticns with respect to the
member firms involved, '

-

The SIC Document reguires member firms tc repert to the
Committee, within 30 days of service ¢on them of the Eirst -
pleading in the matter, any litigation (including criminal
indictments) against them or their personnel, or any proceed-
ings or-investigatians pubklicly announced by avyegulatcry
agency, commenced on or after November 1,

1979, that involves

clients or former clients that are SEC reglstrants and that

|
.
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allege deficiencies 1in the conduct ¢f an audit or in report-

ing thereon in connection with any required f£iling under the

federal securities laws.

on the basis of the information reported and any infor-

mation obtained from other SQUICES, the Special Investmqa;;ons

Committee will determine whether to (1) moniter further

‘developments without undertaking an investigation, (2) In<

' L a - - . I‘ .
vestigate the firm {without investigating th&. case," 1.&€.,

the specific alleged failure) in order to review certaln of

olicies and procedures or O

the firm's gquality control p

review other engagements by the personnel involved in the case

or other engagements in the same industry as the case,

{ 1 o o —_
{3) recommend investlgaticn of the case to the Executive Com—.

mittee, or {4} cicse irs files on the case. The SIC Document

states that the purpose of any investigation of a firm or of a

case will be to determine whether:

1, The firm's quality,ccntrﬂls are inadegquate;

5. There has been a material departure from gengially_
accepted auditing standards or a material faLhure
" to comply with gquallty control standards Dy the
{rdividuals responsible for the engagement 1in

question; Or

nsidering the aceguacy of

. ig a need for reco :
’ it iting standards oY

certain generally accepted aud
quality control standards.

"ne pOB will monitor and evaluate the regulatory and

sanctioning activities of the Peer Review Committee, the '
. - _— . -
special Investigations Commlttes and the ZIxecutive Committee
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The Procedure Document provides that the PCOB or its repre-
)

sentative may“haﬁe access to all briefs, memoranda, documentary
evidence, iﬁd stenographic transcripts of hearings conducted.
The POB is required to maintain the confidentiality of all such
infqrma;ion; however, the POB may make public any iﬁformation
"which it deems necessary in the ilnterest of the profession or
the pdﬁlic," after giving the firm concerned an opportunity to
present its views and after consuvltation with the Executive
Committee. |

IIn its second annual reporf, the PCB noted that it had
consulted with the Executive Committee on ali important aspects
of the procedures cutlined above and concluded that the pro-
cedures embedy é reasonable framework for self-policing and
disciplinary measures to protect the publi& and the profession.
The POB further stated that because the accounting profession
has been the sﬁbject of supstantial litigation in recent years,
it should be recognized that the task of preparing the SIC
Pocument and the Prccedufe Document involved issues of extreme

importance to the profession. The POB stated thatg, all things

considered, a balanced and practical resultc has been achleved,

' but because the procedures developed.provide broad discretion

to members of the professicn, the success or failure of the

overall program can only be judged by results which may require

'several years of experience.

The Commission believes that the Sec¢ticn's ilavestigative

and monitoring procedures are essential features of the AICPA's
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self-regulatory érogram. The Commission's oversight objec-
rives with respect to the section's sanctioning process and

Lon ' isms are
procedures are to as5es83 whether the Section's mechan

| ' ' eel nd
designed to improve the quality of acceountants practice a

to evaluate whether the implementation of such mechanlsms

contributes to the goal of protection of users of fxnapcxal

gtatements.

' i '
It is too early to judge any aspect of the Section’s

sanctioning process. The commission believes, however, that

ehe two features of the sanctioning process == the responsi-

nilities of the Peer Review and the Special Investigations

Committees —- may represent an adequate framework. The peer

review process should help minimize future audit failures

- o , S
because a peer tveview should raveal major deficlencles 1in |

] L] s and should
firm's guality control pelicies or procedure

enable timely corrections. %/

-,

*/  Although the sanctioping process 1s 1n adfgei;:12i;y

- stage of implementation, the Commission <« ¢ see one
example of the way in which the peer rfvxe P oCess
fits within the Section's sanctioning hr._-aumam.n::mr-:m1 neég
its staff's review of the 1973 peer rev1§ws:f_*.et.
review of a sole practitioner revealed Elgn;hlcina:ti-
oroblems with this acccuntant's?ractxceT *ne :Eal
tioner agreed to taxe and did take certalin r_meiher cer
steps; in addicion, he consented to undergo ano T

review in 1980 and to remain a memberlin the Se;tlcn.
. 43 a result. of the practitioner's actions, the Feer

review Committee decided against recommendln
rxecutive Committee 1mpose 4
t.ime.

g that the
dditicnal sanctions at that
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Since the Special Investigations Committee has only
recently been éstablishgd-the.Commission cannot evaluate
its performance. As a result of the way in which the Com-
mittee's operations and objectives have been articulated in
the SIC Document, however, ﬁhe Commision believes_that this
Committee will be more likely to investigate accounting firms

which are the subject of alleged professional deficiencies

than to investigate particular alleged audit failures of firnms,

The biasxaqainst investigations of specific alleged audit
failures appaarﬁ to reflect ccn;ern‘that the Secticﬁ’s LAves-
tigative-filés'and conclusions might be used against the
inveﬁtigﬁted-ftrm-in-civil or criminal proceedings and reéog—
nition that there are other regulatory, self-regulatory and
private . responses to alleged audit failures.

The Commission-believes that the Special Investigatichs
Cammittaefs tole in the Section's responses to alleged audit
Failures may be reascnable as long as this Ccmmitteé and the
Section's Executive Committee use tﬁeir-authprity effectively,
expeditiously, fairly and conscientiously. The Section's
focus on firms and their individual partners and managers
rather thanlparticular alieged audit failures 1s appropriate .
as long as that approach contributeés to the ultimaté_gcal
of protection of users of audited firancial statements by

achieving improvements in firms' quality controls.
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The procedural aspects of the Special Investigations
Committee's Eunﬁticns appear to be adequate to sgfeguard the
interests of all concerned. It remains to be seen, hawever,
whether the Committee will sptain the information necessSary
to Fulfill its functions in view of the parametérs established
ro safeguard the firm and 1ts partners and employees against

snrejudice.” Member firms may cocperate fully with the

' ' ' there
Committee's requests for information when they belleve tF

nas been no audit failure, but may avoid providing information

when the allegations may have merit. If member firms do not

cocperate cousistently with the Special Investigations

1 ! initiatives
Committee, rhe remedial effects of the Cpmmlttee s 1Lnitia

could be impaired.

The POB has indicated that it will report on the activil-

ries of the Special Investigations Committee. This action by

the POB is consistent with 1Es undertaking te play an active
'

role in the Section's self-regulatory efforts.
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The leuntary Aspect of the Program

In its firgiIQwo repcrt;. the Commission stated that the
success, of the profession's self-regulatory efforts is depend-
ent upen the membership of all ;cdauﬁting firms which audit
publicly=held companies in a self-requlatory structure.

As of the date ¢f our lé?? Report, a-substantiél number of
accounting firms which have clients with securities registered
under Section 12 of the Securities Exchange Act of 1934 were
not yet members of the Section.

As of a recent date, the Section reports only a small

increase in membership. Out of 574 member firms, only 245 have

SEC clients as defined by the Section. on the positive side,
however, it appears that these 245 member firms audit almost
9,000 public companies -- includipng virtually all ccmpaniésl
listed on the national stock exchanges and a significanﬁ por-
tion-cf NASDAﬁ-traded companies. Indeed, the Section reports
that member firms audit the financiali statements of %2%
of the estimated 9,700 companies required to file financial
statements with the Commissicn under various sections of the
Securities Act of 1933 and the Securities Exchange Act of 1934.
_Unfortunately, however, approxlimately 600 accounting firms
that have at least one SEC audit client have still not vet
joined the SEC Practice Section., The AICPA has undertaken to
identify these firms and to ascertain the reasons why thev are
not yet Section members.  In response t§ concerns ralsed about

cost, varticularly for smaller firms, the Secticn has reduced
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its insurance .and dues requirements. The effects of these . If, however, the s‘ctiﬁn'functions-aalit is intended to
. ) : ) . : '

~changes remain to be seen. ™S there will be increasing pressure on all f£irms with public

Some smaller firms, however, appear concerned about thelir
abllity to exercise influence over ghe activities of the
section, and, in fact, some have asserted that the AICPA and
its self-regulatory effort are daminated by the larger account-
ing £irms. The Commission has urged greater. partlclpation by
smaller firms in the self-regulatory effort. However, it does

not seem inappropriate that the larger accounting firms have

rakan the lead in:the self~regulatory effort pecause they audit

an overwhelming majarxty of publxc cumpanles Of course, these

firms must not abuse their leadershxp tc the detriment of the

smaller members. The Section’'s Executive Committee must also

remain sensitive to the concerns of this segment of the pro-

fagssion and ensure that its interests are fFairly represented.

The Commission recognizes that many smaller firms which

audit only one or a few small registered companies may honest-=

ly be concetned that the increased costs of participating in

the self-regulatory effort -- either to themselves or to thelir

clients in the form of higher fees -- may exceed the beneflts

to the public interest. Perhaps they have other concerns as

well, In this connectiocn, smaller firms are encouraged to

express their views, including the reasons for their positions

and any suggestions as to how any unijustifiable burdens could

- be alleviated. -

' clients, regardless of size, to become members of a2 recognized

and qeffective self-regulatory nrganiz#tian. Membership in such
an organlzation =-- with attendant peer review requirements --
should pruvide.i basic level of assurance of quality audits. |
Accordingly, the firms with SEC clients will_prcb;bly have to
explain to their clients why they have elected not to partici-
pu;a in a self-regulatory program, Moreav&f, it may be impqr;
tant for investors to be informed wﬁether a registrant's ”
auditors are-gambe;s of a self~regulatory prégram haﬁing the.
attributes of the Section or whether the auditor has been

subject to a peer review. The Commission's staff is presently

 considering this fssue and may recommend that the Commission

propose rules which would require reglstrants tg disclose

. this information. The POB, in its curvent annual report,

has endorsed the concept of .this type of dis¢closure by
registrants and stated that this would recognize the bene-
fits accruing to the public from membership in such a self-
regulatory Qrganiz&tion and, more particularly, from the.

requiremant that member Eirms undergo triennial peer reviews.
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THE ACCOUNTING STANDARD=-SETTING PROCESS

As indicated in its previous reports, the Commission
continues to Beliewe that the initiative for establishing and
improving accounting standards should remain in the ﬁrivate
sector, subject to Commission oversight. The Commission
believes that.the Financial Accounting standards Board ("FASE")
must continue its aefforts to provide leadershié-and take appro-
priate action in controversial areas, and that members .0of the
accounkting prpfe;:ion and the corporate community must ccn;inue
to support ﬁhe FASB's decisions and jeoin mc:e.actively in the
stanaard—setting ProOCess.

During the past year, the Commigsion has continued to
actively oversee the FASB's srandard-setting initiatives,

While the Commission has some concerns -with respect Lo the
delays that have bean experienced in the FASB's conceptual
framework project as well as the lack of clarity as to whlch
phase or phases of the prcject will address certain fundamen-
tal conceptual issues, the Commission is generally satisfied
with the FASB's' ‘overall efforts during the past year. Indeed,
rhe FASB (i) has made a significant cﬁntzibuticn to the evolu-
rion of supplemental disclosure af the affects of changing
prices on business entities and (ii) nas made additional
progress in developing & conceptual framewerk for financial
reporting.. TheICommissian weljieves that the FASB's new standard
dealing with the complex area of accounting for the effects of
changing prices represents positive lEadership on the part of

the FASB, and, further, provides the accounting profession and
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.thedﬂbrporate community with an excelleqt opportunity toc
partrcipate actively iA the standard-setting process.

Despite this-prcgress, the need for continued commitment
and leadership by the FASB has not lessened; neither has the
need for continued support, encouragement, and particlpation
in the standard-setting process from the accounting profession
and the business community. It would, for example, be difficult

to cverstate the importance of the FASB ccnt}ﬁuing aggressively

‘and with dellberate speed to pursue develapment of ics concep-

tual Eramework since the need for an effectlve and adaptlve
framework within which coherent financial reportxng standards

can be established has never been clearer. While the conceptual

framework prujéct will not provide answers to all difficult

accounting and financiai reporting problems, it should help to
provide direction for the resoclution of-problems in a timely,
effective; And consistent manner.

The coming decade will surely witness innovative and impor-
rant financial reporting developments. There i3 an unmistake-

able-t:end -- recognized in the FASB's first statement of

- financial accounting concepts -- toward an increasing emphasis

on the needs of users of financial informaticn. ToO De useful,
financial reporting must_assist in-an assessment of the amounts,
timing, and uncertainty of prospective cash flows. It must be
relevant to the needs of users in making business and'investment
degigions. while the traditicnal financial model -- that is,

historical, cost-based accounting -- provides assistance 1in
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making these agsessments and decisions, there exists a growing
recognition of the need for more relevance in financial report-
ing, even if it means some sacrifice 1in the reliability of the
information reparted == an issue approprlately raised by the
FASEB in its gualitative characteristics document. The decision
as to what infcrﬁatian is relevant and which ar that data

should be included in the primary financial sr;tements will pe

influenced by, ameng other things, the problems of measurability.

This trend toward more useful information should lead to

the repcrting of financial information that ig more relevant,

‘but perhaps less reliable; mnre!future—qrientéd infermation; and

more disagqregath financial information. Consequently, there
should be less emphasis on the "bottom line” and itaqsurrngate,
earnings per share, and more emphasis on the key <omponents of
operating performance and cash flows of a business entity.

Ta accompliéh,this,‘a framework 1s slowly being developed
-- in terms of accounting, financial reporting and auditing.
Wwith respect to accounting and financ;al reporting issues, to
accommodate repurting-uf more "relevant® information, recogni-
tion now exists in the FASB's first concept statement that the
domain of financial reporting should extend beyond the financtal
statements. The FASB'S recently-issued changing prices standard
represents the first time that a private sector standard-setting
pody has established a standard for financial information to-be
reported ocutside the primary Elnancral statements., AN increasing

use of this medium for the reporting cf financial information

is expected.
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The Commission believes that the FASB i3 capable of deal-
ing-effactively with the challenges preaentlf confronting it.
In the remainder of this section’'of the report, the Commissicn
discusses the FASB conceptual framework project, financial

reporting and changing prices, and accounting for 0il and gas

producing companies.

FASB Conceptual Framewcork Project

The Commission continues to believe thét the development
of q'cnncaptual framewqu as a basis for addressing accounting
problems is the most impertant financial reporting matter con-
fronting the FASB and its constituerits. A conceptual frame-
wark should assist the FASB by providing structure and direc-
tion to financial accounting and reporting through an articu-
lation of a cnherrnt system of interrelated objectives and
fundamentals legding ra consistent standards, and through
-prescribiné the nature, functicon and limirs of £inancial
accounting and reporting. The existence of such a framework
should enhance the standard-setting process by accelerating
the responsiveness of present and future boards to emerging

accounting problems and should contribute to more timely,

effective and consistent standards. In addition, a compre-

hensive conceptual framework should enhance the understanding.

.of preparers and users of financial information as to the

purposeg, content and .characteristics of such information,
Cne ¢f the principal purposes of the conceptual framework

project is a fundamental reconsideration of usafui enterprige
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financial infcrmiticn which should be furnished to users of

financial reperts. The project does not limit the scope cof

financlal reporting objectives to financial statements, but

rather sets forth those objectives in termssof the broader

cnﬁcapt of financial reporting in general. In addition, 1its

focus on users of financial information and their interest in
evaluating future pefformance, including earniﬁgs, is a signi-
ficant and worthwhile step.

The FASB is devcting a major portion of its resources
(approximately 40% of its research staff) to this project.
Further, the project is necessarily a long*term avolutionary
effort, and although the latest npPASB Technical Plan® in-
dicates that all phases of the conceptual framework will be
completed by the end of 1982, several additional years may be
required before the results of the project can pe realistical-

ly assessed. However, as the framework develops during the

next few years, it is important that the evolving principles
and concepts contribute significaﬁtly to the accounting
standard-setting process through the use &f those pringiples
and concepts in developing financial reporting standards that

_ c :
address the impgrtant fundamental lssues presently conIronting

the FASB and its constituents. The Commission believes that

it is important to recognize that the conceptual framework

project will never be "coempleted.”
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- constantly being updated on the basis of experience and a
changing .economic anvirénment.ﬂ_ |

The project is intended to p;;duca *"concepts,” from which
more specific standards or rules will logically flow. It is,
of cuursa,'ditfiqult to distinguish clearly concepts f{rom
standards., Nevertheless, as a "concepts” project Lt is not
designed nor shaﬁld it be expected to produce definitive answers
fthough it i3 entirely possible that rules or standards will

flow from the project before its completion, as has Statement

of Financial Accounting Standards No. 33, "Financial Reporting

and Changing Prices"™ {("FAS No. 33%)).

The overall project 1ls moving forward. The broader infor-
mation objectives of Concepts Statement No. 1 and tne-axpansian

of "accounting®” into "financial reporting™ are becoming widely

acceptad, -Thg experimentation under FAS Neo. 33 holds the poten-
tial for the resolution of the complex conceptual issues under-
lying the répnrting of the effects of changing prices. These
issues have the attention of the business. community and the
news m&dia.'

However, the Commission is;concerned with the FASB's fate
of progresé in moving toward more concrete positions. Almost
all ¢f the planned phases ¢f the preoject have experiencad
delays. Qf.equal importance, certain fundamental issues have
not yet been addressed. For example, the definitions of the

eight elements of financial statements identified by the FASB
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do not define earnings and are very general in that they can
accommodate historical cost, current cost or falir value measures,

While the broadness of the definitions of the elements is not

" necessarily inappropriate, especially in view of the experimen-

tation of the mdasurement phase, it is disappeinting for some
that these definitions do not provide an indication of a firm
directiﬂn for effective resolution of significant accounting
issues, but rather defer consideration of important issues such
as which elements will be recognized in financial statements and
when they will be recognized to subseguent phases of the frame=-
work (e.g., accounting recognition criteria). Additionally, the
PASB's intreduction of the concept of "comprehensive income”

has had a collateral effect on other phases of the conceptual

framework. In that regard, the Commissicn agrees with the FASB's

determination af a need for a concepts statement which outlines
the major components of chprehensive income since this phase
is necessary %0 the eventual identification of the components
cf earnings.

Despite the ccncefns étated above, the Commission recog-
nizes that the enormiﬁy of the difficult issues with which
the FASE is grappling.necessarily entails a laborious, time-
consuming effort. The nature and complexity of the project
leads to the neéd for frequent reaséessment of its priori;ies
and focus. 'In the final analysis, progress should be 3Jjudged

by results rather. than by administrative targets,
| .
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Although the Commission recbgnizes tﬁe long~-term, evoly-
tionary nature of the project; the Commission also believes
that there are certain basic issues ﬁhat'tﬁe FASB should
address within the next few years -- perhaps within the maxi-
mum five-year experimental period established by the FASB for
a ccmprehensive re-look at FAS.No. 33 -~ in connection with
its conceptual framework project. The Commission believes
that Ehe resolution of the following two issues —- fi} develop-
men;-nf_mgasurement concepts */ and accounting recognition
qri§?;%ﬁiﬂ::¢jgnﬂﬁﬁ};] ggteym@naFi?g and display of the key
ccménnents of épérating Performance and cash élcws, including

pregress on the funds *flews and liquidiﬁy project in meeting

-
fy
b
1
El

*/ The objectives of the meagsurement phase are (i) to
develop supplemental disclosures showing the effects of-
changing prices on business enterprises and (ii}) to con-
s;der concepts for the measurement of elements of finan-
¢lal statements. While the FASB has made substantial
progress toward the first objective, no formal attention
has been given to the preparation of a concepts statement
on measurement lissues, which would deal with, among other
things, measurement attributes (e.g., hNistorical cost,
current cost, purchasing power, fair value, etc.} angd
capital maintenance (including the treatment of net
monetary adjustments and holding gains). The Commission
believes that the feasurement concepts set forth in FAS
No. 33 are sound and that the FASB should develor these

concepts in a general concept statement on measurement
issues. ' - '

2/ This phase of the conceptual framework is to develop
criteria for recognition of elements (e.g., assets,
liabjilities, revenuas, -.expenses, etc.) in the financial
statements. Such critical questicns as (i) what guali-
Lies must be present for an economic asset or liability
to be afforded formal initial accounting recognition
agd.{x;} what events or evidence must SUpport the recoge-
Rition ¢f subsequent valuation changes and the relatead
income effects, are to be addressed in this phase.
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the objective ‘'of assessing the amounts, timing and uncertain-
ties of prospective cash flows -— will be critical to tﬁa
success of the conceptual framework project.

Fi;st, the development of méasurement concepts and account-
ing recognition criteria will affect the utility of the congep-
rual framework in the standard-setting process and will {or
should) affecﬁ directly the ultimate disposigicn of certain
major projects (such as business combinations, coﬁsclidation
policy and intérim financial reporting) postponed by the FASB
pending ﬁevelopments in the conceptual framework prujéct.

Development ¢f these phases should also assist the Commission

in its consideration of the appropriate accounting and financial.

reporting for oil and gas producing companies. Thus, the FASB

‘shculd agqressively pursue the development of these two phases.
Second, the conceptual issues related to the determination
and display of the key components of operating perfarﬁance and
cash flows are highly relevant in the current economic environ-
ment, A corcllary issue 18 the nature of possible summary
financial reporting indicators that night be developed from
this project that would identify the key items which indicate
the success of an enterpfise. The FASB must make progress on
the funds flows and liguidity phase whese chbiective is to deter-
mine the kinds of information about tne anterprise's flow of
funds and its liquidity positien that should be provided in the
- context of cbjectives of financial reparting; The Commission

"believes that one of the ultimate results of this phase should

s i
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B isi ' 3 i
@ a revision of the statement of changes in financial position

t0 better rgflect cash flows. The FASB should continue to give - §§
appropriate attention to the study and development of informa- EI

tion of this nature. ' ' -

w » * * w .

The FASB faces an extremely important task in educating

Lts constlituencies as to the concepts and limitations of its
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conceptual framework project. Further, as the FASB has réccg-

nxzed{ there is a need to assess what financial information

users believe is important. Ccnsequently,.as mentioned eariiér'
;iﬁ'this sec;ion, the Commission believesetha% the measurement
concepts set forth in FAS No. 33 are sound and that the FASS
should develop these concepts in a general concept statement
on measurement. ThE'Cnmgiasion racognizes the impc;tance of
assessiﬁg the FAS No. 53 disclosures for some period of time
before any judgments are reached concerning the possible dig-
closure alternatives. However, the Commission believes that
serious consideration should be given to a prnvisinn31 ccn-r
Ccepts statement Oon measurement which wculd clearly set'fcrth.
an assessment of the FASB'Ss views concerning these highly im-
portant measurement issues.

As the FASB indicated in its recent exposure draft of a

proposed supplement to FAS No. 33, "Financial Reparting and

by Pl el

Changing Prices: Specialized Assets,™ assessments of the main-

tenance of operating capability and assessments of cverall

RS
e

enterprise performance -- two approaches which wére important
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to the conclusions in FAS No. 33 == are particularly relevant

in agsessing the amounts, timing and uncertainty of prospec-

rive cash flows., Users must be educated as to the meaning and

utility of the disclosures that emanate from these concepts
‘ The PASB described the importance

33

articulated in FAS No. 33.

of these concepts in its prcpcsed supplement to FAS No.

ag follows:

d that information about historical
cific indexes of price changes, would
aor the assessment of the
e enterprise. It believes
provide such information

... The Board conclude
costs, adjusted by spe ‘
be useful in providing a basis f
effacts of changing prices on th

that there is an urgent need to : :
to the users of financial reports. Theve 1s a serious gap

in public understanding of the problem that income levels

may appear large under historical cost measures and yet

be inadequate to provide for the maintenance of operating

i11] if they are sub-
capapility. Current cost measures, even 1
jegt to d{fficulties of estimaticon, are likely to be better
than other measures, such as historical ccs;; in contribut-
ing to the development of public understanding.

- . L ] L n * "

The Commission will centinue to work with the FASB by offe

ind its comments and criticisms, where neécessary, in an effort
to ensure that the conceptual framework pltimately leads to a
set of principles and concepts, as well ags standards emanating

from those principles and concepts, which will serve the needs

of users of financial information in a constantly changing

sconomic enviréonment.
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FinaKglal Reporting and Changing Prices

The Commission ¢continues to view the development of finan=
cial reporting to reflect the ‘impact of inflation and changing
Prices as one of the most important ongoing challenges facing
the FASB, the profession and the business community. Inces-
sant changes in the economic environment in which business
must uperatﬁ makes it imperative for the financial reporting
process to evolve into a mechanism capable of reporting the
economic realities of doing business.

In partial response to this need for change in financial
reporting, the FASB; in September 1979, issued Statement of
Financial Accounting sﬁandards No. 33, °"Financial Reporting
and Changing Prices"; its first standard to address the com-
Plex area of accounting for the effects of changing prices.
Considered by the Commission tg be a significant breakthrough
in the private sector stanaarq—setting process, Statement No.
33 represents an important addition tec the historical cost=-
based accounting model and, perhaps more importantly, reflects
the willingness toc deal with difficult issues requiring innoc-
vative solutions. | |

Purported to be a first step in the evolution of report-
ing the effects of chénging prices, the Statement represents
an experimental effort by the FASSH, requiriﬁq two fundamental-
ly different approachés toc be followed in preparing required

disclosures. Large, publicly-held companies subliect to the
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provisions of the new standard are required to provide dis-

cleosure of both the effects of general inflation, using
hiétorical cnst/caﬁstant dollar agccunting {i.e., changes

in the purchasing powef of the dellar)., gnd the effects of
changiﬁg prices of specific goods and services using current
cost calculations. Disclosures are to be provided as supple-
mental information to primary financial statements included
in published annual repOrts.

| . The requirements in sta;ement No. 33 to provide disclo-
sure of the effects of changing prices using two di#ferent
appreoaches haviné differing objectives, and therefore &if-
fering responses to the problem, is indicative of the signif-
icant controversy and debate which have plagued the develop-
ment of a standard in this area. Preparers and users of
financial reports have not yet reached any consensus on the
éeneral, pracﬁical usefulness of constant dollar information
and current écst information. In issuing Statement No. 33,
the FASB concluded that ®it+ seems unlikely that a consensus
can be reécned until further experience has been gained witn
the use of both types of information in systematlc practical
applicaticns.“ The Statement reflects clearly the FASB'S
recoghition that the state of the art does not permit a

-definitive standard, that experimentaticon 1S necessary, and

that the urgency <f the nead for disclosure of the effects

.' L] [l
of inflation cannot awailt a perfect solution. The Commission
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undersutamids the FASB's conclusion as to the need for experi-

mentation and supports their continuing efforts in this area
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in seeking the most meaningful disclosures. As a result of
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the issuance of Statement No. 33, the Commission rescinded its
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replacement ¢os8t rule and extended ikts safe harbor provisions
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for disclosures required by the new standard.

‘The FASB believes that to present information using baoth
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a constant dollar basis and a current cost basis provides an
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important framework for stud?ing the usefulness of both meth-
¢ds of disélasure. TheIFASE has committea to an ongeing
study of the disclosure practices under the dew standard'and
-plans to amend or withdraw fequiremgnts when evidence justi-
fiegs the need to revise its prcvisihns. In this connection,
the FASE intends to monitor the extent to which the infor-
mation is used, the type of users who find the data useful,
and the purpose for which it is used. At a minimum, the
FASB has stated that Statement No. 33 wi;l be given a <com-
prehensive reconsideration after a pericd of not more than
five years.

Ultimate success in achieving any final soclution will,
however, depend to a large extent on the efforts of the
accounting prcfessign and the business c&mmunity in apply~
ing the new standard and experimenting with additional
disclosures thch may help users assess the impact-cf chang-

ilng prices on particular entities and industries. In this
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regard, the Comnmission believes that the new standard should

be viewed as a minimum for disclosure and that the corporate
community should strive to contribute to the private sector
standard-setting process by vqunteeping additional informa=

tion which may be necessary to make the reporting most mean-

ingful and useful in the circumstances. In this connection,

a meaningful "Managements' Discussion and Analysis" approach

is an appropriate vehicle for providing helpful explanation

as to the iﬁﬁact of inflation. The additicnal text could
focus on translating what some believe to be ccmplex and
potentially confusing information intoc a meanlngful dlscus-
sion directed toward assisting investors in evaluating
finéﬁcial position and results of operations.

The FASB recognized that the measurement and use of
information on gpanging prices will require a substantial
learning process on the part of all concerned. In view of
the importance of clear explgnations Lo users cf financial
reports of the Qignificance of the information called forvr
by Statement No. 33, the FPASB organized an advisory group
to develop illustrative disclosures that might be appropri-
ate as a guide to preparers in particu;ar industr;es. While
the illustrativeldisclosures published by that groug are
useful, they will.not obviate the need for each company to
determine the most appropriate disclosures in its own

particular circumstances, including those additicnal disclo-

; - -|- -
sures that a meaningful presentation will entail.
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In addition to beginning to fulfill the current need for
disclosure regarding the impact of inflation on businesses,
thelnew‘disclnsures which will be generated by provisions of
Statement No. 33 should contribute to :esclviné important
issues which are fundamental to the broader cﬁnceptual fraﬁe—
work project. Such issues might include, for example, whether
the thgnry of CQ§ital maintenance should be premised on physi-
cal or financial'‘capital; whether the appropriate méasuring
unit’ should be nominal or constant dollars; what attributes
financial reporting should measure:; and whether thea anske
cnncept.shculd be viewed from the scle perspéctiue of equity
cwners ov frcm that ¢f creditors as well,

The Commission believes that experimentation with dig-
Closures required by Statement No. 33 will provide needed
practical experience and assist in the refinement of standards.
Through aggressive pursuit by the FASB in seeking the develcé-
ment of the most meaningful'disclosures concerning the effects
Qf inflation and changing prices, combined with genuine support
by the business community, the Commission is confident the
private-sectc; standard-setting process can develop reporting

Standards which meet the needs of the investing public in a

constantly changing -economic environment.
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Accounting for ©il and Gas Producing Companies

The Energy Policy and Ceneer#atien Act of 1975 ("EPCA")

directed the Commission to assure the development and ebeerv-

ance of accounting practices that would enable the Department

of Energy to obtain the information necessary for a reliable
energy data base. ‘As more fully described in the 1978 and
1979 Reports, the Commission was permitted EQ EPCA to rely
on ecccunting lbractices developed by the FASB.cnly 1f assuree
that these practices would be observed to the Same axtent as
would rules of the Commission and only after an opportunity
nhad been given for public comment on the FASH s conclusions.
The FASB effort, which commenced in 1975, to pramulgate
aceounting and reporting standards for oil and gas producers
resul ted in the issuance of Statement of Fipnancial Accounting
Standards Ha.:lg ("FAS No. 18"), npinancial Acceunting and
Reporting by 0il and Gas Producing Companies,” in December
1977. FAS ﬁc. 19 prescribes a form of the nguccessful
efforts” method of accounting to the exclusion of the "full
cest" me thoed.

Following extensive public nearings in_lQTB, the
Commission determined rhat the two rraditional methods of
accounting fof oil and gas producers =~ successful efforts
and full cost -— are inherently limited because of their

failure to provide rimely recognition of eil and gas *eserves

in the assets and earnings reported in the orimary financial
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statements. In-#ugust 1978, the Commission announced its
conclusion that significant improvement in the meaeurement
of assets and earnings in the primary financial stetements
of oil and gas producing companies could best be achlieved
threugh the develcément and implementaticn of an accounting
method that reflects proved oll and gas reserves as assets
in the palance sheet; additions to proved reserves and
changes in valuations of proved reserves in the ieeeme
staﬁemant: and ell coats essocieted§with finding and devel-
oping eQditiens to preved-e(l and gas reserves, eegetth
with all costs determined to be nenproductive during the
current period, 15 the ineeme statement. The Commission
called the acceunting.methed to be develcped on this basis
"-eserve tecognition accounting.” Because of the diffi~
culties involved in the development of sufficiently relieele
measures of preved'reserves, a minimum period of three years
wag -indicated as being necessary to provide experience with
supplementel disclosures of reserve valuations ene with the
proposed “"reserve recognition accecunting.” During this
period, the Cemmissien1is peEmittinq registrants to follow
the successful efforts method of accounting (as defined by
FAS No., 19) or the full-cost method as set forth in ruiee
adopted by the Commission. All public companieg were
required to conform to one ef these prescribed methocds not
later than the first fiscal year ending after December 2%,

1979.
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serve information. accordingly,

requiring an audit of the re

the audit requirement was further postponed until a decision

{s reached on adopting reserve recognition qccquntlng as a

sniform method of accounting in the primary financial state-

quirement does not

ments. The postponement of the audit re

t of the Commission as to

——

represent a ‘conclusion on the par

whether or not reserve cecognition accounting is feaelble as

a unifefm method ¢f accounting in the primary financial state-
disclosure of informa-

ments. Additienal experience with ;he

ition regarding the quantities and values of eil and gas

regerves will be necessary refore such a determinatlon <an be

made. During this period of evaluation, the unaudited data

may be reported as eupplementary information accompanying.,

mut outside, the financial aratements. These actlons were

taken in order tc enhance the development of reserve informa-

tibn by encouraging experimentation with alternative types of

disclogsures.

The Commission staff is also caoordinating its activi-

cies on oil and gas accounting with related efliorts of the

FASB. 1In April 1980, the FASB i ssued for public comment an

expasure draft of a supplement to FAS No. 33 which addresses

the application of current cost requirements to specialized

agsets, inciuding proved oil and gas reserves. Alrhough the

proposal would have required disclosure as supplementary
information of the estimated "fair ?alue" of proved reserves

and a reconciliation of beginning and end-of-year valuations,

eetings the FASB has shown a reluctance to regquire

at recent m

1

o
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such disclosure. That reluctance appears to be based at least

~Partially on the fact that the Commission already requires a

value disclosure which is slightly different from the FASB's
notion of fair value.
confusion caused by presentation of two similar but different

value disclosures. The Coﬁmieeien staff will continue to weork

with the FASB in oeder to reach agreement on a common approach
to the disclosures in regard to these assets.

In making any final determinations on acceuntlng prac—
tices for o0il and gas producers, the Cemm1551en will also
qive careful consideration t¢ progress made by the FASB in
the development of a conceptual framework for financial
accounting and reporting. In addition to the measurement
issues dealt with in FAS No, 3], the FASB has tentatively
identified the important gqualitative characteristics of
accounting information, with primary emphasis on relevance
and reliability.' It also has on its agenda a project ko
develop accounting recognition criteria for elements of
financial statements. Majer 5tendard-eetting initiatives
such as reserve recognition accounting should be handled
in the private sector, and the existence of a conceptual
framework wculd help -to assure that this is the case. How-
ever, if the FaSB ig unable to make sufficient and timely
progress in the development of its conceptual framework to
set the direction for accaunting for oil and gas producers,

the Commission may f£ind it necessary to resolve related

conceptual issues on 1ts own.

The FASB was concerned by a possible user
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The Commission continues to assign a high priority to The Commission anticipates that these supplemental disclo-

B Ry pl e A
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the issue of accounting practices for oil and gas producing sures, and previously adopted requirements for the,féPDFtiﬂg

companies. A 2l-member Advisory Committee on Oil and Gas Ot reserve quantities, estimated future net revenues, and

e, b Joe o O AL Ky = o
Plirgite o

Accounting is assisting the Chief Accountant of the Commis- Present value of future net revenues, will provide the basis

sion on various matters telating to the development of re- for evaluating the feasibility of requiring reserve recogni-

-

Lo
e

serve recognition accounting. In September 1979, in Account- tion accounting as a uniform accounting method in the primary

| ing Series Release ("ASR") No. 269, the Commission adopted g financial statements,

L
e s
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Closely related to the gquestion of appropriate financial

e e T e il R

rules for the supplemental disclosure of -a summary of changes

in the present value of estimated future net revenues from statement disclosures of oil and gas reserve information is

the production of proved reserves. Changes resulting from the degree of auditor assecciation with the informatien. In

discoveries and extensions, revisicons of prior estimates and ~ September 1979, the Commission issued ASR No. 270 which per=

accretion of discount, reduced by related estimated future mitted these disclosures to be presented a$ an "unaudited”

development and production costs; purchases of reserves; and footnote to the financial statements for fiscal years ending

previously estimated future development costs incurred during Prior to December 26, 1980. This one-year postponement of

the year shallibe added and sales of oil and gas and value the audit requirement was intended to provide additional time

of transfers, net of production costs and proceeds from sales for the establishment and implementation of uniferm guide-

of reserves in place shall be deducted in such summary of lines and standards for reserve estimation and reporting by

changes from the beginning of year present value of estimated petroleum Engln&&rs and 1ndEPendent accountants.

future net revenues. Also adopted was a requirement for a In April 1980, the Commission in ASR No. 277, gave fur-

gsummary of oil and gas producing activities prepared on the ther consideration to the guestion of an audit requirement .

basis of reserve recognition accounting, which compares the regaraing oil and gas reserves. The Commission emphasized

astimated present value added during the year from (1) new that it considers reserve quantity and value information to

discoveries, (2) revision to previdus estimates and be extremely important to an understanding of the financial

(3) accretion of discount with the related acguisition, positicn and operations of. an oil and gas producing company.

- .exploration apd development costs associated with reserve At the same time, however, it acknowledged that uncertainty

-additions plus all costs determined to be nonproductive. ex1s5ts concerning the ¢osts and related benefits of
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THE AUDITING STANDARD-SETTING PROCESS

As indicated in the Commission's previous Reports, the

Commission contifues to believe rthat the initiative for

egtablishing and improving auditing standards should remain

. o | _
in the private sector, subject to commissicon oversight. The

Commission believes ‘that the Auditing standards Board ("ASB")

and its Advisory Council generally have performed in a satis-

factory manner and generally

.public expectations concerning the role cof the auditor.

As the busihess environment continues tO change and

' ‘ 1 ve
new and different approaches to financial reporting evelve,

! L £ 1 Lon
increasing pressure 1s placed on the auditing professl

- i i Llaty.
to change and, in some cases, expand its role 1n SocCle y

It seems clear that auditors in the furure will be required

. i ah
ra become assoclated more and more with disclosures whic
ina-

are based on greater suybjectivity and imprecise determ

tion. Auditor involvement with certain supplementary

| I e C H 1N
financial information, sucnh as the effects OL changing

prices and certain oil and gas reserve data, has already

come to pass, and strong encouragement has beéen glven

' ' r ) nal
for auditor invelvement witih management reports On lntern

accounting controls.

ot N
'-""ﬁ“"-% i O

{51-“” WELW% "'" e "‘!f" -:-.-vr_j.--ﬁr-'—"“-ii-'hr"i' ‘-3-8:”..-.-1-3"‘

- Arrm it Lt e e P s e R ey o o e ST A s B L s e e o

have been responsive tO changing

= . -.; - e Wt -
s et A = T, . S Se I fr. m.-.-r_—-!..ﬂ.-v-w AT TR «qn\r"'l-p".-q-""-_,_r;-ﬂ [ b oD e 't & ‘_._.-'” ! e . k

- 73 =

This trend ih reporting and increased auditor involve-
mant appears to be only at its beqinning and, consequently,
the profession must continue to strive . to react in a timely’
fashion with innevative solutions to these new challenges
and changes in public expectations. The following discussion
addresses two areas which the Commission believes warrant
the continued attentiﬁn of the auditing standard-setting
process.

Auditor Assoclation with Required Suppl&mental
Flnancial Infeormation

The accounting profession today is facing new challenges
over and iﬁove the traditional challenge of perfarming quality
audits of financial statements. It is faced with the need
for its members to bécome involved with supplementary finan-
cial information disclosed outside the confines of traditional
finan&ial statements. The FASE, as an important part of its
concaptual framework prcjécﬁ, has :ecently.adcpted a concept
of financial reporting which is broader than the disclosure

traditicnally provided in the basic financial statements.

This new concept of financial reporting recognizes that

certain information, while relevant toc an understanding of

a company's financial position and results of operations,

cannot be developed with the degree of reliability which has,

in the past, been inherent in the preparaticn of financial
statements, This distinction between "soft"™ and "hard"™ data

and the decision by the FASB to include more soft data in the
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financial reporting framewcrk is a significant step in the
accounting standard-setting process and one for which the
Commission has expressed eqthusiastic suppert.

The decisicn'to bring sofe data into the financial re-
porting framework, however, offers an interesting challenge
to the auditing pﬁnfessicn. Soft information is ﬁat gener-
ally subject to precise determination and the extent of the
benefits cf.applﬁing traditional audit progedures to such
information is npt apparent, Yet, because supplementary
financial information most likely will become of increasing
significance to the financial reporting process and.the
benefits of a re;iew hy an iﬁdependent professional of its
prepération are substantial, the accounting professieon must
accept some degree of responsibility for the‘presentaticn of
such information through some type of association with it,

-Recognizing this new responsibility, the Auditing Stand-
ards Board ("ASB") of the american Institute of Certified

Public Accountants added to its agenda a project to develop

general standards:for the involvement of auditors with supplef

I

mentary financial information measured and presented within

guidelines estabi;shed by the FASBE. This project avolved

Tt -
during 1979 into the issuance by the ASB of Statement on

Auditing Standardﬁ No. 27 {"SAS No. 27"), °*Supplementary Infor-

mation Required Ey the Fimancial Accounting Standards Board.”
This new standard requires an independent accountant to fol-

low certain limited review procedures when suppliementary

- 75 -

information is required to be presented pursuant to FASB

pronoungements and tﬁ expand the report on the audited finan-

cial statements, if necessary, Eﬁ call attention to an
inablility to complete ths prescribéd procedures, the omission
cf required suppleméntary information, or material departures
from FASB guidelines on the méasurement or presentation of
such information.

The Ccmmission believes £hat S5AS5 No. 27 is a positive
step tgﬁard providing the profession needéd guidance in
assessing the nature and extent of its asscéiation with
supplementary information. However, the Commission is
troubled by tﬁe ASB's decision to adopt requirements for
exception reporting as opposed tc explicit reporting on
required supplementary financial information. An account-
ant's report on supplementary information which describes
the nature of his review and states whether he is aware of
any material modifications that should be made to the in-

fermation for it to conform with the FASB's guidelines would

- provide an impertant channel of communication between the

prefession and users of financial reports.

The Commission understands that the ASB intentionally

deferred requiring explicit repﬁrting on supplementary infor-

mation due to, among other matters, its uncertainty over the
applicability of Section ll1 of the Securities Act of 1933 to
accountants' reports on supplementary information which are

included in registration statements, Section-ll(a}{4) of
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R
the Securitles Act of 1933 imposes civil liability for mater- P repcrtiﬁg'-- the effeéts of chaﬁginq prices and data_cn oil .;é
ial misstatements or omissions in a registration statement and gas reserves. */ The Commission believes that these pro- E?E
on an accountant "who has with nis consent been named... as F_ posed rules represent imﬁbrtant stepgfin encouraging the ASB %?
having prep;red dr certified any repcft-or valuation which to adopt requirementslfor expliciﬁ reporting by auditors, The . 3
ig used in connection with the registration statement....” Commission has already adopted a rule which is similar to the Eé
AS a result gf.SectiQn 11(b)(3}(B}, however, accountants are proposed rules which relates te reports on unaudited interim .E

not liable under Section 1ll(a) for amissions of misstatements

in the financial statements they audited if they show that

they had after "reasonable investigation," grounds to believe

that the information was true. Under existing law, an account-

ant's liability under Section 11{a} has been limited to the

financial atatements which he has certified and which are

included in a registration statement. Since these cases arose

prior te the davelopment of auditors' reuigws of infcrmation

pased on procedures less extensive than audits, the accounting .

profession has Dbeen concerned about whether. and, 1f so, how,

Section ll{a) would apply to reports on supplementary infor-

mation,
The Commission recognizes that accountants® liability

for reports on supplementary information must not be inconsls<

tent with their respongibility with respect to such informa-
rion. Accordingly, the Commission nas proposed rules which
would exclude accountants from liability under Section Il(a)

of the Securities Act of 1933 for rheir reports on the two

ired in financial

eypes of supplementary information now requ

e el . kL . - b s i - 1t e e i il el A L. gy

financial information,

The Ccmmissicnrintends ro conslder whether it weuld
Le mﬁre ;pprcpriate for the liability issue to be addressed
genevally in the context of all types of supplementary infor-
mation rather than specific supplementary infcrmation which
companies are now presenting in registration statements and
octher documents furnished to shareholders 5r investors.
The inclusion by public companies of supplementary financial

information in annual reports and other disclosure documents

is a new and evolving area of financial reporting and one

*/ Adoption of these amendments would foreclose private
actions against accountants pursuant to Section l1l{a)
of the Securities Act for their reports on regquired
supplementary information as to the effects of chang-
ing prices and as to ¢il and gas reserves used in
connection with registration statements; however, the
Commission could take action against accountants for
such reports pursuant to Section l7({a)} of tne Secur-
ities Act. Furthermore, accountants could be liable
to investors and shareholders for their reports on
this supplemental informaticn under common law, scate
statutes, and general antifraud provisions of the
federal securities statutes. Uirectors and under-
writers who relied on the ac¢countants' reports could .
bring acticns under other applicable laws.
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which the Commissicn desires to encourage. Further, the
Commission believes that through continuing efforts by both
the profession and the Commissien, explicit reporting
.an'supplamentary financial infcrmétion will evolve, and

a proper link between accountants' liability and responsi-
bility will be achieved.

Reporting on Internal Accounting Control

In its 1979 Report, the Commission indicated that in
April 1979 it had proposed for comment rules which would

require inclusion of a statement of management on internal

I8 | )
accounting control in annual reports on Form lC0-K filed

with the Commission undar the Securities Exchange AcCt qf

1934 and in annual reports to security holders furnished

pursuant to the proxy rules.

The amendments were proposed to be adopted 1n two
stages. As of dates after December 15, 1375, and prlior to
December 16, 1980, for which audited balance sheets are
requiréd,‘the statement of management on internal account-

ing control would have been required to -include the

following:

1. Manajement's opinion as to whether, as
of the date ¢f such audited kalance
sheet, the systems of internal account-
ing control of the registrant and 1its
subsidiaries provided reasconable
assurances that specified objectives
of internal accecunting contrel were
achieved; and
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2. A description ¢f any material weaknesses
in internal accounting control communi-
cateqd by the independent accountants of
the registrant or its subsidiaries which
have not been corrected, and a statement
of the reasons why they have not heen
corrected. '

For periods ending after December 15, 1980, for which
audited statements of income are required, the statement of
management on internal accounting control would have been
requiredrta include management's copinion as to whether, for
such pericds, the systems of internal accounting control of
the fegistrant and its subsidiaries provided reasonable assur=
ances that the specified objectives of internal accounting
control were achieved. 1In addition, the Commission proposed
that the statement of management on i{nternal accounting
control be required to be examined and reported on by an
independent public accountant far such periods.

The rule proposals met substantial cpposition., Many

commentators viewed the proposals as having the effect of

requiring a report on compliance with the related internal

accounting control provisions of the Foreign Corrupt

Practices Act of 1977 (the "FCPA") rather than as providing
a medium for meaningful disclosure to investors. ~Objections
were also raised concerning the costs of énmpliance with the
grcpcsed ruleé and the scope and content of the proposed
mapagement statement, Commentators alsc pointed to the

significant voluntary and private~sector initiatives which

......
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have been undertaken in this area and urged the_Commissinn

not to preempt such efforts through the promulgation of formal

legal requireménts at this time., While the Commission daesh

not agree with all of the concerns expressed DYy commentators,

it decided nevertheless not to proceed with rulemaklng at

thig time based upon its determipation to allow existing

valuntary and private-sector initiatives for public replrt-

ing on internal accounting control --— oY both registrants

and accountants -- to continue to develop.
Thus, although the Commission nas withdrawn its rule-

making proposals at this time, it continues to believe that a

ini ective-
report containing management's assessment of the eff

' a ) r c l
ness of the issuer's system of internal aceounting contr

would provide information important to investors, and that

auditor involvement with such a report may pe needed.

acceordingly, 1in ?nnouncing the withdrawal of the rule prof
posals, the Commission stated its intention to menlbor

' i -sector
closely the results of voluntary efforts and private-se

initiatives 1n this area through the spring cf 1982 and

wlll consider the need to require:

Management statements on internal acccuntlnq_

1.
control:

2. Comprehensive management TepOLLS in general;
and

3, Public reporting oy independent accountants

on internal accounting control.
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A, The Foreign Corrupt Practices Act

Hanagément reparting on internai accounting control
has received a substantial amount cf_gttenticn'since the

-enactment of the accounting provisions of the FCPA. These

provisions reguire that certain issuers {(a) "make and keep

books, records, and accounts, -

which, in reascnable detail,

accurately and fairly reflect the transactions and disposi-

tions of the assets of the issuer”™; and (&) "devise and

~maintain a system of internal ‘accounting control sufficient

to provide reasonable assurances that --
transactions are executed in accordance
with management's general or specific
auythorization;

(i)

(ii}) transactions are recorded as necessary
{a) to permit prepararion of financial
statements in conformity with generally
accepted acgounting principles or any
octher criteria applicable to such
statements, and {(b) to maintain

accountability for assets:

ylap

(1ii) access to assets is permitted only
in accordance with management's
general or specific authorization:
and

(lv} the recorded acgountablility for assets
1s compared with the existing assets

at reasonable intervals and appropriate
action is taken with respect to any
differences.”

These statutory objectives of a system of internal
accounting centrol which were also included in the Commis-

sioen’'s rule proposals for reporting on internal accounting

contTol, were taxen almost verbatim from Section 320.28 aof
A
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the AICPA's Statemént on Auditing Stapdards Ne. L. Thus.,

the enactment of the FCPA has transformed these cbjectives
from professional éuditinq standards intc explicit statu-
tory requirements applicable to cbrparatg management —--—

a change that has important implications for repoOrting
companies.

The statutory objectives do not simply require that
cransactions be recorded in a manner that will permit prep-
aration of reliable financial statements. The system of
internal accounting control must also provide reasonable
assurances that "transactions are executed in accerdance

. : . m.
with management's general or speciflc authorization®; that

*rransactions are recorded as necessary * * * ¢o maintain
accnuntdbility for assets"; that "access-to {and use of]
assets is permitted only in accordance with management's
general or specific authorization"; and that "recorded
accountability for assets is c&mgared with existing assets

at reasonable intervals and appropriate action is taken with
respect.ta any differences.” mhese latter goals are designed
to.imprave rhe system of corporate accountability in response

to evidence that some boards of directors and even corporate

officers were unaware of, and hence unable to prevent,

allegedly ilmproper use of corporate assets, and that share-

nholders weré also unaware and, thus, unable to remedy this

situation. r
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B. Voluntary Initiatives for Reports by Management

At the time the Commission issued its rule proposals for
reporting on internal aécnunting control, "management reporﬁs"
regarding responsibhilities of managemént for financial report-
ing and accountability were receiving increasing attention.

The Commission on Auditors' Responsibilities ("Cochen Com-
misgion") had recommended, among other things, that companties
include with the financial statements a report that acknowl-
edges management's responsibilities with respect to fhe
financial infcfmaticn reported.

The Pipancial Executives Institute {'FEf"} had respanded
to the Cohen Commission's recommendation by endorsing the
furnishing of a management report and, ih June 1978, had
issued suggested guidelines for preparation of a management
report. Those guidelines generally follow the recommenda-
tions of the Cohen Commission. In addition, the AICPA had
formed a Special Advisory Committee on Reports by Management,
consisting of financial executives, attorneys, a financial
analyst, and other users of financial information, to consider
the Cohen Commission's recommendations pertaining to manage-

meqt reports and to develeop guidance on matters Ehat should
be included in 2 management report. In December 1978, the
Special Advisory Committee had issued for public comment
a report of its tentative conclusions and recommendations..
Further, an increasing number of public¢ companies had volun=

tarily included management reports in their annual reports

to sharenolders.
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Subsequent to the issuance of the Commission's rule pro-
posals, the FEI again recommended'thét its members voluntarily
include a manﬁgement geport in rheir annual reports to share-
holders, and the AICPA Special Advisory Committee on Reports
by Management, after ccnsidering public comment on its tenta-
tive conclusicns.;nﬁ recommencations, issued a final rgport

in which it recommended that annual reports inglude a report

by management.

The Cohen Commission's report, the FEL guidelines and the
AICPA Special Advisory Committee's repc;t ea?h contain the sug-
gestion that a management report include an assessment of the
cnmp;ny's system of internal accounting control. Each also
recaﬁmends that management repcrts include other matters which
may be very directly related to the effectiveness of internal
accounting controls, including;:

. Description of management{s responsibility
for preparation of financial statements and

other reported fipancial information;

. Description of the work of Ethe ccmpany's
audit committee of the board of directors:

. Descriptioh of the work of the company’s
internal auditors; and

. Description of codes cf ccnduct_and
agsessment of compliance therewith.

The Commisslon continues to believe that information
apout the effectiveness of an issuer's system of internal
accounting contreol would enable investors to petter evaluate

r Lo
rhe reliability of interim financial statements and gt“er
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"unaudited fipancial ;nfcrmgficn, as well as managemeﬁt!s
pérformance of its responsibilities to control the assets
and transactions of the business. ~Additionally, it recog-
nizes the ongoing voluntary private—sector initiatives that
have Eeen undertaken by registrants to evaluate and document
their systems of internal aceounting contrel so as te be in
a position to provide such information, and it believes that
voluntary development by issuers of management'repcrts which
include such information would be preferable to a Commission
Tequirement.

accordingly, the Commission intends to monitor the re-
sults of voluntary effnrts to érovide suchlreports. The
Commission will evaluate on an ongoing basis the progress
that has been made in reports filed in 1980 through 1982 and
will consider whether it 1s necessary or desirable to require
statements of management on internal accouncing control and
Lo propose more comprehensive management reports.

The Commission's determination in that regard will depend
nokt only upon the extent to which issuers voluntarily provide
such management statements or management reports, but alse on
the appropriateness and usefulness of the information included
and the procedures used to develop such reports. As discussed
abcve; in determining to withdraw the rule proposals, the

Commission was influenced by the significant construgtive

A WAL L . L T T e W TR i s <1 S

P - _n'--ldd-'--.i.-wJ-.d-'n..- o "

A
3
%
by
it

b

3
i}

F
h-“"l:"- R 1 - S T
4 J'I"‘;'-fd..'..'ﬁ-

Preye G ol i s o M i e e

P
.

ol i I e
Y rm e A

L TR

ol = 1w

Sl s

Mﬂ:r LN _c.-:-_

Tt




- B6 =

attention which the private secter has given to both manage-
ment reports and related evaluation of internal accounting
control. In addition, many compentators on the Commission's
rule proposals addressed the conﬁent of a_managemeht reporet,
as welllas the prqfedures necessary to maintain an effective
system of internai accounting control, and urged that the
Commissicon not preempt private-sector initiativgﬁ in this
area. In an effort to further encourage such voluntary
initiatives, while permitting-public companies a maximum
of f£lexibility in experimenting with various appreoaches to
public reporting on internal accounting control, the
Commission in the withdrawing release (Accounting Series
Release No. 278, June 6, 1980) provided some guidance regard-
ing these developing matters.

c. lnvolvement of Indepencdent ACcountants

The Ccmmissign'ccntinues to believe that significant
anolvemeht of independent accountants in the Drocess of
evaluating and reporting on internal accounting contrel 1s
important., The Commission's decision not to require, at
this time, such pﬁblic auditor involvement was influenced by
commentator indications that the costs of such invclvemept
would be substantial and would outweigh the benefits of

reliability and user c¢onfidence which the Commission cited

as possible justifications for such a requirement.
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At the time the Commission issued the rule prcpqsais
for reporting on internal accounting contreol, a task force
of the AICPA's Auditin§ Standards Board was considering the
general issue of public reporting by auditors on inte?nai
accounting control. Subsequently, the Auditing Standafds
Board issued, for public comment, a-pfoposed Statement on
Auditing Standards on "Reporting on Internal Acgounting Can-
trol.” This statement was recently issued in final form and
provides. standards for an auditor’s examination of, ﬁnd public
report on, an issuer's overall system of intgrnal accounting
control.

The Commission notes that, under the recently adopted
Statement on Auditing Standards, the auditor's cpinien on the
system of intefnal accounting control would not be limited to
controls relating to preparation of financial statements.
Rather, it would also extend to the corporate accountability
cbjectives Oof internal accounting control -- safeguarding of
assets, authorizaticn of transactions &nd.comparison of actual
assets with related records and acting upon any differences.
However, it should be emphasized ﬁhat such an opinion will
not necessarily indicate whether an issuer 1s in compliance
with the }nternal accounting control preovisions <¢f the FCPA
since, for purposes of limiting the costs of the examiﬁaticn,

the auditor's c¢pinion would not extend to .the sufficiency of
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accounting controls relating to the safeguarding of assets

and authcrizaticn’uf transactions which would not be material.
As presented by the commentators to the Commission's rule

proposals, the ceéts of auditor examinations of and reports on

issuer systems of internal accounting control are presently

uncertain but substantial. The Auditing Standards Board's

new Statement on Auditing Standards should contrikbute to the

framework within which the Commission can monitor and evaluate

not only the voluntary efforts by registrants Lo engage inde-

' J . . .
pendent accountants to examine and publicly report on their

systems of internél accounting control but also the costs of
such examinaticons. éuch an ongoing Commission effeort could,
thus, provide it with more reliable current CosSt data reflect~-
ing, over time, both the developing theory and practice of
internal accounting control, as well as the grewing auditor
experience with'e;aminations of internal accounting ceontrol
systems. Ssimilarly, to the extent that future system failures
evidence the posgibility that benefits may accrue from enhanced
auditor involvement over and above thosé which were presently
anticipated by commentators, the Commission would have a further
basis on wnhich tc:reassess its decisicn on independent auditor
involvement in light of the then indicated need for additicnail
measures to ensure the credibility and assurances intended to

pe provided by issuers' systems of internal agg¢ounting control.
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Accordingly, the Commissicn believes that its meonitoring
effort will make &t possible for it to revisit this issue on
the basis of greater certainty concerning costs and benefits
than that which commentators asserﬁe& exists today, and the
Commission can be expected to reevaluate its deéisicn concern=-
ing independent auditor involvement with internal accounting
control systems in light of the extent to which pPrivate-sechtor
initiatives and voluntary auditor engagemenkts have satisfied
those Commission concerns which presently exist or which may
exist at that time.

L * L » w
The Commission withdrew its rule proposals in response to

commentators' encouraging assurances of developing voluntary

and private—gector initiatives concerning management statements

on internal accounting control and enhanced auditor invelve-
ment with such statements. Indeed, fhe Commission continues
tc believe that management disclosure concerning, and auditor
involvement with, issuers' systems of internal éccnunting con=
trel have important values that can be achieved without undue
COsSt or other burdens.

Accordingly, in withdrawing these rule proposals, the
Commission stressed that it will monitor carefully voluntary
and private-sector developments in this area, and that it
fully expects those iniﬁiatives Lo continue. Based upon the

assurances of further voluntary initiatives communicated by
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so many commentators and others, the Commission expects that
significant progress will be made in 1980 and over the next

couple of years, and it presently intends to formally revisit

these questions Ey the spring of 1982 based upon three years

of analysis of such voluntary efforts.

In that regard, the Commission invited additicnal public

comment on issues discussed in tne withdrawing release. In
order tc supplement the Commission's own monitoring and
the need

analysis of the voluntary progress being made and
for Cchmissicn action in this area, the Commission specif-

ically encouraged commentators to provide it with any

additional views and data which would be of use to the

Commission over the course of the monitering period. In

addition, the Commission is alsc interested in hearing from

issuers, accountants, and their counsel not only ascut

questions relating to management statements on internal

accounting control and auditor involvement with such state-

: ' ' isslon has
ments, but alse about the guidance which the Comn

set forth in the withdrawing release concerning the design.

implementation and monitoring <f internal accounting Jon-

trol systems, including tne need for documentation, the

7 7 Ty
importance of a proper control environment, ané the concept

of reascnable assdrance, as well as data on actual costs

incurred Dy issuers.
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JUDICIAL ENFORCEMENT OF AUDITOR RESPONSIBILITIES

In addition to the profession's standard=-setting mechanisms,

L]

effective and vigorous judicial enforcement of the federal
securities lawﬁ is essential to assuring that auditors properly
discharge their statutory and prnfgssional responsibilities. */
During the past five years there have been a number of judieial
developments which alter -~ and in maﬁy cases restrict -- the
scope of private actions against accountants. Members of

Congress have lnguired of the Commission c¢oncerning the impact

. of these decisions on the Commission's oversight of the ac¢count-

ing profession and whether any legislative réspanse appears
necessafy. While case law affecting the liability of auditors
continues to unfeld and the Commission cannot, thereforé. formu-
late final recommendations at this time, set forth belew is a
brief discussion of the issues which would bear on any Congres-
sicnal consideration of this issue, |

At the outset, the Ccm@issinn believes it is important

to recognize that auditor liability is not an issue that can

R e - . .
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*/ For example, the Commission has continued, where appro=-

priate, to bring injunctive actions against accountants.
See, &.9., 3EC v Houston Complex, et al. (permanent injunc-
tion entered by consent against auditing firm and partner-
in=charge); SEC v Richard L. Chatham (permanent injunctiocn
entered against auditer). In addition, the Commission has
continued to institute proceedings, pursuant to its Rule
2{e) of its Rules of Practice, to determine the fitness of
accountants to continue to practice before it. See, e.qg.,
in the Matter of Lawrence J. Stern {auditor coansents to
crder for permanent disqualification):; In the Matter of
Touche Ross & Co. (f{irm consents ko censure; one partner
consents to entry of order and one partner c¢onsents to
suspension Erom practice for five months); In the Matter of
Darrell L. Nielson {(permanent disgualification ordered).
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bekdivarced from the broader question of the liability of
participants -— such as issuers, their officers and directors,
financial institutions, securities professionals, attorneys
and others — in the corporate disclosure process mandated
in the federal securities laws. Any legislative proposal
designed to protect the role of private litigatien in promot-
ing full and fair disclosure should therefore confront com-
prehensiveiy -~ not on a piecemeal basis -+ the-issues under=
‘lying the sccpe-of liabpilities under the secuvities laws.

One major issue that any remedial scheme must deal with
is the appropriater®state of mind" showing necessary to ' a find-
ing of a securities law viclation., The Supreme Court considered
this issue in a landmark 1976 decision concerning the liability

of an auditor for damages sustained by third persons as a resulc

of negligence in performing an audit. In Ernst & Ernst v.

Hochfelder, 425 U.S5. 185'{19?6], the Court held that a demonstra=-

rion of scienter is a prereguisite of stating a cause of actfcn
for damages under Section 10(b) of the Securities Exchange Act
of 1934 and Rule 10b-5 thereunder == the centerpliece antifraud
provision of the securities laws. Tﬁe Court recently extended
this regquirement to;Commission injunctive actions under that
seétiﬁn, as well as under 3ection 17(a)(l) of the Securities
Act of 1933, in Aaron v. SEC, 100 §. Ct. 1943 (1980). The
Commissién écnﬁinues to believe that a gcienter requirement

ig fundamentally inconsistent with the remedial purposes of

thae federal securities laws, lessens investor protecticon, and

ol ™)
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cﬁnstitutes a_significant obstacle not only to just compen=-
sation of investors injured by violations == intentional or
careiess —— but alsec to effective Commission action with a
view to;ards prevention of future.violative conduct. */

The state of mind guestien, hewever, is only one part of
a larger complex of liability issues. For example, a major
problem confronting the courts has been the avallability of
implied private rights of action under the securities laws to
redress violgticns cf statutory provisions that do ncﬁ gontain
express rights of ac;ion. Traditionally, the courts have
shown a willingness to lmply such remedies where necessary Lo

effectuate the Congressiocnal purpose behind particular statu-

tory provisions. See, e.g., J.I. Case Co. v. Borak, 377 U.S.
425 {19€64). More recently, however, the Supreme Court has
substantially narrowed the availability of implied rights of
action under the federal securities laws.- The (ourt has made
clear that, absent some affirmative indication of Congressional
intent that there be such a right of action, it will not imply

ong — regardless of whether it would otherwise appear to

*/ It should be noted that there are significant distinctions
petween the purposes ¢of a Commission enforcement action and
those of a private lawsuit. Unlike a private plaintiff
seeking to recover damages he has incurred, the Commission,

. 1n seeking an iLnjunction, endeavors to protect the public
lnterest and the interests of investors from viclations of
the law by obtaining prospective relief that requires the
defendant to obey the securities laws in the future. An
injunction is designed to protect the public against con-

. duect, not to punish a violator's state of mind.

T
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s i ' ry scheme.
further Congress' purposes in enactlng the statutory

T™his new philosophy concernihg implied rights has had a direct

impact on sults against accountants. Thus, for example, the

Court refused to find a private right of action in Touche

Rcsﬁ v. Redington, 442 U.5. 560 (1979), which dealt with an

F " r - 4 . - ities‘
accountant's liability for failing to discover a Secur

' ‘ ' visions of
broker-dealer's violation of the recardkeeplng gro

rhe Securities Exchange Act. Cf., Transamerica Mortgage

AdvisQrs, Inc: v. Lewis, 100 5. Ct. 242 [1979) {investment

advisor liablity under the antifraud p:avisiQn of the Invest-

ment Advisors Act of 1940). Any Congressional review of the

scope and rule of private liability under the securities laws,

rherefore, must also come to grips with the fundamental gues-

tion of the circumstances in which injured_inVEEtors will be

able to seek redress in the federal couyrts in the f;rst clace.

A related guestion is the issue of standing even where a

in glue Chip Stamps v. Manovr

right of action clearly exists.

Drug Stores, 421 U.S.

who were allegedly injured as a result of misrepresentatlons

which induced them to refrain from buying securities could not

bring suit for damages under Secticon 10({b) since they had not

‘ . 1
actually purchased or scld the shares 1n gquestion as a result

of the violation. Similarly, in Blper V. Chris-Craft Indus.

430 U,.S. 1 (1976), the Court denied standing to

Inc..,
~idder in a tender offer who alleged. that a competing oidder

had viclated the antifrauc orovisions of the Williams Ac;.
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Another area of concern 13 the relation between state

and federal law in the investor protection field. In Santa Pe

Indus. Inc. v. Green 430 U.5. 462 (19??}f the Court refused to

£ind a federal cause of action under Section 1l0(b) for an
alleged breach of fiduciary responsibilities owed to share-
holders on the thecry that a'shcwing of actual deception was

necessary. In Burks v. Lasker, 441 0.S. 471 (1979}, the Court

again emphasized the deference to state law that federal courts

must generally give in matters pertaining to business judgment

-— even as it relates to dismissal by a board ¢f directors of

a pending derivative suit under federal law -~ although indi-
cating that express fedaral-pclicy may be invoked to override
state law in some limited instances. While state law does
play an ilmportant reole in the area of investor protection --
including issues relating to accountants' liability */ --
effective securities law enforcement regquires a strong federal
presence unrestricted by varying and inconsistent state laws
and judicial precedent.

A further issuve that has received substantial attention
is what measure of damages should be awarded against securities
law viclators, including accountants and other professionals.
Much concern has been expressed apout the possibility of
massive awards Lo large classes of plaintiffs, far out of nro-

portien to the conduct complained of, On the other hand,

*/ See, e:g., White v. Guarente, 43 N.Y. 2d 356, 372 N.E. 2d

315, 401 N.Y.S5, 2d 474 (1977): Dweorman v. Arthur Andersen,
183 N.Y.L.J. 83 at 7, (Sup. Ct. 198Q0).

s i et AL 1

K




- 96 -

awards must compensate plaintiffs for actual injuries and act

as a deterrent to unlawful activity. This is an issue plain-

ly deserving of Congressional attenticn in the course of any

reevaluation of the liability area.

There are other isgues that would have to Dbe resclved
if a determination were made to revise the liability provi=
sions. While not strictiy a securities law 1ssue, for example,
| the question of the availability of the class action device =--

also recently restricted by the Supreme Court -—- 1is also
eritical since most private ehforcement of the securities laws

proceeds by thig route. 5o, tooc, are questiqns of appropriate

statutes of limitations with respect to private actions, the

scope Of equltable reilef avallable, and the liability of

‘\-1":

-!"""\- -

aiders and abettors: qﬁ securxtles law vlclatlcns, and so o©on.

.,‘-{
,z ane

In summary, any Cangresslcnal IEVLEW of the liability

issues which affect rlghts cf actlan against accountants

"-t-u. 3

should not be LLmLﬁgd tc the accountlng context, nor to any

....,,.'\H- '|

I
one specific issue that has arlsen with respect to accountants

Inm this veln,. one effort that has been made te deal

.1
rl

3 I
comprehensively with this ared *ig the American Law Institute’s

liability.

sroposed Federal Securities Code. The Code would, among many
_other things, create express civil liability for most of
the figh:s of action heretofore implied under the present

L

: r - a‘r E vi-
federal securities laws, including all of the antifraud 2ro

In addition, the Code would give a cour:t express power

1

sions.
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to imply new private.rights of actiecn, under specific standards,

if an express right was not otherwise created. For all cf the

civil liability provisions, the Code would establish gpecific

statutory rules governing avallable defenses, standing to sue,

measure of {(and, where appropriate, limitations on} damages,

and other questions that remain unaddressed under the present

statutes.

The Commissicon is presently considering the Code's
provisicns, and will finéliée its position on the proposed
Code in the near future. In 3o1dning, we are qnglyzing ——
along with the many other issues the Code raises -- the_ﬁppro-
priate content cof aﬁy new statutory provisions dealing with

private rights of 'action. Whether or not the Code proves to

be the most desirable vehicle for Ccngresaidnal resolution

.0f these problems, the Commission believes that a systematic

review of all the remedial procedures under the federal secur-
ities laws is a prerequisite to any legislation dealing with
the specific problems surrounding the scope and nature of

auditors’' liability.
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