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PROCEEDI NGS

MR, O MALLEY: Good norning,
everyone. |'m Shaun O Malley and |, once
again, would like to introduce the
Menbers of the Panel for those of you who
may not have been here yesterday. Coming
fromm left is Bevis Longstreth, Lou
Lowenst ei n, Aul ana Peters, and from ny
ri ght, Dennis Chookaszi an, Ral ph Saul
Zoe-Vonna Pal ntose, and Chief of Staff,
Dave Pearson. | think we had a very good
neeting yesterday and got a |lot of very
useful input. The Panel has already
begun to di scuss sone of that input. W
have a full slate of presenters this
nor ni ng.

I would nention one thing. Sone of
you had asked about Panel Menber Paul
Kal ton, who yesterday had to go to the
hospital towards the |ater stages of the
afternoon. He's fine. He's going to be

goi ng honme. Unfortunately, he won't be
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able to join us today, but it |ooks |ike
he's just fine.

Qur first presenters this norning
are fromthe Anerican Institute of
Certified Public Accountants, a body of
which |I've been a menber for sonme 40
years. | just got ny dues bill. It's
gone up this year, even though I'm
retired. We have the distinguished
Presi dent and CEO here, Barry Ml ancon,
along with Jim Gerson, the Vice Chair of
the Auditing Standards Board, and Dan
Jones fromthe SEC Practice Section. W
wel comre you all and | ook forward to
heari ng your presentation.

MR. MELANCON: Thank you, Shaun. |
can assure you your dues are a real value
proposition for us.

M. O Malley and all Menbers of the
Panel , thank you for the opportunity to
be here this norning. As Shaun said, |I'm

the President and CEO of the AICPA. And
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he introduced Ji mand Dan, but let ne
give you a little bit of background on
each of them

Jimis representing the AICPA' s
Auditing Standards Board. He currently
serves as the Vice Chair of the ASB, and
assunes the Chairmanshi p of that body in
October of this year. He's a partner
with Pricewat erhouseCoopers and the
National Director of Audit Policy for the
firm

Dan is attending as the Al CPA's SEC
Practice Section representative. He's a
partner with Deloitte & Touche, a senior
partner in charge of the Audit and Attest
Practice of his firm During our
testinmony today | will be asking both of
themto speak on certain aspects of the
Panel's draft report, especially
concerning the recommendations as it
relates to auditing standards,

governance, and disciplinary matters.
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Overall the report has validated
our belief that the profession and
quality of audits is fundanentally
sound. We know you and your staff have
wor ked | ong and hard to harness just a
whol e cluster of information over the
| ast year and a half, and we congratul ate
you and thank you for your
contributions. The issues you have
struggled with are conplex. W
acknow edge that, and the profession
recogni zes and appreci ates your
dedi cation to inproving the overal
quality of audits of publicly held
conpani es.

We al so want to thank the
profession's eight largest firns for
their continued support of this project,
especially their cooperation in the Quas
Peer Reviews review and the significant
resources that each of these firns have

devoted in the past 18 nonths to your
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study. The Panel is to be comended
despite the focus on the large firns, and
the auditors of SEC registrants that its
draft report included many hel pfu
recommendati ons that were designed
specifically to assist and hel p snall
firms, and we are appreciative of that
because the profession is diverse, as you
wel | know froma firm s honest

per specti ve.

We woul d be renmiss if we did not
mention that the investing public is
fortunate that our profession, we
believe, as we have said to you on nmany
occasi ons before, is conmitted to the
protection of the public interest. And
we al so acknow edge that we have a
Securities and Exchange Conmi ssion that
is equally conmitted in that area.

If there is one overriding nessage
that we want you to understand and take

with you today, it is that our value as
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the AICPA and its mission statenent is a
commtnment to the self-regulatory program
that focuses on the protecting of the
public interest, enhances the credibility
of financial reporting to the audit,
monitors firm performance, and
di sci plines those who violate the rules.
A profession has uni que
responsibility inits ability to have an
effective self-regulatory program It
has been the auditing profession's
commi t mrent and dedi cation to preserving
the integrity of financial reporting that
has made our self-regulation program so
successful over the years and wil |
continue to make it successful in the
future. Wthout question, our
sel f-regul atory system has greatly
contributed to creating the best and
strongest financial reporting system and
financial markets in the world. The

audi ti ng profession would not do anything
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to jeopardize this public trust.

The investing public can be
reassured by Panel's findings and
concl usi ons, based on your own
i ndependent and i n-depth revi ew of
audits, that audits are being conducted
in an effective manner and that the Pane
is satisfied that the nodel underpinning
financial statenment audits is generally
appropri ate.

As you recall, when | first
appeared before you in October of 1999,
rem nded you that the auditor does work

in a static environnent. Wth the
dynam ¢ markets, globalization of the

econony, the rapid changes in technol ogy
and a virtually-driven world, to nanme a
few, the auditor nust be able to readily
adapt to his or her environment. W at

the AICPA are conmitted to assisting our
menbers and the profession with this

adaptation process. It is critical. 1In
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our efforts to neet that goal, we will
eval uate all the panel's recomendati ons
with that in mnd. It is our obligation
at the AICPA to be cautious so that we do
not anchor the audit so that it becones
static.

In our comments today we'll be
addressing three major issues in the
report that we view as vitally inportant
to protecting the public interest and
enhancing the credibility of financia
reporting. Those issues are the ability
of audit firms to provide non-audit
services in the new econony and the
positive effect those services nmay have
on the effectiveness of audit, reliance
and sound professional judgnment rather
t han mandating prescriptive approaches to
auditing, and an effective due process
structure for standard setting. The
AlCPA will also be submitting a detailed

witten comment that addresses sone of
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the specific issues contained in your
draft report. We have put a |lot of
resources and continue to put a |lot of
resources into that report and you wl |l
expect to see a conprehensive witten
response.

Qur comitnent to self-regulation
is extremely inportant in today's
busi ness environment. W also nust | ook
to the future in assisting audit firms to
neet these changes. The new econony has
caused all of us to re-evaluate |ong
recogni zed busi ness nmodel s on which
busi ness success is predicated. The new
econony requires new and different skills
for those in the audit profession. For
exanpl e, understandi ng rapidly evol ving
i nformati on technol ogy, understandi ng how
new busi nesses are run, and eval uating
soft information. W nust bring these
new and broader skills and strong

prof essi onal judgnent with us to the
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audit to enable us to understand these
new forns of business, including al
aspects of their operation. The
prof essi on of today nust also interact
internationally and not be confi ned
specifically to donestic issues. Qur
efforts have al ways focused on continued
i mprovenent of the audit process. W are
al ways | ooki ng at and re-eval uati ng what
we do in all aspects of the regulatory
programthat exists as well as the
busi ness environment changes.

Qur profession wel cones this study,
this in-depth i ndependent review of our
standard setting and sel f-regul atory
activities. The recommendati ons you have
made will assist us in studying changes
hel pful to our profession now and, nost
importantly, in the future. The
prof ession has thrived because of its
wi | lingness to have transparency in its

standard setting and sel f-regul atory
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activities, subject itself to outside
reviews, and to nmake changes, if
required, that enhance protection of the
public interest.

This profession has a truly
enviably track record on responding to
i ndependent reviews of its activities.
In 1996 the report of the Cenera
Accounting Ofice entitled "The
Accounting Profession: Mjor |ssues,
Progress and Concerns" found that the
prof essi on has been responsive in nmaking
changes to inmprove financial reporting
and auditing of public conmpanies to ngjor
i ssues raised by many different studies
from 1972 through 1995. |In fact, we are
confident that no other profession can
conpare to our track record as far as
bei ng responsive. W shall be equally
responsi ve to your study.

To start our coments, we would

like to address the issue of auditor
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i ndependence with specific respect to
non-audit services. |In your report you
have identified two opposing views on the
various services that an accounting firm
may offer to audit clients and whet her
those services nmay be perceived as a
weakeni ng of the independent auditor's
relationship with the client. W are
pl eased to see that the Panel did not
detect any instances of non-audited
servi ces having caused or had a negative
i mpact on audit effectiveness. W
understand that a majority of the Pane
menbers hold the view that an
exclusionary rule is not warranted and
woul d not best serve the public interest,
and that audit firms should be allowed to
provi de these services, if the audit firm
has appropriate safeguards in place to
assure the independence of the attest
function. W agree with this view held

by the majority of the Panel nenbers.
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Over the years, various studies
have been performed regardi ng non-audit
services and no enpirical evidence exists
to suggest that providing non-audit
services inpairs or causes ineffective
audits to provide a basis for concl usion
that an exclusionary rule of non-audit
services is necessary. This is
consistent with our profession's
findings. W believe that with the
appropri ate safeguards in place, the
provi si on of many non-audit services may
enhance the audit by broadening the
firm s understanding of a conpany's
busi ness, its operating environnment, and
other factors that lead to nore effective
audits. This nore effective audit
clearly is in the public interest.
Anot her positive factor is the inportance
of non-audit services that effect our
ability to attract and retain qualified

speci al i sts.
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I know that several of the people
who appeared before you yesterday
commented on this point. W ask that you
in your final report state clearly a
majority of the Panel nmenbers found that
an exclusionary rule is not warranted.

We believe that the Panel's
findings Iend crucial objective evidence
that providing non-audit services to
audit clients does not inpair the
ef fecti veness of the audit, and if
non-audit services are al so perforned,
may result in nore effective audits in
many situations. W also believe the
Panel's mejority view opposi nhg an
excl usi onary ban on non-audit services
does not support regulatory action to ban
non-audit services to audit clients. W
believe that inportant issues, those
i mportant issues should be dealt with by
t he I ndependence Standards Board and

through effective audit comm ttees.
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Qur position is best articul ated by
SEC Chi ef Accountant hinself, Lynn
Turner, in a January 19, 2000 nmenorandum
to SEC Chairman Arthur Levitt, | quote,
"Taken together, the | SB standard and
the Conmission's audit comittee
di scl osure requirenents should bring
i ndependence issues to audit commttees
attention and stinulate their
participation in identifying and
resol ving i ndependence issues."

As both the Panel and the
prof essi on consi der the conpl ex i ssues of
i ndependence, we want to state our
support for the |1SB and the | ndependence
I ssues Conmittee. We believe that the
ISB is the appropriate public forumin
whi ch i ndependence issues should be
t hor oughl y consi dered and debated. The
| SB was created jointly by the SEC and
the profession. The SEC s support of the

ISB is inperative and needed for the |ISB
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to properly fulfill its mission. At no
time since its creation have the public
and non-public nmenbers in the | SB been
divided on a decision. It is our belief
that the 1SB is the body that should
i ssue i ndependence standards for auditors
of publicly-held conpanies.

Movi ng on to another subject of
great inportance for the audit
prof ession, we would like to spend a
coupl e of mnutes tal king about an issue
that is inplicit in many of the
recommendati ons that you have made. That
i ssue is one of professional judgment.
Throughout your report, especially in
Chapters 2 and 3, you have nmde
recomnmendati ons that appear to negate or
m nimze both the inportance and ability
of auditors to use professiona
judgment. Nunerous recomendati ons cal
for nmore specific and definitive

requirenents in the auditing standards.
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We believe that increasing reliance
on specific and definitive requirenents
in the audit of financial statements can
| ead to a cookbook audit approach, which
is driven by checklists and limts the
rol e of professional judgnent by the
auditor. W believe that as the role of
prof essi onal judgnent is mnimnzed, the
quality and effectiveness of audits wll
decline. W believe that the nost
i mportant conponent of a high quality and
effective audit is the professiona
judgment of the auditor. No anount of
specificity in auditing standards wil |
repl ace good, sound professiona
j udgment .

Sound professional judgnment is
organic. |It's dependent on the
conpetency and skills that the auditor
brings to bear. It is capable of
assessing and reacting to the infinite

nunber of situations that will be
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encountered as an individual perfornms an
audit. A cookbook audit approach could
never be as rich and conplete as sound
prof essi onal judgnent. An auditor is
able to exercise his professiona
judgment because of an extensive anopunt
of education, years of experience in
simlar situations, conprehensive
prof essi onal education requirenents,
adherence to a professional code of
et hics, and of course high quality,
conprehensi ve auditing standards.

Greater professional judgrment by an
auditor is the key to protecting the
public today and in the future as we face
ever changing and conpl ex situations.

Al t hough we understand that specific and
definitive auditing procedures nake it
easy for a regulator to determ ne whether
the procedures have been foll owed, we
believe that a static checklist wll

never be able to keep pace with the rapid
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changi ng nature and ri sk associated with
t he new economy. Understandi ng the
nature of these risks requires sound
prof essional judgnent and it is unlikely
that nmore specificity within auditing
standards will create an environnent that
encour ages professional judgnent.

This rem nds us of a current debate
in the nedical profession. Wen a
physi ci an mekes a di agnosis of an
illness, the physician uses his or her
prof essi onal judgnent in nmaking decisions
on the best ways to treat that illness.
However, in today's environnment if the
patient is a nenber of an HMO, then the
HMO goes through a checklist-oriented
procedure on whether to allow the costs
attributable to the treatnment. |In many
cases, as we're sure you are aware, the
HMO di sal |l ows or refuses to cover nmany of
the treatnent costs. This in effect

overrides many of the physician's
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prof essi onal judgnents in treating that
illness. W fear that prescribing
required auditing procedures, like the
HMO followi ng a checklist of prescribed
treatment procedures of various
illnesses, would | ead to an eroding of
t he professional judgnment that is needed
to conduct a nore effective audit.
Auditing is a profession. The fac
that we are professionals and can bring
our expertise and professional judgnment
to bear is the reason we have been so
successful in protecting the public
i nterest and nmi ntaining public
confidence in financial reporting. |Its
speci al i zed body of know edge that is
applied by all of its nenbers, whether
is the legal, nedical or auditing
prof essi on, defines profession. Wthout
prof essi onal judgnent, auditing will
cease to be a profession. Those

protecting the public interest will ceas
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to be professionals. W believe that the
public interest will be at risk.

In your report you acknow edge an
i ssue that we have long tried to
influence. That is the future of the
accounting profession is dependent on
attracting the best and the brightest
students. |f professional judgnent gives
way to checklists of required auditing
procedures, the best and the brightest
students will choose nore chal |l engi ng and
i nteresting professions. The profession
will spiral downward. W also fear that
the recent rul emaki ng proposal by the SEC
to restrict audit firms from providing
non-audit services to its clients wll
al so contribute to making the profession
| ess attractive to the best and the
bri ghtest.

Further, auditing firms have
di fferent strengths and conpetencies,

which allow themto specialize in clients
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of different industries, types, sizes,
and conplexities. This specializationis
i mportant because one size does not fit
all when it conmes to auditing. W are
concerned that an increased reliance on
speci fic and definitive standards will
lead to an auditing process that is
contributing to this dowward spiral of
the profession. To maintain the val ue of
the audit in the eyes of the public and
the auditing firns, we believe that it is
very inportant to prevent the perception
that audit is a conmodity. We believe
that allowing the firms to differentiate
t hensel ves according to their
specialties, their strengths, and
conpetencies will maintain the val ue of
the audit. Auditors will be encouraged
to maintain their conpetencies and
clients will be able to choose from
auditing firms based on their specialized

skills.
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You recomrend that peer review
shoul d -- peer reviewers, | should say,
shoul d exercise nore professiona
judgment during the conduct of peer
reviews. In certain circunstances we
have seen the results of peer reviews
that are checklist driven. This nethod
results in an ineffective peer review
Many of your reconmendations regarding
specificity of audit procedures may |ead
to that same result in the audit area.

We urge you in your final report to
consi der the inportance that professiona
judgment has in the performance of
audits. We will consider this skill as
we review your recomrendati ons.
Pr of essi onal judgnent should constantly
be nourished, thus protecting the public
today, and as | have said many tines,
nost inportantly in the future. W ask
that you reconsider your recomrendati ons

as to whether they inhibit the
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attractiveness of the profession to the
best and the brightest individuals.

We recogni ze that neeting the needs
of practitioners while establishing
m ni mum st andards to the profession to
ensure the continuation of high quality
audits is not an easy task. W have to
westle with that on a constant basis.
Too many standards can hanper the
exerci se of professional judgnment and can
never cover all of the circumstances that
an auditor will face. The ASB recognizes
the fine |ine between too little and too
much gui dance. The ASB's goal in setting
standards is not to elimnate
prof essi onal judgnent, but to focus on
it.

Over these two days of hearings
you're inplenmenting a process that is as
i mportant as any reconmendati on contai ned
in your report. By this statenent we

mean a due process by which interested
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parties can testify or comment on the
concl usi ons and recomrendati ons that you
have reached. The AICPA firmy believes
in due process. Every standards-setting
function at the AICPA is open to public
comment .

| am now going to ask Jim Gerson to
specifically speak about the ASB' S
st andards-setting process and give you
sonme insight froman ASB perspecti ve.

MR, GERSON: Thanks, Barry. And
want to thank the Panel for the
opportunity to be here. Having observed
all of your activities, it's nice to
finally get to the front table.

Barry has di scussed the inportance
of due process in any standards-setting
envi ronnent, and the protection of the
public interest is really the foundation
of the ASB' s standards-setting
procedures. W use the sanme general due

process procedures as the Adm nistrative
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Procedures Act prescribes for governnent
agencies in enacting regul ation.

Protecting the public interest as a
standard setter requires maintaining a
chal | engi ng bal ance between the needs of
the public, preparers of financia
statements, auditors of SEC registrants,
audi tors of private conpanies, and
government regulators. The ASB achi eves
this bal ance through its due process.

Qur due process protects the public and
allows us to issue new auditing standards
within a reasonable time frane.

The standards-setting processes of
the ASB are conducted under true public
oversight. That is, our meetings are
open to any nenber of the public, and our
standards are subject to public scrutiny
and coment before the ASB i ssues an
auditing standard in its final form W
foll ow the sanme procedures with respect

to the quality control standards.
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Wthin the framework of our due
process, the ASB pl edges to consider al
of the Panel's recomendations. All of
our auditing standards are the result of
our due process. And just to give you a
flavor for the process we generally use,
first, the need for a project nmay be
identified in several areas. It can be
comments from practitioners, regulatory
pressure in sonme cases, litigation,
actions of other groups that affect the
prof essi on, and certainly recomrendati ons
of such that are coming out fromthis
Panel. Then we go through a research
phase to anal yze the issues, gather data
on current practice, review existing
literature, and devel oping alternative
approaches. The AICPA' s Audit and Attest
St andards Team which are enpl oyed by the
Al CPA, together with a small task force
of the Al CPA of volunteers do this

activity. Then a proposed pronouncenent

TOBY FELDMAN, |INC. (212) 244-3990



31
devel oped through the task force is
submitted to the ASB, which considers it
generally at several neetings before we
go final, as I'msure you're famliar
wi th, and evaluates alternatives.

An inportant part of this process
is that we bring know edge and experience
to the table to develop the auditing
standards in a public forum but it's
i mpportant to note that this know edge and
experience is not limted to the 15
menbers of the board. Experts on various
topics are invited to sit on the
appropriate task forces to contribute to
t he deliberation of the standards. And
even before we would take a proposal to
exposure, we seek input from
representatives of our constituencies,
and it always includes the SEC

The recomrendations resulting from
the ASB's public deliberative process

will be subject to public scrutiny in the
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form of exposure drafts of proposed
auditing and attest standards, and
exposure drafts are posted on the ASB's
website with notices sent electronically
to all of the offices of the audit firmns
wi th Al CPA nenmbers, regulators, to other
interested parties, and anyone el se who
requests them Odinarily 90 days are
all onwed for coments fromthe public.
Through our exposure draft process, the
ASB wi Il obtain views of interested
parties in both the public and the
private sector. Finally, we can
carefully consider the comments from al
parties, especially those coments on
i ssues that had not been previously
consi dered before issuing a new standard
or revising an existing standard. W
believe that our procedures will result
in new or revised standards that address
the underlying findings contained in your

recommendations in an appropriate and
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timely fashion.

It's clear to the ASB that the
om ssion of any one of the steps in our
due process is not in the public
interest. It's also clear to us that if
the ASB were to ignore or override the
comments that may be received during the
public comrent period nerely because they
may vary fromcertain of the Panel's
recomendati ons, that this would not be
consistent with the due process and woul d
deny due process to sone of our
constituencies. The ASB needs to
consi der the opinions of all of our
constituencies, including auditors,
users, preparers of financial statenents,
and government regul ators.

Having said this, | want to assure
the Panel that we do work closely with
the SEC. W neet regularly with them and
we take their suggestions very

seriously. But even with the SEC, we
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nmust consider their views in the context
of our overall deliberations and the
vi ews of others.

As such, we ask that the Pane
acknowl edge in its final report that its
recommendations and the priority of its
recommendati ons be subject to the ASB's
due process procedures, which we believe
are in the public interest. Furthernore,
we suggest that the Panel make a
recomendati on to the SEC that the SEC
encourage and support the ASB in carrying
out our planning and standards-setting
nm ssion in the public interest and
subject to full due process.

That concl udes nmy conments on due
process, and I'll turn it back over to
Barry.

MR, MELANCON: Thank you, Jim

I would Iike to turn ny coments
now to the area in your report concerning

ear ni ngs nmanagenent and the fraud
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chapter. Cbviously we as a profession
are very concerned about fraud. W
recogni ze the inpact that m sstated
financial statements have not only here
in the U S. and our capital markets, but
al so on international exchanges and ot her
users of financial statements. The
purpose of the audit is the issuance of
an opi nion on whether the financia
statenents are free from materi al
nm sstatements that are caused by error or
by fraud. However, we fear that your use
of the term zero defects conveys an
unr easonabl e expectation to users of
financial statements. Terns or
representations such as zero defects
contribute to the continued expectation
gap between what audits are and what the
public believes an audit is.

We suggest that you revise your
report to recommend a zero tol erance for

unaccept abl e behavi or by auditors. W
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believe that this is consistent with your
concl usi ons that reasonable, but not
absol ute, assurance that financia
statements are materially misstated is a
sufficiently high standard of
responsibility for auditors to protect
the public interest, and will not create
unrealistic expectations for the audit.

I'"m now going to ask Jimto coment
nore thoroughly on earnings managenent
and fraud.

MR, GERSON: All right. Thanks,
Barry.

Many of your findings concerning
earni ngs managenent and fraud really
confirmthe ASB's desire to issue
addi ti onal gui dance that hel ps auditors
exerci se professional judgnent. For
exanpl e, your recomrendations related to
non- standard journal entries and the
rel ati onshi p between the risk assessnent

process and the auditing procedures are
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i ssues where | personally woul d predict
that the ASB is clearly going to consider
i ssui ng additional guidance.

Most of Chapter 3 seens to focus on
the Panel's desire for stronger and nore
definitive auditing standards in various
areas, including planning and
supervi sion, forensic-type field work
phase, and the performance of specific
substantive procedures in various areas.
The ASB and the Panel share a conmon
goal, the performance of effective
audits. We believe that the auditing
st andards shoul d enable auditors to
provi de reasonabl e assurance that
financial statenments are not materially
m sst at ed.

In keeping with that goal, | should
note that the ASB Board of Directors
i ssued a policy statenent in 1993, in
which it stated as one of its five

principle goals is the inprovenent of the

TOBY FELDMAN, |INC. (212) 244-3990



38
prevention and detection of fraud. In
1997, the ASB issued SAS 82,

Consi deration of Fraud in a Financi al
Statenent Audit. And inportantly, at
that time, we i Mmedi ately devel oped a
strategic plan to comm ssion severa
acadenic research projects to study the
ef fi cacy of that standard.

These research projects are ongoing
now and, in fact, they are really coning
to fruition this sumer. A couple of
them are done, and a couple nmore will be
hopefully finished by the end of the
sumrer. These research projects will be
considered by the ASB together with the
reconmendati ons of the Panel within the
context of our due process deliberations
concerni ng possi bl e amendnments to the
auditing standards. W're comritted to
t hat process.

Since SAS 82 was issued, we've also

conpl eted several other projects to
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assist auditors in this area. First,
when SAS 82 was initially issued, it was
acconpani ed by a consi derabl e amunt of
addi ti onal guidance in terns of practice
aids. 1n 1999, the ASB issued gui dance
on revenue recognition. W' re follow ng
this project up with the devel opnent of
an audit guide on auditing revenue. The
ASB is also currently working on gui dance
on auditing reserves, and in addition
the SEC Practice Section has issued
practice alerts in both 1998 and 1999 on
revenue recognition and non-standard
journal entries.

It's our understanding that the
Panel's reconmendati ons are based, at
|l east in |arge neasure, not totally, |
did hear you yesterday, on concl usions
drawn from audits perforned before the
effective date of SAS 82. And we just
caution that you have to take that in

context. Not that we're disnissing the
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i nportance of the area, but that the
research itself, at |east in sone cases,
particularly the AAPR s, are drawn from
an earlier time.

Just to finish up, | would say that
we further suggest, keeping with the
comments that Barry nmade, that the
Panel ' s recommendations to the ASB
related to earnings managenent and fraud
focus on areas where auditors could use
addi ti onal gui dance in exercising
prof essi onal judgnent. As Barry said, to
focus on professional judgnment, rather
than elimnate it by putting in a set of
st andard procedures.

MR. MELANCON: |'d like to turn now
to your reconmendations that you put in
your report concerning governance of the
audi ti ng profession.

Sel f-regul ation over auditing
processes works because of the strong

commi t ment of our profession and the
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exi stence of a strong, independent
oversi ght board. To that end, each party
has supported the other individually and
collectively to protect the public
i nterest and the public investor

The Al CPA supports a strong
oversi ght board that is independent of
both the profession and the SEC. The
Publ i ¢ Oversight Board has served the
public and the profession well for al nost
25 years. The AICPA has al ways supported
the POB's efforts and initiatives
monetarily and in the nutuality of
interests in protecting the public
i nterest.

We understand that the POB is
currently proposing to develop a formal
charter to depict explicitly the standard
scope of its activities. W are
confident that the POB and the Al CPA will
produce a charter that will support and

preserve an i ndependent oversi ght board.
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In your report you al so raise
several issues and nade recomendati ons
regardi ng the peer review process and
other itens that enhance the disciplinary
process. |'d like to ask Dan Jones now
to comment on these aspects.

MR. JONES: Thank you, Barry. And
| thank the Panel also for the
opportunity to address you and to speak
on behal f of the SEC Practice Section

Barry has asked nme to convey a few
comments with respect to issues of
recommendati ons contained in your report,
and first, | would like to talk about the
items related to discipline and, then
second, follow up with certain issues
around peer review. | do want to thank
the Panel for accepting our assistance
wWith respect to certain areas in your
report which you have accepted with
respect to discipline.

Wth respect to discipline, we are
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pl eased to see that you have incorporated
in your recommendati ons many of the
suggestions for the profession presented
to you earlier this year. You recognize
that many aspects of the current
di sci plinary processes work well, and
that the profession should be a driver of
suggested reformto our disciplinary
processes. What becane apparent from
your report is that nore transparency is
required in our current processes so that
the investing public fully understands
the comritnent that the auditing
prof ession has in disciplining our
menbers.

As you have aptly described in your
report, the profession's disciplinary
procedures center on the AICPA' s
Pr of essi onal Ethics Provision and the
SECPS Practice Section. Mny of the
Panel ' s concerns revol ve around

timeliness of disciplinary actions by the
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prof ession. You have rightly discerned
the reason for the delay in certain
di sciplinary matters. That is, the |ack
of protection or the right of privilege
over its disciplinary activities.

We are pleased to report to you
that the SEC Practice Session is
i mpl ementing many of the Panel's
recomendati ons. The Practice Section
has schedul ed to vote on a new nmenbership
requi rement regarding its disciplinary
processes in Septenber of this year.
Thi s menbership requirenent will offer
transparency to the current process and
provide timelier disposition of
disciplinary matters. To ensure that the
profession neets its conmtnent to these
enhanced di sciplinary requirenments, the
| argest accounting firms have pled
signi ficant additional funding. This
additional funding is to provide

resources to ensure that disciplinary
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matters are conducted in a nore tinely
and effective manner.

However, we nust advi se the Panel
they any recommendati ons that may result
in additional or unnecessary litigation
risk or actions against auditors are
unacceptable to us. Sonme of the Panel's
enbel | i shnments to our original proposa
are risks upsetting the delicate bal ance
that we have achieved with respect to
addi ti onal transparency and restrictions
i nposed on the current process. These
enbel | i shnents may not be possible to
i mpl enent or accept and may upset the
proposal in its entirety. As we are sure
that you are aware, any nodifications to
the original proposal mnmust be conpleted
in away that is not prejudicial to the
firms or their menbers or that would in
any way add additional unacceptable risk
of | egal exposure.

Next, 1'd like to spend a m nute
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di scussing the Panel's report and
reconmendati ons concerni ng the peer
review and the processes thereof. As you
know, the SEC Practice Section in March
of 1999 began to research and consi der
nmet hods on how t he peer review process
could be inmproved and enhanced. The
Practice Section conpleted and issued a
report on its research in January of this
year. For exanple, the report contained
recommendati ons on conti nuous peer
reviews for larger audit firns, and
recommended nore invol vemrent by the POB
staff in those reviews. W're pleased
that you have included the SEC s Practice
Section report and recommendati ons as an
exhibit to your report, and that you
encourage us to inplenment the
recomendati ons contained in that
report.

We're also pleased to informyou

that the SEC Practice Section Peer Review
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Committee is inplenenting nmany of those
recommendati ons as possible as early as
the end of this year. The Peer Review
Committee is evaluating the effectiveness
of the other recomendations that the
Panel has nade to determine if the
reconmendations are within its expertise
to inplenent. Several of these
reconmendati ons are contai ned in Chapter
2 of your draft report. As we understand
it, the purpose of reconmendations to the
Practice Section Peer Review Conmittee
was to "close the | oop" on new or
exi sting auditing standards to deterni ne
if the auditing standards or a firms
audit nmethodology is effective. At first
gl ance many of the Panel's
reconmendati ons appear to be appropriate
and fall within the peer review purview
Qur witten response to the draft report
wi Il discuss other issues in nore

detail .
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Thank you for your attention and
we'll be pleased to answer questions |'m
sure at the conclusion of this testinony.

MR. MELANCON: Thanks, Dan.

Dan reported on several projects
that are underway within the Practice
Section, and | think there are severa
projects that you should al so be inforned
of that are underway or on the agenda
fromthe ASB s perspective, and Jimw ||
cover those.

MR, GERSON: All right. One
initiative the ASB has already started
concerns audit docunentation. W have a
task force up and running on this, and
we're sensitive to the nunmber of coments
based on the recomendati ons of the
Panel's staff. W knew this one was
comi ng. And the purpose of this project
is really to devel op clear, concise, and
consi stent gui dance regarding the

obj ective, the nature, and the extent of

TOBY FELDMAN, |INC. (212) 244-3990



49
audit docunentation required for
conpliance with Generally Accepted
Audi ting Standards.

Earlier | discussed the research
activities concerning SAS 82. The ASB
has already forned a new fraud task
force, and that task force is going to be
chaired by David Landsittel, who is a
past chair of the ASB, and | think many
of you would agree a very respected
menber of the profession. He has agreed
to chair that task force. This group
wi Il consider the research and ot her
activities of the ASB as well as the
Panel's recommendati ons in preparation
for the retrospective review of SAS 82.

Last year the ASB responded very
qui ckly to the Blue Ri bbon Panel on Audit
Committee Effectiveness report and
reconmendati ons by issuing SAS 90
within -- | think it was nine nonths,

which is pretty good for us. Frankly, we
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believe that this docunent addresses nmany
of the recomendations in the Panel's
report in the section on Conmuni cations
with Audit Committees.

The ASB has al so begun a project on
i nherent risk that is seeking to provide
strength and guidance to auditors in
maki ng i nherent risk assessnents and
deternmining the nature, the tining, and
extent of audit tests because of these
assessnments. | nailed John Fogarty on
his way off the floor yesterday and got
himto agree to chair that task force.

So we are maki ng progress.

The ASB al so has begun a project
that will provide a formal GAAS hierarchy
t hat establishes the authoritative status
of auditing pronouncenents that are bel ow
the level of the standards to clarify
where that guidance is in the pecking
order.

And also | guess finally, in order
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to ensure that we have a conprehensive
response to all matters affecting audit,
attest, and quality control standards,
the ASB is going to hold a specia
two-day neeting in Septenber to fully
devel op our work plan for the next few
years. This is simlar to what we did
back in 1997 with the Horizon's Project
that | think you were acquainted with
earlier in your process. And we planned
this nmeeting -- we've actually had to
defer it a couple of tines
unfortunately. But we planned this
nmeeting in anticipation of your report.
It's obviously a key input to that
process, and a nunber of constituencies
are going to be represented at that
nmeeting, not just board nenbers,

i ncluding i nternational representatives.
We believe that's an inportant part of
the way to go forward

Barry.
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MR. MELANCON: When your Panel was
formed in 1998, your mssion was to
assess whether audits that were being
performed today were effective. We have
your draft report and the results of that
study, and | would like to confirmto you
that our mission is not only to ensure
that audits are effective today, but also
in the future. W are noving forward in
the areas of continuous auditing and, as
Dan nmenti oned, continuous peer reviewto
ensure that effectiveness is met in the
future.

The advance of the digital econony
has created, anong other things, a demand
for nore tinmely assurance and a broad
range of information that was previously
only provided in an annual audit report
of historical financial statements. |
know you heard sone testinony yesterday
in which people described one-day cl oses

and i medi ate real time financia
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reporting. |f decision makers need
continuous information in which to base
their decisions, which obviously in
today's world they have to, it is also
highly likely that these decision nakers
wi || need independent assurance on the
reliability of such information on an
equally quick time frane. We believe
that the rel evance of financial statenent
i nformati on may be significantly enhanced
by the provision of tinmely assurance.

We suggest that the Pane
reconsi der their recomendations in the
light of the possibility of continuous
audi ti ng because we believe that
continuous auditing will be an integra
conmponent of the financial statenent
audit of the future. \here the walls of
an audit begin and end in the future may,
in fact, be very difficult to discern
As such, many of the recomendations that

you nmake concerning specific audit
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procedures coul d beconme qui ckly outdated
or inefficient in the new econony of
today or certainly in the future.

We will continue to research and
devel op new services that provide
protection for the public in situations
where the public receives information.
WebTrust and SysTrust are exanpl es of
such services. WbTrust is a
conprehensi ve e-comrerce service designed
to build trust and confidence anobng
consuners and busi nesses purchasi ng goods
and services over the Internet. SysTrust
is an innovative service that responds to
the critical need for assurance and the
reliability of conputer operations and
technol ogy in conputer systenms. W
believe SysTrust is the ground floor for
conti nuous auditing. Both services neet
i ncreasi ng demands in the marketplace for
i ndependent third-party verifications of

busi ness operations and cover inportant
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aspects of today's econony, such as
privacy and confidentiality.

We are al so keeping our eyes on the
i nternational auditing arena, as
mentioned in your report. W are
i nvol ved in shaping internationa
audi ti ng standards, vigorously involved.
The ASB is committed to significantly
strengthening its | eadership role in
devel opi ng international auditing
standards and quality control processes
that nmeet the need of a globa
mar ket pl ace. The Al CPA has a
representative on the Internationa
Auditing Practices Comrittee, and the ASB
has a subcommittee that nonitors the work
of I APC and provides input into all of
| APC s operations.

In May of 2000 a joint working
group consisting of representatives of
Canada, the U K., and the United States

publ i shed a report naking recomendati ons
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recent devel opnments in the audit

nmet hodol ogi es of the | argest accounting
firms. Based on this experience, |APC
will begin a project to identify areas
where significant changes are necessary
in international auditing standards.

We face nmany conpl ex issues as an

econony, as a society, and certainly as
profession. | can assure you that the
Al CPA will continue to exert significant

| eadership in the evolution of the audit
to set priorities and apply resources to
make a difference where priorities and
projects can, in fact, inprove the

ef fectiveness of audits, and we are al so
committed to looking in the future.

And | know that there were
limtations in the work that you did
because of the process of |ooking at
historical work, but | think it's

i mportant that term nology and concepts
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in your report reflect upon this future
envi ronnent and the need for guidance and
| eadership in the profession that wll
continue to match the changi ng
environnent with the needs and
expectations of an econony that is
changi ng as we speak before you today.

We |l ook forward to answering any
guestions that you may have.

MR, O MALLEY: Well, thank you,
gentlenmen, for a very conprehensive
presentation. |'msure there are a
nunber of questions that have cone up,
and in due course I'll ask each of the
Panel members to ask whatever questions.

I would like to just bring up a
coupl e of points myself to start us off,
and that has to do with the due process
i ssue, first of all. W understand
that -- or |I'msure you understand that
our recomendations are going to the

institute, to the POB, the SEC, the ASB,
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and the firnms, the ISB, etcetera. All of
t hem have their own due process, which we
totally respect and have no interest in
suggesting that they run rough shod over
them We're nmeking reconmendati ons. Qur
recomendati ons do not have the force of
| aw or the force of regulation or the
force of administrative process or
anyt hing. They are recomendations, and
each of the groups that we're naking the
reconmendations for, we would expect them
to consider them and put themthrough
their own due process procedure and go
forward. Just so we're clear about
that. We're not suggesting any fast road
that's going to overcone your due
processes.

MR, GERSON: | appreciate that,
Shaun. M hope is that all parties to
the process going forward will approach
t he recomendati ons in the same fashion

MR, O MALLEY: Okay. Well, | don't
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that, but perhaps they do.

The second point | would like to
make is on the use of pejorative terns
and setting straw nen in sone of these
presentations. The use of the word
cookbook and the use of the word
checklist is used in a pejorative
fashion, and it's been used before.
Every time a new accounting regul ation
cones out, that's trotted out. W're
tal ki ng about the staff that worked on
this and the Panel. Let ne turn to the

staff first.

59

We're tal king about | eaders of this

prof essi on, people who have done the

t oughest audits of huge conpani es that

had probl ens, people who | ed the ASB, the

QCIC, the peer review, were technica
| eaders within their own firmin this
prof ession. These are not a bunch of

rooki es that are out there trying to
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dream up sone checklists. These are
seasoned professionals that | would stack
agai nst anybody fromany firm and | say
that fromny own experience of 36 years
of auditing.

So having said that, we're not
tal ki ng about cookbooks and we're not
tal ki ng about checklists, and I would
like to get that term nology out of the
debate because it is just a red flag.
Qobviously it got to ne. What we're
suggesting be done is that do the
di agnosis and cause it to result in
prof essi onal judgnents that are going to
lead to the kind of audits that are sound
and make sense.

And going to that medical thing, in
all of these 31 billion of market cap
| osses sonebody did the diagnosis, but
what happened after? The di agnosis was
wrong. So we're trying to nake sure that

the diagnosis is correct and that
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prof essi onal judgnent is infused into
that process. Not to do cookbooks and
checklists. | feel very strongly about
that, and | know | had to restrain sone
of our Panel staff when they saw that
| anguage. And the word cookbook is in
there too often in your response, as is
the word checklist. Always in a
pej orative sense

MR, GERSON: Shaun, can | just nmeke
a slight conment --

MR. O MALLEY: Sure.

MR. GERSON: -- on that because
I -- you know, if it was just one person
saying it -- | nmean | agree with you, and
if you really read the words, in nost
cases it doesn't come across that way.
woul d just offer that enough people sort
of read it and had that reaction, that it
may be | ess of an issue on the specifics
of the reconmendation and it may just be

an issue in the tone or the way they're
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set up. And the use of the termspecific
and definitive in a nunber of places in
your report | think created nmaybe a
reacti on anong sone that was as strongly
felt as your reaction to cookbook and
checkli st.

MR. O MALLEY: GCkay. | accept
that, Jim W would just ask that you
take these recomendati ons and consi der
themon their nerit and not assign them
to the dustbin of checklist or whatever.

MR. CGERSON: No, we're not.

MR. MELANCON: Shaun, | think sone
of the conments you just nmade, if that
could be sort of plugged into the
preanbl es or whatever in the report, that
woul d probably make sure that that track
record or that record is established
along the lines of what you just said.
don't think anybody woul d di sagree with
your passion fromthat statenent.

MR, O MALLEY: GCkay. | don't want
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to hog the Panel's tinme but | do just
want to ask one question, and that's on
the first point you nade, Barry, about
i ndependence of non-audit services.
Oten times in this debate or in this
consideration there's two polls. One
poll says anything goes and the other
poll says nothing goes, you can't do any
non-audit, and another poll would be you
can do anything you want.

It's unclear to ne where the Al CPA
stands on this because | personally
believe, and I think npst professionals
do, there are a number of services that
ought to be prescribed. Sonme of them
already are. And | just wonder where you
are in that. Are you on an anything
goes? | don't think so, but why don't
you tell us where you are.

MR, MELANCON: | think your
statement of -- sone services certainly

shoul d be prescribed and sone have
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hi storically been prescribed, and | don't
t hi nk anybody is debating agai nst that.
For instance, if you | ook at sonme of the
debate that the |1SB has had on
eval uations, for exanple, through a due
process, through discussion, the
prof essi on nenbers and the public nenbers
came to | think a pretty sound concl usion
on that and that there were certain
things that should be prescribed. So
think our problemis it is a mddle
ground and there may be sone things there
that have to be | ooked at.

But it is very difficult today --
and as | said in my coments, you know,
where an audit begins and ends in the new
world is going to be very difficult. And
when you start trying to put very
definitive rules in place, | think you're
actually going to do sone danage to the
accountability of our financial reporting

syst ens.
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MR, O MALLEY: Wbuld you be willing
then to allow the entirety of this
subject to be dealt with by the | SB?

MR. MELANCON:  Sure.

MR, O MALLEY: Ckay. Pane
menbers, |'ve taken too nuch tine
al ready. Zoe-Vonna.

MS. PALMROSE: Well, continuing
with the, you know, hot buttons, one of
the things that the Panel felt very
strongly about is that we were trying to
position the profession to go forward,
and you did tal k about that (inaudible)
acconplish that with some of our
recommendations. So it would be very
hel pful if you could provide sone
gui dance on that either here or
especially in your witten response on
those areas where you feel that that is
not the case.

MR, MELANCON: Okay. We'll include

coments in our witten response.
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MR. O MALLEY: Denni s.

MR. CHOOKASZI AN:  Again, not to
ki nd of beat a dead horse on the cookbook
i ssue, but if you read our report on page
13 in the summary, | think it says -- I'm
havi ng real trouble understandi ng how you
draw t hat concl usi on when you read our
recommendati ons under Conments of Audit
because it says exactly what you said.
So when | read this -- what would be very
hel pful to us is if you could take this
page particularly, because this is
probably the nobst inportant sumrary page
in the recomendation, page 13 and 14,
and say where it says cookbook. Because
it says things |ike new judgnment and
we've got to get nore definitive work
done. So |'m having trouble figuring how
we woul d change one word in this. So if
you could conme back nore specifically and
say where does this say cookbook, that

woul d really help nme because it doesn't
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say it here at all

MR, MELANCON: Ckay. | think we
will certainly coment on that in our
written response, but | can -- | think

we're closer to our neeting of mnds that
we' re dealing with nonenclature. | think
it's --

MR. CHOOKASZI AN:  Yeah. No,
understand. Nonenclature only.

MR. MELANCON: | think it's words
such as definitive and things of that
nature that a lot of people in a cold
read of this docunent, not having sat in
the room for hours and hours and hours
i ke you have debating these issues,
reach those conclusions and that was the
feedback that we provided.

MR. CHOOKASZI AN  See, the words
were carefully chosen. For exanple,
"Auditors will be required to perform
substantive tests directed at the

possibility of fraud during this phase."
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MR, GERSON: Well, no argunent --
that's not an argunent.

MR. MELANCON: That's not an
argunent .

MR. CHOOKASZI AN:  Well, the whole
thing reads |like that. So if you could
come t hrough here and point very
specifically -- see, it doesn't help us
to say sonething |ike cookbook.

MR. GERSON: | think that's
probably best done in the coment
letter.

MR CHOOKASZI AN: | agree. |
agree. So if you could go through here
in the coment l|etter.

The second point is on your -- and,
again, this is nomenclature only because
I think we're really aligned on what we
want to do. But you're neking a
di stinction between zero defects and zero
tolerance. | don't get it. | don't get

how zero tolerance is different than zero
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def ects.
MR GERSON: Well, | think it's a
matter of what is the intent of that,

zero of what? And | think it's

written -- it's in here in a couple of
different places. | think actually
twice. It's in the fraud chapter

MR. CHOOKASZI AN:  Yes.

MR, GERSON: And you can read it in
the context that the goal should be zero
defects, neaning the auditor should
detect every instance of fraud that there
is.

MS. PETERS: No.

MR, GERSON: But | think you could
read it that way in the context of which
it was witten. And we think that sets
up a really unreasonabl e expectation
And | think the construct of zero defect
of performance or zero tolerance for
non- performance is a nore appropriate

concept, but that's dealing with the
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audit process, not the outcone of the
audit reports. And | think that is an
i mportant distinction.

MR. CHOOKASZI AN: It is.

MR, GERSON: And | just -- | nean |
just ask that you focus on the intent --

MR. O MALLEY: We'Il take a | ook at
t hat .

MR. GERSON: -- because it can come
across that way, and that's really the
issue. It's not so nuch the word. |It's
what it's ained at.

MR. CHOOKASZI AN:  What we were
trying to get at, and a conment from you
m ght help on this, is that we al
recogni ze that the incidence of
fraudul ent reporting is very, very
small. It's down in this -- you know,
such a small percentage that what we're
trying to do is take a process which is
fundamental | y good and make it better

But then you're elininating such a snall
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nunber of things, you're really at the
zero defect level in what you' re trying
to target. So how -- if you can help
us --

MR, GERSON: Zero defect may be an
appropriate goal --

MR. CHOOKASZI AN:  Yes.

MR, GERSON: -- but holding out an
expectation that it could be achieved --

MR, O MALLEY: It's a goal

MR, GERSON: -- is a separate
i ssue.

MR, CHOOKASZI AN: | agree with
that. It's a goal. It is a goal

MR. O MALLEY: Bevis has a question
here.

MR. LONGSTRETH: Well, | have a
coment. | have to rise in defense of
the checklists and cookbooks. And | want
to make a serious point about it
because -- | suppose being a little

outside of this profession, | don't have
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quite the electric reaction to those
words that Shaun does, but | have a
fundamental reaction which is as strong
as his and I'm sure al npst as strong as
the staff's because | think you' ve
created a straw man here that is not only
unnecessary, but counterproductive in
ternms of encouraging a sensible
eval uati on and di al ogue with respect to
t he recomendati ons we've nmade. | nean
on page 10 you go from checklists and
cookbooks to suddenly there's no exercise
of professional judgnent, and that's just
absurd on its face.

What we were trying to do, and we'd
like you to consider and evaluate in the
light in which it was witten and thought
about, is to provide checklists, or cal
t hem procedures, whatever you want to
call them the due process, which |I'm
sure you've written down in your due

process of procedures, is to provide a
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better platformon which professiona
judgment, sound professional judgnment can
be exercised. Not to elimnate it, but
to encourage it and to enable it to
function across the board in very
conplicated situations.

Even the greatest chefs not only
write cookbooks, but use them Why?
Because they may forget the baking soda.
And all the kind of culinary judgnment and
prof essional skill to make sonething that
doesn't have baki ng soda because it's too
pedestrian to renmenber, falls flat.

So it is useful to have lists and
it is useful to have cookbooks, and it
doesn't in any way subtract from
prof essi onal judgenent. And our effort
was to really provide a better platform
to ensure that the judgnments are
prof essional ly rendered across the board
and the $31 billion or 61, or whatever it

is, mght be avoided the next tine.
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MR, O MALLEY: That is our hope.
Absol utely. Thank you, Bevis.

Aul ana.

MS. PETERS: Yeah, | have a few
questions, but first, ny one coment is
that | subscribe to and endorse and
enbrace the coments of ny Pane
menbers. So |I'mgoing to swallow ny own
and ask specific questions first of Bob
Ri ght ?

MR. JONES: Dan.

MS. PETERS: Dan. [|'msorry.

MR. JONES: |'ve been called a | ot
wor se.

MS. PETERS: First of all, | would

comment that | read your materials, your

74

28-page statement, and | was di sappointed

that there were no specifics about what
troubled you in our report. The

presentations today -- the nost hel pful
presentations are the ones that help us

focus on what we need to do to be
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responsive, if we feel that that is
appropriate, and in a specific way. So
hope that you get your conment letter
t hat has such specific recomendati ons
and pointed coments in to us as soon as
possi bl e because this train is |eaving
the station and we want to enjoy the rest
of our sunmer. So the final report is
coming out really soon. So let's hear
fromyou on the specifics.

Dan, you indicated on the
gover nance recommendati ons that we nade
that certain of the changes, which you
characterized as enbellishments -- which
| promise not to cone out over the table
at you. | won't comment. | won't say
what | thought about your use of the word
enbel | i shnents. But you were concerned
that some of our changes to your
recommendati ons woul d increase litigation
exposure, for exanple.

MR, JONES: Okay. Good question

TOBY FELDMAN, |INC. (212) 244-3990



76
and | knew it was conmi ng.

MS. PETERS: M reputation precedes

MR JONES: | saw your eyes.

MS. PETERS: You saw the eyes.

MR, JONES: It was really with
respect to sone of the conments on the
di sci plinary process, especially where
you nake the three choices. You can take
persons involved in a -- we'll call it an
audit failure in connection with a public
conpany, and you have three choices that
you nake. It may go to an ethics
deternmination to defer that, and you say,
okay, we're going to either take this
person and we'll retire themor we'l
termnate them Two, is we will ask them
not to participate in public conpany
audits, or three, we will allow themto
participate but we will have an

additional partner that perforns a | ot of
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oversight in the process there.

Let me give you a couple that | was
concerned about with respect to that
oversight. One is that that oversighting
partner would have to participate in al
pl anning activities. Wen you consider
an audit, planning activity is not just
the first week of the audit. It
literally transcends Ato Z on an audit
practice. So the ability to actually
participate in all planning activities
may be beyond the scope of anybody to
really fill that bill. And I'mthinking
fromthe perspective of six nonths into
the audit they decide, gee, this isn't
wor ki ng. We've got to redo sonething or
we've got to try a new approach because
we're not feeling like we're getting the
traction we need. So | just look at it
and | parse the statement and | say that
could be pretty broad in terns of what

that person is required to do.
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participate in all consultations during
an audit. Well, when you think about
consul tation, that can be between a
seni or and a nmanager, a manager and a
partner. It could be any nunber of
consultations. W would agree that they
need to participate in every significant
consultation. All consultations may be
broader than we would like to have to
tell themthat they have to participate
in. It's not really a disagreenment with
the process that you've identified, but
maybe some of those would be harder for
us to neet if soneone wanted to hold us
to a standard that we don't think is
quite what you had in mnd.

MS. PETERS: GCkay. So we're
tal ki ng about sone tweaking. Maybe sone
t weaki ng.

MR, JONES: That's exactly right.

MS. PETERS: Ckay. That is
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hel pful .

Barry, when you suggest that we
reconsi der our reconmendations in |ight
of the fact that we're in a constantly
changi ng and evol vi ng econom ¢ busi ness
environnent, frankly it sounds to nme |ike
you' re suggesting that the status quo
needs to remain the status quo or static
and -- you're not? GCkay. Then you get
on this train and you nmake changes and if
and when the recommendations, if you find
that they're appropriate, becone
out dat ed, then you change them agai n.
Isn't that what we all do in life?

MR. MELANCON: Certainly.

MS. PETERS: Ckay.

MR. MELANCON: But | think at the
sane time there are issues of we live in
a -- your title of your report is to dea
with audit effectiveness, and | think the
report taken as a whol e does not convey a

|l ook to that future in a |lot of different
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pl aces, and | think that some conments
al ong those lines would be appropriate.

I think also we live in a situation
t oday where we have, you know, a
financial reporting systemthat's based
on the 1933 and the '34 Acts, and, you
know, we think that nodernization
t hroughout, from the governnment
regul atory perspective as well as sone of
the actions of the profession, have to be
i ncluded in that process.

MS. PETERS: Well, there is a
chapter on the future. But when people
appoi nted the Panel, they didn't hand out
crystal balls to enable us to see exactly
what that future holds in store for the
prof ession and for the industry, and we
can only take one step at a tine. So
think that it would be really appropriate
to anal yze whet her or not the steps that
we recomend are good, indifferent or bad

first steps, and then deal w th whether
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or not they work for a second step or a
third step --

MR. MELANCON:  Sure.

MS. PETERS: -- once you take that
first step.

MR, SAUL: Could | piggyback on
what Aul ana is saying? You know, | would
pi ck up the sanme point because you -- our
report is alnost portrayed as static,
| ooki ng backward, dealing with a
hi storical nodel and all of those words.
And | think it would be very -- we
t hought hard and | ong about the future of
audi ting and where we would be going. It
woul d be very helpful | think to this
Panel if the Al CPA has some specifics on
future directions and objectives and what

we ought to be looking at in ternms of the

future. In your witten response | hope
you' Il include sonme of those.

MR, MELANCON: Duly noted. | think
that the -- what we are saying is that as
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we | ook at the various reconmendati ons
and pass them through, as Shaun said,

l egitimate due process and things of that
nature, that we're going to spend a
consi derabl e amount of tinme, as we al ways
do, trying to be as predictive as
possi bl e about the future because change
is adifficult process. And we support
change and noderni zati on, but we ought to
be maki ng those changes that we do today
with an eye towards that and be as smart
as we can about that future, and that's
what we're tal king about.

MS. PETERS: As long as you don't
wait too long to get going.

MR, MELANCON: We're not going to
wait too |ong.

MS. PETERS: The future passes you
by.

MR. O MALLEY: Zoe-Vonna.

MS. PALMROSE: Changing directions

slightly, and | think this is for Jim
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agai n, one of the things that concerns ne
is that, and we heard it yesterday, is
that fraud is obviously a mgjor
centerpiece of our area of concern as
wel | as our recommendations. And severa
times yesterday, and you al so nmentioned
today, that the research we did was
out dat ed because it was pre-SAS 82.

MR. GERSON: Some of it.

MS. PALMROSE: And | would like to
say that that is not the case on average,
especially for the persuasive evidence.

MR, GERSON: Ckay.

MS. PALMROSE: So that would be a
nm stake to assune that you would disniss
our recommendations because of that?

MR. PEARSON: | would like to add a
little bit to what Zoe-Vonna said there,
and that is that specifically |I think the
nost inportant factors in our -- in
hel pi ng us cone up with those

recomendati ons were, number one, what we
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heard in the focus groups and on the
engagenents we reviewed in the Quasi Peer
Revi ews, and every one of those
engagenents was after the effective date
of SAS 82.

And in addition, and I'mcertainly
speaki ng personally, | was very much
swayed by the fact that many of the npst
prom nent and high-profile litigation
matters that we are aware of, that were
not in these studies, but we were
ot herwi se aware of were post-SAS 82. So
I think that while we believe that SAS 82
is a good docunent, we don't think that
it goes far enough. But, frankly,
speaki ng personally, | was not persuaded
in any way with these recomendati ons
based on the pre-SAS 82. It was the
after SAS 82.

MS. PALMROSE: And that includes
fraud and restatenents -- fromthe

context of restatenments in the current
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envi ronnent .

MR. CGERSON: Right. Well, I think
that -- | nean, you know, we're going on
the witten record, and sone of the
research shoul d be based on, at |east as
it's presented here, the (inaudible)
QPR s, and giving the detail on when
t hose things happened.

MR. O MALLEY: And COSO

MR. GERSON: And COSO was al so
primarily pre-82. And in no way should
those coments be taken as a rejuvenation
of the reconmendati ons because we woul d
be crazy to do that. But it also says --
well, for a |ot of reasons.

MS. PETERS: Right, right.

MR, GERSON: But it also says that
there's another opportunity, and I'|
speak to Dave Landsittel about this,
because we do have an opportunity, |
think a fairly short w ndow of

opportunity fromthe ASB' s point of view,
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to get more know edge out of the process
that you went through beyond what's maybe
in the witten report.

MR. O MALLEY: Yeah, and | would
encour age taking advantage of that
qui ckly because there's nore than just
what's witten here that woul d be hel pfu
to us as we go forward in our work.

| know we're just about out of tine
here, but 1'd like to just -- on the
governance issue and the POB charter. W
had comments on the draft such as it now
exi sts yesterday fromat |least five or
Ssi x presenters. CQur recomrendations have
been in this current draft somewhat
wat ered down or reduced. We'Il put it
that way. And two of the firns said they
endorsed the present draft. One of the
firms said they were this close and they
wanted to be a yes shortly. One of them
had a few concerns about it. But the SEC

Chai rman nade the point that this -- you
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know, he thought this should be adopted
like forthwith, and | think he was
feeling that it was up to the institute
and the SEC Practice Section and so on to
get off the dinme and approve this sooner
rather than later. | think it's fair to
say the Panel agrees with that, although
we woul d have taken it further as our
reconmendations outline. But | would
like to have your view, Barry, whether
your pen is out or ready to sign off or
exactly where you are on this issue
because we think it's an inportant one.

MR. MELANCON: We think it's an
i mportant one as well. Just a couple of
coments. You tal ked about the use of
pejorative ternms. | think saying that
it's watered down, we would -- as
passi onately as you tal ked about
checklists, | would passionately cone
back to you on that point.

Al so you tal ked about appropriate
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due processes and the ability to | ook at
things. And we had this on our board

agenda in April. W have that on our
board agenda in July. And words nean

things. And, you know, how things are
witten and what the intent is is
i mpportant. We've only had that docunent
for about a little bit over a week, a
coupl e of weeks now. It was given to us
in various iterations and then taken back
after five minutes or ten mnutes of
review. And just to say, as you
responded to Jimon the due process, we
certainly -- as | say in ny testinmony, we
anticipate coning to a conclusion and a
resolution on that, but it's inportant to
have people be able to air their concerns
and to deal with certain issues.

MR. O MALLEY: GCkay. Well, you're
not in the stage where you think it's got
serious flaws then; this is -- from your

st andpoi nt you need to go through the due
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process, you've got to | ook at the thing,
consider it and so on. But you don't see
any significant roadbl ock within that
docunment now? | don't want to put you on
the spot, but | nean is there sone fata
flaw in there?

MR, MELANCON: We support a strong
i ndependent Public Oversight Board, and
to the extent that those words support
i ndependence and oversi ght and not
managenment, | don't think we're going to
have any problens. To the extent that
they cross the line from oversight, then
there will be problens.

MR, O MALLEY: Well, | think they
woul d agree with that. The POB doesn't
want to nmanage either. They want
oversi ght.

Any ot her conments or questions?

(No response.)

MR, O MALLEY: Well, | thank you

all for a good discussion and a good
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MS. PETERS: And get your comment
letter in.

MR, MELANCON: W are.

MS. PETERS: Well, | have an
enor nous respect for your organization
and we want to get it in.

MR. O MALLEY: Al right. W'l
break and be back at 10: 35.

(Recess taken.)

MR, O MALLEY: Al right. If we
coul d take our seats, we have anot her
di stingui shed nmenber of the profession
here this nmorning to present, M ke
Conway, who has appeared before this
group before wearing the SECPS Practice
Section hat and today he's representing
his firm KPMG So Mke, once again we
wel come you and | ook forward to your
presentati on.

MR, CONWAY: Thank you, Shaun. |

appreciate that. As you said, | am

TOBY FELDMAN, |INC. (212) 244-3990



91
representing KPM5 not the Practice
Section. | hope to be brief. | did not
provi de you with a subm ssion beforehand
because | think my nessages are fairly
si mpl e.

First, let nme thank the Panel for
all your efforts and for a -- after a
very, very long and difficult task, |'m
sure, providing us with your report. |
think that it is, at least to ny
know edge, probably the nost
conprehensi ve exam nation of audit
ef fectiveness and audit quality, as |
say, |I'maware of. So, again, | thank
you for that.

| | ooked at the report and | see
what | consider to be three prinmary
findings. One is that audits are, in
fact, effective. Perhaps not perfect but
nonet hel ess effective. Secondly, that
the audit risk nmodel is also effective.

Per haps not perfect but, again,
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effective. And thirdly, particularly in
today's environnment, the inportant
finding that there was no evi dence t hat
non-audit services inpacted the quality
of audits. In fact, in a nunber of
cases, | recall 25 percent of the cases,
you felt that, in fact, providing those
services inproved the quality of audits.

In terns of perhaps a criticism of
the report, one has to search for those
findings. They don't exactly cone
shouting fromthe rooftops, and, again,
in today's environment it would be
awfully nice for the profession if we did
shout those things out. So don't be
enbarrassed if you want to enphasi ze nice
things just a little bit nore. This is
not a congressional comittee where you
have to find $10,000 toilet seats and
$5, 000 hammers. You know, you can find
some good news, too.

Let me touch just for a nonent on
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the risk nmodel. | found it interesting
that when you referred to it, you
suggested that it needed updating. O
course the negative of needing updating
is that it's outdated. |'mnot sure you
really neant that. | woul d suggest that
perhaps you neant that it needs to be
continuously updated with additiona
tool s and perhaps standards. | don't
think that it's outdated. So just a
suggestion in ternms of howit's
ment i oned.

Let me now nmove to cost benefits.
I was disappointed that you really didn't
cover that very well. You nmake reference
to cost benefits and it's sort of well
it's assuned that, you know, the benefits
are going to be wonderful. If we can
just prevent, you know, one fraud, that
will pay for just about anything that we
reconmend. But | would suggest to you

that even when we deal with human life,
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when we decide if we're going to put a
traffic |ight soneplace or change an
entry ranmp or exit ranmp, sonmehow or
anot her we al ways have to | ook at cost
benefits. The only place | don't do that
is negotiating with my wi fe because
al ways | ose that one.

But seriously, | think that it is
i mportant that we address that nore
fully. And | would suggest perhaps
addressing the cost side of it as fully
as you can. |'ve gone through this
exerci se before and searching out for the
val ue of benefits is not an easy task.
So | don't envy you in that respect. But
I think on the cost side you could do a
better job, and | think it's inportant
for a couple of reasons.

One is that you do, in fact, have
to, if you will, convince the profession
to take these up and do somet hi ng about

them and costs are going to be a factor
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in that respect. But, as inportantly,
the market pl ace has to accept the cost
factor. You know, the marketplace is out
there and it's a cost benefit
relationship. So if you don't give as
much ammuni tion as possible for the
profession to be able to deal with it
and, quite candidly, pass on the cost,
then it's going to be a much nore
difficult thing for the profession to
accept sone of the recommendations. So a
suggestion that you look at that a little
nore careful ly.

| do want to tip toe a bit into
this forbidden | and of cookbooks and
checklists, appreciating that it is a
mne field, but I want to deal with it a
little nore conceptually | suppose. One
of the things that | am concerned about
with so-called specificity and detail in
standards is |'ve seen how that has gone

over a nunber of years. Coincidentally,
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an equal nunber of years to Shaun in
terms of being in the business. But over
a nunmber of years that -- on the
accounting side. And I nust tell you
personal ly believe that it is a m stake
because | will tell you there are a | ot
of people out there that nmake an awf ul
| ot of noney figuring out ways to get
around detailed rules. They find it much
nmore difficult to get around rules and
standards that are, in fact, principle
based.

So | just -- | put that on the
table for you. This is not a criticism
a checklist, cookbooks or anything |ike
that. |In point of fact, | agree with the
comments that were nmade that once you
reach the engagenent |evel, checklists,
cookbooks, whatever you want to cal
them are very inportant. But at the
standard |l evels | think you have to be

very, very cautious about asking for, you
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know, a substantial |evel of detai
because it is also very difficult, |
m ght say, to nodify those that are
enmbedded in a |lot of detail as conditions
change. So | think it's worthy of
anot her | ook.

Aul ana, you referred to the future
a nonment ago. | must say that that is a
di sappoi ntrent that | have of the
report. | think you barely touched on
the future, and | think that -- | think
that there's a |ot of w sdom represented
not only by this Panel, but by the staff
and | had hoped for perhaps a bit nore
enphasis. That is inportant. And
think that related to audit is, of
course, the -- if you want to call it the
financi al nodel that we have today.
say related to it because, you know,
we're auditing historical financia
statements that nay not represent reality

today in a nunmber of cases, and | think
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that -- | think it would be worthy of
this Panel considering sone
recommendati ons with respect to that.
Anot her area that you cover is
audi tor independence. | nentioned at the
outset that one of your primary findings

is that there is no evidence that it

impairs audit quality. | think that you
would do well -- let ne back up just a
nmonment .

One of the things that struck ne is
this is a unique chapter, a unique
chapter in that it presents, quote, pros
and cons, unlike all the other chapters
that come up with a reconmendation. | am
confident that not everyone on this Pane
agreed with every one of the
recommendations that are in this report.

I m ght be wong, but nmy guess is that
not each and every one of them were
agreed to by each and every one of you

sitting there. So | would suggest it
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woul d be well if you expressed what the
view of the Panel really is with respect
to non-audit services, and | suspect that
there is a view of the Panel, at |east
the mpjority of the Panel

Let me close with governance, and,
you know, the translation of that is the
POB and POB charter. It turns out as |
reflected on the charter, nmy initia
reaction, and | think | mght have
expressed it to you all in one of ny
sessions of testinmony, is it's probably
no big deal. | nmean it sort of says what
they do right now

As | reflected on it, and | have
seen at least a fewreiterations of the
charter and certainly your
recommendations in here, it struck me
that -- well, | go all the way back, as
it turns out, to the beginning of the POB
in one fashion or another. Starting with

the first wave of peer reviews, | was an
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engagenent partner and team captain on
one of the -- at that tine, big eight
firms and did that review. And it was
one of the, as | say, the first wave that
POB had oversight, and since then either
with the Peer Review Conmittee or the SEC
Practice Section Executives where | had
an awful lot of interface with the POB.
| probably actually go back interfacing
with the POB even before Mel Laird, but
that has to go back a | ong ways.

MS. PETERS: That's inpossible.

MR, CONWAY: Are you back there,

Mmel ?

MR, LAIRD: Only 18 years.

MR, CONWAY: Having said that, then
| started to reflect and say, well, you

know, the POB is very, very influential.
| said, well, why are they so
influential? You know, the charter

was -- the existing charter is pretty

broad, and it -- | guess it was two
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things. One is that they certainly
gai ned the respect of the profession, and
| suppose that all depends upon who the
menbers are of the POB, but | think it's
been typified by excellent |eadership
And | thought to nyself, you know, you
can't legislate those two things. You
can't legislate respect and you can't
| egi sl ate | eadership ability.

And as | | ooked at the charter,
t hought, well, you know, the blank check
bothers me but | could probably live with
that. | | ooked at the appointnment -- the
vet o power over the appointnent of
certain committee nenmbers, and | said, |
find that to be particularly offensive
because they have the capability of
objecting right now Quite frankly,
because they are a respected body, if
they did object, we would be sort of
suicidal to go against their objections.

So | had to wonder why we want to

TOBY FELDMAN, |INC. (212) 244-3990



102
put that in the charter. And | said,
well, if | drew the analogy to an auditor
who al so ought to be independent and have
a lot of the attributes that you say the
publ i c oversight ought to be, that |
woul d be sitting with a client and
saying, client, let ne tell you what the
under standi ng here is. Nunber one, we'l
tal k about fees. This is the last tine
we're going to talk about it. | send you
a bill, you pay it. That's the
arrangenent. That's nunber one. And
nunber two, let's start tal king about the
CEQ, CFO, controller, and the head of
internal audit. Before you reappoint
them let's pass that by ne because | may

want to veto that. And | said, well

that -- you know, |I'mnot quite sure that
that's the position -- well, first of
all, you wouldn't think I would be very

i ndependent | suppose if | had that power

over a client situation.
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So what | fear, | suppose, is that
you get what you ask for with respect to
the POB. And if, in fact, they get al
the things that you ask for, | think
they'Il just be another regul ator and
think that would be a sad thing for the
POB. | think that would be the end of
POB as we know it today.

Let me thank you again for all of
your efforts. Thank you for letting nme
be before you, and I'Il open mnyself up
for any questions that you have.

MR, O MALLEY: Well, thank you,

M ke. Do | understand on the charter

i ssue that you guys are pretty close
then? You still need to negotiate sone
and absorb it a little and put it through
your process, but that you don't see any
gi ant rock there?

MR. CONWAY: Well, | do believe
that a big issue is, in fact, the veto

power over appointnments. | think that
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needs to be worked out.

MR. O MALLEY: You could live with
consul ting on appoi ntnments or sonething
i ke that?

MR. CONWAY: | could live with
that, sure.

MR, O MALLEY: GCkay. | don't want
to inject nyself into this process, but |
just --

MR, CONWAY: But you would like to
see it brought to an end, huh?

MR, O MALLEY: Well, yeah. | nean
I think for the good of the profession
would Iike to see them cone together and
say, we're going to go forward with this,
we' ve got a good, strong POB, the
profession is together on this, and let's
do what needs to be done. | think that
public perception would be well served by
t hat happeni ng rather than having the
Chai rman of the SEC sayi ng, you know,

quit dragging and using terns |ike that.
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It just doesn't do the profession any
good. But | agree that it's not an easy
decision. It's not -- but | think it's
one that has to nove al ong the sooner the
better.

The cost benefit is a tough one.
You know, we've got this quick down and
dirty nunmber. You know, the 30 billion
is what the firns were paid to audit, and
the 31 billion -- | forget which is 30
and which is 31.

MS. PETERS: 32 is the nmarket cap

MR, O MALLEY: Is the market cap
| oss. So you say, okay, so the tota
cost we're looking at here -- this, as |
say, is down and dirty. So don't -- |
didn't audit this. Al right?

61 or 62 billion. So if we can
jigger one of themup a little and bring
the other one down, we've got trenendous
| everage on benefit. | don't know if

we'll ever be able to -- it's not |ike
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we're going to get an internal rate of
return here to showthat it's really a
pay-off, but | think -- | think there's a
need to bring down that big nunber. |If
we didn't have those headline jobs, the
30 sone billion, you know, maybe this
Panel woul d not be here. Wbuld not have
been here.

So |l think I viewit as vitally
i mportant, and | pushed hard on Chapter
3, part of it, to get after the huge
frauds. And | think -- | do believe if
we' re tal king, you know, one percent, two
percent, whatever the additional cost
m ght be, | think it would be well worth
it. But | don't know how we can
expect -- | nmean I'll ask the staff if
they think there's any way we could
estimate the additional cost, but every
conpany is different. Every conpany will
have to have a different approach. |

think it's very hard to have anything
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solid left. | would be interested in
heari ng any opi nion of yours.

MR. CONWAY: Well, one of the
things that is inportant that we cannot
| et have happen is that it sinply just
beconmes a cost. And by that | nean --
because it will take away from you know,
the ability to spend noney on people
and -- it's got to conme from sonepl ace

MR. O MALLEY: Yeah

MR, CONWAY: So the nore persuasive
we can be in the process as to why it's
val uabl e, the better off we're all going
to be.

MR. O MALLEY: Absolutely true.

MR, SAUL: It would be hel pful if
you and your firmcould think about that
to denonstrate some of the costs.

MR. O MALLEY: Denni s.

MR. CHOOKASZI AN. M ke, one of the
things that we discussed on the Panel on

the cost issue was whet her we coul d | ook
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at this froman absolute or relative
point of view. And nore specifically, if
you take forensic audits, for exanple,
we' re reconmendi ng that there be sone
proportion of the audit that should be
forensic. So we're in the cost side
suggesting an allocation shift so that
some of the audit dollars would be
forensic. And in the report it didn't
necessarily say that the cost of the
audit should go up. The report in that
speci fic section was kind of consciously
alittle soft on that point because we
weren't saying drop everything el se --
you know, drop everything el se and add
ten percent forensic audit. W were a
little soft on that point. Could you
react to that?

MR, CONWAY: Well, yeah, and it
woul d be purely a reaction. It's a
little hard for me to sort of inmgine

that with 200 recommendati ons -- and
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don't know how many of them are applying
to the profession, but well over 100 that
sonmehow that's not going to cost
sonmet hing along the way. So while there
may be clearly shifts, if you will, in
some of the activity, | suspect that at
the end of the day it will add cost to
the process. | can't imagine there's a
zero sumto gain here.

MR. CHOOKASZI AN:  And we weren't
saying a zero sum but we're saying sone
of this is allocation and some of it is
sufficient and clearly the cost will
probably be higher.

MR. O MALLEY: Lou

MR. LOWENSTEIN: Cost benefit and
the i ssue of independence, M ke, and
non-audit services. You and all of the
other -- | think every one of the big
five that spoke yesterday and Barry
poi nted out that in our Quasi Peer

Revi ews we found no evidence of a corrupt
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audit because of non-audit services,
which is certainly true. And | think
whet her you take either of the two views
that are expressed in Chapter 5, one is
t he bl anket exclusion or rather taking
them -- eval uati on of other services, the
cost benefit analysis there becones
extrenely hazardous. There are sone
costs clearly because there would be an
ef ficiency gained from keeping the
service within the firmthat's already
there and knows the client and the |ike.

The difficulty | suggest conmes in
wei ghi ng the benefit and the benefit is
one not of avoiding corrupt audits,
because that's not really what we're
dealing with I think is corruption. The
goal is not anti-corruption but rather
mai nt ai ni ng the independence that is
vital to the credibility and the
integrity of the profession. And the

same values -- |'mpuzzled by it.
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don't know how to measure the val ue.
It's intangible. It's the sane
i ntangi bl e, however, that was reflected
in the recomrendati ons of the Blue Ribbon
Committee in dealing with non-audit
conmittees.

We don't say to the directors of
publicly-owned corporations, well, |
don't see any reason why you can't render
services to the corporation. There's no
evi dence that nmembers of audit conmmittees
have been corrupt or that their work in
the like has been tainted by it. But the
sense of independence is a benefit, the
measurement of which it seems to nme is
extrene, but nonethel ess inportant to the
credibility of our system And |I'm
puzzl ed why -- | guess having now nade it
a lecture, but I'm puzzled why that
benefit isn't equally applicable,
whi chever of the two nethods you apply

that we di scussed within Chapter 5,
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doesn't also apply to the accounting
profession, as difficult as it is to
nmeasure the gain.

MR, CONWAY: Well, when you say the
gain, at the end of the day | think what
you all were looking at and all of us are
| ooking at is to have the nost effective
audits that you can possibly have. Now,

i ndependence when you -- it becones
pretty abstract in that it's -- you can
be as i ndependent as anybody possibly can
be. You can be a nmonk living in a cave
sonmepl ace and, you know, havi ng nothing
and be totally incapable of doing a
proper audit. So independence and doi ng
a proper audit are not necessarily the
same thing.

I would say that when you start
tal ki ng about sone of these services and
the capability that you need to have
within the firm and particularly when

someone m ght suggest that in the
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technol ogy area that -- you know, this is
sonmet hi ng that you ought to avoid because
it's -- you know, it's going to be bad
for you if you provide that service to
the clients. | have a difficult time
with that because certainly in the | ast
century and the century we're in now, |
think -- depending on how you
characterize the year 2000. But putting
that aside for the nmoment, the one we're
in now --

MS. PETERS: It's the end, not the
begi nni ng.

MR, CONWAY: | think it's very
cl ear that whatever capabilities you can
accurul ate in that area are going to be
beneficial to you in conducting audits.
So | don't think that providing sone
ot her service other than audit
j eopardi zes i ndependence.

It would also be in the | ega

prof essi on, and maybe this is a bad
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anal ogy, to say, well, if you have a
crimnal practice or if you have a, you
know, a divorce practice, then by golly
that's what you shoul d have, period. You
shoul d not practice in any of these other
areas because, you know, that's -- you
ought to be restricted to that. Well
why? | don't know. It seens like the
right thing to do. | feel that divorce
| awyers ought to just do divorce.

Is it a matter of perception? No.
I just find it difficult -- it bothers ne
a lot to say that no one has found any
evidence at all that it corrupts an
audit. And, in fact, to the extent that
there's any evidence, it is that
provi di ng those services benefit the
audit. And then for soneone to come
al ong and say, ahhh, but under this
umbrel l a of i ndependence you ought not to
provi de those kinds of services to your

audit clients, | just have a very
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difficult time with that. | guess maybe
I've been an auditor too |ong where | do
need some evidence before | have an
opi ni on.

MR. LOVWENSTEIN: How about the
nunmber -- the SECPS data showed that 75
percent of audit clients receive no
consul ting services.

MR, CONWAY: Ri ght.

MR. LOVWENSTEIN: Good audits? Are

t hey doi ng good audits?

MR, CONWAY: Yeah. | would hope
so. Yeah. |I'mnot suggesting that those
are bad audits. | think you found that

at least in 25 percent of the cases based
on what you | ooked at, you thought maybe
they coul d have done a better job because
of that. Maybe the rule ought to be just
the opposite. Mandate other services.

MR. O MALLEY: | think we're
getting into dangerous territory here.

MR. LOVENSTEIN. Mke, we'll |eave
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that for another panel. That's the next
panel .

MR, O MALLEY: That's right.
Aul ana has sone questions.

MS. PETERS: First a comment,
M ke. One of the benefits of these
hearings is to put a little sunlight on
our process and how we came up with these
271 pages. And to answer your
hypot heti cal question of did we agree on
all of the hundreds of reconmendations
that we actually did rmake, the answer is
yes. And did we debate then? The answer
is yes. And it was inportant we thought
for the value and the force of this
report for us all to be able to stand
behi nd those recomendations that we
woul d cone -- that we came up with. So
take that for what it neans.

MR. CONWAY:  Good.

MS. PETERS: Because they're very

unani nous reconmmendati ons. And where we
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couldn't have a unani nous reconmendati on,
under the gui dance of our |eader we
deci ded not to have any at all, which
think is also very, very significant.

You and everybody el se keeps sayi ng put
in there what the majority thinks. |
don't think it's going to happen. Sorry
about that.

But by the sane token, because our
nmet hodol ogy was al so to have findings to
support our reconmendations, we really
struggl ed and had a difficult problem
with the future, and we did try to
address those. W did address it, and
I"msorry that you were di sappointed, but
maybe next tinme. Yesterday | suggested
t hat maybe anot her panel could deal with
t hat .

Now, ny question after that deals
with the POB. Do you view-- and |I'm
pl eased that you think that the POB is an

i nfluential and very inportant body
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because | agree with you. But now do you
consi der the POB the profession's
client? The anal ogy that you used was |
as an auditor would not attenpt to
dictate or veto the selection of a CEO or
CFO.

MR, CONWAY: | sort of flipped it
around that --

MS. PETERS: You did.

MR, CONWAY: -- we | guess would be
the client of the POB, if you use that
analogy. |If | used that sanme anal ogy --

MS. PETERS: Well, that's the
anal ogy you used. You said you would not
dictate to a client. So you don't think,
do you, that the POB is the client or the
servant of the industry?

MR, CONWAY: Ch, no, absolutely
not.

MS. PETERS: Good. All right.
That's the only question | have.

MR. CONWAY: But | don't know of
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they're ny servant either. So..

MS. PETERS: Well, precisely.

MR. O MALLEY: Zoe-Vonna.

MS. PALMROSE: | just want to
extend sonet hing that Aul ana said and
make it slightly different than the way
that you responded before. W really
felt that our reconmmendations were
positioning the profession to go forward
into the future. So again, if you have
any suggestions where that isn't the
case, it would be nobst hel pful to have
themin your witten coments. So if
there are any inpedinents that you see
because of our reconmendations to go
forward, we would Iike to know about
t hem

MS. PETERS: And by the way, you'r
the one presenter that made a comment to
which -- that resonants with ne in termns

of the conplaint of our call for nore
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specificity and definition in the
standards. |'Il take that home and think
about your concern about where this
specificity and the definition needs to
be, at what |evel.

MR, CONWAY: Thank you.

MR, O MALLEY: Any other questions
for Mke?

(No response.)

MR, O MALLEY: Well, M ke, again,
t hank you very much

MR, CONWAY: You're quite wel cone.

MR. O MALLEY: W appreciate your
i nput .

Qur next presenters cone fromnorth
of the border, and they are Andrew
W ngate and Diana Hllier fromthe
Canadi an Institute of Chartered
Accountants. And we very much appreciate
their presence here and their wllingness
to sit dowmn with us and give us their

views on our report or on other subjects
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touchi ng on the professions, which

think the profession in Arerica and in

Canada are very cl ose and have spent

consi derable time together over the

years. So we wel cone you both and we

| ook forward to hearing your comments.
MR. W NGATE: Thank you,

M. O Mlley. W're very pleased to be

here today to offer comments fromthe

121

Canadi an Assur ance Standards Board on the

Panel's draft report. | sincerely hope

that our remarks contain no references to

cookbooks.

| am Andrew W ngate, Chi ef

I nspector of Alberta Treasury Branches, a
Canadi an Fi nancial Institution with
assets of about $10 billion and net
i ncome | ast year of $230 nmillion. That's

of course Canadi an dol |l ars, not
Anerican. |'m Chair of the Canadi an
Assurance Standards Board, the body

responsi bl e for generally accepted
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audi ting and assurance standards in
Canada. Wth nme today is Diana Hillier
Director of Assurance Standards at the
Canadi an Institute of Chartered
Account ant s.

The CICA will be subnitting a
written response on the full scope of the
Panel's draft report. Today, however, we
would Iike to focus on the Panel's
recommendations related to auditing
st andar ds.

The Canadi an Assurance Standards
Board has followed the Panel's work with
great interest. W share the Panel's
view that auditors play a vital role in
the efficient and effective function of
the capital markets.

The profession's ability to fulfill
that rol e depends on the trust that
i nvestors and stakehol ders have in the
audit process. Threats to that trust,

whet her rooted in fact or perception,
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cannot be taken lightly. For that
reason, we believe that the Panel's
t hor ough i nvestigation into audit
practices is inportant, and its findings
very significant. W comend you on your
work and all that you've done.

It's reassuring that your research
denonstrates that both the profession and
the quality of audits are fundanentally
sound. That is not to say that the
profession can rest on its laurels. It
nmust al ways seek inprovenents in its
standards, and in its governance
structures, and processes. Neverthel ess,
the results of the research should serve
to bolster the trust and credibility in
financial reporting that has been
chal l enged in recent nonths.

This morning we would like to
address six issues. First, Diana wll
di scuss the international context and the

international initiative to revisit core
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standards. | will then discuss the
Panel ' s recommendations in ternms of cost
benefit, our concerns about the thrust
towards nore detail ed standards, concerns
about the proposed forensic phase, and
finally, a comment regarding the
auditor's responsibilities with respect
to goi ng concern.

Di ana.

MS5. HILLIER: In its May 1998
report, the CICA's task force on standard
setting concluded that in the long term
the internationalization of standard
setting for both accounting and auditing
is inevitable. The globalization of
busi ness activities and the need for
standards accepted in the world's capita
markets will sinply demand it.

The Canadi an Assurance Standards
Board is committed to internationa
har moni zation and is working with the

| APA, the International Auditing
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Practices Conmittee, and other nationa
standard setters towards that goal

Wil e the Panel Report offers
advice on effective gl oba
self-regulation for the auditing
profession, it doesn't directly address
the inmportance and significance of
i nternational auditing standard setting.

(The lights have gone out.)

MR. LONGSTRETH: We're in the
dark. How about you?

MR, CHOOKASZI AN: It's just on a
tinmer. That's all

MS. PETERS: He's our technical wz
ki d.

MR, O MALLEY: Sorry.

MS. HILLIER: The report doesn't
directly address the inportance and
signi ficance of international auditing
standard setting. W recognize that it
was directly not part of your mandate.

Nevert hel ess, we believe that the
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prof essi on needs to support and strive
for gl obal solutions.

There are a nunber of current
international initiatives that the Pane
coul d endorse and encourage the U.S.
profession's participation in them In
t he absence of such recognition, the
Panel's final report mght focus the U S.
profession's attention away from those
international initiatives at a time when
it is crucial that the profession
internationally find effective ways of
wor ki ng together. One such internationa
initiative is the recently initiated | ACP
project to revisit its core standards
enbodyi ng the audit risk nodel.

In this connection, we note that
t he Panel Report expresses the view that
the auditing profession has failed to
keep pace with the rapidly changing
environnent. We're not convinced that's

SO.
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Qur research on audit
nmet hodol ogi es, which we conducted jointly
with the U K and U S., and you've heard
the others speak to it as well, suggests
that one of the driving forces behind the
redesi gn of new audit nethodol ogi es was
the need to respond to the changing
environnent. Just as Ceneral Mdtors
could not conpete today if it continued
to build its cars the way it did 20 years
ago, auditing today cannot and shoul d not
be perforned the sane way it was in the
past .

The report expresses a concern that
t he redesi gn of nethodol ogi es has reduced
the scope of audits and the |evel of
testing. But the question shouldn't be
whet her or not the extent of testing is
reduced, but whether the nature of the
evi dence obtai ned fromthe procedures
performed supports the | evel of assurance

bei ng provi ded.

TOBY FELDMAN, |INC. (212) 244-3990



128

Advances in technol ogy,
strengt hened corporate governance,
changi ng organi zati on structures, new
ways of thinking about control within
organi zations, and the introduction into
financial statements of nobre rel evant but
arguably softer information, all nean
that auditors have had to seek new ways
to obtain evidence. By necessity, the
traditional hierarchies of the sources of
evi dence and the techniques to obtain it
are being chall enged.

One of the key conclusions of the
Candi an/ U. S./U. K. Joint Wbrking G oup on
Audit Met hodol ogies, the JWG is that if
properly inplenmented, a business risk
approach is likely to provide an inproved
basis for the auditor to understand
i ssues associ ated with accounting
estimates, going concern, and nanagenent
fraud. All issues that are of utnost

i mportance and interest to you as well
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A number of the Panel's
recomendati ons resonate with the JWG s
findings, including the need for auditors
to better understand the entity's
busi ness processes and risks, the need
for nore rigorous inherent risk
assessnments, and the need to better
address technol ogy. O her
recomnmendati ons appear to differ. For
exanpl e, the report does not address the
role of strong governance and nanagenent
controls over business processes. Debate
on how such issues -- or debate on such
issues will be inmportant as the
i nternational comunity considers if and
how st andards ought to be updated.

The Canadi an Assurance Standards
Board fully supports the JWG s
reconmendation that the major nationa
standard setters should work with the
| APC to reach international agreenent on

t he changes necessary to update core
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standards. We believe it's at the
i nternational standard-setting table at
whi ch these issues should be debated and
revised. We hope that the Panel's fina
report will arrive at the sane
concl usi on.

MR. W NGATE: We share the Panel's
view that in the final analysis the nobst
i mportant determ nants of audit
ef fectiveness are personal attributes and
skills of individual auditors. The
public interest nust be their highest
priority. W also recognize that
audi ting standards, quality control, the
| eadership within audit firnms, and the
governance of the profession are
fundamental to effective auditing. Al
hel p ensure that individual auditors are
fulfilling their responsibility.

We strongly support the
recommendations in the report that

prof essi onal bodies and firm | eaders need
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to enphasi ze the inportance of perforning
high quality audit services. The tone at
the top is vital and nmust be supported by
appropriate policies within the firnms
governi ng conpensation, training, and
cl ear expectations regarding such things
as the managenent of tine.

We al so support the recommendati ons
encouragi ng stronger relationships
between the auditor and the audit
committee. Audit conmittees provide a
formal channel of conmunication between
t he auditor and the Board of Directors,
and al so strengthen the auditor's
i ndependence.

On the other hand, we have some
concerns about the reconmendations
regardi ng auditing standards. The
findings of the Quasi Peer Revi ews
support the view that audits are not
ineffective. | think | got that quote

right.
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MR. O MALLEY: The ol d double
negati ve.

MR. W NGATE: The Panel accepts
t hat reasonabl e, not absolute, assurance
that financial statements are not
materially msstated is sufficient to
protect the public's interest. Wile the
Quasi peer reviewers identified areas
where auditors could inprove, it did not
identify significant systematic
probl ens.

Based on these results, we are
somewhat surprised by the |arge nunber of
recommendations in the report.
| mpl ementing the recomendations will be
costly. W encourage the Panel to
consider the priority of the many
recommendations in the draft report. In
your final report it may be nore
effective for the Panel to focus on those
recommendati ons that you believe are nost

i mportant and will have the biggest
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i mpact on audit effectiveness.

The report's recomendati ons favor
nore detail ed standards as a resol ution
to drive auditor performance. In our
view there is a very real risk of the
opposite result. Rather than inprove
performance, auditors may focus on
applying the rules rather than use
judgment to achieve the desired
objective. |In our experience it is not a
| ack of knowl edge of the issues, but the
auditor's lack of appropriate judgnent in
the circunstances that is nost often the
cause of audit failure. Clarity in
objective and responsibility is
par anmount. Copious rules can cloud the
auditor's prinme objective and
responsibility. Standards need to
encourage the auditor to stand back
consi der the facts and the fundanmenta
principles, and apply appropriate

j udgment .
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The auditing profession needs to
attract people who can apply fundanenta
concepts to new situations. |t does not
need people who search the rules to find
ways to approve aggressive accounting. A
thrust towards nore detail ed standards
may ri sk encouraging the |atter approach
and di scourage conceptual thinkers from
joining the profession. W believe that
t he standards shoul d gui de judgnent
rather than replace it with detailed
procedures.

We accept that it's necessary for
standards to require certain m ni mum
procedures to assure stakehol ders that
audi tors have kicked the tires and lifted
the hood. But we challenge the panel to
be satisfied that each new reconmrendati on
is supported by the results of the Quas
Peer Reviews.

One of the Panel's key

recomendations is to create a
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forensic-type phase in all auditing. W
share the Panel's concern about fraud.
The Canadi an Assurance Standards Board
urged the 1 APC to reconsider its guidance
on fraud three years ago. |n our view
t he profession needed to seek
i nternational consensus on the
appropriate level of responsibility for
auditors with respect to fraud. Canada
provi ded the staff resources for this
| APC project, and the IAPC is currently
consi dering responses to its exposure
draft.

The Panel's recomendations for a
forensic phase to the audit conmes at a
ti me when the effectiveness of SAS 82 is
just being assessed. W understand that
t he Al CPA has conmi ssioned research on
the inplenmentation of SAS 82, but that
the results have not yet been finalized.
In our view this research, when

conpl eted, should be considered before
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initiating a new approach to fraud.

We agree entirely with the need for
appropriate professional skepticism W
agree that auditors need to seriously
consider the possibility of fraud and how
it mght be perpetrated. |In part, that
is what SAS 82 and the | ACP's fraud
exposure draft set out to do.

I n advance of the research
findings, our prelimnary reaction to the
recommendation for a forensic phase is
concern that it may serve to increase the
expectation gap. It may al so be
difficult to scope within reasonable
paranmeters. Further, its cost m ght
exceed the benefits.

The reference to forensic phase
hei ght ens expectations all by itself. A
forensic auditor investigates problens
t hat have been identified, challenges al
informati on for authenticity, and gathers

evi dence in contenplation of possible
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litigation.

Can an auditor put a fraud hat on
for only a part of an audit? How much
forensic audit work is enough? |In our
view by introducing a forensic phase to
every audit, any fraud not uncovered
could be considered an audit failure. In
fact, the report itself suggests that the
prof essi on should aimfor zero defects.
The only way to neet that expectation
woul d be to abandon the concepts of
reasonabl e assurance and materiality.

That's not to say that the
prof essi on should not strengthen existing
st andards, but we believe the solution
rests in addressing the issue within the
conceptual framework of audit.

Chapter 2 offers a nunmber of needed
reconmendati ons ai med at strengthening
the auditor's ability to detect earnings
managenent. They include the

recomendati ons on i nherent risk
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assessnments, and on auditing revenues,
estimates, and reserves. The guidance in
Chapter 3 on non-standard journal entries
and | ooki ng back with hindsi ght at how
certain issues involving accounting
estimates and judgnents were resol ved
have nerit, but we would argue that they
shoul d be integrated into the audit

itself, rather than seen as sonething
straight.

We al so believe that new tools can
be effective in detecting fraud.
Technol ogy i s enabling new data anal ysis
tool s and sophisticated anal ytica
procedures that can provide nmuch greater
assurance about a popul ati on than
statistical tests of detail.

In addition, we echo again the
val ue of the business risk nethodol ogi es
that encourage the auditor to better
understand the business as a whole and

the objectives and notivations of
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managenent .

The inmportance of bringing the
necessary skills and expertise to bear in
integrated audit teanms is vital and could
better be supported in the standards.
Supportive firmpolicies and practices,

i ncluding quality control practices that
encourage auditors to seek second
opi ni ons where appropriate, have a key
role to play. And appropriate training
in fundamental skills, such as inquiry
techni ques and training ai med at

hei ght eni ng prof essional skepticismare
critical

There's no doubt that behavior that
fails to put the public interest first
and forenost or that subjugates
prof essi onal skepticismto client need
cannot be tolerated. But we urge the
Panel to reconsider its recomendations
for a distinct forensic phase audit.

G ven the Panel's strong position
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on the auditor's responsibility for
fraud, we were sonmewhat surprised that
the report did not adopt an equally
strong position on going concern. The
report accepts that the auditor's
responsibility is limted to responding
to matters that come to the auditor's
attention in the course of performng
ot her audit procedures.

Recently, the | APC approved a new
I nternational Standard on Auditing that
is nmore proactive. Such an approach is
also entirely consistent with the firns'
new net hodol ogi es that encourage auditors
to |l ook forward and think about business
risks that mght affect the entity's
ability to neet its objectives beyond the
current financial reporting period.

The recomendations to FASB to get
t he necessary accounting framework in
pl ace are wel coned, and we accept that it

may be necessary to have that framework
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in place before revising the audit
gui dance. However, we woul d encourage
the Panel to discuss this in your
report.

In closing, 1'd like to thank you
for the opportunity of appearing before
you today. We would |like to reiterate
our support for the inportance of the
Panel's work. The | essons |earned from
the Panel's Quasi Peer Reviews and ot her
research is invaluable. There are nmany
recomendati ons on which we believe the
prof essi on can and shoul d act.

That bei ng said, we encourage the
Panel to reconsider certain
recommendations. |In particular, the
proposed forensic audit phase to the
audit, and the overall thrust towards
detail ed, specific standards. W also
encourage the panel to support the debate
at the international |evel regarding the

extent to which standards can be
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strengt hened by incorporating a business
risk orientation. W hope the U S. wll
be at the table.

Thank you very much.

MR, O MALLEY: Well, thank you very
much. It's clear that you did a thorough
anal ysis of our report and we thank you
for that and for your input today. And
woul d ask the Panel -- Lou has a question
to start us off.

MR. LOWNENSTEIN:  You and ot hers
have rai sed the question whether
i mpl ementing -- recomendi ng
forensic-type procedures woul d enl arge
the expectation gap. And it seens to ne
you're putting us in -- obviously we're
not an adm ni strative rul emaki ng body.
These are reconmendati ons.

But it's sort of a catch 22 because
within the framework of reasonable
assurance we're recomrendi ng procedures

that will enhance the effectiveness of
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audits, but by -- and while we're
enhanci ng the effectiveness, recomending
enhancenent of audits, if we do that,
then it's said that we're creating | arger
expectations on the part of the investing
comunity and such. Perhaps, therefore,
we shouldn't reconmend these new and
hopeful | y enhanced procedures. | don't
know where we -- what to do with that.

MR, W NGATE: | think nmy reaction
woul d be that you've hei ghtened
expectation by tal king about a forensic
phase. The word forensic carries with it
some meani ng which the general public
think would be entitled to believe
i nvol ves investigative work rather than
auditing work. So that's the first
t hi ng.

You're also saying that this is
within a phase of the audit. W have a
forensic phase of the audit. Whereas, if

we introduced the procedures, a nunber of
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the procedures that you talk about in
your report throughout the process of the
audit, this wouldn't draw the same
attention to a forensic phase of the
audit. That would be ny take on it, that
you're giving great enphasis on the
i mportance of the forensic phase and that
will in itself heighten expectations.

But really the job to be done is to
perform a nunmber of the procedures that
you' ve identified as being necessary.
nmean that's what's going to produce the
results. Not the high profile forensic
phase of the audit. So | nmean that woul d
be ny take on it. I'mnot entirely sure
that Diana is in full agreenent with ne.

M5. HILLIER: No, | think I would
agree. | know in sone of the discussions
we had around our board table at our
neeting at the end of |ast week where we
were discussing the draft report, and we

wer e di scussing forensic phase and what
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that woul d nmean, the various people
around the table -- it was interesting in
terms of their interpretation of what
woul d be invol ved because it ranged from
t hose who perhaps were reflecting that
it's part of the audit or a m ni nal
increase to the audit to those who saw
that this was clearly adding 50 percent
to the audit to those who thought it was
actually a quantum | eap because to really
neet the expectations you would, in fact,
need to be virtually into a full forensic
audit. So very different reactions to
the sane chapter and the sane
recomendati ons.

And | think in part that was when
we were discussing and, as Andrew said,
cane to the conclusion that there are a
nunber of very good recomendations in
that chapter. And perhaps what we need
to do is integrate that with the

recommendations in Chapter 2 that al so
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address sonme of the similar issues and
integrate it within the scope of the
audit itself rather than talk about a
separate phase where you put your audit
hat on and put your fraud hat on and
change it into sonmething quite
different.

MR. O MALLEY: Zoe-Vonna.

MS. PALMROSE: | think I have a
comment and a question. And the first is
yesterday and today we've heard a fair
bit about wait for the results of
research, and sone of this research is
bei ng conducting. For exanple, the fraud
research by acadenmics. So this is very
gratifying as an acadenm c and perhaps one
of our finest monments. This is going to
sound |i ke a strange coment, but you
nmust recognize the linmtations as well as
t he useful ness of research. So to del ay
the process waiting the outcone of

research that may not be definitive is
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one that nay be problematic. And | just
add that as a comrent, and |'I| probably
pay for that for the rest of nmy life.

Then my question though is on the
goi ng concern.

MR, W NGATE: Can | just respond to
t hat ?

MS. PALMROSE: Ch, sure.

MR, W NGATE: |'m not personally
very clear on the state of the research
and how far it has progressed. | think
in drafting these coments, our thought
was if it's just beyond the horizon,
expected very shortly, then wouldn't it
be prudent to gather up that research and
see whether it's pointing in a different
direction to --

MS. PALMROSE: Yes, and of course
that's what we al ways woul d enphasi ze,
what we can learn fromit undoubtedly.

So | don't want to undermine the val ue of

it in any way, shape or form
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MR, W NGATE: Okay.

MS. PALMROSE: But on going concern
you tal k about that you were surprised
that we didn't go further in this area.
One, our reconmendations are truly based
on our findings, but I'mnot as fanmliar
with the standard as it's apparently been
recently promul gated, and it sounds |ike
it's really an extension of the auditor's
responsibility that you're asking us to
consider here, and |I'd like to just
understand that briefly a little bit
better.

M5. HILLIER: | think the view of
the International Auditing Standard
that's dealing with going concern does
take a nmore proactive stance. But in
some ways in conparing the two we refer
to them as the stunble over, that you
| ook for things in the course of
perform ng the audit versus an approach

where you woul d be thinking about it,
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consciously thinking about it early on in
t he engagenent. And, therefore, in the
i nternational standard it tal ks about
consciously thinking about the issues
that could be related to going concern
when planning the audit, revisiting those
pl anni ng deci si ons t hroughout the audit,
| ooki ng at managenent assessnent, because
first and forenpst it is managenent's
responsibility to assess the entity's
ability to continue as a goi ng concern
and have appropriate financial statenent
di scl osures for that.

But | ooki ng at nmanagenent
assessnent, |ooking slightly beyond
managenment assessnent to see if they've
m ssed anything. |It's just a slightly
nore proactive | ook than sinply thinking
about going concern in the course of
doi ng other audit procedures, and if
sonmet hing cones to your attention, then

followup. It's just thinking about it a
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little bit earlier on in the process.

MS. PALMROSE: Wbul d you descri be
the bar as higher in this area for this
standard than the U S. standard?

MS. HILLIER: | think arguably it
could be argued that it is slightly
higher. It's at |east nore proactive.

MR. O MALLEY: And you don't
believe that's going to raise the
expectation gap?

MS. HILLIER: | think the
expectation is there. | think if the
Panel was doing its work 15 years ago
when we had a nunber of audit failures,
goi ng concern woul d be a mmjor issue
together with fraud. So the timng in
t he economy, when things are going well
goi ng concern is perhaps not as
hei ght ened an issue as it was. But |
think the expectations do exist.

MR. O MALLEY: Aul ana.

MS. PETERS: | have a question
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guess for both presenters. M. Wngate
made a comrent when you comented on the
gui dance that the report gives in Chapter
3 with respect to non-standard entries,
and you indicated that it should be
integrated into the rest of the audit. |
didn't understand that or | didn't follow
the point. But it may be that
Mss Hillier gave the answer in
di scussing or comrenting on the forensic
phase of the audit and | thought that
perhaps her distinction my have created
confusion. |'mnot sure. Could you help
me under st and what you nean by integrated
into the rest of the audit?

MR. WNGATE: Yes. | think there
were two procedures that we were talking
about there. They make a | ot of sense.
They're going to likely produce sone
interesting findings. So it's a sensible
i dea, but | don't see that it's necessary

to put it in the forensic phase of the
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audit. | think --
MS. PETERS: | see. Ckay.
MR. W NGATE: All I'mtrying to do

I think is downplay this forensic phase
and incorporate it into the standard body
of work that constitutes the audit
because | don't want to see expectations
hei ghtened to a level that is
unreasonable. It's just that sinple.

MR, O MALLEY: Well, thank you both
very much. W appreciate the effort that
went into this and we al so thank you for
traveling across the border.

MR, W NGATE: It was a pl easure.
Thank you very much.

MR, O MALLEY: «Qur final presenter
before lunch will be Bill Bishop fromthe
Institute of Internal Auditors, and he is
acconpani ed today by Bill Duane. Is that
right?

MR. DUANE: Yes.

MR. O MALLEY: Can you spell that
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for --

MR. DUANE: D-u-a-n-e.

MR. O MALLEY: Thank you. W
wel comre both of you and we thank you for
com ng and we | ook forward to hearing
your conments.

MR, BI SHOP: Well, thank you. W
appreci ate the opportunity of being
here. As you said, I'mBill Bishop. I'm
the President of the Institute of
Internal Auditors, which is a Chief Staff
Executive. Qur Chairman of the Board
this year, Jackie Wagner, who's the
general auditor at General Mdtors and
could not be with us sends both her
respects and her regrets, and sent her
mentor on, Bill Duane. Bill is a past
chai rman of our organization and
presently heads the comrittee that deals
wi th professional and energing issues.
He also is the retired general auditor of

Cheni cal Bank, and prior to that
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Manuf acturer's Hanover. So he's our
resi dent expert.

I thought it mght be useful to
give you just a few nonents about the
Institute of Internal Auditors and the
prof ession of internal auditing since
think we are the only non-practitioners
appearing before your Panel in the | ast
two days.

Internal auditing is a
sel f-regul ating profession. By that, |
mean we don't have requirenents to exist,
but we al so, through the Institute of
Internal Auditors, do provide the
necessary tools for regulation. W
promul gate standards. W have a set of
standards that have been translated into
20 | anguages and are recogni zed around
the world. W have a rigorous
certification program They certify
internal auditors. That is a four-part

t wo- day exam that has been transl ated
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into ten | anguages and is given in over
50 countries. W do research. | brought
along -- not just for show and tell, but
because | think there may be sone
research projects that I'mremniss in not
getting to the staff to use in your
deli berations. So maybe if it's not too
late, | can present those into the
record.

We have 70,000 nenbers. 35,000 of
those are in North America and the other
35,000 are in some 70 affiliates around
the world. W have a staff based in
Ol ando, Florida of sone 100 peopl e who
do all these things, plus create
pr of essi onal devel oprent. We do
sem nars, conferences, and put out a | ot
of literature. So in essence it's a
prof ession that while self-regul ating,
does have all the elenments of a
prof ession and, therefore, we think we

woul d very much like to give you sone of

TOBY FELDMAN, |INC. (212) 244-3990



156

our views today.

| did give you a paper on July the
7th. Tom Stem ar tells ne the quality of
t he paper, but | hope he neant
reproduction, was not high.
(Inaudible). | didn't intend to read
that paper to you today. |Instead,
wanted to just concentrate with
particul ar enphasis on a couple of
i ssues, and particularly on the
i mportance of the assessnent of the
system of internal control and how t hat
will help inmprove the quality of
financial reporting and audit
ef fecti veness.

Now, | have to say | arrived
yesterday about the tinme the Arthur
Ander sen people were here just in tinme to
hear someone, | think it was Zoe-Vonna,
say if you think this Panel did not
consi der control, you're wong. So |

t hought maybe | shoul d just | eave.
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Because that's ny nessage today | think
is to put things in the context of
i nternal control

We greatly admire your report. As
a non-practitioner, | can say that's a
conmpendi um of audit practice that is very
useful, and it certainly denmonstrates the
conplexity of the external auditing
process. | think some of us nmaybe don't
have a full recognition unless we stop
and think about how conplex the entire
audit process is. So | commend you on
that as well as the recomendati ons
concerning audit commttees, interna
auditing, external auditing, and reviews
of internal control

We believe that the Panel's
recommendati ons could be slightly
enhanced by further recognition of the
i mportance or the positive inpact of
internal control on financial reporting.

We believe that the audit process can be
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i mproved wi th additional enphasis on a
conprehensi ve assessnent of the system of
internal control. And by that | nmean an
assessnent that perhaps goes beyond
financial reporting and al so includes
input froma variety of sources; externa
auditors, internal auditors and
regul ators as well so that it is a
conprehensi ve report.

So today I'Il focus on three key
points. One is, and it relates to
Chapter 2, that the analysis of contro
risk and in turn the audit process wl |
be nmore effective if there are highly
col | aborative efforts between interna
and external auditors. And | think what
"Il try to say later on is perhaps
supportive of what both Ian Pl ai st owe
said yesterday and Barry this norning,
that there's a need -- there's an area
for professional judgnment. And

regardl ess of getting involved in
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audi ti ng standards and how you use the
work of the internal auditor, | think the
input to a professional judgnent exercise
woul d be useful if there were greater
col | aborati on between internal and
external auditors.

My second point would be that we do
think greater recognition should be given
to a broad concept of control, and to the
fact that continuous nonitoring of
controls is required in today's
t echnol ogi cal | y- dependent envi ronnent .
Therefore, a managenent report to the
audit comittee, as recommended by the
Panel , shoul d be conprehensive and based
on input frommultiple sources.

And finally, | would |ike to offer
a few comments about non-audit services.
Over the years because of the events such
as those leading to Chairman Levitt's
call for action, there's been a greater

demand on corporate nanagenent for
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i ncreased responsibility and
accountability. And we believe that a
cooperative effort is required within the
corporate structure fromthe Board of
Directors to senior nmanagenent to
i nternal and external auditors and to al
others involved in financial reporting.
In particular, we believe that the
ability of the internal and externa
auditor to work well together on risk and
internal control issues significantly
i npacts the financial reporting as wel
as the effectiveness of the audit
conmittee.

What | say to you today nmmy seem as
somewhat sel f-serving on the specia
i nterest of our nmenbers, but inreality |
really believe that nmy conments are nore
nearly related to our |ong-term objective
of the IlAto inprove corporate
governance and control, and to operate in

the public interest. 1In fact, we've
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recently nodified the definition of
internal auditing to recognize a much
broader scope of internal auditing, and
to provide an enhanced franmework for
i ssui ng standards and gui dance. And
would just like to nention this
definition to you because |I think it
enphasi zes the broad scope of
contenporary internal auditing.

“Internal auditing is an
i ndependent, objective, assurance, and
consulting activity designed to add val ue
and i nprove an organi zation's
operations. It hel ps an organization
acconplish its objectives by bringing a
systematic, disciplined approach to
eval uate and inprove the effectiveness of
governance, risk managenent, and
control ."

So it's a fairly broad definition
of what we're doing, but it's based on

quite a bit of research that recognizes
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what internal auditors are doing in
today's environment. And | think that
| eads to a key point, and that's the one
| mentioned earlier, we think that the
conduct of audits can be inproved by nore
ef fective col |l aboration between externa
and internal auditors. W fully support
an effective, conprehensive auditing
process, and we fully believe the
i nformati on gained in an audit benefits
all stakehol ders, not just financia
reporting.

And contrary to the findings of the
Panel , our research indicates that nost
organi zati ons where internal auditing
provi des or exists, internal and externa
audi tors do work together in partnership
to provide an efficient and effective
process. The work of one conpl enents the
wor k of the other.

Therefore, we were a bit concerned

about the reference in the Exposure Draft
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of the use of internal auditors. One of
our nenbers said that sort of reverts to
pre- SAS 65 days. It doesn't really
enphasi ze a col |l aborative effort between
internal and external auditors. It
really reverts to | anguage that refers to
testing the internal auditing function,
are we independent, are we conpetent in
docunenting how you rely on the work. |
mean it's just sort of an extension of
SAS 65, but it doesn't really encourage
nore open communi cation or relationship.

M5. PETERS: Just so | understand
the point, the criticismis with the
phrase or the title of the section, "Use
of Internal Auditors,” or with the
content?

MR. BISHOP: No, it's the content.
| think when you review it, the content
basi cally suggests that the firnms shoul d
do nore to understand whether the

i nternal auditing departnment is conpetent
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or whether or not it's independent.
Which is all good. It's an extension of
SAS 65. But | don't think there's any
need to inply that internal auditing is
not conmpetent. | just thought the
| anguage was such that it doesn't say,
let's go out and review the work of the
internal auditor, let's put it into a
context that might help us neke
prof essi onal judgnents. It rather says
let's go in and study a little further
you know, how good these guys are before
we rely on their work. | don't think
those are wong things to do. | just
think that the report could go further
when it tal ks about bei ng aware of what
internal auditors do and what the use
is.

I think we have al ways consi dered
that internal control is a real safeguard
in effecting financial reporting. As

you' ve heard here, continuous auditing or
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conti nuous nonitoring of the contro
systemis paranount today. You can't
just take a point in time and review
control s because our systems are so
dependent upon technol ogy and noving so
fast, that there needs to be a continuous
audit. And yet your findings talk about
i nstances of auditors, and they're very
few, where auditors have come up with
reportabl e conditions or have cone up
with any material weaknesses. Your
statement says it's uncommon. And
conversely, we think internal auditors
have as their primary focus interna
control

So there's sort of a contrast.
Your findings didn't show any nmateria
conditions or reportabl e weaknesses on
control in internal auditing, and it says
it's perhaps because of the limted
anount, the controller. And we're saying

conversely that internal auditors do
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control work. So we're encouraging a
greater understanding of that. And what
concerned us is the Exposure Draft found
t hat i ndependent auditors nade
significant use of internal auditors
during only 16 percent of the engagenents
that you eval uated, and yet we have
benchmar ki ng and research, fairly good
research by Professor Felix, who
denmonstrated that internal auditing work
is coordinated in 84 percent of the
i nstances in the research, and that 75
percent of these internal auditing
activities performed conpleted partia
audits of locations, products or
processes. Simlar evidence in the
research from Professor Felix. So our
suggestion basically is that the Exposure
Draft and perhaps SAS 65 be nodified to
provi de a stronger basis or incentive for
col | aborative effort between internal and

external auditing.
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There are a couple of other areas
that we've witten into our testinony
that we gave you Friday that | would just
touch on. You tal ked about forensic
auditing. There is one statenment that
indicates in a fairly negative way that
internal audit work should not be used in
tests that are ainmed at the possibility
of fraud. And | would say just in the
same cases in 65 where the work of the
i nternal auditor nmay be used, that the
work of the internal auditor should be
considered in the forensic phase, if you
get to it, and I would say that today the
work of the internal auditor enconpasses
a great nunber of the steps that you
tal ked about in forensic auditing.

And internal auditors bring in new
concepts. W have sonething called
control self-assessnment, which woul d
never stand your test of independence,

but which evolved frominternal auditing
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facilitating open di scussion anong peopl e
i nvolved in the process to explore the
control systemand to | ook for
i mprovenents in control. And | think,
again, in the external audit process if
that type of work were considered in
order to render say a professiona
judgnment on how far the audit needs to
go, then it mght be sonething that would
enhance the process.

I think in a simlar vein, interna
auditors today are very involved at the
hi ghest |l evel in assessing risk and
wor ki ng wi t h managenent on identifying
risk. And | think in the audit risk
nodel if external auditors were preparing
ri sk assessments, it would al so behoove
themto | ook at the work of the interna
audi tor and enconpass that into their
ri sk assessnent. So just sone
enhancenent there that we think would

hel p the report.
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My second mmj or point is an
el aborati on upon the panel's
recommendati on for conmunicating with
audit committees on internal control
You state that audit committees shoul d
obtain a witten report from managenent
on the effectiveness of internal control
and we certainly agree with that. W've
advocated it for a nunmber of years, and
of course many ot her peopl e have going
all the way back to Treadway (ph). The
FEI | know has recommended to the SEC
that there be a nanagenent report on
internal control, or an expansion | guess
of what sone firns do today, and we woul d
support that.

As | nmentioned earlier, we think
that it should be an assessnent that is
broader than just financial control. W
encourage the use of the COSO or the COCO
nodel , both of which have been

i mpl emented to a great extent. W have,
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agai n, sone study of some 12 best
practices of a nunber of conpani es now
that provide a high (inaudible) or an
enterprise-w de assessnent of the system
of control using one of the contro
nodel s and using sone of the criteria
that's been established within our
profession. So | think we want to
encourage your commentary on the idea of
a conprehensive report on control

We think that we're continuously --
or contenporary auditing is continuously
driven by risk. And when you relate to
Chapter 3 and earni ngs managenent, and
when we | ook at risk, a good risk
assessnment shoul d enconpass a nunber of
the things that drive the quality of
earni ngs issues, whether it's new
busi nesses, nergers and acqui sitions, new
products or systens, joint ventures,
partnershi ps, restructuring. Al of

those things that Chairman Levitt raised
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ought to touch the processes or events
that drive risk. And so in a
conprehensive risk study those should be
i dentified, and they should | ead to,
anong ot her things, review ng the
under pi nning or the accounting activity
t hat supports those. So we see a
conprehensive risk assessnment conbi ned
with an assessment of the controls over
those risks being put into a report to
the audit conmittee as an anplification
of what you have sai d.

My third area is to highlight
non-audit services. W recognize that in
Chapter 5 of the Exposure Draft, the
Panel re-enphasized the paranount
i mportance of auditor independence. And
we think that through your statements on
the pros and cons of an exclusionary ban
on non-audit services, that there's a
val uabl e anal ysis that should help others

in reaching a conclusion. There's no
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doubt that the provision of sone
non-audit services has affected the
external auditor's appearance of
i ndependence in the m nds of some, and
think this is denponstrated by the fact
that not only the Exposure Draft, but the
SEC has now conme out with a proposed
rul e.

It's been debated for a long tine.
| think it needs sone renmedy. OQur
position on that is that we do not
believe there should be a total ban on
non-audit services. W think relief can
be obtai ned without having to go through
a total ban. And we will be providing
our nore detailed comentary to the SEC
since | think they're the ones who are
addressing this at the nmonent.

I would point out that in the
letter to you, we -- follow ng the Bl ue
Ri bbon Panel and audit committees, there

was buried in the back under the
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principles the idea that the audit
committee should help preserve the
objectivity of the external auditor. So
we did a survey of a nunber of our
menbers to determine what is the rea
practice out there in terns of audit
commi ttees and managenent hel ping to
preserve that objectivity. So we have a
list in that letter of about 12 practices
that we found that practitioners or
clients are using to help preserve
i ndependence. Sone of those are
mentioned in your report. Sone are
covered by I1SB. But | thought you m ght
find theminformative and maybe sonet hi ng
you woul d want to consider in your
report.

| think those are the key points we
wanted to nake. We certainly appl aud
what you've done. Just to re-enphasize,
we | ook for sonmething that would ask for

a more col |l aborative effort. W would
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re- enphasi ze the reporting on interna
control in a broad way, maybe beyond
financial reporting. And | will say too,
we woul d be pleased to work with any
group to help in the process. The
Auditing Standards Board is starting a
review of fraud and perhaps other things
that are gernmane, and we woul d be happy
to contribute to the task force if the
POB is going to do any studies. And to
the extent we can contribute, we would be
happy to.

MR, O MALLEY: Well, you're
fortunate that M. Gerson, the next
chairman of the ASB is here, and
M. Sullivan of the POB. So during the
break I think you can make your vol unteer
efforts known.

MR. BISHOP: Well, the ASB has been
very open with us. W neet with them
annual |y and we have had nenbers

participate in sone of their task forces
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in the past.

MR, O MALLEY: Well, we thank you
for this very interesting and i nfornmative
input, Bill. 1It's clear that you've done
a thorough job of review ng our report.

["I'l turn to the Panel. Are there
any questions? Dennis.

MR. CHOOKASZI AN:  Yeah, two
questions. | think that in your coments
here, in the witten report, you coment
on your concern about the -- on the
audi tor independence issue, about the
outsource of internal audit, which has
beconme a bigger idea. |In your report you
comment that you think it may inpair the
i ndependence, the independence issue.
Could you go a little bit further in
that? |1'msure that obviously your
organi zati on nore than any other is
i npacted by this. So could you give
us --

MR, BI SHOP: Sure. |If | nmay give
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you a little background, obviously this
i ssue of internal outsourcing is
sonmet hi ng that goes back al nobst ten
years, and it became an enotional issue
in the early '90s when it |ooked like it
was costing jobs. But |I have to say that
our institute over the past years five |
think has taken a very bal anced vi ew on
the idea of third-party provision. And
our statenents include things |ike, well
we t hink whoever is doing interna
auditing should do it in accordance with
our standards, and we think whoever is
doing internal auditing should
denonstrate their conpetence by being
certified internal auditors. W think
it's a best practice to have a fully
resourced, conpetent internal auditing
group in-house. And we do think that
i ndependence is inpaired in that case
where there's full outsourcing of the

internal audit function to the sanme firm
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doi ng the attest engagement. And
shoul d enphasize full. 1'Il cone back to
that in a nmoment.

We recogni ze the need for
outsourcing or for third-party
provision. | think internal auditors
have al ways col | aborated to use sone
third-party assistance, including from
its external auditors. | did that in
1980 with the Board of Europe, and we
called it reverse reliance in those
days. We thought we were clever. W
were using the work of the externa
audi t.

My col | eague, M. Duane, when he

was at Chenical Bank, | heard him say on
a panel once, | have a budget of $25
mllion that | have to use judiciously

and with great responsibility, and if |
don't have an audit resource on ny staff,
then 1I'm goi ng somewhere else to get it.

So the use of a third-party provider is
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sonmet hing that we're not opposed to at
all. In fact, endorse. | think it helps
effecti veness.

But we do think that when an audit
firmthat has to do the attest engagenent
is also doing the full scope of interna
auditing, that is inmpaired. And | say
that -- we testified before the Al CPA
Ethics Committee in 1995 or '96 and nade
our views known. W thought the
provi sions of Ruling 101-13 were not
bad. They recogni zed that interna
auditing is a managenent function, and
they put into place sone safeguards that
sai d managenent shoul d plan the scope,
shoul d review the results, should report
the results.

In practicality and certainly
antidotally without any attribution, I'm
told that sonetines that prophylactic
setup is not one that works in reality,

that the engagenent of the audit partner
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is truly acting as the chief interna
auditor, and if the CFO or the controller
who's in charge is nonminally in charge
it's nore or less (inaudible). So
there's the practicality of that.

But you can say that if you're
asked to work with managenent on risk
managenment, to work with managenment in a
very detailed way to recomend
i mprovenents and to put in inprovenents
of control, then as an outside set of
eyes conming in to review, that you can be
objective if you hel p managenent make the
recommendati ons and decisions to put a
control in process. So, you know, |
t hi nk what the SEC has said in its
exposure draft is sonething that
el aborates a bit on that, but we need to
ook at it with the proper --

MR. O MALLEY: So it's the idea
that internal audit is part of

managenment. That's your independence
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i ssue.

MR. BI SHOP:  Sure.

MR. SAUL: Coul dn't outsourcing be
viewed as just an extension really of the
external audit, a larger --

MR. BISHOP: | think it could be if
you had well defined where the Iine into
managenment is crossed. And as | tried to
enphasi ze earlier, the breadth of
internal auditing in sone organizations
today is so broad that crossing that |ine
is sonething that could occur. W claim
to be independent of those we're auditing
by organi zational structure, but we
recogni ze that we're part of the
organi zation. Objectivity is sonething
that's nmore inportant to us | think than
i ndependence. So there's a fine line
that is judgenent al

And perhaps it's nore perception
than fact. Wen you think of the

Morri son Knudsen case where | think they
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did term nate the external auditor and
bring in another outside party -- | don't
know the details of that, but |'ve always
| ooked back on that. |Is that a case in
point or was it just perception.

MS. PETERS: You've nmade sone very
interesting points and | happen to think
that the internal audit function is a
critical one, and a very, very inportant
one. The points that you nake about the
limtation perhaps on an external auditor
provi di ng those services al so probably
illustrates the Iimtations that an
external auditor has in collaborating, to
use your word, or relying upon the work
of the internal auditor because you are
managenment. That is not to say -- if you
get ny drift.

MR, BI SHOP: Well, that's why --

MS. PETERS: But that is not to say
that there shouldn't be greater

col | aborati on.
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MR, BI SHOP: That's why | draw a
di stinction and use that termthat |'ve
heard here, professional judgnment. So it
is not necessarily total reliance. |It's
under st andi ng the environnent, and
under st andi ng where the risks are, that
there m ght be something occurring.

MS. PETERS: Absolutely key. And
think that if our report doesn't
enphasi ze that aspect of relationship
shall we say, that it should, and that we
ought to take a | ook at that.

MR. DUANE: |If | might, one of the
things Bill asked ne to just chat about
was froma practicable experience in the
banki ng i ndustry. We didn't look at it
so much as outsourcing. W |ooked at
it -- we had a certain anount of
resources avail able, whether it's the
external auditee or the interna
auditee -- and by the way, unfortunately

nmy fee was doubl e what you said. At the
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hi gh point of the nmerger | had 525 people
in the internal auditing departnment with
an annual budget of $62 mllion

And when we | ooked at that with the
public accountants, between the two of
us, we should offer a seamnl ess approach
to the firmout there that the auditee,
the audit conmittee, and between us, the
publi c accountant and ourselves, we just
had to agree who was going to do what.
And it came down frequently as to who had
the conpetence. When it canme to sone of
the issues in ternms of industry
experience, meani ng non-bank, when it
came to certain technol ogy, the outside
firmhad the experience that | would need
five years to build up to.

So we | ooked at things in ternms of
nmut ual cooperation so that the bank got
the best benefit of that nopney we were
spending. And that's the coll aboration

And | think the termthat you and | may
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have used in the early '90s was seanl ess
auditing as to -- you had to be aware of
who was doing it. Even of your own
constituenci es you have to do things --

MS. PETERS: Separately. | agree
100 percent and the audit comrittee is an
i mportant part of that process.

MR. O MALLEY: Dave has a question

MR. PEARSON. Have you ever done a
study of the mgjor audit failures or the
all eged audit failures where there have
been maj or frauds or, say, the cases that
have been dealt with by the SEC and
Accounting and Auditing Enforcenent
rel eases of whether those conpani es had
internal auditors or at |east whether
t hose conpani es had people who were
menbers of your organization?

MR. BI SHOP: Well, we've attenpted
to and, in fact, the -- well, of course
we're a nmenmber of COSO, and the COSO

research that was conmm ssi oned was
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designed to also try to pull out those
types of facts. But as a practica
matter, very few of the enforcenent
rel eases coment on internal auditing.

So yes, we've tried to backtrack to see
if the internals were there or not, and
it's been difficult to do.

But when you | ook at those 200
cases in the COSO research, you see there
was an absence of internal auditing there
ei ther physically -- | mean there was no
i nternal auditing function or there was
very little oversight by an audit
conmittee, and the audit committees were
not particularly well qualified.

So, you know, | think as we
del i berate on the use of interna
audi ting, obviously the question is how
many organi zati ons have interna
auditors? And that's difficult to
answer. We know that the Fortune 1,000

through either internal auditing work or
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partici pation through sonme third-party
provi sion all have sonething simlar to
the internal audit, but when you get
beyond into the snaller, mdsize
conpanies, it's tough to know.

MS. PETERS: Which may account for
the difference in our --

MR. BI SHOP: Auditing standards?

MS. PETERS: -- our figures and
your research

MR. DUANE: The registrar would
have it.

MR. PEARSON. We woul d be nost

interested to | ook at --

MR. DUANE: Well, in fact, that's
our (inaudible). | suspect that's the
answer .

MR BISHOP: Well, | want to ask

the staff too how many of those 128 had
internal auditing functions at all? Wen
you say 16 percent nmade use of it, maybe

there wasn't a hi gh percentage.
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MR. PEARSON: And | think that's
exactly what we found because we did --
because of the fact that an awful |ot of
the fraudul ent financial reporting is in
smal | er type conpani es, we wei ghted our
sanpl e heavily towards those types of
conpani es. But maybe one of the findings
could be, should be maybe a conbi nati on
of sone nmore work by you plus our finding
is the need for those conpanies, the
absol ute need for those conpanies to have
internal auditors. That it is cost
beneficial, much as they m ght not think
so.

MR. BISHOP: Well, of course, we're
not regulated, as | said. W're
sel f-regul ating, but we've al ways
encouraged audit commttees to be
supportive of internal auditing. And
will say also, thanks to Tom Steml ar,
appreci ate that you had a focus group of

internal auditors in the process.
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MR. O MALLEY: Denni s.

MR, CHOOKASZI AN: I n your comments
here you al so comment about the survey
that you did, and the issues that you
touch on here could be very valuable to
us. Did you actually tabul ate responses
and do |ike, you know, X percent this, X
percent this, things |ike (inaudible)?

MR, BISHOP: It was mainly
antidotal, discussing with audit
executives how their audit comittees and
managenment are addressing these issues.

MR. CHOOKASZI AN: Do you have that
in witing? Do you have a summary of
that or is that in witing?

MR. BI SHOP:  Yes.

MR, CHOOKASZI AN: | f we could get
that, | think that could be of value to
us.

MR, O MALLEY: Well, again, we
t hank you very much for your interest in

the project and for your input today.
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MR. BI SHOP: Thank you.
MR. O MALLEY: And now we'll break
until 1:15?
M5. PETERS: No, one.
MR, O MALLEY: Oh, sorry. 1:00,
1: 00.

(Luncheon recess taken.)
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AFTERNOON SESSI ON

MR, O MALLEY: W're going to start
this afternoon. W have three
presenters, and the first is Larry
CGel fond fromthe Col orado State Board of
Accountancy. Larry, we wel cone you
here. W appreciate your interest and we
| ook forward to hearing your remarks.

MR, GELFOND: Thank you. Good
afternoon. Chairman O Malley and the
Di sti ngui shed Menbers of the Pane
Committee, it nmy pleasure to address you
on your Exposure Draft on Audit
Ef f ecti veness.

My nane is Larry Gelfond, a senior
director of the local accounting firm
Gel f ond Hochst adt Pangburn & Conpany from
Denver, Colorado. In addition to ny CPA
license, I'ma certified fraud exani ner
a certified valuation analyst, a forner
audit partner of the firm who now spends

a great deal of ny time in the forensic
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arena. | have served 12 years on the
Col orado State Board of Accountants. |
am the i medi ate past president of the
Col orado Board. During ny 12-year
tenure, | have served as president three
tines.

My comrents today are personal to
me, although I am a nenber of the
Col orado Board. They are not to be
confused as the official position of our
entire board. The board has the Exposure
Draft under review and will coment
either individually or in conjunction
wi th NASBA conmments. The Col orado Board
has seven nenbers, four of which are CPAs
in public practice, and three are public
menbers, non-CPA menbers. The board
nmeets once a nonth, and due to the short
notice, was not able to fornmerly
respond. | amalso a former partner in
the failed accounting firm of Laventhol &

Horwat h. And al though that's not an
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i ssue here today, | can tell you when an
accounting firmfails for whatever
reasons, it not only inpacts the firm
menbers, their famlies, clients, the
public, but sends repercussions through
the entire profession.

| apol ogi ze for any duplication of
my remarks. Fortunately, | have had the
benefit of sitting here for the past two
days and listening to the well-thought
out and ably presented comments by ot her
di stingui shed speakers. | will linmt ny
remarks to Chapters 5 and 6, and take
appropriate notice -- and | have taken
appropriate notice of all the chapters
and highly respect all the
reconmmendati ons contained in those
chapters.

In readi ng Chapter 6, Governance of
the Auditing Profession, it seenms to ne
to enphasi ze the unique relationship the

profession has with the SEC. Wile the
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draft correctly points out that state
boards have regul atory |icensing and
di sci pline authority over CPAs, the SEC
has certain discipline authority but only
as it inpacts CPAs practicing before the
SEC.

My remarks are not intended to
reflect negatively on the current
sel f-regul ation by the Al CPA, the SEC
Practice Section, the |Independence
St andards Board or the Public Oversight
Board, although | found it interesting
that this norning at no tinme during the
Al CPA presentation neither the CEO or the
two gentl enen representing senior audit
committees nentioned the uni que position
of the state boards. | will assune that
this was not intentional but nerely an
oversi ght.

My concern is that the AICPA is at
the end of the day still a trade

organi zati on of CPAs and CPA firns which
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gets its funding fromits nenbers. How
the public views that relationship is not
for me to judge. | have been an Al CPA
menber for al nost 40 years, and have a
great deal of respect for their work and
| eadership given to the profession.

My experience while serving on the
state board is that the SEC and ot her
sel f-regul ati ng agenci es investigating
firms or its nmembers have been sl ow and
in some cases uncooperative in providing
i nformati on about cases. This has
resulted in our state board having to
duplicate investigation resources. |
state this system of |ack of cooperation
should end. | have recently seen a
change in the SEC and | am personally
encouraged by this change and hope it
continues. | would |like to suggest that
all agencies enbrace the state boards
early on and keep them i nforned about

cases under review as they progress.
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This is not to suggest that | want to
prejudice civil litigation or the rights
of any individuals or audit firms.

| want to commend the Panel for its
proposed system of governance and its
reconmendations. It is clear that a | ot
of thought and understandi ng have gone
into the Exposure Draft. |
whol eheartedly support giving the POB
i ncreased authority and making it
i ndependent in all aspects and
denonstrate its responsibility to the
publi c.

| caution the Panel not to exclude
the state boards' fromthe influence
given to the POB. The 54 jurisdictions
come together through NASBA. | support
the comments of other state board nenbers
who have testified before you as well as
those of the NASBA representatives. For
the Exposure Draft to have real effect

when it's finally issued, it is
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i nperative that a partnership be
established with state boards who are
responsi bl e and have ultimate |icensing
authority in their local jurisdictions.

In closing, | would like to coment
briefly on Chapter 5, Auditor
I ndependence. | have a strong concern
that audits are | ooked upon as
commodities. | know my concern is not
apparently shared by nmy brethren in the
larger firnms, or for that fact by the
Al CPA, but | respectfully disagree. Many
of the audit failures | see are either
caused by unqualified firnms or
i ndi viduals within those firns taking on
wor k and not possessing the necessary
technical skills required to do the
audits, be it SEC, governnental, not for
profit, or private conpany audits.
Usually this occurs in smaller firns with
| ess resources.

The other area that causes failures
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i s budget constraints. Auditors |ow bal
big audits on the hope to get nore
lucrative consulting work. \When audit
tasks exceed a lot of tine, errors or
failures occur. Needless to say, many of
these are unintentional. | wll take the
liberty of suggesting that firns are
reluctant to reward or pronmote auditors
that do not bring engagenents in on
budget. Many of these budgets are even
unrealistic fromthe get go. Therein
lies a dramatic problemwi thin the
profession. Firnms have to assess clients
on the nerits of the audit engagenent and
not on what other fees night be
associated with the client.

If the POB were to examine billing
practices within the firmand the
pressures that the audit staff are under
they woul d see why good, qualified staff
want to do other |ess stressful and

rewarding work. Clearly the enphasis on
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non-audit work is conplex and is under
signi ficant study and eval uation

| have a concern that we continue
to establish one set of rules of
i ndependence for SEC audits and anot her
for private non-SEC audits. This |
bel i eve creates confusion and shoul d be
avoi ded. The audit of Cargo, a |arge
private conmpany, should not have a set of
i ndependence rules that is different from
the small est of audits performed for a
publ i ¢ conpany under SEC rul es of
i ndependence. Auditors should be
i ndependent irrespective of other
consi derations and the sanme rules should
apply.

I want to thank the Panel for their
hard work, deliberation, and giving ne
the opportunity to share ny persona
views with you today. | wish you well as
you conplete this very inportant task

before you. |[1've kept ny remarks short

TOBY FELDMAN, |INC. (212) 244-3990



199
in case there were any questions | m ght
answer for the Panel. Again, thank you.

And let ne also say that | amnot a
radi cal person who is trying to be
agai nst the flow of any previous
testi mony or thoughts of other people.
These are just ny personal thoughts
havi ng been in the profession obviously,
as | indicated, alnost 40 years.

Thank you.

MR, O MALLEY: Well, thank you very
much, Larry, and |'m sure the panel and
nmysel f included do not view you as any
ki nd of radical whatsoever. W
appreci ate your insights.

I would just caution you about the
budget failures and |owballing eventually
leading to audit failures. The current
information that we have in terms of
audit fees and the Iike is that the audit
practices are, in fact, profitable,

highly profitable. So we haven't heard
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much in recent years about | owballing.
And in SEC clients, | think it was
poi nted out earlier in one of the studies
that only 70 or sone 70 or so percent of
SEC clients don't have other audit and
non-audit services perforned by their
i ndependent auditors. So |'m sure that
| owbal i ng happens fromtine to tine,
sonmetines just to gain a wedge in the
mar ket or whatever it is, but | have not
heard -- perhaps you have other insight
or evidence that that is as serious a
problemtoday as it m ght have been in
years back.

MR, GELFOND: Again, my remarks are
personal to nme and ny experience, and
there clearly can be profitable auditing
when you take high risk in your
engagenents and basically -- and | don't
want to suggest that firnms are
short-cutting. But in |looking at the

work that they do, many of the firnms in
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some of the work papers that |'ve clearly
exam ned either as a nmenber of the state
board or in connection with sonme forensic
work that |'ve done over the years, there
are ways to make things profitable.
Clearly the suggestions in your Exposure
Draft about having the firms indicate the
i mportance of the audit process and the
audit engagenents | think is very
i mportant for the continued survival of
t hi s profession.

MR, O MALLEY: GCkay. O her Pane
menbers. Aul ana.

MS. PETERS: |'mnot sure which of
the views you expressed you fear may be
vi ewed as radical, but many of them
sounded very sensible to ne, and | happen
to agree whol eheartedly with the view
that we shouldn't have a double standard
with regard to auditing of SEC clients as
opposed to non-SEC clients. So radica

or not, that happens to be a good opinion
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in nmy view

You said when you introduced
yoursel f that you spent quite a bit of
time doing forensic auditing. Did | get
that straight?

MR, GELFOND: Expert testifying.

MS. PETERS: OCh, okay. Well, I'm
still going to ask you this question. Do
you have any idea of the extent to which
auditing for fraud in the manner of which
we recomend in our report would cost
nore than say a traditional approach to
exam ni ng systens and fi nancia
statements say under SAS 82, conpliance
wi th SAS 82?2

MR, GELFOND: | think any tinme you
add additional steps in the audit --

MS. PETERS: | know that, but do
you think fromyour -- based on your
experience, can you quantify it? Anytine
you do nore it's going to cost nore.

MR. CGELFOND: Right.
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MS. PETERS: 1Is it going to cost
one percent nmore or five percent nore
or -- if you don't know, | don't nean
to --

MR. GELFOND: | heard Chairnan
O Mal | ey suggest maybe one percent. |
woul d think that that m ght be on the | ow
si de personally, but | have no way of
assessing it, no.

MS. PETERS: | thought | had a
fountain of information here.

MR. O MALLEY: Bevis.

MR. LONGSTRETH: Yeah. You said
that you hoped that in the new governance
systemthere would be a -- that the
voi ces of the State Boards of Accountancy
woul d be heard. Could you spell out how
that m ght nost effectively be
acconpl i shed?

MR. CGELFOND: Whether it be on an
ad hoc basis or representati on on one of

the POB conmittees that you suggested,
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clearly NASBA shoul d have sone either
representation or input into your
committees. Again -- and naybe | can
just share with you my own view, too.
Over the past 12 years, having been
associ at ed sonmewhat tangentially and
personal ly with NASBA, | have seen them
step to the table and take a nore active
role in bringing these 54 jurisdictions
t oget her, and hopefully that they can be
of sonme assistance to the POB in their
exercise of responsibilities that you set
forth in your Exposure Draft.

MR. O MALLEY: Dave.

MR. PEARSON. Does the Col orado
Board have its own set of ethics rules or
have you adopted those of the Al CPA or
what exactly is the situation in
Col or ado?

MR. CGELFOND: Col orado has rul es
that are simlar in many respects to the

Uni form Accountants Act. Fortunately or
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unfortunately, we have sone things that
deviate fromthose rules. And one of the
requirenents for relicensing is a
t wo- hour continui ng educati on course
every two years in the rules and
regul ati ons of the Col orado State Board
of Account ancy.

MR. PEARSON. And those rules and
regul ati ons, do they include specific
i ndependence rul es?

MR. GELFOND: Yes.

MR, PEARSON: My question then
becomes -- this is sonething | hadn't
really focused on until yesterday when
heari ng some of the state boards. That
is, in the SEC s proposed rul emaki ng they
propose to induce the burden of sone of
t he i ndependence rules as they relate to
famly relationships and investnents. So
| et's suppose that those rules are
adopted. |If a Colorado CPA were to do an

SEC audit and let's say conply with the

TOBY FELDMAN, |INC. (212) 244-3990



206
new SEC i ndependence rules, m ght they be
in violation of the Col orado Board's
i ndependence rules, and do you have any
i dea what state boards that have
i ndependence rul es that are say
conparable to current Al CPA or SEC
i ndependence rules are going to do in
that situation? Are we going to get
ourselves into a horrendous ness of
having conflicting rules where it's not
that SEC s rules are higher but the SEC
rules are lower, and | would assune that
a CPA would be held to the higher
standard? | think, and maybe sonmebody
can correct me, | think the Al CPA
Prof essional Ethics Conmittee has taken
steps to deal with this problemjust
recently, but |'m wondering about the
state boards.

MR, GELFOND: Well, many of the
states, including Col orado, are

attenpting to adopt the uniformrules.
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And in that, in the uniformrules,
think there would be adoption of the
changes that the SEC is proposing. They
woul d be accepted in uniformrules.

The problemis that nany tinmes in
states you have to go through |legislative
review and pass |laws and go through
rul emaki ng, and it can be very
cumbersone. |'mnot advocating that
state boards are necessarily the right
pl ace to nake these rules, clearly. But
what | am advocating is that they do have
the responsibility of governance of
licensees, and the only thing that we
license is the CPA to do audit work. At
least in Colorado. So I don't know if |
answered your question.

MR. PEARSON. No, you have answered
my question and it confirms what | was
concerned about, is that there could wel
be a problemthat is going to need to be

dealt with by a whol e bunch of groups.
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MR. O MALLEY: And possibly
| egi sl atures. Yes, Ralph.

MR. SAUL: Since we have a
practitioner in front of us -- you didn't
comment at all on Chapters 2 and 3, and
you heard the testinony over the |ast
couple of days. Basically one criticism
or two, is it's a cookbook approach and
rul e based as opposed to broad principles
and standards, and then in Chapter 3 you
heard the Canadi ans tal ki ng about the
forensic type of audit. | just wondered,
do you have any comments on either of
those chapters in our report?

MR, GELFOND: Prior to my comng to
New York, | had the good fortune of
sitting down with our audit partner, who
| respect his judgment, and discussing
both Chapters 2 and 3. He whol eheartedly
supported the reconmendati ons and the
comments in there and felt very strong

that in sone instances they were needed,
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and he did not perceive them as being
cookbook or how it's been referred to
here. But beyond that, | don't think it
woul d be appropriate for ne to be
di scussing the technical side.

Like |I said, in nmy review of it, |
t hought it was very thorough and
t hought in sonme instances it was called
for, particularly on the forensic side,
too. And I know that sonme peopl e take
exception to that, but | whol eheartedly
support your recomendations. |
under stand some of the issues and the
probl ems that you had to deal with in
satisfying a lot of constituents in your
Exposure Draft.

MS. PETERS: How | arge is your
firn®

MR. CGELFOND: W have 70
prof essi onal s.

I will also tell you that we dea

with the problenms related to the issue of
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i ndependence because we have two
subsi di ary conpanies that clearly create
i ndependence questions. W have an
i nvestment advisory division, which is a
separate conpany that does financia
pl anning for clients and effectively
manages nmoney. |In addition, we have
anot her entity where we provide -- or
they provide staffing, either tenporary
or permanent staffing, for either
accountants or controllers and do
pl acenent. Clearly our audit partner is
in constant conflict with that -- sone of
the i ssues because we know t hat we cannot
pl ace people in positions of
responsi bility on a contingency basis in
our staff recruiting conpany.

So, you know, | can respect all of
the problens that the firms have to dea
with, the larger firnms. And again, |
consider nyself a small fish in this vast

pond.
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MR, O MALLEY: Well, | thank you
very much for your insights, which
think were nost hel pful, and I al so woul d
extend that thanks to your partner

MS. PETERS: Right.

MR. O MALLEY: We would like to
hear fromhim But thank you very much
for taking the tinme to be here and giving
us your thoughts.

MR, GELFOND: Thank you.

MS. PETERS: Thank you very much

MR, O MALLEY: Qur next presenter
is Professor Rick Antle fromthe Yale
School of Managenent.

MR. ANTLE: | have a power point
presentation. |s that possible?

MR, O MALLEY: Is that possible?

STAFF MEMBER: It's supposed to be.

(Di scussion held off the record.)

MR. ANTLE: Well, while we're
waiting on the technology, I'll get

started. | want to thank the Panel for
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conducting the session and for Chairman
O Mal l ey agreeing that | can cone.

Alittle bit of persona
background. |'m a Professor of
Accounting and Associ ate Dean at the Yale
School of Managenent. |'ve al so been
retained at various tinmes by the big five
or six to do various types of economc
anal yses for them So when | guess the
I ndependence St andards Board was kicked
off, as | recall, the SEC Practice
Section of the AICPA, | presented a Wite
Paper before the I ndependence Standards
Board to try to at |east put their view
of what the |ndependence Standards
Board's agenda should be, and | conducted
some econom ¢ anal yses for that. More
recently, | was retained by the big five
to conduct some econom c anal yses in
response to some questions directed to
the big five by the |ISB about

profitability and so forth and vari ous
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services. So that's just where | get ny
i nformati on, both sort of the scholarly
background and then sonme consul ting work
that 1've done for the big five.

| wanted to be up front about that,
the fact that | have been a consultant,
but also to underscore the fact that
today I'm no one's consultant. |'m not
bei ng conmpensated for nmy presentation,
nor did anyone contact nme to hire ne.
I'"'m here on nmy own nickel, so to speak,
as a -- hopefully to inform but
certainly as a concerned citizen and al so
as a schol ar of auditor independence
i ssues.

I want to nake just a few points |
think today. Unfortunately, | did not
have the privilege of sitting in on the
previ ous couple of days so | don't know
what, if anything, that you m ght have
al ready seen. But | can give you sone

information that's public information
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from some of the studies that |'ve done
about audit profitability and sort of
nore recent maybe hard facts and
figures. | know fromreading the
Exposure Draft that various things have
been ki cked around, is auditing
profitable, is it not. | think I can
help settle sonme of that, but then also
want to tal k nmost exclusively about the
scope of services. | didn't -- nor do
have much expertise in sonme of the other
aspects of the Exposure Draft and
didn't study it, but | have a | ot of
expertise in independence and the scope
of services. So that's what | want to
addr ess.

Maybe 1'1l cone back to the facts
and figures a little later since we're
not ready for it yet.

| actually wote nmy Ph.D
di ssertation on auditor independence

about 20 years ago, and |'ve been
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struggling with the idea ever since. And
|'"ve conme to actually the follow ng
conclusion that -- let's just back up and
ook at it fromthe npst basic
per specti ve.

What we really want is we want
auditors to have good incentives. You
know, period, end of sentence. W want
themto have good incentives to go do
good audits and report their findings and
all that stuff. Auditors' incentives,
however, originate froma |ot of
di fferent sources. There's the
reputation in the market. There's
pressure fromclients. There's pressure
fromconpetition. There's regulation.
There's professional discipline. W were
just discussing the role of State Boards
of Accountancy and the AICPA. There's
also civil litigation and crimnal |aws.
And so all these things conme together to

give auditors their incentives.
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It's very difficult, if not
i rpossi ble, to carve out one aspect of
that conplicated incentive structure and
call it independence. |In ternms of what
accountants m ght understand, you know,
incentives are a joint product of all of
the kinds of pressures and so forth that
accountants face, and where we often get
trapped a lot of times in independence
di scussions is basically trying to cost
out, if you will, the cost of a joint
product where we would never do that in a
product costing sense. You know, we
woul d never try to carve out one piece of
a joint product and say, well, now |'ve
figured out the cost of this product,
when in fact it's a joint product. But
i n independence we do it all the tine.
You know, we often tal k about
i ndependence and isolation in our
di scussion of liability, for exanple.

Literally, you know, froma |ogica
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point of viewit really makes no sense.
So it's very, very difficult to define
i ndependence in part because it's a
joint -- it's part of what we think of as
a joint product of -- as sonme aspect of
auditors' incentives, which are
t hensel ves joint products.

"Il just give you an exanpl e of
one of the latest attenpts to define
i ndependence by the Blue Ri bbon
Commi ssion. And | have to, | guess,
apologize to Ira MIstein, who's a
sonetines col | eague of m ne, because
know Ira is about as smart as they cone.
But this is their definition of
i ndependence of an audit committee
menber, and |I'Il quote on this.

“"Menmbers of the audit committee
shall be considered i ndependent if they
have no relationship to the corporation
that may interfere with the exercise of

their independence from managenent in the
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corporation.” And | always trip on
that. Now, wait a minute, |I'm
i ndependent if | don't do anything to
interfere with ny independence. |
didn't -- you know, | didn't get anything
out of that.

You know, the problemis that --
you know, independence, as | said, is
part of auditors' incentives and
auditors' incentives are the joint
product of all the other -- of all the
forces faced with it -- facing auditors.
And then our attenpts to define
i ndependence sort of very quickly devol ve
into a list of thou shalt nots. And if
you | ook at the Blue Ri bbon Commi ssion,
you'll find out that that's sort of
exactly what -- and then inmediately
after an attenpt to define independence,
the next thing is and you shoul d have
known your client's -- you know, interest

in your clients and you shouldn't -- and
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you shouldn't do this and you shoul dn't
do that.

You know, | worry that sonetines
our attenpt to define independence and
isolate it gets us into a state of mnd
where we sort of reject evidence in favor
of noralizing, and we have concerns,
broadl y speaking, instead of evidence.
And | think that's a very dangerous
situation to be in.

(Overhead presentation is being set

MR. ANTLE: So independence is a
really tough matter and if you're not
careful, you sort of end up kind of being
concerned about things and guessi ng about
t hi ngs when you don't have much
evidence. This is especially problematic
when it cones to the scope of services.

I want to make several sort of
basi ¢ poi nts about scope of services.

First of all, there's a prima facia case
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that accounting firms have added a | ot of
val ue in providing non-audit services.
And to get to that prinma facia case, |et
me go back to sonme of the facts and
figures that | skipped.

This is the market -- the U S.
assurance fees, assurance fees in the
United States in 1996 (i naudible)
dollars, from 1990 to 1998. Now, you can
just eyeball that and you'll see $6
billion is the answer. Okay. |In 1998 --
there's a little bit of growth in '97 and
'98 as firms -- as the firns created new
types of assurance services. The core
attest function in 1998, according to the
firms' own estimates, is about 80 percent
of that nunmber that's up there, which is
about 8 billion. And if you take 80
percent of that 8, you get back to 6.

Okay. So the audit market in the
U S., the core attest market in the U S.

has been stable, at |east since 1990, at
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about 6 billion US. -- $6 billion in
1996 terns.

MR. CHOOKASZI AN:  Ri ck, excuse ne.

MR. ANTLE: Yeah.

MR. CHOOKASZI AN: The SEC gave us a
nunber that said nine and a half billion
for that sanme period, for '98. They told
us it was nine and a half billion.

MR. ANTLE: Well, they night have
not adjusted that for -- this is the 1996
dol lars, and --

MR. CHOOKASZI AN:  So woul d that be
'96 dollars?

MR, ANTLE: -- that's the big
five. Okay. So are they taking
ever ybody?

MR. CHOOKASZI AN:  Yeabh.

MR. ANTLE: Okay. So that's just
the big five firns.

MR, CHOOKASZI AN: This is the big
five only?

MR. ANTLE: Right, right.
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MR. LONGSTRETH: | renmenber that
nunber. Was that linmted to assurance
fees?

MR. CHOOKASZI AN:  That's what |
took themto say. | took themto say
nine and a half billion was spent on
audit only work.

MR. ANTLE: Wow. That really
surprises ne.

MR, CHOOKASZI AN: It surprises
you?

MR. ANTLE: That seens like it's
way too high based on just the big five.

MR. CHOOKASZI AN:  No, that's al
firms.

MR, LONGSTRETH: The top seven
firms.

MR. ANTLE: The top seven?

MR, LONGSTRETH: Yeah, the top
seven firns.

MR. ANTLE: That could be about

right. |If you took that in nom nal 1998
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terms and added another few firns, you
know, that seens okay. But | would
really have to look at it.

MR. CHOOKASZI AN: Okay. Thank you.
MR. ANTLE: Consulting revenues you
can also sort of back into. And these
are on the same scale. So they were, you
know, around two, two and a half billion
from'90 to '93, and then they started
growing. | should say this all excludes
Andersen Consulting. Okay. So these
are -- a lot of these are data fromthe
first Wiite Paper before the Independence
St andards Board that was | guess
presented in '94, and even at that tine
Andersen Consulting -- all the data that
I saw, Andersen Consulting was out of
it. So whether -- you know, how ruch of
this growth is really growth if we would
add Andersen Consul ting, you know, |
don't know. But it's pretty apparent

that if we project the '98 nunber going
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forward, if you thought the consulting
busi nesses of these firnms just added up
to sonewhere in the neighborhood of $10
billion, I would say that that woul dn't
be too far off.

You know, | talk about the numbers
t hat way because, you know, exactly the
way the firms classify things and exactly
what constitutes assurance and
consulting, you know, it's a nmess. |
think the best thing you can do is just
get a sense of the order of nmagnitude
i nvol ved.

Now, this is some data that's al so
publicly available froman anal ysis that
Mark Gttenstein (ph) and | did for the
big five firnms for the |Independence
Standards Board. This is the gross
mar gi n before partner conpensati on.

Okay. So if you take a dollar in
assurance fees, that generates about 25

cents in gross margi n before partner
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conpensation for the big five. This is
ki nd of an average, and again, you know,
you don't -- you think about it in terms
of order of magnitude.

Consul ti ng generates about 20
cents. Now, again, this is before
partner conpensation. So if there's
different leverage, if it takes nore
audit effort to generate a dollar of
audit revenue, then, you know, we would
sort of expect this kind of
relationship. So if we translate that
into gross profits per partner before
partner conpensation, you know, you see
assurance around, you know, 450 or 475.
Again, these are '98 nunbers. And
consul ting around seven sonet hi ng.

By the way, the top -- to conpare
this to the top law firnms, the top five
law firnms by revenue have gross profit
per | awer at about maybe 800, 000. The

top five -- I"'msorry, that's the top
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five law firnms by nunber of partners.
Top five law firns by revenue have gross
profits per partner of about one and a
hal f million.

So, you know, | look at this and
say, | ook, assurance is profitable. You
know, there was sone di scussion about
that. It's clearly a profitable
busi ness. Maybe consulting was |ike
maybe a little nore profitable, but it's
not exactly a horse race. You know, |'I|
take both of those.

MR. CHOOKASZI AN.  Consul ting woul d
general ly have nore partners per doll ar
of revenue because it's nobre -- you can
| everage an audit partner nore than you
can a consulting partner generally.

MR. ANTLE: The reverse. You can
| everage a consulting partner nore than
an audit partner.

MR. CHOOKASZI AN:  When you say

| everage, | would --
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MR. ANTLE: So | mean fewer
consulting partners -- one consulting
partner maybe, you know, can supervise
15, 20, 25 people. In audits it's about
10 or |ess.

MR. CHOOKASZI AN: | think that's
true in assistance projects, but
everything else it's the opposite. Wen
you go into the other work, it's the
opposi te.

MR, ANTLE: Well, if you | ook at
t he nunber of personnel and sort of add
up the nunber of personnel, in the U S
there's sort of nore partners per
assurance personnel than there are
consulting partners for consulting
per sonnel

MS. PETERS: But these nunbers are
gross nunbers, aren't they? You're not
tal ki ng about project by project?

MR. ANTLE: No, these are all just

sort of gross overall
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MS. PETERS: So it's partner --

MR. ANTLE: So there's a |ot of
variation, which is another thing that
| --

MS. PETERS: Ckay.

MR. ANTLE: Yeah, the economics of
this is sort of what | want to kind of
get back to.

MR, LONGSTRETH: Can | ask you --

MR. ANTLE: Absolutely.

MR, LONGSTRETH: The gross margin
for audit was 25 cents --

MR. ANTLE: Yeabh.

MR. O MALLEY: Before partner.

MR. LONGSTRETH: Before partner.
So why this --

MR. O MALLEY: They need nore
partners.

MR. ANTLE: They need nore partner
i nvol verrent .

MR. LONGSTRETH: But this is before

partner, too.
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MR. ANTLE: Yeah, that's right.
That's right. No, no, |"'msorry. But
it's also the case that a consulting
partner could generate nore dollars of
revenue than an audit partner

MR. LONGSTRETH: COkay.

MR, ANTLE: So the two things --
you have to sort of conmbine the two
things to figure out what's going on,
which is why we actually generated this
chart because just this based on this
one -- whoops.

MR. LONGSTRETH: Well, this shows
you the leverage is greater for the
consul tant.

MR. ANTLE: Right.

MR, LONGSTRETH: Substantially
greater.

MR. ANTLE: Right, right.

MR. LONGSTRETH: COkay.

MR. ANTLE: Now, the other factor
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is that in assurance, of course, the jobs
are much | onger than consulting jobs.

So, you know, we did a little back of the
envel ope cal cul ati on and figured out that
actual ly assurance ends up, if you take
present values, to be nore profitable
than consul ting, although both are
profitabl e businesses if you capitalize

t hi ngs.

So it's really -- you know, when
you | ook at the profitability of these
busi nesses, you know, these three
factors, the duration, the differences in
| everage, and the difference in maybe the
scal e of the job, you know, you could --
there are probably a lot nore $75 million
consulting jobs than there are $75
mllion audits, so picture about zero.
You know, the ways these factors conbine
is fairly conplicated.

Okay. So those are sone of the

background facts.
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MS. PALMROSE: Can | just ask you
sonet hi ng?

MR. ANTLE: Yes.

MS. PALMROSE: Your bottomline is,
I know, that audits are profitable. Can
you just bring this all together and give
us relative nmagnitude or -- you know,
when you sort through all of this on the
back of an envel ope, sone worki ng nunber
her e?

MR. ANTLE: Well, you know, we did
a calculation that runs as follows, that
a big consulting job is about three and
three quarters tinmes the audit fee in a
given year. So if you define -- let's
just define what a big consulting job
woul d be. A big consulting job would be
one that had fees about three and
three-fourths or say four tinmes the audit
fees in a given year. Ckay.

If we assume that the audit is

going to last, | think it's in the
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nei ghbor hood of 14 years, there's sone

ol d evidence on duration, whereas the

consulting is a one shot -- or | think we
t hought -- we gave it two years, let's
say.

MR. LONGSTRETH: Gave what two
years?

MR. ANTLE: The consulting job
Suppose the consulting job |asted two
years.

MR. LONGSTRETH: | see. And it's a
bi g one.

MR. ANTLE: And it's a big one,
right.

MR. LONGSTRETH: So it's three to
four times the audit.

MR. ANTLE: Three to four tines the
audit -- three to four tinmes the fees.

But then when you rmake the gross profit
transl ation, that right away narrows the
gap because auditing has a higher gross

profit. GCkay. So that narrows the gap
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Then by the tine you take account of the
fact that the average audit relationship

m ght last, you know, | think it's in the
nei ghbor hood of 14 years, then what

happens is the assurance business is like
one and a half or two tines as profitable
as the consulting business.

Now, there's a lot of stuff wong
with that calculation. One is there's no
building in of the fact that one
consulting job might |lead to another
consulting job. So you m ght have a
consulting relationship that lasts a |ong
tine. The fact is we have sonme studies
of the duration of audit relationships.
We don't have any studies that | know of
about the duration of consulting
rel ati onships. W don't have any studies
that really give us insight into how one
consulting job mght |lead into another
and m ght lead into another so that we

can actually value the consulting
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rel ati onship the sane way we can val ue an
assurance rel ationship.

MR. LONGSTRETH: Is that a
wel | -known statistic, | hadn't heard
that, the 14 year average?

MR. ANTLE: There's a paper by
Leventhal and Fitchman in |ike 1988
Admi ni strative Science Quarterly where
they study auditor/client attachnments and
how they go through time. And that
nunber, and | can actually give you that
nore precisely later if you want, is,
fromtheir cal cul ati ons, about the
average length of tine an audit
rel ationship lasts. That desperately
needs to be updated since we're making
rules in 2000 based on it. That's
probably al so an underestimte --

MS. PALMROSE: In its tine.

MR. ANTLE: -- of the duration
because some of them|last, you know --

MS. PETERS: Twenty years, 25
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years.

MR. O MALLEY: | would ask the
Panel 's forbearance to let Rick finish
his presentation and then we'll ask
questi on.

MR. ANTLE: But, you know, we need
to update that. But we al so need sone
serious study on the dynamics, if | can
say, of the consulting relationships, you
know, how one job m ght or mght not |ead
to anot her, what kinds of jobs follow on,
so that we can really nmake sone deci sions
about the scope of services on an
i nf ornmed basi s.

| just want to say a coupl e of
t hi ngs about the econom es of scope.

One -- well, the key issue here it seens
to me is the synergies that might exist
bet ween audit and non-audit services.
You know, it's not just that non-audit
servi ces add value. The question is how

much extra value is added by letting --
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by bottling that with audit services.
There's no systematic evidence on this
that | know of .

| just want to make two
observations. One is that these firns
have been very, very successful in
growi ng their consulting businesses. You
know, let's go back to the previous
chart. They've really been successful at
doi ng that.

And nunber two is a case study -- |
find Arthur Andersen very intriguing.
You know, when Andersen Consulting split,
they basically had zero consulting |eft
in Arthur Andersen. | think nowif you
| ook at SEC Practice Section data, you'll
find that they have non-assurance fees
about equal to the assurance fees. So
within what, five or six years -- | sort
of look at it like a starfish, you know.
| nean it regrew -- this armregrew.

Now, how coul d that happen unl ess there
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was sone powerful econonies that drove
it. You know, how could that happen
unl ess -- and there were sone forces
there that enabled themto take
advantage -- there was opportunities
presented to them | think -- my guess is
because of the econom es of scope with
their audit services.

I have a couple of requests that |
want to end on. First, you know, the
whol e way |'ve been tal king about this,
the i ssue of scope of services, is froma
perspective of the overall value added by
the accounting firns, and not just the
effect on financial reporting. You know,
that's part of the effect, but it's not
the whole effect. Now, | think one of
the problens we have in the regul atory
schene is that this is not the SEC s
mandate. | mean the SEC s mandate is to
protect the financial reporting system

not necessarily to look at -- as |
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understand it, not to | ook at the overal
val ue added of accounting firns, and yet
froman economic efficiency standpoint
that's how we want to regulate the firns,
the overall value added to the econony.
That's my first request, is to think of
it that way.

My second request is nore
specific. | really believe we need a
t hor ough, systematic attenpt to
understand and try to estimte the
magni tude of the econom es of scope. W
need sonebody to study the dynam cs of
consulting services to try to put a
nunber on the synergy between audit and
non-audit services so that if we make
some rul e that auditors can or cannot
engage in a certain scope of services,
we'll know -- we'll have sone estimate in
hand anyway of what magnitudes we're
dealing with. Right now we don't know

whether -- if we inplenment an
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exclusionary rule, we don't know whet her
we're going to be destroying $100, 000 in
val ue to the economy because conpetitors
woul d cone in and take all the surplus,
or whet her we woul d be destroying $10
billion in value in the econonmy. W
don't know. And so | have in mind that
what we'd really like -- what | would
really like to see is an econonetric
study done by sone econoni st that
speci alizes in investor organizations to
try to estimate the econom es of scope.

["Il quit. 1'msorry.

MR, O MALLEY: Well, thank you very
much for that provocative --

MS. PETERS: |Interesting.

MR. O MALLEY: -- presentation
Rick. Unfortunately, we will have to
i ssue our report before that econom c
study is done.

MR. ANTLE: Absolutely. ©Oh, you

operate in the real world? Back to the
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i vory tower.

MR. O MALLEY: No, that's very
t hought - provoki ng and we appreciate your
bringing it to us.

Any questions fromthe Panel
menber s?

(No response.)

MR, O MALLEY: All right. Thanks
very rmuch. That's very interesting.

MR. ANTLE: Thank you.

MR, O MALLEY: «Qur final presenter
today will be Gerald Sokol ski fromthe
New York State Society of CPAs. Gerald,
wel cone aboard.

MS. PETERS: Could we have a copy
of your slides for our library or
bi bl i ography?

MR. ANTLE: Yeah. Can | e-nmmil
themto the board?

MR. O MALLEY: Yes.

MS. PETERS: Yes.

MR. O MALLEY: Welcone. W are
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very much interested in your conments.
And if you would introduce your team for
the benefit of our reporter, we would
appreciate it. Thank you.

MR, SOKOLSKI: On ny i mredi ate
right is Bill Stocker. Julian Jacoby is
on ny left. W also have with us in the
audi ence Robert Waxman. These are the
various | eaders of the New York State
Society's comrittees that have put
together the remarks that we're going to
be bringing up today.

Good afternoon, M. Chairnman and
Menbers of the Panel. [|I'mP. Gerard
Sokol ski, President of the New York State
Society of Certified Public Accountants,
whose 33,000 nenbers will be affected
variously and perhaps unpredictably by
the chain of events put into notion by
your final report and recommendati ons.
Thank you for the opportunity to comrent

on the Exposure Draft.
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My comrents will be organized into
four categories: General comments
related to the scope and direction of the
Exposure Draft; comments regarding
Chapter 2, Inproving the Conduct of the
Audi t, which addresses concerns of the
menbers of Society's Auditing Standards
and Procedures Committee chaired by
Wl 1liam Stocker; comrents regarding the
econoni cs of the auditing profession and
the ability to attract qualified
entrants, which reiterates key concerns
of our response to your origina
gquestionnaire; and comments related to
t he organi zati on and governance of the
audi ti ng profession, which reflect
di scussions held by nenbers of three of
the Society's technical conmttees, the
Audi ting Standards and Procedures
Conmittee, the SEC Practice Comittee,
and the Financial Accounting Standards

Committee. Leaders fromthese
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conmittees, as | nentioned, are here with
me today.

As far as scope and direction goes,
the extensive scope of the Exposure Draft
reflects the conplexity of issues
surroundi ng audits of public conpanies.
We agree with the Panel that audits are
generally conducted in an effective
manner and that the audit risk node
under pi nning financial statenment audits
generally is appropriate, although in
need of updating and enhanci ng.

Many of the recommendations in the
Exposure Draft will pronpt positive
di scussion in the com ng nonths by the
various groups to whomthey are
addressed. Many will also result in
i mproving the specific conduct of audits
and enhancing the professionalismof the
auditors. It will probably require
considerable time for the Panel's report

and recommendati ons to be synthesized
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t hroughout the auditing profession. W
commend you for your effort and
t hor oughness.

We understand that the Panel's
report is focused on the audit of SEC
regi strants. We hope you will renmmin
m ndful that your final recomrendations
wi |l have an inevitable spill-over effect
on the auditors of all other entities.

The Society's Auditing Standards
and Procedures Committee, currently
chaired by Bill Stocker, responded to
your questionnaire during the
evi dence-gat heri ng phase of the Panel's
wor k. Menbers of that conmittee who
revi ewed the Exposure Draft have
expressed their satisfaction that you
adequately consi dered the nopst inportant
concerns they expressed, with sone
exceptions noted in the foll ow ng
sections.

Turning ny coments to inproving
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the conduct of audits, the Society's
Audi ting Standards and Procedures
Committee concur with many of the
recommendat i ons made regardi ng i nproving
the conduct of audits. However, they
request that you consider the foll ow ng
poi nts as you deliberate the content of
your final report.

There are many inconsistencies both
inthe literature and in the application
concerning the identification and
definition of various types of risk.
These inconsistencies not only lead to
confusion in applying the audit risk
nodel , but al so underni ne confidence that
a consistent, |earned, professional body
of know edge gui des auditors. For
exanple, fraud risk is treated as a
separate risk conponent in sonme audit
gui des, while SAS 82 subsunes fraud risk
variously in either control risk or

i nherent risk or both. Consensus within
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the profession about the identification
and definition of various types of risk,
as well as where they are brought into
the audit risk nodel, would be hel pful in
promoting audit effectiveness.

The work of the Panel has correctly
i dentified the conplicated nature of the
I i nkage between inherent risk, contro
ri sk, and detection risk. W would |ike
to make two suggestions.

First, when inherent risk at the
assertion level is very high, the audit
ri sk equation becones difficult to apply
in practice. |In addition, the acceptable
| evel of audit risk becomes an issue when
an engagenent with a low risk profile
changes as a result of unanticipated
signi ficant business transactions. The
codi fication and di ssem nati on of best
practices related to these two practice
i ssues woul d enhance audit

ef fecti veness.
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Second, we agree with the Panel's
eval uation to require docunentation of
the reasons for both inherent and contro
ri sk assessnents, and specifically to
relate their effects on the audit
program

We appl aud the Panel's position on
its rejection of the argunments equating
failed audit engagenents with the
provi si on of non-audit services by an
audit firm Audits fail primarily for
two reasons; auditors do not understand
the risks or they do not understand the
signi ficance of their findings.

The introduction of forensic-type
procedures for every audit anticipates a
qualitatively different state of mnd
than currently held by auditors, which
focuses on professional skepticism
neutrality, objectivity, and integrity.
The substance of the Exposure Draft

related to this area describes approaches
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and procedures nost auditors already
agree on and perform However, auditors
do not think of them as forensic, which
implies the search for evidence of known
or suspected wongdoing to be used in
| egal proceedings rather than the
prof essi onal skepticismthat should be
held with respect to financial statenent
audits. The current fraud standard has
not been in effect | ong enough to assess
its effectiveness. Delaying any
signi ficant change to the approach to
fraud detection until a reasonable tine
peri od has passed woul d be prudent.

Mor eover, even the nobst skeptica
auditor will be unable to guarantee
detection of material financial statenent
fraud committed by collusive managenent.

Now on to the econonics of auditing
and the ability to attract entrants into
the profession. The Exposure Draft

identifies the critical inportance of the
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i ndependent audit to the functioning of
the financial and capital nmarkets and
recommends that auditors receive higher
priorities in their firns with respect to
visibility, inmportance, pronotions, and
sal aries. W encourage the Panel to
i nclude, and even enphasi ze, ways of
provi di ng financial resources to fund the
prof essi onal devel oprment required to
fulfill this reconmendation in a world
where audits are priced conpetitively.

I would Iike to reiterate previous
comments submitted to the Panel by the
Society's Auditing Standards and
Procedures Conmittee regarding the
attractiveness of the audit profession to
prospective entrants and encourage the
Panel to craft its recommendations so as
to create the neans for providing the
source of funds for conpetitive
entry-level salaries.

The opportunities and rewards
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currently are not sufficient to attract
and retain auditing professionals
qualified to effectively inplenent a
ri sk-base nmodel of auditing. Even though
the current denmand for jobs in accounting
is high, starting salaries remain close
to the bottom of the scale for
prof essi onal s. Moreover, too many CPAs,
their firms, and their professiona
organi zati ons espouse the concept that
audit is a |l owvalue or non-val ue added
servi ce whose purpose is to provide a
foothold in the client's door for other
val ue- added services with higher profit
mar gi ns. Bright young people who
ot herwi se m ght be attracted to work as
auditors will opt for the |arger
financi al rewards of businesses when they
di scover that auditing, |ike other
products they might sell, is a commodity
to be sold as a |l oss | eader rather than

the socially desirable fundanenta
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service of a respected profession.

When a service is valuable, a
mar ket economy will provide the
appropriate conpensation levels to
attract the necessary individuals. The
essential problemis that there is often
a di sconnection between those who gain
the nost value fromquality audits and
t hose maki ng the deci sions about the
engagenent of auditors. Many of the
Panel ' s recommendati ons support the
i npetus to nmake the independent audit
conmittee the auditor's client rather
t han managenent, a change that coul d be
hel pful in creating the appropriate
econoni c environnent. W encourage the
Panel to consider other recomendations
that woul d enabl e the nmarket process to
express an appropriate valuation of audit
servi ces.

Comments relating to the

organi zati on and governance of the
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audi ting profession. Perceptions of
audi tor independence and the scope of
services of audit firms have been at
i ssue for many years. The Panel's
Exposure Draft has provided a hel pful and
bal anced comentary about auditor
i ndependence and their provision of
various consulting services. W hope
that the final report and recommendati ons
retain this balance and that the
di scussi on and debate over the next few
months will not focus solely on the
appearance of independence. For the
pur pose of inproving the conduct of
audits and their effectiveness, it wll
continue to be necessary that those
entering the auditing profession have
means for form ng and devel opi ng the
i ndependence of mind and objectivity
required of certified public
accountants. W also recommend t hat

prior to issuing the final report and

TOBY FELDMAN, |INC. (212) 244-3990



253
reconmmendati ons, that the Panel consider
how a rotation of auditors might be a
vi abl e means of satisfying both the fact
and appearance of independence.

We disagree with the Panel's
recommendati on regardi ng the placenent of
the power to ratify the nom nations of
senior comittee nmenbers with the POB
because it is an inappropriate exercise
of a managenent function with an
oversi ght body.

The Exposure Draft recomrends the
creation of a GAAS hierarchy, a concept
that has significant nmerit if such a
hi erarchy woul d serve the purpose of
uni fying the audit profession under a set
of standards applicable to all audits
suppl enented by a set of procedures
uni que to the regulatory environnent in
whi ch an auditor is working.

My concl udi ng remarks. The U. S.

has the strongest market systemin the
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worl d, made possible in part by the
strength of our auditing profession, one
that has been a nodel for the world. W
are confident that the Panel's fina
report and reconmendations will be
instrumental in maintaining this
| eader shi p position.

I would Iike to point out that we
are planning to issue a nore conplete
written report. Qur conmittees are stil
in the process of putting facts
together. One committee is neeting
tomorrow morning. It's been a fairly
short period of tine since being notified
of this and being able to pull our
t houghts together and we still have a
little more work to do.

I would Iike to thank you for the
opportunity to address this Panel. MW
fell ow menbers of the New York State
Society of CPAs join me in w shing you

success as you finalize your report
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reconmmendati ons.

MR, O MALLEY: Well, thank you very
much and we'll | ook forward to receiving
your witten coments.

Questions fromthe Panel ? Aul ana.

MS. PETERS: | have two. We
specifically tried to get evidence on the
profession's view and peopl e who work
with the profession of how they viewed
the appeal and the allure of auditing and
whet her it had becone a commodity,
whet her peopl e thought that it was an
unattractive field. And our evidence
suggested that -- let's see, what did you
say. That auditors did val ue what they
did professionally and did think that the
audit process or providing the audit
service was an interesting and a good
profession to be in and that it provided
val ue. Your remarks suggest that you
have evidence to the contrary and

wondered the source of that evidence,
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what you base your concl usion that
auditors don't val ue auditing.

MR, SOKOLSKI: You want to address
t hat ?

MR. STOCKER: | don't think
we're -- auditors as individuals. |
think we were addressing what is often
stated in various materials, which we
tried to put together, but fromthe Al CPA
and (inaudible) process and the Elliott
Report, particularly in the early years,
drafts of it.

MS. PETERS: Are you finished?

MR. STOCKER: No. As well as sone
various marketing materials or marketing
gui des that are not necessarily produced
by the profession, but are often sold by
prof essi onal organi zations that enphasize
the fact that -- that often refer to the
audit process or auditing as a comodity
or non-val ue added service.

MS. PETERS: Well, these third
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third parties who express that view, do
you think that their conclusions are
nmyt hi cal or do you think that they're
wel | grounded? | mean are they
expressing their view as an adverti sing
executive or a PR person that an audit
doesn't bring value and that an auditor
as -- the professional stature of an
auditor is sonething less than it should
be?

MR, STOCKER: From the standpoi nt

of third parties, |I think it does. And

I"'mnot -- that's necessarily as nmuch of
a concern. | think it gets right to the
question of -- they may be reflecting
client perception, which -- or certain

mar ket perceptions, which over tine
certainly woul d have an inmpact on

audi tors, or what may be nore inportant
on younger people deciding whether to

become auditors. | think once you get t
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peopl e who have chosen to becone
auditors, you already have certainly a
different group. You've already gotten
to the people who have decided to go into
auditing in any case, no nmatter what the
overal | environnent is.

MS. PETERS: But you think clients
have that view?

MR. STOCKER: | think there's a
perception that clients do, and | think
there's -- | think many do. | think
there's, as we've said in the coment, a
di sconnect between those who engage the
auditors and the value of the audits.
It's useful to the client to have a
viable -- to have strong audits in
soci ety, but the specific -- in general
but the specific value of the client of
that audit is the signature on the page,
whi ch has val ue because all of the other
audits done in society are done very

well. But as far as whether they don't
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think of an audit as done well, is not --
is often not of great concern.

MR. O MALLEY: Lou

MR. LOWENSTEIN: | think the
evidence is a little nore mixed from our
focus group. And none of this is
mat eri al data, but the focus groups that
| sat in on | heard, and they were
different than the one that Aul ana sat
on. | heard a good deal of what you were
suggesti ng about the self inmage of people
going in on the audit side versus the --
I'"'mnot sure of the exact quote of a
particul ar young auditor, but the nore
gl anorous work on the consulting side and

the like. So | think | saw a nore m xed

pi cture.
M5. PETERS: Ch, | don't -- | think
that the perception is out there. | find

that interesting that the word perception
is used. But | suppose that a young 25

to 30 year old who is bonbarded with the
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opi ni ons of marketers and PR peopl e that
it's less jazzy to be A and nore
attractive to be working as B mi ght
express those views. That's why |'m
| ooki ng for the evidence.

MR. LOWENSTEIN:  Well, we m ght
have stinul ated di scussi on between the
two of us but --

MS. PETERS: But we're not going to
do that.

MR. LOWENSTEIN: Right. In
(i naudible) letter of conment to the
Panel , he nmentioned -- again antidotally,
but numbers have had this experience, of
the young auditor fresh out of college
and on his very first assignnent, and
can think of some exanples personally,
kids tell nme this, as they walk in pea
green being told by the audit partner to
| ook around for consulting opportunities,
you know, that's where the interesting

stuff is. But | won't pursue it.
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MS. PETERS: That's my signal not
to either.

MR. JACOBY: | have a conment,
which is just a personal opinion. One of
the things that | do is provide staff
with training services, educationa
services, and |'ve noticed in the |ast
several years that the quality of entry
| evel accountants is not the sane as it
was. |I'mjust following with -- you
know, that's truism

MS. PETERS: Well, that's
i nteresting.

MR. O MALLEY: Any ot her
guestions?

Dave.

MR. PEARSON: |'m not sure
under stood one comment, but if | did
understand it correctly, it was a very
interesting cooment. Did | understand
you to say that firns cannot afford to

pay enough to get the high caliber people
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needed to effectively inplenment a
ri sk-based audit approach?

MS. PETERS: | heard it, too.

MR, SOKOLSKI: We're saying that --
the first thing is that right now that
conpetitive salaries entry-level for the
accounting profession -- and we | ook
around t he whole country, not just the
financial scene in the large netropolitan
cities. That the salary level out there
is one of the |owest going. And trying
to get qualified people coning into the
prof essi on, people that are going to have
the ability and the intelligence to grow
into those positions as auditors is nore
difficult.

MS. PETERS: So it's not tied to
t he nmet hodol ogy, is it?

MR. SOKOLSKI:  No.

MR. STOCKER: No, no.

MR. LONGSTRETH: But, Dave, that

isn't quite an answer to your question
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MR. PEARSON:  No.

MR, LONGSTRETH: We t hought you
said they cannot afford to pay, and
that's different fromwhat the going rate
actually is. | nean in other words --

MR. STOCKER: | think what we're
getting at was tying this into the
comodity viewpoint, that there's a --

MR, PEARSON: It was in that part
of the remarks.

MR. STOCKER: Yeah. In order to be
able to afford whatever salary levels are
necessary to attract the appropriate
people, it has to be possible to earn the
audit fees to pay that, which would only
be possible if the conpetitive
environnent is such that firms can
command such fees. And that woul d be --
the market process woul d take care of
that assuming that the market is
all owed -- that the consunmers of audit

services, if you will, who get the
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benefit, are allowed to express that
t hrough the purchase of audit services.
And that's where we get into the
di sconnection problemthat | was
di scussing with Ms. Peters before, that
the value to -- in many cases to whonever
is engaging the auditor is in the
signature and that the engagenent woul d
tend to go -- if someone could provide
that, an auditor, they will provide that
signature with -- and use it and bid | ow
because -- by using people who are not
really qualified to enploy the
appropriate auditing procedures, and that
need would go to there without the -- so
it would have a race to the bottom if
you will.

MR. O MALLEY: Right.

MR. STOCKER: What we're concerned
with is that that ought to be kept in
mnd in whatever the -- in creating an

envi ronnent whereby we have those who
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have nore of a stake in quality audits,
have nore of an input on the engagenent
of auditors, such as the audit
committees, rather than managenent.

And al so we think the peer review
process conmes into play to the extent
that it is -- that if you have good peer
reviews, such that it is | ess possible --
nore difficult to -- it's nore difficult
for everyone in the profession to perform
substandard auditing or to performless
than the best audit practices. And if
everyone could be confident that their
conpetitors really can't or are not able
to performless than quality audits, that
that would -- such things would enable
the market process to express the
appropriate fees which would be necessary
to get the appropriate people.

MR. O MALLEY: Bevis.

MR. LONGSTRETH:  Your conment about

the entry-level stock, if you will, the
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work in process, is not in any way
surprising if you link it with your
statement that this profession pays its
entry-level people far |ower on average
t han ot her conpeting areas of
prof essional activity to which the
graduates can go. |If the data supported
it, something we could say, and | just
don't know, but is hey, pay a higher
level to the entry -- and that's critica
to the future of the profession. And you
can -- it may start -- | nmean we just saw
you got a 25 percent gross nmargin. Well
| don't knowif that's right or not, but
assumng it is, well, nmaybe you take 20
percent for a little while but you try to
pass it on. | nean with a big five, is
it conceivable that you can't pass on
price increases? | nmean it's
i nconcei vable to ne that you can't pass
on price increases.

MR. O MALLEY: Spoken by a | awer
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froma major firm

MR. LONGSTRETH: Well, wait a
mnute. |If a perfectly good CEO can be
hired with a $45 mllion signing bonus, |
think that the top accounting firns in
the world, and there are five of them
can pass on an increase if they're paying
subprof essional |evels. Now, Shaun, |
don't know, maybe we ought to be a little

nore inpressive in saying sonething.

MR, O MALLEY: | don't think if you
had -- if you had the big five
representatives here, | don't think they

woul d say they're having trouble. They
say there's a smaller stock entering the
prof ession, but they would still maintain
that they are getting the best and the
bri ghtest and payi ng an appropriate
level. But too it's a bigger profession
than just the big five.

MR, LONGSTRETH: | prefaced it al

by saying if the data supported it. But

TOBY FELDMAN, |INC. (212) 244-3990



268

I nean the data that you're tal king about
is -- 1 nmean there's sort of a disconnect
here, Shaun, sonewhere. | know we heard
that. We heard that statenment. But then
we hear these statenents nore than once
| don't understand it.

M5. PETERS: Well, we haven't
asked -- | think the concern is a rea
one and a valid one and it needs to be
articulated, and it has been, but | am--
| would be nore concerned if there was a
di sconnect between what entrants into the
prof ession are paid and those who are
partners in whatever firm than to hear
that there's a di sconnect between what
entry-level |awers or investnent bankers
are paid because they are different
prof essions. They do generate different
revenue streans.

And so the question is are the
partners sitting on a whol e bunch of

money? | know that generally the
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partners in the big five firns earn | ess
than partners in major law firnms. That
is a fact. And we pay our entry-leve
| awyers -- it hurts, but nore, a |ot
nore. But, you know, the disconnect is
still not there. So there's a different
scale in the accounting profession than
one encounters in our profession, Bevis,
and heaven only knows it's different in
banki ng.

MR. O MALLEY: |I'mnot so sure
that's totally borne out. | nean the
huge law firnms that are paying hundred
pl us thousand to begi nning | awyers,
that's not throughout the |ega
profession. There's a lot of law firns
that are paying one hell of a lot |ess
than that. And | think you have the sane
situation in the accounting profession
where the major firns are paying probably
at the highest |evel and nmedi um size and

smal ler firnms necessarily are paying
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| ess.

Now, that doesn't mean there isn't
a problem W all acknow edge the
problemthat the total stock of entrants
t hroughout the profession is | ower than
it was, and we've seen evi dence of that
in presentations on that and it's a
matter of concern. And it's one of the
reasons why we are trying to pronote
auditing as an inportant, necessary,
i nteresting career for people, and
think the AICPA is attenpting to do the
same thing, and | think your society is
trying to do the sanme thing. And we al
want that to happen and it needs to be a
continuing concern if that stock
continues to reduce itself each year

MS. PALMROSE: Can | ask a
question?

MR. O MALLEY: Yes.

MS. PALMRCSE: | had a slightly

di fferent maybe comrent on this, too.
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One of the things that we generally think
about when we -- one of the reasons we're
havi ng audit standards is it inposes the
same criteria on everyone. So you would
think it doesn't put any firmat a
conpetitive disadvantage if everyone is
required to do the sane thing.

| guess | just wanted to say that |
think you' ve probably sensitized us a
little bit to the fact that there m ght
be segments of the market that you can't
pass on certain kinds of prices. In
generally looking at the cost and benefit
of additional requirenments, the cost
m ght be priced out and passed on. But
what you've done, and | appreciate you
saying this, is that you also on the
out put side may not be able to pass on
all of the costs of additiona
requirenents in this segnent of the
mar ket, and that's sonething

that's probably, at least to ne,
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i mpportant to be sensitive to. Now, |
mean one expects to hear fromclients
that these will be additional costs that,
you know, they m ght have to bear. But |
do appreciate you sensitizing us to that
i ssue.

MR. SOKOLSKI: | think one of the
concerns of the audit committees, at
| east coming forward to nme, is that
obviously this whole thing is | ooking
ahead at the SEC engagenent. But if
audi ting standard bodi es conme out with
standards for audits, they've got to
be -- they've got to be --

MR. O MALLEY: Across the board.

MR, SOKOLSKI: -- across the

MS. PALMROSE: Right.

MR, SOKOLSKI: And when you get
down to the | evel of the non-SEC client
and the small firm there's going to be a

ot of spill-over effect, and we're
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concerned about how that m ght effect
(i naudi bl e).

MR. O MALLEY: As well you should
be. W appreciate that.

So, again, | thank you all for
com ng and for your very thoughtful input
and your interest in this project.

MR, SOKOLSKI: Thank you.

MR, STOCKER: Thank you.

MR, O MALLEY: It's good to see
Julian and Bill again. | presented at
your m d-year conference so..

MS. PETERS: Thank you.

MR. O MALLEY: Well, we've reached

the end of our presentations. | want to
thank all of the presenters. | want to
t hank the Panel nmenbers. | want to thank

the staff and our administrative support
team and | want to thank the audi ences
that were here for both days and sat with
us and heard these very interesting and

t houghtful presentations. | think they
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will constitute really useful input to us
in bringing this enornous project to
concl usion, which I'm happy to say will
be finished up we hope fairly soon.

Al'so | want to thank TIAA-CREF for
kindly giving us their facilities and
maki ng them available to us these two
days, as they did before in our Cctober
hearing. They've been a very kind host.

I think we got lots of support for
the work of the Panel in these two days,
and encouragenent to go ahead with the
final phase. | would think probably the
nost controversial issue that we've heard
about has been that of non-audit services
and the independence debate, and | think
a nunmber of the presenters brought that
up. | just want to enphasize that the
Panel concluded in its report that both
views should be put forward. We believe
that was the right choice. W believe

that the SEC process should go forward
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with significant due process and

consi deration to all such views before
any final decision is reached.

Again, | want to thank all of you
for being here and for working with us.
Meeti ng adj our ned.

(The proceedi ngs are adjourned at

2:30 p.m)
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