Back to the Future Again:

A Critical Look at the Treasury’s Advisory Report on the Audit Profession.
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This Report was issued on October 6 by a Blue-Ribbon panel made up of leading members of the financial reporting community selected by Treasury Secretary Paulson. Goldman Sachs, Morgan Stanley and KPMG are among the institutional names that grace the membership roster, along with former Federal Reserve Chair Paul Volker, former SEC head Arthur Levitt and many others less well known to the general public, but recognized by fellow professionals. The Advisory Committee included Democrats as well as Republicans, Wall Street lawyers and CPAs, bankers and investors, a chief finance officer and a labor union leader, a distinguished professor and the president of the professional society for CPAs. The Committee, assisted by Treasury Department staff, met nine times in the course of a year, heard 57 witnesses, received 101 written submissions, and went through two rounds of drafts to generate the 219-page (with Appendices) Report.     

As so often happens with such advisory groups, the views of the various members seem to have cancelled each other out. Their collected wisdom did not compound, but instead shrank down towards a common denominator. The recommendations are a mixture of platitudes (“Implement market-driven, dynamic curricula and content for accounting students that continuously evolve… bla…bla…bla.”, p. VI-2), sensible minor improvements (a national center to share information on fraud prevention, p. VII-1), further study (“to analyze, explore, and enable, as appropriate”, p. VII-8) and the hope that co-operation among regulatory agencies can be “encouraged” and “enhanced”, while leaving the audit profession itself pretty much unchanged. (pp. VII-3 and VIII-20.)   

When it came to the important issues, the Committee was an outright flop -- a very public failure. The Report’s “Background” chapter describes the recent evolution of the system for auditing corporate reports and the resulting concerns: the oligopoly power of four giant firms that now handle 98% of the audit work for major US companies, the private partnership structure of those firms which veils their inner workings, the possibility that legal liability for a botched audit could result in lawsuit damages so large as to destroy a firm, and the general breakdown in financial markets that could result from audit firm collapse. The ghost of Arthur Andersen still haunts the profession, and the Committee froze up when confronted by the specter of another failure. There was no consensus on recommended solutions, and the Report’s Opening Statement diplomatically refers to “a failure to find common ground” on “the role of the civil litigation system in relation to public company audits.” (p. II-6) This appears to be a tactful way of describing a “firm and frank exchange of views” between the auditors and their allies, on the one hand, and other panel members with backgrounds in investor protection. In a rare display of disharmony, Lynn E. Turner, who was formerly the Chief Accountant at the SEC, even filed a written dissent.  

The audit industry has for some years now sought to solve its potential liability problems through political action aimed at changing the laws so as to put caps on auditor liability and raise the procedural obstacles to lawsuits. Their success has been quite limited, in part because it has stirred up opposition forces such as the trial lawyers’ lobby and investor groups. The Advisory Commission could have been an occasion for opposing interests to negotiate a grand compromise, but instead it represents a wasted opportunity. One obstacle may have been the decentralized governance of the audit partnerships themselves. Partnership entails a certain degree of democracy, at least among the partners themselves, and democracies are not good at nuanced negotiations. It is not easy to arrive at a consensus among partners in support of a bargain that makes all the concessions needed to get other parties to agree. In the months since the Report was issued, the economic news has been bad and the political climate has changed, so the auditors may yet come to regret the Advisory Commission stalemate.  
