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Chairman Dingell and Members of the Subcommittee:

The Securities and Exchange Commission appreciates the
opportunity to address issues concerning financial reporting and
the reole of the independent auditor. As requested in your letter
of June 10, 1986, this statement discusses recent private sectcf,
regulatory and legislative initiatives including a bill (H.R.
4886) currently pending in Congress, entitled the "Financial

Fraud Detection and Disclosure Act of 7986."

I. INTRCDUCTICON AND SUMMARY

The United States has the most sophisticated and progressive
financial reperting system in the world. Congress, the Commission,
and the accounting profession have the common gcal of assuring
the public that this reporting system provides accurate information
te investors. Cases of illegal payments in the 13?0'5 and prominent
business failures and publicized cases of improper reporfing or
business practices in the early 1980's have drawn the active
attention of all three bodies. Congress has been overseeing the
area and reviewing the need for further legislation; the Commission
has made financial fraud a primary enforcement, review and oversight
concern; and the ac¢counting profession is furthe} reviewing its

responsibilities to gearch for financial fraud.



The independent auwditor, in certifying financial statements,
performs a crucial function in helping ensare full and fair
disclngure to investors and other users. The system of checks
and kalances on the accoocunting profession continues to evolve in
response to changing business and economic conditiens and to the
expectations of those whe rely on the anditor's work.

The evidence concerning alleged audit failures suggests that
the system is working well, For exampla; member £irms of the
American Institute of Certified Public Accountants' ("AICPA") SEC
Practice Section [("SECPS"™} audit about 84% of all SEC registrants,
including companies that account for oﬁer %8% of the combined
sales volume of publicly-traded companies. These firms are
required to report to the SECPS certain litigation, proceedings,
or investigations which allege audit or reporting deficencies.in
connection with filings made by their SEC clients under the
federal securities laws, Since the inception of this requirément
on November 1, 1979, 176 such cases have been reported. These
alleged, not prowen, audit failures represent a fraction of one
percent of the audits performed during this peried,

There are about 11,000 publicly-owned companies that file
reports and registration statements with the Commiszsion. The
financial disclosures of these companies have been a top priority
of the Commission's programs to ensure compliance with the securities

laws, :f Between fiscal 1981 apd 1985, Full disclosure filings have

*/ The Commission's programs were summarized in the March 6,
1985 testimony before this Subcommitiee,



increased 26%, The Commission'’s reviews of such filings have heen
increased by over 50%.

The Commission's primary concern, of course, is with fraud
that materially impacts the public financial reports of registrants,
While the Commission has been unable (and it is unaware of any
study that has been able)} to quantify the nature and impact of
such fraud, it is clear that fraudulent accounting or disclosure
practices, howewver isolated, can cause substantial harm to inves-
tors, creditors and others, Therefore, false and misleading
financigl disclosures remain a major Commission concern and have
resulted in approximately 143 enforcement cases in the past three
yearg. In approximately 100 cases (42 in fiscal 13585, and 33 and 25
in fisecal 1584 and 1983, respectively) the Commission alleged
financial acceounting and disclosure violations against issuers or
their eTplcyees. In approximately 43 cases (14 cases in fiscal
1985, aﬁd 18 and 11 in fiscal 1984 and 1983, respectively} the
Commission alleged misconduct on the part of accounting firms or
their partners or employees.

The Commission believes that the record demonstrates that
the current requlatory system gnvérning registrants is working
well, HNHonetheless, the Commission is in full support of cost-
effective measures to improve the current system.

At recent SEC Roundtable discussions with nationally-recognized
authorities, and in other fora, several private sector, regulatory
and legislative initiatives have been discussed. In additieon to

H.R. 4886, these include:
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A number of AICPA projects, mostly by the aduditing Standards
Board {("ASE"), under SEC oversight, such as:

- Re-axamination of auditing standards that deal with
errors, irregqularities and illegal acts., The project
will clarify auditor responsibilities ralating to the
varicus kindse of misstatements, detection issues and
reporting issuyes;

- Re~examination of audit standards relating to
evaluation and reporting on internal accounting
controls. This project will re-examine the extent
to which an internal controls review is required if
ne reliance on such controls is planned for audit
purpeses, as well as reporting responsibilities,
among other issues;

- Development of performance and reporting standards
to govern the issuance of opinions on the application
of generally accepted accounting principles ("GAAP"):

- Consideration ¢f whether the auditer sheould be reguired
to attest toc an assertion by management on the entity's
ability to continue in existence;

- Consideration of auditor communigations, including
the language of the audit opinion and reguired communi-
cations by the anditor within and outside the client
arganization:

- A study of possible ways to improve commohication of
risks and uncertajpties facing a business enterprise;
and

- A study by the AICPA Special Committee on Standards
of Professional Conduct for Certified Public Accountants
{"Anderson Committee"), which has re-examined the
AICPA Code of EBthies and concluded that the accounting
profession shounld establish a mandatory preogram to
monitor practice to inprove guality. The Committee
recommended, in effect, that the firms auditing SEC
registrants be required to be SECPS members.

A position paper by Price Waterhouse entitled Challenge

and Oppertunity for the Accounting Profession: Strengthening

the Public's Confidence (®"Price Waterhouse Proposals"), which

recommends:



- Modified standards which would reguire an auditor
(1} to review and evaluate a company's management
controls, and (2) to identify circumstances indicating
higher risk of management fraud and to perform tests
if necessary;

- Formation of a statutory self-regulatory organization
{"SRO") under the securities laws which would require
membership by auditors practicing before the SEC; and

- & variety of initiatives to limit accountants' liabi~
lity, from self-help measures such as the formation
of prefessional corporations and a joint captive
insurance company, to reform of state teort laws,
federal securities laws and the civil liability pro-
visions of the Racketeer Influenced and Corrupt
Organizations Act ("RICO").

L

?uhlicatiun and presentation to the AICPA Board of Directors

cf a position paper entitled The Future Relevance,

Reliability, and Credibility of Financial Information by

the heads cof seven major accounting firms ("Seven Firms'
Proposals®"), which principally recommends:

= Increased disclosiere of risks and uncertainties in SEC
filings and apditor association with such disclosures:

- Mandatory membership in the SECPS by firms practic-
ing before the SEC;

- Extension of SE¢ jurisdiction to cover additional
"public interest™ entities; and

- Elimination of the potential abuase of "opinion shopping."
* Formation of the Naticpal Commissicn on Frauwvdulent Financial
Reporting {"NCFFR"). The NCFFR seeks to examine:

- The impact of management fraud on the integrity of
financial reporting:

- Reasons for soch fraed:

- Ppssibkle declines in professicnalism on the part of
corporate finance officers and internal auditors;



« The role of the auditer in the search for fraud;
- The role of law enfercement in curtailing fraud; and

- Attributes of ¢orporate structure which may icnhibit
fraud prevention cor detection.

Twoe SEC staff members are on the NCFFR's advisory committee.
NCFFR expeqts to issue a draft report in early 1987,

While these various initiatives evcelved independently, their
focus is similar, Each deals with one or more of the following
issues:
* Responsibility for detecting and reporting on fragd and
{ilegal acts;

Evalﬁaticn of and reporting on internal accounting contreols;
Management disclosure of risks and uncertainties in
financial statements and auditor asscociation with such.
disclosures;

The efficacy of the accounting professien's program
designed to maintain and enhance the guality control

aspects of independent audits; and

The limitations on liability cesats, which ultimately are
borne by consuamers and investors. 1

The aboée initiatives are discussed more fully in this testimony.

II. CURRENT AUDIT STANDARDS CONCERNING DETECTION
AND REPORTING OF PRAUD AND ILLEGAL ACTS

The Subcommittee has.reqguested that this statement focus on
fraud detection and reporting. Any meaningful discussion of

these issues reguires an understanding of present standards in



this area. The auditing Standards Division of the AICPR summarized
auditore' responsibilities regarding fraud and illegal acts under
current generally accepted auditing standards ("CA&AS™), in the

July 1985 newsletter In Qur Opinion, as follows:

The auditor's responsibility to detect and report
fraud is s5et out in Statement on Auditing Standards
{("SAS"} No, 16, The Avditor's Regponsibility for
the Detection of Errcrs or Irregularities, {1977}
and SAS Neo. 17, Illegal Acts by Clients, (1977).
The standards were developed as a direct result of
problems in the business community in the mid-1970s.
The digclosare of ¢lient franads, such as Eguity
Funding, and questionable payments, primarily in
foreign countries, stirred the profession to adept
more specific standards in the area of client
misconduct.

SAS No, 16 establishes an affirmative requirement

for auditors: the auditor is reguired to plan the
examination to search for material errors and
irregularities and to carry out the search with due
skill and care. The auditor's responsibility with
regard to illegal acts is less distinct: because
auditors are not lawyers trained to recegnize illegal
acts, they are not expected to search for illegal

acts, but rather to be aware that some matterg that
come to their attention during the examination might
suggest that illegal acts have cccurred, [ */ ] If

the auditer discovers an error, irregularitﬁ, or
illegal act, he is reguired to report it to management,
and depending on its significance, possibly teo the
Board of Directors or its Audit Committee. The auditor
is also required to assess the effect on the financial
statements and, if material, to insist on adjustment or
additional discleosures in the statements or to gualify
the auditor report.

*/ BAS No. 17 also advises that the further removed an illegal
act is from the financial statements, the less likely it is
that the auditor would become aware of the act or recognize
its illegality. For example the auditor would be significantly
less likely to recgognize a violation of Environmental Protec-
tiaon Agency regulaticns than a tax underpayment.



-8 -
Auditors recognize that, although there is an affirma-
tive respensibility te search for material errors and
irregularities, there is a chance that they won't be
found. The auditor tests selectively; that is,
accounts are usually sampled rather than examined 100
percent. Thus, if the sample does not identify a
frauydulent transaction, the auditor will be less
likely to suspect oné in the unsampled portion of the
finmancial statements. Aauditors, of course, control
this sampling risk, but to eliminate it would regquirs
auditors to examine all of the entity's transactions
for the year =-- which would result in astronomical
apndit cozts and this still would not necessarily
detect cleverly forged or unrecorded transactions.

1f improprieties are suspected or known, the auditor may
have to render a gqualified audit repert., If the auditor is unable
to conclude whether a situation represents an irregularity or
illegal act or whether its effect is material (either due to a
limitation imposed by management cor an inability to cbtain suffi-
cient competent evidential matter), or if it is determined that
the financial statements are materially misstated or materially
- deficient in disc¢losure, and management refuses to make appropriate
changes, a modified opinion is regquired with a description of the
reasons for such modification included in the report.

In the case of both suspected or known illegal acts, and
errors or irregularities, current auditing standards also reguire
that the auditor consider the implications of such acts in deter-
mining whether internal accounting controls or management repre-

sentations can be relied upon, GAAS also reguires that the auditor

consider whether withdrawal from the engagement is necessary, lf

* /7 In the event of a withdrawal or dismissal from the engagement

- which invelves a disagreement over the accounting for or dis-
closure of an illiegal or guestionable act, disclosure to the
SEC must be made in Form 8-K which would identify the existence
of the illegal or questicnable act. The Commission staff
reviews all B-FKs which disclose a change in accountants,



III. FINANCIAL FRAUD DETECTION AND DISCLOSURE
ACT OF 1986, H,E. 4886

A, Detection and Reporting of Illegal and Irregqular Rctivity

1. Description of bill

The "Financial Fraud Detection and Disclosuare Act of 19867
would reqguire those performing "fipancial examinations"™ */ to in-
clude preocedures to "reasonably ensure" "detection and reporting
of any illegal or irregula; activity by any ... person associated
with, the entity [being] audited or examined®™. The bill cautions
that "[nlothing in [the bill} shall be construed to relieve any
auditur“cr examiner from the responsibility to detect and disclossa
any illegal or irregular activity ... because such activity ...
is not material to the ..., document that is being prepared or
certified.”

The bill would also require that the auvditor or examiner
identify in a report and in each securities filing any activities
detectéé that are or may be illegal or irregular and raport such
activities to the Commission and other avthorities with jurisdiction.
~ The Commission in turn would be required to report such activities
to the Attorney General and other auwthorities. Pinally, the bill
provides legal protection for auditors or examiners who in good
faith report known or suspected illegal or irregular activities

to the appropriate authorities.

*/ The term "financial examinations" is used throughout the bill,
While it is not clear what this term means, for purposes of
this testimony it is used interchangably with "awdit."



2. Bnalxsis

H.R, 4886 would substantially expand auditor respnnéibilities.
First, the auvditor would be responsible for detecting and reporting
an illegal or irregular activity regardless of whether it is
material. Second, the auditor would be required to make certain
disclosures concerning that activity, that currently are not
required under GAAS. */

On the one hand, H,R. 48386 may limit losses to investors,
assuming that detection is possible early encough in the perpetra-
tion of an illegal or irreqular activity to prevent or minimize
misappropriation of assets, or that earlier disclosure may prevent
investor iasses. On the other hand, it is unclear whether the
benefits of the bill would exceed the potential costs. For
example, identifying all possibly illegal activity regardless of
its materiality may be impossible or extremely costly, **/
as well as additional costs associated with increases in

auditoer liability (including insurance costs) and the increase

*/ - Presently, detected or suspected illegal or irregular activity
would be reported in the audit copinion or through the Form
B-K machanism,. if not apprepriately dealt with by management,
bout there is no abseclote reguirement to separately notify
authorities. :

**/ Statistics concerning average audit costs are not readily
available; however, in its September 1985 "Report for
Congress and the Public," the accounting firm of Deloitte
Haskins & Sells reports having 2015 public clients generating
aggregate fees of $179.8 million, or an average of 589,230
per company. The amount by which audit fees would increase
if H.R. 488p is enacted is difficult to estimate. The
Commission staff believes that increases of three to four
times present lavels are not anreasonable.
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in the SEC and Justice Department budgets to follow up on reported
violations. Finally, it is not clear whether auditors have the
expertise or tools needed to comply with the requirement of

H.R. 4886 to identify all petentially illegal or irregular acts.
Auditors are not lawyers, and they have limited knowledge of laws
dealing with environmental protection, health and safety, and many
cother federal, state and municipal laws and regulations,.

The ASEB may =oon clarify auditor responsibilities. The current
project includes reconsideration of:

*. pefinitions of “errors," "irregularities" and "illegal acts"
t¢ distinguish between intentional and unintentional
misstatements, and management and non—-management irregu-
larities.

Detection issues, such as preoviding an expanded list of
"red flags™ which might suggest the presence of errors,
irregularities or illegal acts, and impact of the presence

of such warning signals on audit procedures,

Discleosure issues, including the aoditors' responsibility
for reporting errors, irregularities and illegal acts.

o .
In addition, the NCFFR report should prowvide wvaluable insight
into the need for and nature of changes in the area of detecting
and reporting fraud.

3. Commission views

The SEC shares the concerns about the importance of preventing
and detecting improper financial reporting. However, there is no
evidence that H.R. 4886 would be cost-effective without a materiality
standard. The Commission wouonld rely instead on proposals such as
those carrently under consideration by the ﬂsé, looking to a medif-
igation of generally accepted auditing standards in response to
these problems. Therefore, the Commission has serious reservations

about the detection and reporting provisions of H.R. 4886.
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H.R. 4886 would change the role of the independent auditor.
It would inhibit candid ﬁﬂmmunication with the client, create an
adversarial relationship between the auditor and his client {(more
like a bank examiner or policeman), and seems to shift fraud
detection accountability from corporate management to the
independent auditor. The primary acgountability fer financial
reporting should continue to lie with management and boards of
directors. Auditors may certify the financial statements and
review internal control systems, but management {under the coversight
of the board or its andit committee) preﬁares the financial
statements and designs, implements and preomotes adherence to the
system of internal controls.

The federal securities laws impose an obligation on
registrants to file documents with the Commission and release
information to the public which is not misleading due to the
occurrence of fraud or for other reasens. Each document filed
with the Commission is signed by members of management and, in
many cases, by a majority of the board. These responsibilities
of management and the board to find, deter and eliminate fraud
and to disclose accurate financial information should not be
lessened by the oc¢currence of an independent audit.

B. Internal Control Aspects of H.R. 4886

1. Description of bill

H.R. 4886 would require those conducting "financial examina-

tions"™ to evaluate both the accounting and administrative controls
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of a registrant to determine whether these controls "reasconably
ansure" that "{A) receipts and expenditures comply with applicable
law; {(B) funds and ¢ther assets are properly safeguarded against
waste, loss, unautheorized use, and misappropriation; and ()
receipts and expenditures are recorded and accounted for properly.”
It also would require these conducting such examinations to issue
a written report that "ceontains a statement of the zuditor's or
examiner's evaluaticn of the internal accounting and administra-
tive controls ,,, and an identification of any weakness in such
controls." PFarther, tha bill cautions that "({n)othing in [the
bill] shall be gonstrueed to relieve any auditor or examiner from
the responsibility to detect and disclose ... any defect in any
internal acecounting and administrative contrel because such ...
defect is not material to the ... deocument that is being prepared
ot certified ...."
2. Analysis

It is not clear under the proposed bill whether the auditors'
fequirement to determine that the controls "reasonably ensure™
that corporate assets are handled properly is intended to recognize
that controls need not be designed to be foolproocf. However, the
bill appears to require auditeors to detect and report any weaknesses
in such controls, regardless of whether the weakness is material,

Absent a materiality threshold, costs of this provision
rould be prohibitive. In 1979, when the Commission proposed
rules that would have reguired a management report in Form 10-K
and annual reports to shareholders on internal accounting controls

{a narrower definition than that included in the kill}, the
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Financial Executives Institute surveyed 500 companies on the

estimated costs of the proposals, The results of the survey

indicated that:

The annual cost of a management report on controls averaged
an estimated $94,000 per company {mostly internal costs);
and

The antual cost of an independent auditor's opinion on the
internal control system (with no materiality threshold)
averaged an estimated $21%,000 per company.
While these amounts were estimates, they do indicate a substantial
cost for the rules proposed in 1979, In today's dollars, the
amounts would be considerably higher.

Additionally, the ASB is considering comprehensive revision
"of the standards currently in effect regarding the study and
evaluaticn of internal control performed in the c¢gurse of an
audit, The preject will ineclude reconsideration of:

]

the extent to which a study and evaluation of internal

contrels is reguired if no reliance on them is planned for
audit purposes;

the appropriate definitions of various terms used relating
ta internal controls;

the impact of internal contrel on audit testing; and

reporting responsibilities relating to evaluation of
controls in an audit,

ddditicnally, the NCFFR is studying attributes of corporate
structere which may inhibit fraud prevention or detection. In
this work, the role of corporate controls will be a major focus,

i. Commi=ssion Views

Internal control systems are an important measure in assuring

corporate accountability, Adequate controls, and strict adherence
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to those controls, in many circamstances will serve to deter fraud
and aid in the detecticon eof fraud. The Commission's concerns with
the internal control provisicons of H.R., 4886, therefore, center
on definitions of certain terms {e.q. the scope of terms such as
"financial examination") and the cost-benefit aspects of the bill.,
In reviewing a similar 1979 proposal, the Commission found that

the costs of regquiring a management report on interpnal controls

exceeded the benefits, and this bill would compound the reguirements
by including an examination and report hy the auditors of cantrels,
including administrative controls, Therefore, the Commission

does n;t suppert the internal control provisicns of H.R. 4886,

C. Perscnal Signatures on HReports

H.R. 4886 would reguire that the auditor's report on contrels
and illegal acts be "signed perscnally by the auditor or examiner,
and by ;he partner or manager {of the firm employing such auditor
or exaﬁiner] who is responsible for the cenduct of the audit or
examination by the firm."

A similar proposal was recommended in 1978 by the Metcalf
Subcommittee. */ At that time, the Commission staff noted that
audit reports are the product of a number of auditors and the
quality contrel system of the firm as a whole and d4id neot perceive
sufficient benefit from implementing the recommendation te urge the

profession to adopt it. The current Commission shares that view,

*/ See, "Improving The Accoonting of Publicly Owned Corpeorations

- and Their Auditors,"” Report of the Subcommittee on Reports,
docounting and Management of the Committee on Governmental
adffairs, U.S5. Senate, November 1977, page 146,



IvVv. FPRICE WATERBOUSE PROPOSALS

A, Responsibilities for the Detection and Reporting
of Fraud and Illegal gcts, and Evaluation and
Reporting on Internal Control

1. pescription of Propesals

PW recommends reguiring an anditor, (1) te review and
evaluate the company's system of management controls, and {Z) to
"identify symptoms within the company's businéss environment that
would indicate a2 higher risk of an intentional misstatement of
the financial statements.™ The Propeosals include a list of such
symptoms incleding, for example: domineering management combined
with an ineffective board of directors; a deterioration in guality
of earnings; or the existence of large or unusuval transactions at
year-end,

ﬁnder the PW Froposals, if such symptoms exist, the auditor
would be "required to consider performing certain substantive
audit procedures." The proposal sets forth suggested procedures
trelating to each symptom. For example, in the event of largé or
unusual transactions at year-end that are material to the finan-
cial statements, the auditor should consider: sélecting all large
oF unusual transactions for testing:; ascertaining apprﬁpriate
approvals; testing ¢f the timing of revenue and expense recognition;
and the apprepriateness of management judgments with respect to
complex accounting issues,

The auditor also would be required to review and evaloate
accounting and management contrels, regardless of whether the

controls are to be relied vpon in determining the scope of auwditing



procedures. */ PW indicates that such a review is necessary for
the auditor te gain a more complete understanding of how a client
operates and controls its business. This onderstanding of the
client business, in PW's opinion, would help the auditor: (1) find
acts of omission and commission that may make financial statements
materially misleading; {2} recognize unacceptable accounting
practices; [3) recognize sericus financial difficulties facing

the client: and (4) recognize where material weakhesses in the
internal control system create a higher risk énvironment far the
ncGurreECE of mangement fraud. In reviewing "management controls®,
the aunditor would examine organizational {assignments of responsi-
bility and delegation of authority), operating (adherence to
policies and procedures, including profit planning and budgeting),
and informatioen system {providing information to appropriate

levels of mangement) controls.

=

*/ The zuditor's present respongibility for evaluation of a

- company's internal contreol systems is set forth in GAaS:
"Thera is to be a proper study and evaluation of the existing
internal [accountiang] control as a bhasis for reliance
thereon and for the determination ¢f the resultant extent to
which auditing procedures are to be restricted.™ (SAS 1,
Section 320}

There is no requirement under GRAS to assess controls other
than as necessary in performing the audit, Most auditors
agree that even when very little or ne reliance on the system
is planned, some work must be performed associated with
internal contrels in order to understand the system in
planning appropriate audit tests. However, opinions as

to the extent of such reguired work may vary. Certainly in
large public companies a review and evaluation of internal
controls is necessary to a cost-effective audit. Opinicns
as to the extent of such required work may vary, according
to the individoal entity.
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PW indicates in the propesal that the profession will have
to develop standards if these proposals are adepted., Further,
the PW proposals do not specificially suggest a requirement to
report on management frawd or management controls. They do,
howaver, recognize that the aécounting profession should address
the reporting issue.

2. Analysis

The Price Waterhouse Proposals regarding both fraud detection
and internal controls could be bepneficial in further refining
existing standards. Highlighting specifiec red flags and subsequent
audit procedures may be useful t£o the auditer in planning his exam-
ination, It should ke noted that the proposed changes for the most
part conétitute amplifications of currant standards, The auditor
has long been required to assess risks associated with the audit of
a particular entity, and plan the awndit accordingly. */

Further, PW's suggested regquirement that internal controls be
reviewed by the auditor in every engagement would better identify
weaknesses in the systems. While it is likely that a reguired

internal contreols review will add to acedit costs, because of the

:f Statement on Auditing Standards NWo. 22, Planning and
Supervision, acknowledges that the steps reguired in perform-
ing a proper audit are based con conditions at the entity.

S5A5 22 states;

In planning the examination, the auditcr should consider,
among other matters... [c]onditions that may reguire
axtension or modification of audit tests, such as the
possibility of material errors otr irregularities or the
existence of related party transactions...
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materiality criterion, the increased costs would not be as signifi-
cant as those callad for by H.R. 4886. In the recent Commission
Reundtable on financial reporting and the role of the independent aud-
itor, some participants opined that additional auvditor association with
internal controls could be cost-beneficial even for smaller companies,
but no data has yet been provided in support of such opinions,

3. Commission Views

Price Waterhouse has suggested new audit standards, The
Commission believes that these should be considered in the first
instance by the ASE, in connection with their current initiatives
previcusly ﬂiscussed. The Commission will consider the Price
Waterhouse proposals in reviewing the ASBE's proposed audit
standards., We also believe that the recommendations of the
NCFFR, whose mandate goes well beyond the role of auditers in the
fraud area, will be important in assessing cost-effective chaages
in this area.

B. The Accounting Profession's Quality
Contrel Program

1. Description of Proposals

The Price Waterhouse Proposals implicitly acknnwlédge that the
accounting profession's gquality control program, including peer
review, has been a valuable step in meeting the public interest,
but concludes that further refinement of the voluntary program
will not satisfy the profession's critics. In its position

paper, Price Waterhouse states:
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Fine-tuning the current peer review program might
improve its performance, just as any system is capable
of improvement; but it is unlikely that enough could be
done in that regard to satisfy critics that the
public's interest is being adeguately served.
Nevertheless, the AICPA program is far too valuable

an investment of the profession's resources to be
abandoned. The answer lies instead betwean the two
extremes of complete abdication to government regula-
tion on the one hand, and narrow but significant
modification of the present system on the other.

The revised self-regulatory system should therefore
include the following elements: It should cembine
much of the profession's current system of gquality
control standards and compliance review with a

formal structure--as opposed to the present informal
arrangement--for government oaversight. That over-
sight should also extend to the disciplinary component
of the system. The system, however, should remain
egsaentially one of gelf-regulation, within a framework
of overall government supervision. The model that
best strikes this balance is an appropriately
tailored, statorory self-regulatory organization

under the Securities Exchange Act of 1934, */

The net effect of this proposal would be to:

Move the profession's program from the auspices of
the AICPA's Division for CFA Firms to Commission
supervision; and to

Require mandatory participation in the peer review
process by accounting firms practicing before the
Commission, Most other elements ©of the present
program, including confidentiality of information
goengerning alleged audit failures, would remain
the same as the current program.

*/ The Price Waterhouse Proposals, p. 48.
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2. Analysis

Subjecting the approximately 800 (mainly smaller) non-SECFS
member firms */ that audit public companies to the memkership
regquirements, incloding peer review, of a guality centreol crgan-
ization should enhance the overall gquality of practice before the
Commission, In addition, required membership would increase the
ability of the program to set higher standards, take additicnal
and perhaps more timely remedial actions, and impose sanctions
without concern about members resigning from, or potential members
declining to join, a voluntary program. However, the vast majority
of all-public companies {particularly in terms of sgales volums}
are presently audited by f£firms that are subject to a peer review
regquirement.

Further, it is recognized that peer review is a gquality
control mechanism that represents but on2 element of the system

of checks and balances of the accounting preofession. For examgle,

*/ The Commission understands that some of the reasons expressed
by smaller Firms for not participating in the SECPS relate to
concerns about large firm deomination of the program and cost-
benefit considerations, including the cost of peer review,
The vast majority of non-SECPS member firms practicing
before the Commission are smaller firms with only cone or a
few BEC clients. The AICPA has indicated, howewver, that the
annuzal dues for SECPS membership are $15 per professional
staff member in the firm but not to exceed 5100 if the firm
has less than five SEC c¢lients, The average cost <f a
triennial peer review, by an AICPR appeointed team, for
Pemall® tirms (generally less than 20 professional staff
members} ranges from $2,200 to $6,000, The average cost of
a peer review of a Big 9 firm is approximately $800,000.

2ll large and most "medium" sized firms already belong to
the SECPS.
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the Commission's enforcement program provides a mechanism whereby
individval practitioners and firms, bkoth large and small, are
disciplined for substandard work. */ 1In addition, private litiga-—
tion is a significant part of the environment of practicing

public accounting. **/ With respect to the greater leverage that
mandatory peer review might provide, it should be noted that

undar the present voluntary system, the Commission expects the
SECPS to set adeguate standards and take apprepriate actioens,
~upder oversight of the Public Qversight Board [("POB") and the
Commission.

3. Commizszion Views

In the Commission's view, the incremental benefits of a
mandatory peer-review reguirement have_tn be weighed against
the costs of further geovernmental regolation, The Commission has
not reached a conclusion on the need for a mandateory SRO. In
any event, the Commission does not support the idea of a limited

SRO with a "Chinese Wall"™ between the Commission and such an SRO.

*/ In settling disciplinary preoceedings against non-SECPS
membher firms the Commission has often reguired the firm to
join the SBCPS and receive a satisfactory peer review report
as a condition of future practice before the Commission,

**/ GSee prior testimony before this Subcommittee dated March 6,
1985, Section E.
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C. Limitations on Acccountants' Liability

1. Descripticon of Proposals

Price Waterhouse has coupled its proposals to increase avdi-
tor responsibilities with a range of alternatives designed to
limit accountants' liability under federal and state law. These
approaches include self-help options, such as the use of profes-
sional corporations ¢or the creation of a joint captive insurance
company. Price Waterhouse also suggests narrowing the construc—
tioen of the federal securities laws, strengthening the application
of the privity deoctrine in state tort cases, establishing a
geiling on liability and apportioning liability in accordance
with the relative degrees of fault between plaintiffs and defen-
dants. PW also focuses on the Racketeer Influenced and Corrupt
Organizations Act ("RICO"), |

i1-

2. Analysis

There i35 growing concern that there is a liakility crisis
facing individuals and businesses engaged in a variety of activi-
ties, ineluding accounting, HNarrowing the scope of accountants'
liability would reduce the burdens that litigation and heavy jury-
awarded damages impose on accounkting firms and individual accoun-
tants, which are ultimately borne by consumers and the investing
public.

Efforts to respond to these concerns have translated into a
range of proposals. For example, in addition to the Price Waterhouss
Proposals, there have been a number of efforts to limit civil

liability under RICQ, which would have the effect of reducing the
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liability of accountants and others. The Commission has proposed
amending RICC to limit civilIRICG claims to cagzes (1) with earmarks
of organized crime (e.q., extortion, bribery or arson) or (2) in
which the defendant has a history of criminal misconduct, evidenced
by a prior criminal conviction. The proposed amendments would

not affect criminal RICQ cases.

The Attorney General's Tort Policy Working Group recently
issued a report on the causes, extent and policy implicaticons of
the current crisis in insurance availability and affordability,

The report contains eight recommendations for tort law reform.
2mong the recommendatiens that could affect accountants' liability
are elimination of joint and several liability, reduction of
awards by collateral sources of campensation for the same injury,
medification of contingency fee arrangements, and development of
alternative dispute resolution mechanisms. To date, the bills
introduced as a result of this study would not affeét qccountants'
liakility. Hewever, a number of other kills bhave been introduced
raecently that could redﬁce tort liability for damages. */ These
legislative prcpaséls would apply to a variety of businesses and

individuals, including accountants.

*/ ee, 2.9., H,R, 4874. BSee alsc 5, 2038, s, 2046, H.R, 4460,



3. Commission Views

Price Waterhouse has suggested a number of possible approaches
to the liability qguestion. The Comwmission is concerned about the

liability problem and believes these proposals deserve further

stody.

V. SEVEN FIRMS' PROPOSALS

A. Disclosure of Risks and Uncertainties; auditor
Adusociation with Such Disclosures

1. Description of Proposals

Seven of the "Rig Eight" acceounting firmg as a part of their

proposal for The Future Relevance, Reliability, and Credibility

of Financial Information stated that "... It is well onderstood

that users are interested in the timing, amount and uncertainty
of future cash flows. Given the rapidly changing environment ...
current financial statements do not contain enough information on
risks a;E uncertainties.”

In furtherance of this position, the group recommends that
"the risks disclesures reguired in initial registrations of
securities {such as in filings under the Securities Act of 19313)
should be adapted for disclosures in annual financial statements
{such as those filed under the Securities Exchange Act of 19334} .7

The edamples cited in the proposals for the types of disclosure
that could eﬁhance a user's capacity to evaluate a public company's
financial statements and anticipate future difficulties were:

1) informaticn on risk concentration {internal risks,

such as financial and eoperational, and external

risks, such as competitive, technological and
economic):



i2) information on uncertainties;

{3 information on significant judgments, assumptions
and estimates in the financial statements: and

{4) an enhanced management's discussion and analysis of the
company's financial condition, changes in financial con-
dition and results of operations.

The group believes that the SEC's current reguirement for

a Management's Discussion and Apalysis ("MD&A"} has two major

weaknesses. First, the reguirement is stated toc generally to
_result in meaningful disclesure and, second, the information is
not subject to audit. Moreover, the group peoints out that the
requirement applies only to companies filing with the SEC.

The Seven Firms' Froposals advocates apditor association
with disclosures of risks and uncertainties. Until any new
tequirements are effective, the group proposes requiring audit
coverage of existing MD&A,

2. Analysis

The Seven Firms' Proposals advocates frank and complete
disclesure of risks and uncertainties associated with the entity.
Such discleosure is beneficial,

However, current regulations already reguire disclosure of
all material known risks that have or are reasonably expected to
impact the issuer. The current disclesure requirements of the
Commission relating to the description of business and related
financial information presently impose an obligatien on the
issuer to perform adegquate risk assessments in order to respond

fully to the requirements. For example, in addition to the
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requirement te describe the impact of any known trends or un-
certainties that will or that are reasonably likely to have an
impact on the registrant, registrants also must disclose the
names of principal customers if a significant portion of the
business is deri&ed from a single or limited number of customers
where the loss of any customer would adversely affect the regis-
trant, disclese any existing or anticipated shertages of raw
materials, and to discuss the nature of competition and principal
methods of competition. */

In ?dditiun, a description of significant judgments, assump-
tions and estimates necessary feor an understanding of the financial
statements or to make the financial statements not false or
misleading already 1s generally reguired pursuant to Accounting
Principles Board Dpininn Ho. 22, "Disclosure of Accounting
Policies,” as well as various other required financial statement
footnotes, Management's Discussion and Analysis also elicits a
discussion of these kinds of issues.

The present Management's Discussion and Analysis regquires
disclosure of trends and uncertainties that are both known to the
registrant and that will or that are reascnabiy likely to have a
material impact on the registrant, The rule does not contain an
anumeration of the types of items to .-be included in order to

provide registrants with the flexibility needed to produce a

*/  Item 101 of Regulation S5-K.
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meaningful discussicon, rather than legalistic hoilerplate re-
sponses. The recommendation that the reguirements of the
Management's Discussion and Apalysis be made more specific raises
significant concerns that such revisions could result in the
discussions moving toward a recitation of possible or remote risks
or those coemmon to a particular industry and away from the intended
analysis of those that are reasconably likely to bave an impact on
the specifie issuer.

Sufficient reascon may not exist to regquire registrants in
their annual reports either to include all risk discussions in a
single section or to include a "highlight" section of risks dis-
cussed moré fully elsewhere in the documents. Ip addition, this
recommendation also must be viewed against the possibkbility that
the inclusicn of a "risk factors" section could result in lengthy
ﬁis:ussicns of risks inﬁerent in the industry as well as gener-
alized discussion of risk which are at best only poessible risks
and sometimes remote. The criticism has been made, and not
without Justification in some instancesg, that many companies use
their Securities Act filings as "disclaimer documents™ to protect
themselves, rather than "disclosure documents" to inform their
shareholders,

3. Conmmission Views

The Commission has long bheen concerned about the adequate
discussion of trends and risks. In each review of a full disclosure
filing, MD&A and other relevant disclosures are reviewed. Comments
are freguently issued to registrants regarding improvements in such

filings.
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In the Commission's view, continuing improvements in discleosures
under current regulations through the review process is preferable
to new rules which ¢ould lead to boilerplate discussions or lengthy
recitatlions of remote risks.

While the Commission i; interested in explﬂring.the implications
of auditor involvement in the area of risk discleoscres, such an
axpansion of the accountant’s role would appear to be justified
cnly if: {1} it can be demonstrated that the auditor could

_reasonably be expected to review for adegquacy and completeness such

forward leoking information; (2) such auditor involvement would be

cost effective; and (3) such involvement would not redouce the flexi-
bility and the expansive nature of the disclesure item.

B. The Accounting Professien's Quality
Contrel Program

1. Descripticon of Proposal

The Seven Firms' Proposals discuss the profession's guality
controlwinitiatives and, in their view, the need for mandatory
peer review for all fFirms practicing before the Commission. On
this point, the Seﬁen Firms' Proposals state:

A1l auditors of BEC registrants should be members of

the AICPA's SEC Practice Section and thus subject to

its extensive programs of quality coentrel, peer review,
and, where reguired, remedial acticn. In order to
achieve this result, the SEC should explore the powers
it has under current statutory authority to make member-
ship de facto obligatery. TFeor example, the SEC might
promulgate a rule establishing additicnal eligibility
criteria for auditors practicing kefore the SEC. These
might, for example, require certification as a CPA,
continuing professiconal education, and membership in a
professional organization that has a peer review program
and an independent oversight functicen. The principal
effect of comprehensive membership in the SEC Practice
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Section for all auditors practicing before the SEC would
not ke the extended coverage of the Section —- the wvast
majority of assets and revenues of public companies are
already auvdited by member firms —- but the greater
leverage the Section would have to set high standards,
mandate effective remedial actions, and, if necessary,
impose suitable sanctions. The Section could take these
actions without significant concern about members resigning
from, or potantial members declining to join, the Section,
because a firm could not practice before the SEC without
being a member of this or an equivalent organization. */

2. Analxsis

The benefits of the Seven Pirms' Proposals regarding mandatory

membership are:

. Enhanced consistency and quality of practice as
a result of additicnal firms beceming subject to
the peer review process; and

. Possible increased ability to set higher standards,
take remedial actions and impose sanctions,

Offset against these benefits are the costs of additional

regulation for SECFS coverage of the firms anditing a small number

of BEC registranﬁsi {See the analysis section in IV B,2 abovs).

3. Commission Views

The Commission believes that the peer review process enhances

the consistency and gquality of practice before the Commission. The

Commission staff is studying various methods to require peer review,

inecluding a publie rulemaking initiative,

Extension of SEC Jurisdiction

1. Description of Propesal

The Seven Firms' Propesals recommends that all companies with

"a sufficient public interest” in the reliability of their financial

*/

The Seven Firms' Proposals, p. 6.
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statements be subject to 5EC jurisdiction. Exﬁmples of companies
with such a public interest that are not now sublect toe SEC juris-
diction include nonpublic depositories, and insurance companies
that are statotorily excluded from federal regulation,

2. analysis |

The advantages of the Seven Firms' FPropesals incelude the
improved public disclosure (e.g9., a reguirement for MD&A plus a
business description] that would be expected to result from SEC
“jurisdiction over public recorting. Further, such entities would
then ke encompassed within the reguirement that the registrant he
audited by a firm subject to peer review,

Thé major offsetting consideration to this proposal is the
cost asscciated with a new layer of regulation over a large number
of entities which are already subject to pervasive regulaticn
by state and federal agencies.

The Commission has repeatedly supported initiatives to place

regulation of the financial reperting of approximately 700

publicly-owned banks and savings & loans under the jurisdiction
of the S8EC. */ Enactment of the other recommendations, including
possibly placing under SEC jurisdiction the_repcrting regquirements
of over 17,000 other depository institutions, weould be a massive

change and duplicative of their present regulatory requirements.

*/ See, Statement of John Shad, Chairman of the Securities and
Exchange Commission before the Subcommittee on Oversight and
Investigations of the House Committee on Energy and Commarcs,
concerning B8&L Accounting and Financial Reporting, July 19,
1985,



3. Commission Views

The Commission believes that a major thrust of the Seven
Firms' Proposals could be accomplished by a re-definition of the
companies with which the SECPS is concerned to ancompass more of
the type of public interest entities mentioned in the proposal.
For example, in July 1985, the SECPS amended its membership
requirements s¢ that gquality contrel procedures sech as concur-
ring partner review and required partner rotation be extended to
‘certain entities (such as publicly-held banks and S&L's reporting
tc_nther regulatory agencies pursnant to Section 12{(i)), The
Commission supports these requirements,

D. Qpinion Shopping

T. Description ¢f Propesal

The Seven Firms' Proposals recommend a number of steps to
address "opinien shopping,” inciluding:

{1) the SEC should strengthen the Form B-E
requirement on auditer changes as te the
level of diaclosures and the degree of
follow-up when there are reported dif-
ferences as to accounting or auditing
matters;

{2} regulatory agencies other than the SEC
{for example, the Federal Home Loan
Bank Board, the Federal Depeosit Insurance
Corporation, and the state insurance com-
missions} should reguire disclosures con-
cerning anditer changes similar to those
required by the S5EC in Form 8-K;

{3) peer reviewers should scrutinize all engage-
ments assumed since the last peer review
where there was disclosure (in Form 8-K and
similar filings) of a significant disagreement
or the former accountant resigned; and
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(4} avditing standards should reguire a succes-
sor auditor to focus more sharply on auditor-
change circumstances where there is no Form
B-R or similar filing,

2. Analysis

With respect to the first recommendation, the Commission
igsued a Concept Release seeking views on obiniun shopping in July
1985, The comments received have been analyzed by the staff, and
possible propesals for the Commissicon's consideration later this
year are being evalpnated.

With }espect to the other proposals, the benefits appear to
relate p}imarily te improving scrutiny of auditor changes in
ncn-SEC registrants to the same level as SEC registrants. The
costs include the manpower of other federﬁl agencigs, auditors
and peer reviewers.

1. Commission Views

The Commission has taken steps to maintain auditor indepen-
dence and address abusive opinion shopping, */ All filings on
Form 8-K related to changes in auditors are reviewed by the
staff. The SEC has brought enforcement &ases focusing on this
area, The staff is currently evaluating costs and benefits of

additional initiatives,

*/ These steps are more fully described in the March 6, 1985
tegstimany before this Subcommittee, pages C-¢ through C-8.
Further, the Commission notes that the ASB is adopting
performance and reporting standards for opinions on the
application of GAAP to nonclients and the SECPS has adopted
regquirements for firms to develop policies in this area
which will be tested during peer review,



W
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The Commission encourages other regqulators to adopt rules
similar to the 8-K reguirements on auditor changes. The Federal
Home Loan Bank Board has already adopted regquirements in this
regard.

The remaining recommendations on SECPS and audit administra-
tion appear salutory and the SEC encowrages their adoption by the

AICPA.



