CHAPTER 4 — AUDIT FIRMS

41  Approximatdy 15,000" entities file financid Statements with the Securities and Exchange
Commission (SEC); about 1,200 of those entities are foreign registrants.? Those financid statements are
audited by internationa, nationa, regiona and local accounting firms, most of which are members of the
SEC Practice Section (SECPS) of the American Indtitute of Certified Public Accountants (AICPA).2
The Pand dudied, among other things, the overdl “tone a the top” in the firms, thar hiring and
employee retention policies, the professona development of auditors, the assgnment of personnd to
audits, the performance measures used by the firms to evauate audit personnel, and time pressures on
auditors.* The Pand focused primarily, but not exclusively, on the eight largest firms®

PROFESSIONAL LEADERSHIP — THE TONE AT THE TOP

4.2  The “tone a the top” of an audit firm is a mgor influence on its culture. It determines, for
example, whether the culture is qudity-oriented or sales-oriented, and whether top management extols
the important role audits play in the capitd markets or acts as if audits are little more than minimum-
vaue commodities.

4.3  Audit personne condantly recelve messages from firm management on such topics as audit
efficiency and effectiveness, dient service, dient rdationships, profitability, marketing of services and
development of personnel. Often these messages only indirectly imply that qudity audit work is an
integra part of qudity client service. They often do not focus directly on audit quaity in the context of a
service provided to protect the interests of the investing public.

Findings

4.4  Focus group participants often indicated that not only clients, but aso engagement partners and
firm leaders, treat the audit negatively — as a commodity. Some respondents to the Panel’s survey and
some engagement teams interviewed in the QPR process expressed a smilar view, in some cases
implying, by the more positive comments made about the firms' other service lines and their perceived
higher levels of growth and profitability, that the audit was viewed as a commodity. The emphasis on
providing profit-enhancing idess to the client’s management, so the audit would gppear to have vaue

! Internal SEC staff estimates as of March 2000.

#1999 annual report of the Securities and Exchange Commission, SEC Annual Report 99, p. 76 (U.S. Government
Printing Office).

¥ The SECPS has approximately 1,300 member firms; however, only approximately 800 of them audit SEC registrants.
There are approximately 50 U.S. accounting firms that audit U.S. domiciled registrants but are not SECPS members.

* The Panel makes no recommendations on firms’ hiring and retention policies and the assignment of personnel, and
accordingly they are not discussed in this chapter.

® Appendix B provides information about the firms.
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beyond meseting Satutory requirements, also contributed to the perception that the audit itself had little
vaue. All of the firms represent that they are placing significant emphasis on their audit practices.
Furthermore, some firms have indicated thet, following the divedtiture of their consulting practices, they
will place even more emphasis on their audit practices. The Pand views this as a positive development.

Recommendations

To audit firms:

4.5

The Pand recommends that audit firms:

Emphasize to dl audit personnd the importance of performing high-qudity professond
work. This message should be delivered frequently by the CEO, COO, leaders a the firm’s
regiond and office levels, and the head of the assurance practice, as well as by the firm's
top technicd partners. It should stand out above all other messages.

The message should be a poditive, congructive message that is refreshed frequently so it
commands attention, rather than becoming a tired dogan that is ignored. For example, it
might reference specific Stuaions where dient management, audit committees or others
recognized and gpplauded audit quality. In addition, Stuations could be recognized in which
individuas or engagement teams took difficult stands on earnings management issues, iSues
involving possble management fraud or illegdl acts, or contentious accounting issues. Other
messages might cover important developments in the professon that affect the qudity of
acocounting and auditing.

Address the importance of the role and responsbility of audit professonds, as well as the
concepts  of integrity and objectivity, independence, professond skepticism and
accountability to the public. These concepts should be introduced on or near the day
professonds, both experienced and inexperienced, are hired. They sould be reinforced
regularly and be integrd to the firm’ straining efforts.

Deveop marketing and advertisng messages targeted to users of audited financid
gatements, coordinated with smilar AICPA messages, which promote the importance of
audits.

To the SECPS Peer Review Committee:

4.6

The Pandl recommends that the SECPS Peer Review Committee request that peer reviewers:.

Assess the timeliness, frequency and gppropriateness of interna messages from firm leeders
about audit quality
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Indude their findingsin this areain their reports to the SECPS Peer Review Committee
To the AICPA:

4.7  The Pand recommends that the AICPA develop messages targeted to both audit professonals
and users of audited financia statements that promote the importance of audits.

PROFESSIONAL DEVELOPMENT

4.8  Audit firms have faced mgor chalenges in recent years in maintaining the necessary leve of
professona competence on the part of their audit personnd. The chalenges include increased business
complexities and risks, the rapid pace of technologica change, changes in audit methodologies, the
globdization of business, sgnificant regulatory developments, new and often complex accounting and
auditing standards and a decreasing number of university graduates who intend to enter the accounting
profession.

Findings

4.9  Paticipants in the focus groups, respondents to the Pand’s survey, presenters at the Pand’s
public hearings, personnd in the offices visited in the QPRs and others expressed their views regarding
both continuing professiona education and collegiate education. In addition, the Pand reviewed the
eght largest firms ingructor-led and sdlf-study course catalogs and selected course content, coaching
and mentoring programs, and average training hours per auditor by experience leve.

Continuing Professional Education

4.10 Average continuing professona education (CPE) hours per audit professond, across dl levels
of experience in the large firms, are well above professond and regulatory requirements, and have
changed little in recent years. Forma CPE is in addition to on-the-job training, which is the primary
vehicle for the professond development of auditors. The firms aso have invested heavily in new
technology-driven, informationsharing sysems, which include extengve databases of technical, industry
and other resource materids. These systems serve as a means of ddlivering training programs and as
important sources of professond salf-development.

411 The firms support an impressve aray of ingructor-led and sdf-study programs directed at
developing broad-based business professonds and skilled auditors. Professona development
programs typicaly are standardized for less experienced personne and focus on technical accounting
knowledge and audit skills, industry knowledge, interpersona skills and adminigtration of work
assgnments. Programs for more experienced professonds generally are more tailored to the
individud’s needs and mogt often include technica topics, industry programs, and skills related to
personnd  development (including coaching and mentoring), relaionship building and practice
devdopment. Formd traning a dl leveds dso incdudes usng technology to ddiver internd
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communications, research resources and individud learning. The Pand supports the emphasis on
coaching and mentoring and the use of high-qudlity, technology-based ddlivery tools as supplements to
traditiond ingructor-led programs.

412 Paticipants in focus groups and other Pand activities indicated that partners and other
upervisory  personnel, and sometimes the firms themselves, do not dways view professond
development as a high priority. This negatively affects on-the-job learning, and at times interferes with
attendance at scheduled formd training programs and the effective use of sdf-study programs. The
participants aso noted that auditors need improved knowledge and skills to respond to the increased
audit demands cdled for by the Pand’s recommendations in Chapters 2 and 3. The participants
indicated that current professond and regulatory CPE requirements are focused on the attainment of a
specified number of training hours and are, in generd, less than effective in providing auditors with the
necessty levels of skills and competence. The Pand believes that outcome measures, such as
assessments of performance againgt agreed-upon knowledge and competency criteria, would be more
effective in developing auditors skills and improving audit qudlity.

4.13 The professon’'s gpproach to professona development has started to move toward self-
directed, competency-based learning. Severa firms have developed “competency models’ that reflect
the firms' skills and competency expectations for each experience level, which are then incorporated
into their performance management processes. The AICPA, working cooperatively with the Nationa
Association of State Boards of Accountancy, has issued an exposure draft of a Statement on
Sandards for Continuing Professional Education that incorporates the core competency concept.
The Pand supports these steps to improve the focus, relevance and effectiveness of CPE.

Collegiate Education

4.14 The Pand did not sudy the extent to which entry-level audit personnd bring to the firms the
necessary knowledge and skills to respond to the increased audit demands cdled for by the Pand’s
recommendations in Chapters 2 and 3. As indicated above, however, improved knowledge and skills
are required, whether they are brought to the firms by newly hired personnel or are obtained afterward
by forma CPE or on-the-job training. Numerous participants in the focus groups stated that collegiate
accounting programs do not always adequately prepare entry-level personnd for auditing.

4.15 Throughout the project, the Pand has listened to concerns about the dedline in the number of
accounting majors. Perceptions that other careers are more attractive dong with negative perceptions
or misperceptions about the work of accountants and auditors, compensation, workloads, family or
lifestyle, and increased educationd requirements’ are often included among the factors contributing to
this decline” While the larger firms generdly bdlieve that they have been able to hire sufficient numbers

® According to the AICPA website (August 2000), 48 of the 54 jurisdictions that issue CPA licenses have adopted
the 150-hour education requirement as a prerequisite to sit for the Uniform CPA Examination. However, the
requirement is not yet effectivein 15 of the 48 jurisdictions.

" A report commissioned by the AICPA and conducted by The Taylor Research & Consulting Group, Inc., Student
& Academic Research Study Final Quantitative Report (July 2000), discusses a number of these issues.
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of qudified people to meet their needs, they too have expressed concerns about the future. These
concerns led the Big 5 firms dong with the American Accounting Association (AAA), AICPA, and
Ingtitute of Management Accountants (IMA) to sponsor a project to reconsgder and transform
accounting education. In August 2000, the sponsors published a monograph that discusses a number of
issues and makes recommendations for improving accounting education.® The Pand applauds this step
and encourages firms (both large and smdl), the AAA, AICPA, IMA and other interested parties to
work together to address this crucid challenge.

Recommendations

To audit firms;

416 The Pand recommends that audit firms

Support and adopt the competency-based learning concepts in the AICPA exposure draft,
Satement on Standards for Continuing Professional Education, and use a core
competency modd that is dmilar in design to the AICPA mode as a bads for career
planning and sdf-assessing whether individua performance and competency gods are being
achieved

Make increased knowledge and skills a high priority for al experience leves, with a
particular focus on meeting the increased audit demands cdled for by the Pand’s
recommendationsin Chapters 2 and 3

To the SECPS Peer Review Committee:

4.17 The Pand recommends that the SECPS Peer Review Committee request that peer reviewers.

Assess whether engagement teams have the requisite knowledge and skills for the particular
engagements

Make quditative assessments of the audit firm's policies and performance related to
professond development

Include their findings in this areain their reports to the SECPS Peer Review Committee

8W. Steve Albrecht and Robert J. Sack, “ Accounting Education: Charting the Course through a Perilous Future,”
Accounting Education Series, Volume No. 16 (August 2000).
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Tothe AICPA:

4.18 The Pand recommends that the AICPA asss firmsin adopting the competency-based learning
concepts in the AICPA exposure draft, Statement on Standards for Continuing Professional
Education, and in usng a core competency modd that is Smilar in design to the AICPA mode as a
basis for career planning and self-assessng whether individua performance and competency goas are
being achieved.

PERSONNEL MANAGEMENT

4.19 Audit firms devote sgnificant time and resources to personnd management. Although each firm
has unique palicies and procedures, their evauation criteriadl generaly encompass industry knowledge,
client reationship building, practice deveopment activities (induding cross-marketing), and
interpersond, adminidrative and technica skills. Incentive compensation programs exist in mogt firms,
Quantifiable incentive measures typicaly are related to practice development, revenue growth and
practice profitability. Measures rdated to technical skills and the qudity of professond work —which
are consgdered in firms' internd ingpection programs and in peer reviews — typicaly are more subjective
and consequently not condgtently as influentid in thelr incentive compensation programs.

Findings

4.20 The Pand found that generdly there is an gppropriate focus on technica skills and the qudity of
professond work, and a reasonable balance of these items with other criteria. Focus group and QPR
participants expressed few concerns about the attention firms give to personne evauations and rewards
or about their overdl effectiveness. Participants at dl levels spoke positively about the benefits of
mentoring programs. Some audit managers believed tha ther firms sometimes overemphasize new
business development in measuring performance. Other participants commented about the need for
firms to develop innovative compensation plans that would add to the attractiveness of auditing as a
profession.

Recommendations
To audit firms:

421 ThePand recommends that audit firms:

Review performance measures for al experience levels, and ensure that performing high-
quaity audits is gppropriately recognized as the highest priority in performance evauations
and in compensation, promotion and retention decisons for dl personnd. The measures
should focus on such matters as (1) the depth and substance of understanding of the client’s
business and risks, (2) responsiveness to unexpected or unplanned conditions encountered
in audits, (3) development of innovative audit gpproaches, (4) professiona skepticism and
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persstence, and (5) knowledge of accounting principles and practices.

Work cooperatively with the SECPS in developing effective measures of audit qudity and
incorporate those measures into their interna ingpection processes. (See the Pand’s
recommendations to the SEC Practice Section in the section “Enhancing Peer Reviews’ in
Chapter 6.)

To the SECPS Peer Review Committee:

4.22 The Pand recommends that the SECPS Peer Review Committee request that peer reviewers.

Asssss the role that performing high-quality professona work plays in performance reviews
and in compensation, promation and retention decisons at dl levels of audit personnel

Indude ther findingsin this areain their reports to the SECPS Peer Review Committee

TIME PRESSURES ON AUDITORS

4.23 Time pressures on auditors have been a pervasive and long- sanding issue within the profession.
The Commisson on Auditors Responghilities initidly raised the issue of time and budget pressuresasa
factor in substandard audits.” In addition to having an immediate potential effect on the quality of audit
work, over time, these pressures may reflect negatively on job satisfaction, on the dedrability of
choosing a career in auditing and ultimately on the profession’s ability to attract and retain high-qudity
personnd.

4.24 The Pand believes that time and fee budgets, unexpected turnover of engagement personnd,
and sometimes unredidtic dient-imposed or internaly imposed deedlines can place sgnificant pressures
on engagement teams. These pressures can cregte an environment in which audit quaity might be
compromised if engagement team members, a any levd, percaive that ther individua performance is
measured primarily by meeting time deedlines and budget estimates. These threats to audit qudity
frequently appear a or near the completion of the engagement in the form of client pressures on the
engagement team to “findize the audit” and hurry the issue-resolution process.

Findings

4.25 No focus group participant indicated any persond involvement in ether sdf-imposed, firm:
imposed or client-imposed time pressures that resulted in compromised audit quality, and this generdly
was confirmed by the QPR process. Focus group participants, however, suggested that time pressures
can and often do place dress on the audit process and have the potentid to affect audit quaity

® Commission on Auditors’ Responsibilities, Report, Conclusions, and Recommendations, 1978. This commission
often isreferred to as“the Cohen Commission.”
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adversdly. The study of SEC Accounting and Auditing Enforcement Releases indicated that, in a limited
number of instances, succumbing to time pressures may have contributed to the auditors failure to
detect material misstatements.”® Conversely, in other Situations the auditors resistance to time pressures
may have facilitated the detection of materid misstatements.

4.26 The Pand recognizes that client deadlines and engagement budgets are a necessary part of the
audit process. It dso recognizes that many firms have controls built into their audit processes that are
designed to help detect and correct quality issues arising from time pressures. Nonetheless, managing
the potentid risks from excessve time pressures on engagement teams must be a high priority.
Performance measures need to be balanced and clearly and carefully communicated to al professonds
to ensure that dl personnd undersgtand that quality work, not meeting time deadlines and budget
edimates, isthe ultimate priority.

Recommendations
To audit firms:

4.27 ThePand recommends that audit firms:

Expand the client acceptance and continuance assessment processes to include inquiries
about possible time pressures on specific engagements that could creste an environment in
which audit quality might be compromised

Provide guidance and training on actions that engagement partners and other supervisory
personnel should consider in managing time pressures

Incorporate appropriate measures of partners and other supervisory personnd’s ahilitiesto
manage time pressures in upward evauations or other similar feedback processes

Redffirm periodicaly with partners and managers the importance of establishing redidtic time
budgets and work loads

To the SECPS Peer Review Committee:

4.28 The Pand recommends that the SECPS Peer Review Committee request that peer reviewers:

Assess the extent of time pressures on audit engagements and the firm's success in
managing those pressures

Include thar findings in this areain their reports to the SECPS Peer Review Committee

10 See Appendix F.
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SMALLER FIRM CONSIDERATIONS
Findings

4.29 The Pand daff met with severd partners from smdler firms each of whom had extensve
experience performing peer reviews of firms of amilar sze. Discussons with these and others indicated
that smaller firms generdly have a strong commitment to quality audit work. The focus group members
aso thought thet the professondiam of people working in these firmsis very high.

4.30 Some concerns were expressed, however, about the limited resources available in smdler firms
for consultation on technica accounting and auditing issues, difficulties in obtaining concurring partners
with the gppropriate technicd and industry skills, and difficulties in assessng engagement risk (client
acceptance and continuance), especidly when consdering whether to accept a new audit client that
previoudy had been served by alarge firm.

4.31 Thefindings and related recommendations in each of the preceding subsections generdly apply
to samdler firms aswell asthe large firms.

Recommendations
Tothe AICPA:

4.32 The Pand recommends that the AICPA:

Provide greater audit-related assstance to smdler firms, particularly technicad and industry
accounting and auditing support and consultation

Congder additional means by which smdler firms can meet the SECPS concurring partner
requirement

Develop software and other tools to assst smdler firmsin assessng engagement risk (client
acceptance and continuance)
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