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Under the “Firm Structure and Finances”, advisory committee on the audit profession provides 7 recommendations and some discussions to address issues involving fraud prevention and detection, federal and state regulatory systems (the relationship among SEC, PCAOB, and state authorities), governance, disclosure of auditor changes, auditor’s standard reporting model, transparency, and litigation.

Recommendations

1. A national forum should be created by the PCAOB for sharing information regarding fraud prevention and detection experiences, practices, and methodologies and technologies among auditors and other market participants. The Committee believes this collective sharing of fraud prevention and detection experiences will facilitate the development of best practices in preventing and detecting frauds. 

2. Federal and state authorities should cooperate with respect to the following areas:

a) A mechanism that encourages the states to substantially adopt the mobility provisions of the Uniform Accountancy Act, Fifth Edition (UAA) is recommended to enhance licensee practice mobility among the states. The Committee believes that, by allowing multi-state practices of many audit firms, the capital market will be served better.

b) Set up requirements for regular and formal roundtable meetings of the PCAOB, the SEC, the DOJ, the state boards of accountancy, and the state attorney general to improve regulatory effectiveness and reduce duplicative and inconsistent enforcement regimes.

c) Greater independence of state boards of accountancy should be created to enhance their regulatory effectiveness. The Committee concerns about independence of state boards of accountancy due to financial difficulty, financial and/or operational reliance on other state agencies, or conflict of interest. 

3. Institute a governance structure with independent board members and advisory boards to improve auditing firm management and governance. The recommendation is based on the requirement of Sarbanes-Oxley Act for increased independent members of board of directors and fully independent audit committees in public companies, which is considered to be effective in enhancing corporate governance and transparency. 

4. Amendment should be made on Form 8-K disclosure requirement of the SEC, which is to require public companies to state reasons for auditor changes in their Form 8-K filings. However, the current disclosure requirement of Form 8-K only concerns about whether the auditor change relates to disagreements over accounting and reporting matters. In addition, the Committee recommends auditing firms notify the PCAOB of any premature engagement partner changes on public company audits.
5. The PCAOB should take initiative to improve the auditor’s standard reporting model. In addition, the PCAOB and the SEC should clarify in the auditor’s report the auditor’s role in detecting fraud and periodically review and update these standards. Current audit reports use standardized wording (Pass/Fail model), which does not accurately reflect the amount of auditor’s work and judgment. There has also been an “expectation gap” between the users of financial statements and the audit professionals, in respect to the role of the auditors. Thus, there is a need to clarify the auditor’s responsibility and limitation. According to existing auditing standards and SEC rules, management has the primary responsibility for the accuracy of financial statements and for identification of fraud; the auditor’s role is to provide reasonable assurance that the financial statements are free of material misstatement. Even though this concept is embedded in the current audit reporting standards, the current standard auditor’s report does not actually mention “fraud” and is silent about the auditor’s responsibility to find fraud. This further demonstrated the need to state the auditor’s role explicitly. The increasing complexity of global business operations is also compelling the use of judgments and estimates. The complexity supports improving the content of the auditor’s report to include a more relevant discussion about the audit of the financial statements, which is beyond the current pass/fail model. 

6. SEC regulations require that the auditor’s report be signed by the engagement partners. It is believed that such signature will foster greater accountability of the individuals signing the auditor’s reports and enhance transparency. It is also important to note that the signature requirement should not impose additional obligation and liability concerns for the engagement partner. 

7.The committee recommends that the PCAOB mandates that, in 2010, larger auditing firms to produce a public annual report that includes the followings: (a) Information required by the Article 40 Transparency Report deemed appropriate by the PCAOB in consultation with investors, financial statement users, auditing firms, public companies, academics, and other market participants. (b) Key indicators of audit quality and effectiveness as determined but the PCAOB in accordance with Recommendation 3 of this report.  In addition, the PCAOB should require that, beginning in 2011, the larger auditing firms file with the PCAOB on a confidential basis audited financial statements.

Litigation 

After a due deliberation regarding the possible impact of the current U.S. liability, the Committee members were unable to reach a consensus as to whether limiting auditors’ liability would play any significant role in achieving higher audit quality, sustaining public company auditing profession, improving capital markets, and boosting investor confidence. All the members seem to concur that the current litigation system can have severe ramifications for the market and the investors, however; their major variance lies if such a system could prove peril to the going concern of the large audit firms. To arrive at any conclusion, the Committee members analyzed the historical and pending litigation against audit companies and gathered valuable information from investors, public companies, insurers, and academics. Committee members who are strongly in favor of limiting auditors’ liability points towards the data provided by the accounting profession and the testimony from academics, legal, and insurance experts.  The current litigation system makes auditors responsible for the entire drop in the market capitalization of their public company audit clients without considering the possibility of audit error or misconduct. This crash can sometimes be in excess of the entire capitalization of even the largest auditing firms. The complexity of today’s private litigation system makes it very expensive and time consuming for auditing firms to bring large cases to trial and, hence, these firms prefer an out- of-court settlement even though some claims lack merit. These members strongly believe that the existing professional standards, along with PCAOB inspections and SEC enforcement activities, are sufficient measures to ensure professional behavior. In some cases, the danger of unlimited liability can prevent the best and the brightest auditors from entering the profession and also discourage small audit firms from taking on large public company assignments. The potential changes that these members would like to see is: a cap on damages paid by auditing firms, caps on bonds auditing firms must post to appeal an adverse civil judgment, permitting auditing firms to appeal denials of motions to dismiss, strengthening the bankruptcy defenses available for auditing firms, revising SEC Rule 10b-5 to utilize an “actual knowledge” standard, and providing government insurance for auditing firms.
 

The Committee members who are on the other side of the fence do not consider these arguments strong enough, necessitating a restriction on auditors’ liability. In their analysis, strong business ethics and culture within the audit firms will lead to audit effectiveness and ultimately drive their very existence. Any ceiling on their liability will negatively impact investor confidence on the audit report. Also, the difficulty in obtaining a commercially viable insurance coverage against such risks can ensure superior audit quality. Another reason for shying away from an upper limit on auditors’ liability is the recent U.S. Supreme Court decisions that make it very challenging for investors to recover any damages from the auditing firms. Any changes in auditors’ liability should be forward looking and be viewed in totality rather than just be viewed by its impact on the auditors’ firms. Litigation is not only a concern to the auditing firms, but also a concern to the investors and other market participants, and therefore, should serve the needs of all the parties influenced by it. 
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